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UNIT -1

1 1 PUBLIC FI NAN CE - AN
® INTRODUCTION
Chapter

Objectives

After completing this chapter, you will be able to:

Understand Public Finance

Know the classical and modern concept on Public Finance
Leamn the distinction between private and public goods
Know externalities

e & 8 & @

Learn the role of government m allocating resources between private and
publie sector

Structure:

1.1.l Introduction

1.12 Classical Concept on Public Finance
1.13 Modermn Concept on Public Finance
.14 Definition of Public Finance

1.1.5 Place of Public Finance in Economics
1.16 Private and Public Goods

1.1.7 Externalitics

1.1.8 Government Role in Optimal Allocation of Resources between Private Sector
and Government Sector

1.1.9 Summary

1110 Self Assessment Questions
1.1.11 Key Words & Reference

L.L1T INTRODUCTION

Public Finance is a study of income and expenditure of a government. It studies the
income raised through revenue and expenditure incurred or spent on the activities of
public authorities. Income and expenditure of the government are regulated through
marginal adjustments so as to give the maximum public benefit, The term ‘public
authorities” connotes all sorts of governments though they differ in their functions,
operations, sources of mcome and objectives of expenditure, Further, it relates to the
raising and utilisation of their resources. In a narrow sense, they differ widely as
concerned to the magmiude of areas and population which they govern, the nature ol
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finctions which they perform, different objects as well as different methods adopted to
achieve the so-called objectives in the form of income, revenue or purposes of
expenditure and financial relations with other public authorities at national level or at
international level, In a broad sense, these distinclions are oaly secondary. Basically,
there is & difference in the Central or Federal, State and Local Governments.

I the maodern era, the various governments all over the workl have enterad and are
entering into @ number of public projects for the economic and social security of their
citeeens such as rmlways, post and telegraphs, dams, heavy electrical, atomic energy
projects etc. Moreover, with the adoption of plainmng m almost all the countres, the
seope of State activity has considerably expanded. In this way, with the gradual
expansion of the functions of the modern governments, the total public expenditure is
imereasing af a very raped rate. On the other hand, the iotal expenditure and revenue of a
povernment are much larger than the revenue and expenditure of a single man or single
economic and social organisation. Thus, various toeols of public finance can be utilised as
an instrument for bringing about the desired economic and social changes o a country.

The ongin of public linance is iraceable in the ongm of the modemn welfare stale
Either due to necessity or due 10 man being by nature a political animal some form of
povernmental organisation bas existed ever since man passed bevond the most pramitive
stage of development. In short, the ongin of public finance 1s deep-rooted m antiguity.

Discussion of the various aspects of the public finances has a long history.

I. Public Revenue, which deals with the method of raising funds and (he
principles of @aabon. Thus, within the purview of public revenue, we ke up
the chssification of poblic revenue, canons and jusfification of taxation, the
problem of incidence and shifting of taxes, effects of laxation, efc.

2. Public Expenditure, which deals with the pnnoples and problems relating 1o
the allocation of public spendings. Here, we study the fundomental principles
goverming the flow of public funds mte different channels; classification and
justification of pubhc expenditure; expendiiure podicies of the government and
the measunes adopted for peneral wellare.

3. Public Debt, which deals with the study of the couses and methods of Notes,
public loans as well as public debt management.

4. Fmancial Admimstration — under this, the problem of how the financial
machinery 15 organised and admimistered is dealt with.

Scope of Pablic Finance
The scope of public finance 8 nol just to study the composition of public revenue
and public expenditure. It covers a full discussion of the mfluence of government fiscal

operations on the level of overall activity, employment, prices and growth process of the
economic system as a whole

According to Musgrave, the scope of public Imance embraces the following three
funesions of the government s budgetary policy confined to the fizcal department:
(1} the Allocation Branch,
(i1 the Distribation Branch, and
(1) the Stakalisatson Branch.
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Theso refer to three objectives of budget policy, 1.2, the use of fiscal instruments:

(i} tosecure adjustments in the allocation of resources,
(0} b0 secure adjusiments in the disiribution of income and wealth, and
(i} o secure economic stabiliston,

Thus, the functon of the allocation branch of the fscal department 15 W detérmmne
what adjustments in allocation are neaded, who shall bear the cost, what revenue and
expenditure policies o be formulated 1o fulfil the desired objectives, The function of the
distribution branch is to delermine what steps are needed to bring about the desired or
gquitable state of disinbution in the econmny and the sabilisation branch shall confine
itsell o the decisions as 10 what should be done to secure price stability and o maintain
fall employment level.

Further, modern public finance has two aspectss 1) Positive aspect and
() Mormative aspect. In itz positive aspect, the study of public finance 5 concerned with
what are the sources of public revenue, ilems of public expendimre, constiluents of
bodget, and Tormal as well as effective incrdence of fiscal operations. In its normative
aspect, norms of standards of the government's financial operations are laid down,
mvestigated, and pppraised. The basic norm of modern finance 13 genemal economie
welfare On normative consideration, public finance becomes a skilful an, whereas i its
positive aspect, it remains a fiscal science

1.1.2 CLASSICAL CONCEPT ON PUBLIC FINANCE

The origin of the classical concept of public finance can be traced back to the last
part of eighteenth century, The real beginning of & seientific look at the subject must be
attnbuted to the wrtings of Adam Smith i s *Wealth of Nations' publshed n 1776
AD. Book ¥ of the “Wealth of Nations™ which s devoted tw public éxpenditure, public
revenues and public debis. Various (vpes of public outlay, limited, however, o the arena
of three ‘duties of soveremgn,’ classification of revenues into vanous categories together
with enunciation of his famous four canons of taxation and o discussion of the ongin and
history of the public debt with proposals to reduce it have been the major highlights of
Adam Smith's contribution

Similarly, Ericardo in his "Principles™ discusses in details the effects of different
taxes on various sectors of the sconomy, but does nol consuler the aspects of public
expendrture 50 much tmportant as to be mcluded n his book which has come 10 be
penerally referred to as a “science ol taaton’. 1.5 Mill's 'Ponciples of Political
Economy™, published in 1848 dwell at length on general principles of taxation,
classification of taxes into ‘direct’ and ‘indirect’, the comparative effects of different
taxes and vanous problems of (he national debl in his Book ¥, Az i the case of Rigardo,
Mill, 1oy, paid only scant attention to the problems of public expendsture. The relation of
taxpoyver and the government was seen by John Stuar Mill m quid pro gue terms.
Though “Wealth of Nations™ of Adam Smith had the towermg influence in moulding the
thoughts of his contemporanes and followers, vet we find sharp division among them in
giving importance o different aspects of Public Finanee and, more particularly, o those
of pubbe expenditun:.

We still find relanvely hitle systemate discussion of Public finance as a subyject in
the writings of neo-classical economists. Alfred Marshall's “Principles” does not make a

NOTES
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logical approach to Public Finance though isswes relating to problems of taxation appear
in & number of chapters. Again, it is the science of wxation which engaged the thoughts
of Edgeworth who was very emphanc in declanng, “the science of taxation”™ comprising
twor main subjects to which the characters of pure theory may be ascribad, the lnws of
meidence and the prmciples of equal sacnfice. This is enough to show that a systematic
exposition of the whole subyect of Publie Finance had disappearad from the major works
of economists

Subsequently, however, there emerged a number of writers who took pams m
exclusively devoting to Pubhic Finance rather than treating the subject as an insigmificant
part of economic theory, One of such primary attempis i3 Bastable’s "Public Finance’,
pubhshed in 1892, but lis general treatment of the subject is similar to that of the better-
known suecessor, D, Dalton’s * Public Firanee”, first published in 1922, He has looked at
Public Finance from a scientific point of view and has defined the subjoct as one which
copeerns itsell with the income and expenditure of public authorifies and with the
adjustment of one (0 the other. 1S mportant © nole that o number of imporant witers
in the concluding vears of mneteenth century, like Pantaleoni, Mazzola, Sax, Wicksell
and De Vit Marco did introduce many important thoughts in the subjpect.

L3 MODERN CONCEPT ON PUBLIC FINANCE

The modern concept of Public Finance can be noticed in the well-known 1ext books
published since [9205 Professor AC. Pizou has not only discussed in details the
principles of taxation and merits and demenits of particular taxes with a broad following
on war finance, bul has made a thorough engury into the ways in which the publie
authorities may influence aggregme income by facal measures, Thus, the subject matter
of Public Finance which hardly concemed anythmg more than the ssues ol taxation fo
the early writers has now come o embrace the ever-widerning feld of fiscal policies.

Since the greal depression of 19308 and the war-tirme inflationary peniod and more
particularly, since the publication of Keyvaes's General Theory, it has beéen clearly
recopnised that the discussion on effects of particular taxes and of povernment
expenditure &5 bul a part of the subpect matter of public fnance and ihat any complete
tregiment must include a full discussion of the influence of povemment fscal eperations
on the level of overall economie activity and employment fiscal operations on the kevel of
overall economic activity and employment. The use of taxation, public expenditure and
public debt w realise cerlam extra-budgetary objectives to mfluence the level of
economic actvity indicates an imporlanl development m the study of the subject of
public finsmnce.

While the main problem of high imcome economies i how to arrest the Muciuations
m economic activity and bring sbout stability in them, the major task facing the low
meome egonomy 5 o acheve rapid economic development. Public Finance has come (o
recopnise this problem and the nstruments of Nscal pobicy are gunfully emploved 1o
achieve the goals of stability and growth. Public Firance has no more remained s mere
seience of taxation, bul has mereasingly focused attention to the influence of fecal
mstruments on the aggregale sconomic acuvity like moome, investment, employment,
stability, growih etc. It is no more the study of a sound finance” requiring always
balancing of the budget, but the discussion & now divened o the question of how
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cconomy could be influenced by deliberate creation of budget deficits and budget
Surplises.

Murkse believes that Public Finance assumes a new significance in the face of
problems of capial Formation m underdeveloped countries. Capital sceumulation through
taxation, public mvestmenl on cconomic infrasfructure, control and regulation of
eeonomic life and redisiribution of income and wealth theough fiscal measures, can
promote economic development of low-imcome economies. Thus, the role of Public
Fimance has assumed increasmg dimensions as the state activiies are in-rodding o
widening area of economic e of people.

1.1.4 DEFINITION OF PUBLIC FINANCE

Though different wrniters define Publbe Finance differently and the scope of the
subject has undergone vast changes, the study of (he subject chiefly centres round
different aspects of government revenues and government expenditure in relation 1o the
State's ceonomy and people. One of the earliest definitions comes from the English
ceodomisl. Professor Bastable, according o whom Public Finance is the subject that
deals with expenditure and mcome of public authortics of the State, the relation betwesn
ihese two aspects and the fumctions relating 1o e Siate’s financial administration and
conirol,

Similar is the definition given by

“Public Finance is the study of the principle underlying the spending and
raising of funds by public authorities. As a positive science, it is concerned with
facts as they exist: i investigates the intricate fux of these fnancial events and
discoviers their hidden wniformities by means of patient and sysiematic inguiry
which we call research.”™

— Professor Shirvas

Professor Dalton's treatment of the subjeet, though simelar to that of Bastable 15
maowe elaborate and better Enown, He poinis oal the Tink that Public’ Finance has to
matintain between politics and economics and defines Public Finance as the subject that is
“concerned with the income and expenditure of public awihorities and with ihe
atljustments of one to the other.” Afler the inroad of new wellare economics into the
domain of Public Finance, modern writers have been of the view that any economic
achivily should ultmmatelv am at the increased welfare of sociely and bence, the subpect
of Public Finance which so inbimately studies the governmental activities, should concern
iiself with the weals of welfare maxomisation

LK. Hicks, thus, points out the imadequacy of the market sector of economy which
15 unable o provide all goods and services needed by the consumers and underlines the
mecessily of State participation in production and distribeton in the sociery. The main
content of Public Finanee, according to her, therefore, consists of the examinaton and
appraisal of the methods by which governing bodies provide for the collective
satisfaction of wants, and secure the necessary funds to carry out their purposes

Public Finance deals with the finances of the public a5 an organised group
under the institution of Government. It is concerned with the operation of the “fisc”

NOTES
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or public treasury. Hence, to the degree that is a science, public finance is the fiscal
science; s policies are Nscal policies, its problems are fiscal problems.

— Philip E. Taylor

Thus, Taylor has attached maximum mporance o Be atiainment of exira-
budgetary objectives of public finance that can be secured through operabon of fiscal
mstruments like taxation, publie expendifure, public debt management, 2ic.

Significantly, the modern writers consider government expenditure as a means of
attaining policy objectives rather than bardens 10 be financed,

“Major role of Public Finance is played hy goverament expenditure in altering
resouree allocation to provide public goods a5 well a5 1o adjust For externalities and
in choosing amoeng alternative expenditure programmes and selecting means of
producing public goods™,

— Davie and Dunceombe

Giovernment expenditure must be financed and, for the purpese funds are raised
through taxes and other revenues. Davie and Duncombe, therefore, detine Public Finance
a3 the wse of Governmen! expendilures and revenues W0 pursue policy objectives which
ane seen as emerging from the welfare-mereasing actions of mdnidual citizens, privaie
ergups and public officials.

Perhaps the most comprebensive definition which is at onge of scientific frame and
of up-to-date varety 18 presented by B A Musgrave. In terms of his explanation,

“The complex problems that centre around the revenue expenditure process of
government is referred o traditionally as Public Finance, while operations of public
houschold involve flows of receipts and expenditure. The basic problems are mot
issues of Anance; ihey are nol concerned with money, lquidity or capital markeis;
rather, they are problems of resource allocation, distribution of income, full
employment, price level stability and growth, We must think of our task as an
investigation into those aspects of economic policy that arise in the operations of
puhblic budgcl.™

Thus, public budget is implicitly a pen picture of the govermmental programmes that
cin be mplemeénted throwgh the framework of a revenue-expendiiure complex.
Budgetary provision of public goods and services may be financed either by taxation or
by public debt or by both, In both cases, the problems of policies and principles that
should guide ther adoinistration do anse. It should, therefore, be the task of public
fingnee o search for proper ponciples and policies refaling o taxabion, poblic
expenditure and deb! management.

Determmination of appropnate méasures for raasing funds implies an understanding
of the flow of production from and income through the private cconomy, and therefore,
of the way the whole economy works.! The same line of thinking appears in Professor
Buchanan’s work, according to which, the government, considered a8 a unit, may be
defined as the subject of the study of public fingnee. What it means, more specifically, s
that public finance studies the economic activity of government as a unit.”

I. PE Taylor—op cit, p 1
2. 1M Bschaman— “The Public Fisance™, Richard O lewin, 1970, po 16
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LLLS PLACE OF PUBLIC FINANCE IN ECONOMICS

Public Finance occupees an imporiant place in the study of economic life of a
society. From brief survey on the mstorical development of the subject, we have seen
how the scope of study of public finance has extended from the narmow aspect like
*Science of taxation” 1o the wide areas of taxation, public expenditure and public debt
topether with the other problems of oplimal resource allocanon distribution of income
and employvment generabion with price level stability and growth. Almost all aspects of
economic well-being of the people are today studied m the public finance.

The place of public finance in economics may he described along the following
heads.

(i} Concern with Economic Development. Economic development of a society
requires among other things. creased production and productvity proper channelisation
of economic resources, motivation among agents of production for output maximisation,
optimum wiilisation of inputs, ete. which are greatly influenced by the use of fiscal
instruments and budgetary means that are studied by public finance. Hence, public
finance forms an important part of economucs. Musgrave, has rightly pointed out that the
problems of public Hnanee must be dealt with by economic analysis as well. The general
body of economic theory winch has been applied so successtully to such specil fields as
international trade, must be applied with equal rigour to public finance

(i) Correcting Deficiency of Private Sector, There are a number of services which
are sssentially required by the people but which cannot be supplied by the privite market
as they cannot be subjected to price payment hike private goods. Since the services arc
Tompy amd individual canmot be excluded rom the benefits of these services, public
works etc. And are defined as those services that are consumed in equal smounts by all *
Public finance is concerned with this aspect of mability of the povate markel mechanism.
Since these services are efsential and since they cannol be supphed thoush prvale
market, they need 1o be supplied through the budget free of direct charges (but cost of
production & coversd through laxabon) if they are (o be satisfied at all and the subject
matter of public finonee cenires round this problem of the soeisty.

LL6 PRIVATE AND PURLIC GOODS

Introduction

Wants can be classafied mio private and public wanis, Public wants are those wants
which are provided through the budget and goods that go to satisfy these wants are called
public goods. These poods are made avalable free of direct chatge 1o the wser. Povale
poods which go to satisfy private wants are financed and supplied by the market on price
pavments; they do nol need any badgetary mechanism.

Private Goods and their Characteristics

The market economy provides private goods and does so efficienthy. This type of
ECOMMY operales on two panciples, viz.,

3, Bechaml A Musgrave—aop, air,, p. W (1959),
4. fbid —Poge 8.

NOTES
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iiy Application of Exclusion Principle. According 1o exclusion principle, those
who do not pay the market price for goods are excluded from their
consumplion, Thus, A consumes a good because he pays the poce for it and B
is excluded from its consumption since be does not pay the price. Exchange in
the market fakes place when goods o be exchanged bear property titles,
Existence of property rights requires exclusion.

{ii} Consamer is Revealed Preference. Under the existence of exclusion, the
market [uncixons as an auction system. Consumers bid for the product and o
the process they reveal their preference. Producers take the signal thus given
and produce those goods which consumers want In this way, the market
operates on informabon @ven by consumers. Those who all fl o provide
sich information, that &5, are unable to reveal their preference will be excluded
from consumption.

Puhblic Goods and their Characteristics

Private econmmics 5 concerned with the activities of the individual than are directed
towards the satisfaction of imdiwidual wants Public finance studies the production
activities of the Siate a3 directed towards the satisfaction of public wants. 1ssues involved
in this study are the choice of the public services which are to be produced and the
determination of their respective shares and the distnbution of e cosl among the
comsumers, ete, Therefore, the core of fiscal theory addresses the guestion of what public
agivices should be peovided by the public seetor sector and how much. There are several
answers o this question. Let us begin by analysing the views of the classical economists.

The classical economisls developed the operation of the public sector in the context
of a natural order which is based on the principle of non-interference. The need for the
public sector anses only in excephional cazes where the marked economy fails o perform
efficiently. They treated government expenditures and taxstion as separate issucs.

“Taxes were regarded as a sort of hail that destrovs part of the crop®.
— D& Viti de Murce

Adam Smith provided a broader ground for the study of public Gnance, But he did
not allow an unlimited and unquestioned power 1o the State He was in favour of a
ayetem of mafural Iberty that establishes igell of its own accord oace povernmental
restraints are withdrawn. Yet the government 5 needed end 1t has to perform three
functions namely, (i) protection of the society from foreign mvason, (1) meinienance of
law and order so that every member of the sociery is profecied from the injustice of every
other member, and (1) the erection and mamienance of certain pubbe works such as
roads, bridges and camals which contobute 1o the advancement of comimerce and
educational instiutions for the nstruction of the people.

Private and Fublic Wants

Humam wanis are the meinspring of economis activity, They are the ends sinee
economic activity is directed towerd them. From the point of view of resource use, wants
can be classified inio private and public wants. Public wanms are those wanis which are
provided through the budget and poods that go o saisfy these wants are called publc
goods. These goods are made available free of direct charge 1o the user. Private goods
which go to satistv private wams are financed and supplied by the market on price
paymenis, they do nof need the budgetary mechanism.
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Private and public wants, or private and public goods, that go to provide for them,
may be classified on the basis of want determination and nature of benefits as under:

Types of Wants
Basis of Want Determination Neature of Benefits
Internal External
Individual {Ci) Private Social
Imposed (Cz) Merit Merit

In the above chart we have private wants on the one hand and two types of public
wants, social and merit, on the other. Private and social wants or goods are distinguished
on the hasis whether the benefit resulting from the satisfaction of these wants 15 internal
or external. Similanty between them rests on the fact that both (private and social wants)
reflect individual preferences. Both social and merit wanis are public wants. In this
respect, they are similar. DifTerence lies in the fact that social wants are produced in line
with consumer preference while merit wants retlect the preference scale of' a ruling group
and are imposed on the individual consumer. Benefits resulting from merit wants may be
both internal and external. Let us now have a close look at the nature of these wants,

Provision of Private Goods

The market economy provides private goods and does so efficiently. This economy
operates on two principles: (i) the exclusion principle and (it) revealed preference.

Exclusion Principle: Simply stated, this principle means that those who do not pay
the market price for goods are excluded from their consumption. Thus, A consumes a
good because he pays the price for it and B is excluded from its consumption smce he
does not pay the price. Exchange in the market takes place when goods to be exchanged
bear property titles. Existence of property rights requires exclusion.

Revealed Preference: Under the existence of exelusion, the market functions as an
auction system. Consumers bid for the product and in the process they reveal their
preference. Producers take the signal thus given and produce those goods which
consumers want. In this way, the market operales on information given by consumers.
Those who fail to provide such information, that 18, are unable to reveal their preference,
will be excluded from consumption.

Based on these two principles, the market provides private goods efficiently because
the henefits derived from these goods accrue to consumers who pay for them. In other
words, benefits are internal and consumption is rival. For most gooeds and services, the
market can function well, that 13, they can be provided in a satisfactory way.

Provision of Public Goods

There are goods for which preferences will not be revealed fully and effective
apphication of the exclusion principle is not possible. Thewr consumption is non-rival.
They can not, therefore, be provided in a satsfactory way by the market. These are public
goods belonging to the category of either social goods or merit goods.

In order to understand the difference between private and public goods properly, let
us consider the following three characteristics which all goods and services have in some
measure.

NOTES
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I. Consumption of goods 15 cither rival or non-nval. Rival means competitivencss
in consumption. A mango caten by X cannot be caten by Y. Mon-rival implics
Jntness in comsumplion. Steeet lighting s conswmed jeintly. The more street
lighting one person gets the more street ighting others in that street also get

2 The costs and benefits of the production and consumplion of a pood may be
iniernal or extemal. When costs and benefits of a good are enjoved exclusively
by the producers and consumers of that good. 1t is called imternal. They are
external when benefils and costs acerue to third parties. Externalities may be
called spillovers. social costs and benefits or neighbourhood effects. If the
owner allows his house to fall in disrepute, he suffers an intemal loss due to the
fall m property valoe, But his neighbours suffer an extemal loss since
dizreputable house brings down the value of neighbouring buildings as well. IF
A s protected by moculation from cholera, it 18 an intemal benefil to him. But
he confers external bepefits too because he is now less likely Lo infect those
whe come m contact with him.

3 A consumer has to purchase from a vast mray of goods presented before him.
He can comprehend the benefits from most of them. In such cases, he is likely
to make & rational choice. But bemefitz in some ¢ases may nol be easily
comprehended and ignorance might be the reason.

In sitwation where consumption 1% non-Aval and exclugion prmeple camnol be
applied, consumers do not reveal thewr preferences. Jomntness of consumption rules ool
the possibility of excloding “free riders™ from other people’s consumption. On the basis
of competitiveness and excludability characterisiics, poods can be classified mio four
cases,

Cowsionprion Exclusion
Feasible Ned fensible

Rival 1 o

Man-rival 3 4

Casc | 15 a clear-out privaie-good case which combines nval consumption with
excludability, Provision of such good through the market is both feasibbe and efficient. In
the three other cases, marketl mechanism fauls. Market failure in case 2 18 due o the non-
applicability of exclusion while in case 3 1t 15 because of non-rival consumption. Both
mmpediments are present in the fourth case Thus, market filare cocurs in all cases except
the first, The term social good 5 a applied 0 cases 3 and 4. while case 2 i3 the held of

meril gond.
Social Goods

Social goods are goods which are provided by the State because their consumgion
15 mon-nival and exclusion principle is imapplicable.  Benefits accruing from them are
external. Good examples are defence, law and order, urban parks, ete 11 s 1o be noted
that social goods are subject to the prmciple of consumer sovereignty, that is, they are
produced on the bass of individual preferences. In this respect social goods are similar (o
private pnods. Since the satsfacton derived from social goods by an imdivadual
consumer is independent of his own contnbution, their cests are met through the public
budget {tax, for instance) and not through the market where private buyers pay.
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In spite of the technical distinction between public and social goods (the latier 15
only a pan of the former), the two are often used inmerchangeably. Hence when one
analyses ihe theory of social goods, he, in fact, has often in his mind, public goods.

Merit Goods

In 1959, R.A Mengrave developed the concept of merl goods. These are
commadities that should be provided even if the members of society do not demand them

Merit poods oo are public goods bt their provesion cannol be expluned m the
same lerm as the provision of social goods The provision of merl goods involves
interferemce with consumer choice, which is substituvted by imposed choice, The
necessity of imposed choice anses since these goods are under-consumed in a free
market because of ipnorance and externalities. Education and health services are pood
examples of merit goods. [F lefl o ihe free market chodce, these goods will nod be
produced m adeguate quantity either because benefits from them (benefits sccrung to
socieiy a5 8 whole as a result of literacy, for nstance} cannol be taken into accouni in a
market economy. Demeril poods are poods which are over-consumed because of
inorance of exlemalities. The basic charactenistics of private and public goods are
summarised in the following chart:

Privitie Grovls Public Goods
Private costs and benefits 1. Externalilies
2. Fawval comsemption 2, MNon-rival comsumption
1, Knowledge Y lgnorance
(ah Payvment and benefinsimulansoins i@} Payiment and benelin not simulianaxs
(k) Benefits obvious ib) Benefits obscare
i¢) Payes and beneficaary sdentical (2} Poves and beneficiary not wdentical

O the basiz of what has been sard above, i should be sbvious that mn the private
secior transactions are made in a gudd pro gee basis, whereas in the public seetor benefits
are mo refated o revenue that lnances public sector expenditure, When a Cilisen receives
a private benefit, he pays for it directly and individually and he chooses freely what he
wanis. There iz no direct link between cost and benefit in the public sector. Absence of
the direct link between cosls and benefils exisls becanse most povernment benelits are
collective in nature. So. voluntary payvment cannct be used to finance public goods;
budeet provision 15 needed. Every oitieen benefts equally from a public good whether or
nol he has paid for i IF volunstary paymient method s applied, svervbody would Like 1o
be a “free nder™. The desire to redistnibute meome 15 another explanation for the use of
ihe budget pricciple in the provison of public goeds. The acceptance of thiz goal leads 1o
deliberate violation of the guid pro guo principle since it 15 desired that the poor should
gel more benefits from goods than they ane asked to pay.

Mixed Goods

The distinction between privade goods, benefits of which are wholly internal (rival)
and public goods (social as well as merit] whose benefits are wholly external {(nom-rivaly
might bo helpful in understanding the essentinl differences between them, but it 15 not
realistic because mixed siuation of many kinds arisés, Problems wlich a social good

NOTES
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creates arise in the budgetary context; they may also arise where private consumption or
production external benefits.

1.1.7 EXTERNALITIES

Externalities and the Role of Government

Externalities arise from mteractions between the production functions of firms or
utility (consumption) functions of individuals that are not reflected in prices charged for
the goods the production consumption of certain goods gives rise to externalities such as
benefits or costs to persons other than those who acquire the goods. With externalities,
the need for government action anses (because) to ensure that benefited party
compensates the person or firm that 1s providing the benefits economies or to ensure that
the damaged (affected) party receives compensation ffom the person or firm that reflects
the costs.

Thus, when private and social external valuations diverge, government action is
needed to impose appropriate taxes on benefited parties or provide subsidies to damaged
parties to equalise private and social valuation. But the government need not produce the
goods, since the private market can allocate them efficiently once the government nsures
that their prices reflect social marginal costs. When there 1s divergence between social
and private costs or benefits and the government can make them comcide m an
appropriate way. We are discussing below consumption externalities, production
externalities, external diseconomies or spill-over eflects.

Consumption Externalities

A consumption externality occurs whenever the welfare of one individual 1s
affected by the consumption pattern of another individual on when activities like house
painting or lawn mowing, garden rearing etc. create positive externalities since one'’s
well-being is increased by having a neighbour’s property well-maintained.

Similarly, entering a congested highway creates negative externalities because when
one slows down all other travellers and mmposes additional costs upon them, negative
externality is created.

In the first case, private valuation (of benefit) is less than the total social benefits
received from the activity by the neighbours.

In the second case, the private costs are less than the social costs.

Production Externalities

A production externality oceurs when one firm’s output enters as an input into
another firm’s production function. Such type externality virtually exists in every
industry, since most firms use materials produced by other firms to produce their own
output.

(1) Preliminary economies arises whenever price of an mput falls as this scale outpul
(ol an other firm) increases. When the scale of the efficient firm in the input producing
industry 1s sufficiently large so that its average costs fall over the relevant range of output.
If the input ts produced by a natural monopoly firm 1f its scale is sufliciently large, its
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average cost falls and the other firms which use its output as their input ore subject to
preliminary exiermal econsmies.

(i} Prelimmary external diseconomies arises when a firms increases the mputs
produced by an increasing cost industry. Example: The output of textiles morepses, the
unil cost of textiles wall nse because the cost of cotton nses or mferior land externality
arises o produce colton.

Example: Aluminium product may be subject to prelimmary external economies of
b cosl of electricity if risesffalls as the ubilsation of electrcity rises

It pecurs whenever the producer of 3 given activity cannol realise all ihe gans, ie.,
oot forced 1o bear all the costs that consequently accrue o other forms or members of
society. Role of Government as an agemi for economic planning and development.
Prvate and pubhe mechiamsm for allocation of resources.

In oeder 10 understand the role of government n the economy, il 1S necessary 10
understand the make distinction between economuc efficiency, which & referred 1o as
ipareto aptimality ), and social optimality which is referred to as (social welfare optimum),

Economic efficiency reflects how the free markel allocates. resourdes among the
production of various goods and bow it allocetes products among vanous consumers. It
may also show that such allocation of resources may Jead to situations that arc not
efficient or that may be wviewed as inequitable from society s point of view.

In o competitively organised marked, allocanon of resources among consumers and
producers may be :[’E':l:::lml but this may not be desirable from sockcty’s point of view
regarding the distribution of economic welfare. In this cise; resource ransfers will have
10 be made, which may entail (necessitate) a trade-off (halance) between the economic
efficiency and distnbutional welfure poals of society (socml optimaliy).

A pareto optimum ar optimality 18 said to exist when resourges are allocated in such
a way that no indwvadual can be made better-off without making another individual
worse-0fT, and the production of no commodity can be increased withowt reducing the
production of another commaodity. In principle, an infinite number of pareto optimal
resource allocatiom 15 possible.

A wocial welfare optimumdoptimality 5 said o exizst when the allocation of
resources not only represcots a parcte optimum, but also represents a mghest level of
atamablbe  social (equitable  distrbulion  incomel given the resource  endowiment

constramnis lechnology tastes, attifudes of the society towards, income disinbution and so
forth

L1LE GOVERNMENT ROLE IN OFTIMAL ALLOCATION OF RESOURCES
BETWEEN PRIVATE SECTOR AND GOVERNMENT SECTOR

Efficient Allocation of Resources

It 18 a common view that resources should be utilised efMciently and effectvely
ensuring the promotion of the welfare of the society at large. It iz called the objective of
econoinic efficiency or Pareto optimality, Therefore, allocation of resources should be m
an economical and efficient manner that cannot be altered to make some persons. better-
al T without making others worse-ofT. Sometimes. the objectives of efficiency and equity

NOTES
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are not compatible and create confusion. But, economic efficiency is the main motto of
consumer sovereignty which accounts the production of those goods and services that
general consumer value most highly. Thus, proper resources allocation decision should
be given top priotity to achieve optimum utithsation of these resources with minmimum
sacrifice of others.

Inter-sectoral Resource Allocation

Generally. resource allocation is not made exclusively in a single sector but it
determunes the optimal mix between the private sector as well as public sector of an
economy. However, optimal allocation of resources will exist at any given point of time.
1t is also called as social balance. In short, inter-sectoral resource allocation and optimal
inter-sectoral resource allocation may either comeide or the two may deviale from one
another. If not so, then actual resource allocation is sub-optimal or altematively called
imbalanee or misallocation of resources in the economy. Optimal mter-sectoral Tesource
allocation between private sector and public sector has been illustrated in Figure 1.1.1.

Optimal and Sub-optimal Resource Allocation

T 1,
\.‘ Sub-optimal Resource
€ Aliocation
I "
\
"\ A Optimal Resource
50 . Allocation
! “
. § Sub-nptimal Resource
a5 Allocation
LY
b
A
x
[ 1% 50 15 100

Private Sector Outpul [% of Nabonal Product)
Fig. L.1.1

In Fig, 1.1.1, private sector output in terms of percentage of national product has
been shown on X-axis and public sector output as percentage of national product on
Y-axis. Point 4 represents optimal resource allocation between public sector and private
sector, 1., 50 per cent resource allocation in favour of private sector while remaining
50 per cent in favour of public sector. Therefore, point A 1s the optimum and actual inter-
sectoral allocation of resource in an economy. However, in the same figure, point 8 or C
are the sub-optimal resource allocation, e, imbalance in the social balance, i.e., at point
€. 75 per cent for public sector and 25 per cent for private sector. The distribution of
resource at point B, is the vice versa of point C, ie., 25 per cent for public sector and
75 per cent for private sector respectively, Hence, point 4 1s the optimal resource
allocation in inter-sector of public and private sectors of the economy.
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Indifference Curve Approach and Optimal Resource Allocation

The mter-sectoral optimal resource allocation can be shown with the help of
indifference curve technmique. Fig. 1.1.2 illustrates the optimum allocation of
resources in the inter-sectors of the economy.

A
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5 D Possibility Curve
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o
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o
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Private Sector Output

Fig. 1.1.2

In the Fig. 1.1.2, 4B is the production possibility curve of an economy. It shows the
margmal rate of transformation between private goods and public goods with a given
productive resources. The higher position of the production possibilities indicates greater
production potential due to superior quality of its given total production resources. At
point B, society’s entire resources are allocated to the private sector while at point A, all
resources are allocated to the public sector, The production possibility curve AB is
concave to the origin. 11 means that the scarce resources cannot be substituted with equal
efficiency between the production of the public and private goods. Therefore, any
reallocation of resources along with upper part of the production possibility curve (AB),
as from ' to D, would add more to the private sector output. Additional private sector
output has been measured by the distance MN. As a result, amount of goods sacrifice in
the public sector output is shown by the distance EF. This 15 because of existence of
diminishing returns in the production of public goods. On the contrary, along the lower
portion of the production possibility curve, as from G to A, will add more to the public
sector output than the loss suffered m the private sector. This is found due to the
existence of dimimishing retlurns in the production of private sector output, In short,
unequal trade between the output of public goods and private goods occur on account of
following causes:

I, Some economic goods are produced more efficiently with less input cost per
unit in one sector than the other.

2. Increasing cost tends to work when too many goods are produced by one sector

due to dimimshing returns. It always comes into operation in the long-run
period,

NOTES
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Social Indifference Curve Map and Optimal Allocation of Resources

Being familiar with the comnmnity production possibility curve, let us study the
optimal inter-sectoral resource allocation mvolving social or community indifference
curves. In Fig. 1.1.3, a map of social indifference curves IC!, ICZ, IC?, ICY, IC? and IC*
has been drawn. [t shows soeial marginal sales of substitution between consumption of
private goods and public goods. It means that each indifference curve shows the various
alternative combinations of private and public goods giving constant welfare to the
society. We also know that higher social indifference curve means higher level of social
welfare since a larger aggregate real output is consumed by the society on a higher social
indifference curve. Here, individual preference for public or private goods is meaningless
unless these are made effective by the private purchasing power or produced for political
representation of public sector.

Social Indifference
Curve
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Fig. 1.1.3

The social indifTerence curves are convex o the origin which shows that along each
curve there is a diminishing marginal rate of substitution between public goods and
private goods at a gmiven level of social weltare. Toward the upper end of the 1Cs, gquantity
of public goods that the society would be willing to sacrifice to attain an additional unit
of private goods as greater than towards the lower end of the same curve. For instance, a
downward movement on the social indifference IC from point 4 to B yields greater loss
of EF amount of public goods for the smaller portion of gain PL amount of private goods.
As the society starts consuming more privale goods toward the lower end of the social
indifference curve, it would be willing to give up a larger quantity of private goods. This
has been shown by a movement from C to D along with the same indifference curve (IC)
as it shows the small loss of MV of public goods and larger gain of RS amount of private
goods. lts main reason is diminishing marginal rate of substitution between the
consumption of pnivate and public goods. Other reasons are: (7)) marginal utihity of the
social goods increases relative to the marginal utility of the other goods which becomes
relatively plentiful and (7i) social indifference curve i1s convex and significant loss of both
political and economic freedom are incurred as government allocation becomes dominant
near the upper end of the curve.
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Fig. 1.1.4

The Fig. 1.1.4 combines two earlier figures showing the point of optimal inter-
sectoral resource allocation through the social indifference curve approach. In this, the
production potential of the society at a given level of resources and technology, is
hrought into a relevant relationship with society’s preferences for the public and private
goods. At point £, where production possibilities curve AB is tangent to the social
ndifference curve €7, s the point of optimum inter-sectoral resource allocation. Here,
allocation of resources in a economy provides OF output in the private sector and OM
output in the public sector. In other words, at point £, marginal rate of transformation
(MRT) in the production of private goods and public goods is cqual to the marginal rate
of substitution (MRS) in the consumption of these goods. Theretore, £ can be called the
condition of Pareto optimality is satisfied. It is, however, kept in view that actual inter-
sectoral division of resources may not take place at the point of optimal resource
allocation due to market imperfections (£). Therefore, actual inter-sectoral allocation of
resources can be anywhere on the production poessibility curve or inside of it like G, K or
L. These points are the sub-optimal inter-sectoral division of resources in the economy. It
means that effective preferences for economic goods are not being accurately focused by
the market and government institutions of allocation. There are also chances that even
points (7, K where social imbalance exists, may be the situation of full employment of
resources. This can be possible as society is enjoying total welfare even at the lowest
social indifference curve,

So, points G, K represents the situation of full-resource utilisation but not efficient
resource utihsation. To conclude, it 15 only at point £ where optimal nter-sectoral
resource allocation is possible otherwise there is either social imbalance or resource
underutilisation or under employment of productive resources of the economy.

1.1.9 SUMMARY

Public Finance is concerned with the income and expenditure of public authorities
and with the adjustment of one to the other, adjustment not necessarily to equality. but to
whatever arithmetical relationship, in given conditions, is best.

NOTES
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The economics of public finance is fundamentally concerned with the process of
rsing and dispersion of funds for the functioning of the government. Thus, the study of
public revenue and public expenditure constitutes the main division in the study of public
finance.

The basic functions of public finance are: (i) the provision of social goods to satisty
collective wants, (ii) to make proper adjustments in income distribution; and (iif) to use
fiscal mnstruments for economic stabilisation.

The financial operations of public finance can be effectively utilised to achieve
vanous social and economic goals: (1) Public finance can serve the mteresis of economic
policy. Government spending can stimulate private sector, e.g.. expenditure on industrial
estates. (1) Public finance 15 designed to bring about an appropriate allocation of
productive resources such that national product 1s maximised and income distributed
equitably, (i) Public finance can be an mstrument of social policy. Through fiscal
operations, if national income is equitably distributed, harmony among different classes
of people can be achieved. (iv) Financial operations can improve general welfare 1f major
public spending is used for welfare projects. (v) Government’s financial operations have
a unigque significance in developing economies hike India when public expenditure 15
devoted to promote capital formation and investment.

1.1.10 SELF ASSESSMENT QUESTIONS

What is Public Finance?

State the scope of Public Finance.

Give an account of the classical coneept in Publie Finance.
Explain modern concept in Public Finance.

Distinguish between Public Finance and Private Finance.
Distinguish between private goods and public goods.

Analyse the role of Government in optimal allocation of resources between
public and private sectors.

R T



1.1.11 Key Terms

1.

Public Finance: The study of the role of government in the economy, including
how it collects revenue and allocates resources for public goods and services.

Government Budget: A financial plan outlining the government's expected
revenues and expenditures for a specific period, usually afiscal year.

Fiscal Policy: The use of government spending and taxation to influence the
economy, typically to achieve macroeconomic goals such as economic growth,
price stability, and full employment.

Taxation: The process by which governments impose charges on individuals
and entities to finance public expenditures.

Public Expenditure: The money spent by governments on goods and services,
including infrastructure, education, healthcare, defense, and social welfare
programs.

Public Revenue: The funds collected by governments through taxation, fees,
fines, and other sources.

Budget Deficit: The amount by which government spending exceeds
government revenue in a given period, often leading to borrowing to cover the
shortfall.

Budget Surplus: The amount by which government revenue exceeds
government spending in a given period, resulting in savings or debt reduction.

Debt: The accumulation of past deficits, representing the total amount owed by
the government to its creditors.

10.Public Goods: Goods and services that are non-excludable and non-rivalrous,

meaning that consumption by one individual does not reduce the availability of
the good for others, and it is difficult to exclude anyone from enjoying its
benefits.
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2 & 1 PUBLIC EXPENDITURE

Chapter

Objectives

After completing this chapter, you will be able to:
Understand the concept of public expenditure
Know the nature and rise of public expenditure
Understand various theories of public expenditure
Know the effects of public expenditure
Know the welfare aspect of public expenditure
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2.1.12 Summary
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L1 INTRODUCTION

Government or public expenditure is that expenditure which is incurred by the
public authorties (1.e, Central, State and Local governments) to satisfy the common
wants which the people o their individual capacity are unable to satisfy efficiently.
Public expenditure is meant to satisty collective social wants. Public expenditure reflects
the decisions of legislative and executive bodies as to the field and scope of public
activities and expenses. The actual normal expenditure in any given vear is, thus, largely
determined by previous legislations and historical trends of governmental action.
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In recent years, the mle of government expenditure and expenditure management s
grovwngly recognised i the pursuil of prudemt mediumi-term fiscal policies in developing
countries [ Premchand and Chattopadhyay, 2004}

In the hscal architecture, public expenditure can serve as an effective fiseal deviee
to be used by the government to accomplish desired socio-economic goals. Much of the
quality of socio-economic life enjoyved in & market=oriented but mixed political economy
depends, by and larpe, on how the povernment behaves in its spending activity under the
fseal framework of the country, In the contemporary era, all economes, whether
developed or developing are mixed political economies with varving degrees of
povernmenl intervention in the system. As such, public expenditure 5 crucial m a
modern fiscal framework In fact, the govemment expenditure constitutes the edifice of
fizcal management framework of 1the budgetary exercise in an economy, In the budgetary
procosses, the level of public expenditure 15 determined first and then the sources of
public revense and meed for the public bomowing 15 traced

The basic problems of developed and developing countries including Malavsia and
Indhia, ete are, however, different. The mle of pubhc expenditure, therefore, tends o
differ widely in these countries, In general, public spending in developed countries =
basically undertaken to check Muctuations in effective demand. In developing éconoimies,
on the other band, public spending reflects povermment's aspirations, efforts and
infentions o proamoie economic development and accekerate economic growih, 1o reduce
mncome disparites, improve overall standards of Tiving and eradicate abject poverty in the
shortest duration possible. Ostensibly, n a developing country, it 15 the composition and
pattern of public expenditure (as well as patiern of financing) rather than s mere growth
in the expanding Discal framework that 5 mmportant in achieving the somally desiable
objectives. [n short, government expenditure has a unique role to play in developing
economies such as India, which hazs a wvision for soco-economic fransformalion and
positioning o leading big emerging cconomy in the global setting into a developed
country status.

Current and Capital Expenditure

Techmcally, m the structure of & budget. most governments classify public
expenditure o fwo: curreni expenditure and capital expendiure. All sorts of
administrative and defence expenditire and debt services are called current expendiiure.
Thev ore alo referred o as non-developmental expenditure. They are mtended for
continging the existing Mow of goods and services and maintaining the capital of the
commumly miact. Cn the other hand, capital expenditures are mtended for the criténon
of nel productive assets in the economy. They contribite (0 mereased productive capacity
of the naton and therefore, are known a8 development expenditures. Expenditures on
construchion of dams, public works, staie enterpnses, agncultural and industrial
development, ete. are mstances of capital expenditare.

212 NATURE OF PUBLIC EXPENIITURE

Public expendiure = not merely a financial mechanism. 1t 15 rather a means of
seciring sovial objectives. Socialism, 0 oy Sense, can be realised only through
progressive laxation and their distribution afierwards.
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The traditional economists held the view that the State sheuld not nterfers in the
general activity, for the government 15 merely an agent for the poople o keep the political
organisabon intact. Henee, ot should spend public funds disereeily and spanngly.

A pew ppproach to peblic linances has, bowever, evolved in the thirties simce the
Keynesian revolution in economic thought, Modem economists conceive that pubhe
expenditure has a positive role W play 0 achieve definite ends, Its goal i 10 promote
maximum socil wellare, In fact, the significance of public spending lies in the supply of
those essential services by the povernment for the satistaction ol collective wants, which
might not otherwise be provided economically and efficiently by the private sector. [is
importance hes i its lubricating quality alse, as deficit spending of the povernment
amounts to the criterion of additional money, which facilitates trade and exchange and
shimulates further production and growth of natonal income.

In the modern era, public expenditure has the following objectives: (1) Provision of
collective wants 1n order o optimise sociely’s consumplion m & rational way and to
maxinise social and economic welfare. (1) Controd of the depression tendency in the
markel economy. Public spendings should be designed o oplimise the level of
mvestment in such a way az 1o maintain full employment with growth. In a free
enterprise economy, though public expenditure ncurred for apprepriate: public works
programme, the gap of madegquacy of mvestment m the private sector has 1o be filled
adequately. According to Keynes. public spending s, thus, required 1o sustain the level of
effective demand in an economy. (1) In & backward economy, public expenditure ghould
accelerate the tempo of economie development by constrocting the infrastructure of the
cconomy and increasing the capital formaton for augmenting industmal activity and
allied production of goods and services, (iv) A betler distribution of income is also an
efually important goal under socialism. Public expenditure for providing public services
should lead to a just distribution of welfane.

Indeed. economic and social emvironment n @ countrv are profoundly affected by
public spendings, In recent vears, with the merdase in 5 scope and magnitude, the
economic consequences of public expenditure are very significant m the realisation of the
goneral economic welfare Public expenditure affects economic welfare in o commuoanity
through its effects on production, distribution, and economic growth at large.

Public expenditure has a vital role to play m the developmental process of a country.

[t can promote economic development as follows:

|. By building econemic overheads, ez, roads, rmilways, umgation, power, clc.,
ihee tempo of economic development can be boosted. Sumilarly, underaking of
socil overheads such as hospitals, schools, ete. are also of great help.

By bringing about balanced regmonal growth, public expenditure can channehse
the allocation of rezources in a proper way and avoid lopsided development and
can comect regional imbalances. More public spending can be meourred m the
hackward regions to uplift their econemy,

3 By augmening the development of agriculture and industry.

4. By exploiing and developing mineral resources, coal and oil.

5. By rur electrification programmes, it can bring about rural development,

|-

In short, public expenditure has to creste and mamtan conditions conducive 1o
economic development, It kas (o improve the climate for invesiment, It should provide
meentives Lo save, mvest and mnovale.
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The major objects of public expenditures are summarised below:

e Administration of law and order and justice.

e Mamtenance of police force.

s  Maintenance of army and provision for defence goods.
¢ Maintenance of diplomats in foreign countries.

¢ Public administration.

e Servicing of public debt.

e Development of industries.

e Development of transport and commumnications.

s Provision for public health.

¢ C(reation of social goods.

2.1.3 RISE OF PUBLIC EXPENDITURE

Till the 19th century, public expenditure was very important as the doctrine of
laissez-faire policy was mn vogue and under the concepl of sound fnance, balanced
budgets to its minimum size was considered to be the ideal Adam Smith recognised only
a limited scope of government functions such as: (i) to protect society from violence and
mvasion; (1) to protect every member of society from the injustice or oppression of every
other member of it, and (iii) to create and maintain certain public works and certain
publit mstitutions whach 1t can never be for the mterest of any person or group of persons,
to erect and maintain; when these involve high expenses with low returns.

In the 20th century, however, under the dogma of wellare state, the functions of the
state have been enlarged and the significance of public expenditure has come to the
limelight.

In modern times, public expenditure in all countries has increased tremendously. In
India, for instance, the aggregate public expenditure of the Central and State governments
together has mereased from T 8,847 crores in 1970-71 to ¥ 60,748 crores in 1983-84. The
increasing trend of public expenditure is clearly revealed by the data presented in Table 2.1.1.

TABLE 2.1.1: AGGREGATE PUBLIC EXPENDITURE OF
CENTRAL AND STATE GOVERNMENTS IN INDIA

T ii1 crores)

Year Aggregate Public Expenditure Public Expenditure asa
(Current + Capital) Percentage of GDP
1970-71 R.847 225
1980-81 39,160 288
1990-91] L6688 309
1991-92 190,174 EITRY
1992-93 208,494 2935
1993-94 (R) 238370 297
1904-95 266,568 291

Source: RBI Report on Currency and Finance, Various Issues.
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.14 WAGNER'S LAW OF INCREASING STATE ACTIVITIES

A German economist, Adolph Wapner was the first economist o svstematically
observe the historical Facts of increasing expenditure activities of public awthorities
particularly i his own country and to explain the causes of growth in public expenditure
n terms of his famous “law of increasing state activities.” Wagner explains his law in the
following words, “Comprehensive comparizans of different countries and different tmes
show that, among progressive people, with which alone we are concerned, an merease
regularly takes place in the activity of both the Central and the Local governments. This
increase is both extensive and intensive, the Central and Local govemments constanily
undertake new functions, while they perform both old and new functions more efficiently
and completely. In this way, the economic needs of the people, to an increasing extent
and in a more sabisfactory fashion, are satshed by the Central and Local povernments.™

T we study the expenditure trend of modern states, we fmd that Wagner's law 15
perfectly valid and that econmmic growth of & country has olways been accompanied by
Increasing state activities and, hence, increasing public expenditure. F.5. Nilh studied the
expenditure trénd of poblic authonties m widely varying countries of the workd and
concluded that centrahsed and decentrahsed governments, war-like and peaceful nations,
large and small nations, show essentially similar tendencies towards market merease
particularly during the nineteenth century. Has Nitti been able 1o include the first half of
the twentieth century in his study, he could have shown not only o confinuation but an
acceleration of expenditure growih, The acceléraied growth of public expenditure was
rather more prominent in the second half of twentieth century and will continue o be so
in the coming decades.

The Wagner Hypothesis

According to Wagner's law, the expenditure of public authorities has a continuous
increasing trend due fo three réasons. Fastly, the expenditurés on basie functions of the
state were expanding. These functions traditionally are defence, sdministration and
maintenanse of law and order, The variety and coverage of such functions have gradually
increased. The expenditure on defence, fir example, has progressively expanded.

A Theoretical Analysis of Public Sector Growth

According o Adoll Wagner, there exasis a functional relationship between the
growth of an economy and the relatively mcreasing govermmental activity through the
expangaon of public sector. He, thus, set a hypothesis which contends that the real per
capita output of the public sector grows as a proportion of aggrepate economic activity,
as the real per capita income tends to rise in o modern welfare state, That 15 to sav;

(PG, _ (PCPGty
(PO (PO
where, PCPO = Real per capita output of public goods
PO = Real per capiin inesine
f = [nitial point of time
(7} = Later point of Line

The Wagner Hyvpothesis of the relative growth of public sector economy over a
periokd of tme may be presented 1 graphical terms in Figure 2.1 1
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Fig. 2.1.1: The Wagner Hypothesis

In Figure 2.1.1, X-axis represents the real per capita output of public goods (PCPG)
and the Y-axis the real per capita income (PCI). Time factor 1s implicitly considered the
third dimension.

Line Gy 15 taken as a reference point which represents a constant proportion of
public sector gonds in ageregate real output of the economy over a period of time. Thus,
along with the line G, we have:

(PCPGH, = (PCPGII,
IrPCﬂﬁ I’PCHI:

Takmg Gy as the reference point, ne (72 15 drawn which measures the relative
expansion of government activity in terms of the increasing relative proportion of per
capita real public goods in the national outputs over a period of time, thus,

(PCPGH , A (PCPG,

PChty, (PO

because the arts and seience of mulitary activities have mcreasimgly become sophisticated,
but also because outlays on men, materials and maintenance have been on the rise.
Similar 15 the case with expenditure on internal protection and administration. Increasing
areas of administration and government machinery with expertise have become more and
MOre exXpensive.

Secondly, with the passage of time and emergence of newer philosophy of state-
crafl, the functions of public authorities have far exceeded the traditional state activity
area of defence, justice, maintenance of law and order and of social overheads. Modern
natiens were gradually emerging as wellare states under which state activities relating to
pubhc welfare were expanding in newer areas of responsibility. Socio-cultural
development and social security measures required increasing government expenditures
like those on education, public health, housing food subsidy, nput supply, old age
pension ete. and other public welfare programmes.

The third reason, according to Wagner, was the state activity relating to pubhe
goods. The necessity to provide social and merit goods through budgetary means free of
direct charges, was inereasmgly recognised. Thus, state activities expanded to the areas
like imgation and flood contrel projects, construction and mamtenance of public parks,
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provision of educatton and health care, building up of cconomic overheads, cte. These
activities meam heavy invesiment in public enterprises.

This is the “law of mcrezsing state activities™ as advanced by Adolph Wagner His
theory baged on fhe historcal swdy of other countries public expenditure supports the
theary as shown by Mith. The gradual growth i public expenditure may be obstructed
sometimes due o shortage of fods. But this s enly a shor-term phenomencn, Wagner
says that the rend of mereasing state activity will be regamed in the long run

Wagner kas nol, however, established a specific functionl relstionship betwesn the
rate of growth of economy and the growth rate of pablic expenditure. In the mitial stage
of development, the growth of pubbic éxpenditure will undoubtedly be al a kigher rate
than the growth rate of national mcome, but it will be lower than the rate of growth of
mational income when the econoimy atfzins matrity. Because the theory 15 based on
historical experience of the nimeteenth century after which the world underwent many
changes which compeiled enormous imcrease m state activities, the degree of Muture rise
in pablic expenditure could not be predicted.

.15 WISEMAN-PEACOCK THEORY AND CRITICAL LIMIT
HYPOTHESIS

Two more important ideas about the natre of increase in public expenditure nesd
our close ptiention. One is based on the lndings of Wiseman and Peacock’ on their study
at public expenditure of England for the penod of first half of the twenieth century,
while the other is the ‘Critical Limit" hypothesis of Colin Clark *

The studv of Wiseman and Peacock shows that public expenditure does not
maintain a smooth rale of continuous increase, bul jumps upwand at intervals dog o
racurrence of abnormal situations, Hence, the nsing curve of public expenditure has
kinky ponts of change az distinguished from Wagnerian law of conbinueus increase,
Thus, in Fig. 2.1.3, kinky nise in public expendiiure oceurs al ponts A, & and < in the
periods 1, 2 and 3 respectively as againgt the continuous rise according o Wagner's law
shown in Fig, 2.1.2. The kinky movement from 4 to B or from 8 to C due to emergence
al abnormal need for mereese m pubbe expenditure 15 called the *displacement effect”
In the situation of such jump in public expenditure, the existing revenue eamings of
povernment falls much short of the need. Ths reguires an upward earmimgs of revenne
mohilizaton and a review of the situation 15 made both by the povernment and the tax-
poying public. Such review is reforred o as “inspection effect’. Wizeman and Pescock
argae st though increased revenue mobilisation at this stage will undoubtedly generaic
some displeasure among laxpayers in the initial stage, they will gradually prepare
themselves o accepl this tax pressure and attain a new level of *tax tolerance”

The study also experiences that along with Kinky rise in public expenditure, 1 = the
Central Government that comes to assume larger and larger role of State activitics
leaving lesser respansibilities 1o the regional and local public awthonties, This has been
refierred 085 *concentration effect” of increasing state activities.

L1 Wiseman and AT, Peacock—"The Growth of Public Expenditore in the Unned Kingdiom"®, 15961
2. Colin Clark—"Public Finance amd Changes m Yalie of Money”, Econamic Jowrna!, December, 1945,
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Fig. 2.1.2: Wagnerian Increase in Fig. 2.1.3: Kinky Increase under
Public Expenditure Wiseman-Peacock Hypothesis

Colin Clark, on the other hand, in his ‘eritical limit” hypothesis argues that when
public expenditure reaches 25 per cent of the total economic activity or the aggregate
amount of expenditure in the country, the taxpavers” ability to pay more tax is exhausted.
Any further public expenditure would, therefore, mean disincentive to producers and fall
in production due to taxation beyond tolerance level. Since, on the other hand, increase in
government expenditure would constitute rising demand, the result would be inflation in
the economy.

There are, however, defects m both these theories. Wiseman-Peacock hypothesis
unduly stresses on recurrence of jumps in public expenditure. Along with the assumption
of larger responsibilities by the modern states relating to public welfare, growth in public
expenditure has become a regular compulsion rather than occurring in abnormal
situations. The situations which were once considered abnormal have come to be now
regarded as normal ones. Similar is the undue emphasis given by Colin Clark on his
critical limit of 25 per cent. In the modern world, there are many countries incurring
public expenditure much beyond this limit without having to face worse situation than
those which have always kept their public expenditure below the critical limit.

2.1.6 CAUSES OF GROWTH IN PUBLIC EXPENDITURE

The rising trend of public expenditure in modern times may be attributed to a
multitude of causes. The major causes of public expenditure growth are spelled out below.

L. Income Elasticity and Increase in Per Capita Income: According to Musgrave,
a rising share of public expenditure in national income is associated with a rise in per
capita income which over a period of time may cause a relative rise in public expenditure.
This 1s because the demand for public goods tends to expand with the rise in per capita
income. Usually, it rises faster than the latter, Hence, the income elasticity of public
expenditure (IEPE) turns out to be greater than one. Musgrave estimated the IEPE for the
USA as 4.8 for the period 1890-1963 and 4.5 for the UK in 1890-1955,

2. Welfare State Ideology and Wagner’s Law: The modern state is a welfare state.
It aims at promoting the economic, political, and social well-being of citizens. It makes
every effort to improve the living standard of the common people. For this purpose, it has
to undertake many functions and services never visualised before. Even in an avowed
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capitalistic economy, there has been increasing state intervention, through legislative and
administrative measures, for augmenting production and improving distribution. Many
wants which were formerly satisfied individually by private means are now satisfied
collectively through pubhe expenditure

In the classical era, the state was assumed to have a very limited function under the
laissez-faire policy. The functions of the state were restricted to justice, police, and arms.

Today, however, the role of the state has changed under the wellare ¢ntenon and
there i1s a persisient trend towards an extensive and intensive increase in the scale of
governmental performance. Apart from performing old functions more efficiently and on
a larger scale, the modern state constantly undertakes new functions and added
responsibilities day by dav. [t now embraces many new ideas, such as social msurance,
unemployment reliet. and provision for underprivileged classes. In order to reduce
inequahties of income, the state has to spend a large sum on free and cheap medical aid.
subsidised food and housing and free education. Especially in underdeveloped countries,
such as India, the state expenditure on these social services is nising fast. In India, the
state expenditure on these social services has gone up from ¥ 472 crores in the First Plan
to T 17,182 crores in the Sixth Plan. In the Eighth Plan, it was envisaged to be ¥ 79.012
crores. (See Table 2.1.2, for Plan-by-Plan details),

TABLE 2.1.2

Plan Amount (¥ in crores)
15t Plan 472_
2nd Plan B35
3rd Plan 1.492
3rd Annual Plan 976
4th Plan 2 985
5th Plan 6,893
tith Plan 17,182
Tth Plan -
Eth Plan 79,012

Fundamentally, public expenditure m modern times has an mcreasing trend on
account of the “ever-increasing scale of the state activities.™ Adolf Wagner, a German
fiscal theorist of the nineteenth century, propounded this theory, according to which there
is a persisient tendency towards an increase in the expenses and functions of the state,
that is, there i1s a functional relationship between state activities and the relative growth of
public expenditure, owing to the “social progress” to be realised through state
participation m economic fields, Indeed, the welfare aspect of govermment activity 1s
appropriately described by Wagner as, “the pressure for social progress.” In Wagner's
opmion, the pressure for social progress may be regarded as the root cause of the relative
growth of public expenditure in modern times. Due to the pressure of social progress
umder the welfare state theory, m additon to the mamtenance of law and order,
government participation in the economic field for the provision of some goods, such as
communication, ¢ducation, medical facilities, etc., was necessitated. In short, the Wagner
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hypothesis states that in a welfare state, as the economy expands, public expenditure will
also tend 1w increase persstently, (See, Appendix 1o this chapter for fature details ).

3. Effects of War and the Need for Defence: The tremendous growth in the public
expenditure may olso be attributed o wars and threats of wars in modern imes, In the
Second World War, countnies ke England meurred heavy war expenditures, amounting
o L5 million pounds per day. Wars and threats of war and the consequent defence meeds
compel the governments [0 spend more and more on provision ol war geods.

Due to the mvention of nucledr weapons, there 8 always a danger of foreign
aggression. International pofitical situation ® wncertain and ineecure, Madern states are
already facing cokl war, As such, every nabon has (o prepare ilself for a strong defence,

The defence expendiure 15, thus, continuoushy nsing. It contains expenditure on war
materuils, maintenance and growth of armed forces, naval and wr wings, expenses on
development of military an and practice, pensions 10 retired war personnel, mierests on
wat debi, rehabilitation cost of war, ete.

Peacock and Wiseman have referred to the “displacement effect” m post-war period
when higher taxes and higher revenue collection drive of the war period is continued by
the government, finding it easy and aftractive. The displacement effect may further be
supplemenied by a “scale hvpothesis”, ve., adopoon ol new socinl welfare schemes by the
povernment on g permanent hasis.

4. Resource Mobilisation and Ability to Finance: When the government innovates
more and more methods of taxetion and resource mobilisation, its ability (o Minance public
e penchture increnses, the siee of public expenditure grows, public sector outlays could he
increased by more tvation vields, public debt, foreign aids and deficn financing.

S, Inflation: With the rising prices, the povernment has to keep an incréasing public
expenditure to carry on its functions and maintain the supply of public goods intact.
During inflation, the govermment has to pay additional DA to the emplovees which
obwvionsly calls for an extra burden on public expenditure

6. The Rolé of Democracy and Socialism: The recent growth of democracy and
socizlizm everywhere in the world has caused pubbc expenditure to increase very much.
A democratic structure of povernment 15 mevitably more expensive than a totalitarin
government. In India, democracy has certamly become a costly affair. Expenditure on
electon and by-elections & increasing. Number of ministrees and executive offices has
also been inereased, Further, the ruling party has to fulfill its promises and launches upon
new policies and programmes o achieve socialist objectives, af least to persuade public
opimion in s favour. This also requires moreasmg state expenses m order to provide new
amenities and oppormunities o the people at large.

7. The Urhanisation Effect: The spread of urbamsation s an mmportant factor
leadmg to the relative growth of public expendiure in modern limes, With the growth of
urban areas, there kas been an increasing fendency of expenditure on civil ndministration,
Expenzes on water supply, elecivicity, provision of transporl, maimenance of roads,
schools and colleges, traffic conirols, public health, parks and Libraries, plavgrounds, etc.
have increased enormously in these dayvs Likewise, the expenditure on courls, prsons,
ete. 15 mereasing, especially i the urban sector.
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8. The Rural Development Effect: In an underdeveloped country, the government
has also w spend more and mere for tural development, It kas o undertake schemes like
commundty development projects and other social measures.

9, The Population Effect: A high growth of popalation satrally calls for increase
i public expenses as all state functions are to be performed more extenaively. Rising
population #lse poses varons problems i poor countries. The state will have the added
responsibility of solving such problems as food, unemployment, housing and sanitation.
Further, overpopulated countries ke India will have 1o check the population growth. The
state has, therefore. to spend more and more on family planning campaigns every vear.

10, The Growth of Transport and Communication: With the exparsion of irade
and commerce, the state has w provide and mamtain a quick and efficient transport
sysiem. Transport being a public utility, the state has to provide it cheaply also. Hence,
railway and passenger transport are nationahsed. Government has, therefore, to run
transport services even at a loss. This obviously calls for a high expenditure for
maintenance and expansion. Further, the govemment in a poor country has 1o spend a lot
on constructing new roilway hines, good roads, new roodds, nabional ways and highways,
bridzes and even canal to connect the different areas with a smooth transport system, as a
pre-condition o economie growih.

11. The Planning Effect: In a less developed economy, the government adopis
economic plarming for the development of the country. In a plamed economy, thus,
when the public sector 15 expanding s role, the public expendsture pbviously shows an
increasing trend.

In India, for instanee, the pabhc sector outlay during the First Five Year Plan was
just ¥ 1,940 crores, which |s now énvisaged 1o be ¥ 4,34 100 crores during the Eighth
Plan period (1992-97).

12. The Concept of Functional Finance: Today, the notion of public finance has
been changed from sound finance to functional fmance. The efficacy of fiscal policy has
been recognised as a coatrolling messure durmg cyelical fucnmtions. Thos, the
government has 1o mcur & huge poblic expenditure during a period of recession or
depression,

In a mamre econmmy, the policy is thus designed to maintam full emplovment and
price stabilisation. In a less developed economy, however, the theory ol functional
finance requires the growth of pubic expenditure in the accomplishment of the state
functions visualised in the context of the development stratesry adopted by the coamiry.
Government is required to pay more for the goods and services bought. In fact, there 15 a
vicious circle belween public spending and inflation. A huge public spending causzes
inflation which, m tum, calls forth more spending and 5o on.

Colin Clark on this ssue, however, opings that mflation evitably occurs when the
public expenditure exceeds 25 per cent of the aggregate national income, even when the
budes 15 halancsd

Clark™s hypotlhesis is, however, difficull to venfyv empirically and there can be 4 ot
ol controversy upon the critical imit so assipned. It must, bowever, be recopmsed as a
hard fact that public spending bevond a stipulated limit wall cause mflabon where there
does exist mitially some adequate excess capacity in the econemy o provide for the
increased demand or in the absence of any such unused capacity, if the addinonal
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increase in public expenditure is not counterbalanced by a reduction in private spending.
As a matter of Fch, in underdeveloped countries, there B always the danger of
inflationary spiral caused by excessive public expendifure by the enthusiastic government,
for the simple reason thal the gap between the production potentiality froatier and the
actual production frontier will be slow on overall paucity of resources and efficiency,
which are the base charactenstics of & posr counltny.

However, no precise hmit can be laxd down tor public expenditure m o demoeratic
society, An increase in public expendiiure 15 certandy justifisble when it 15 nol wastelul
and has no tendency to generate mflation. In a democratic country, of course, toe much
interference by the state & unwaranied. A democratic state should be prudent in peblic
spending. The theoretical optimum, is however, that the social margmal benefit of
expenditure mn all directions should be equal, and just balance the marginal social
sacnfice involved in raising additional revenue.

2.1.7 EFFECTS OF PUBLIC EXPENDITURE

Public expenditure, in modern government finance, 18 fégarded as a means of
securing socil ends mther than just being a mere financtal mechenism. In present times,
Wagmer's law of increasing public expenditures — both extensively and imensively —
has unversal apphcation. Public expenditure 15 significant i modern economy because il
produces many direct &nd indirect socio-coonomic effects. A brief account of these
effects 15 presented below,

(#) Effect on Consumption: On - account of public expendiure, the size of
consumplion temds (0 imcrease in the economy. Since public expenditure tends 1w
redistribule meome in favour of the poor people and therr margmal propensity o
consume being high, the overall level of consumption tends 1o improve.

Public expenditure provides gocial goods For consumption, such az public parks,
playzrounds, muscums, hbranes, eic.

Public expendsture provides free medical care, education etc. so that the real meome
of the beneficianes mproves and their eapacity 10 consume and save also improves.

(h} Effects of Public Expenditure on Prodwetion: Dalton mightly puts that: ~Just
a5 taxation, other things being equal, should reduce production as litile as possible, 20
public expenditure should mcrease it as much as possible.”

Followmg Dalton, we may specify the three mierrelated cffects of publc
expenditure on production as under;

(1) Efficiency Effect,

(i) Imcentive Effect, and

(i Allocative Effect.

(i) Efficiency Effect: Public expenditure may tend to affect the ability of the people
o work, save ond iavest, which 15 described as “efficiency effect.” The mode and paitern
of public expenditure determine largely its influence on the ability to work, save and

invest im 3 community. Poblic expenditure designed 1o avgment the efficiency of people
will certainly mmprove therr ability to work. When a person’s ability 1w work nises and his

eamings increase, consegquently, iz ability to save also improves. In fact, pubhc
expenditure may rase efciency and ability o work of the people by the direct proviston
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of public goods and services, especially to the poor sections of the society. For mstance,
pubilic expenditure s imcurred for the supply of subsidised food and housing, free medical
care, free education, etc., (o the poor people, which seeks o mprove their standard of
hiving and thus their ability 1o work in fum. Poblie expenditure on education also helps in
raisng productivity and efficiency by improving the mental ability of the people to work.
Techmical educaton, for instance, makes possible the availabiliy of a body of troned
workers or mdusiries,

All socially desirable expendiure by the povernment dlso tends 1o ncrease the
ability of the beaeficianes to save when their consumption expenditure 15 reduced on
account of low-priced or free availlability of such sociallv-made consumption goods.
When savings rise. through proper mohilisation, the ahility of the mvesting public can
aleo rise, When mvestment s approprately made, capital formation may oceur, Thiz, n
turn, would facilitate the ntensrve use of capital m all productive actmvity, Consequently,
productivity ino general would nmse leading 1o fucther improvement o elficiency amd
ability w work and produce.

(i) Tncentive Effect: As for the incentive o work and save, muoch depends on the
character of public expenditure and the pubhe policy, Public expenditure sometimes may
kill the desire to work and save by creating exceptions of future Benefits from the st

In fact, the provision of old age pension. sickness and unemployment relief, etc..
bave an adverse effect on the precautionany motive of savings, a8 such the people may
not be willing to work hard and save more out of prodence. Simalarly, the likelihood of
unconditional lixed grants in the future like war pensions and interest on war loans may
not increase the recipient’s wall to work and save. On the contrary, it is likely to decrease
it where demand for income in terms of effort i85 highly inelastic. However, if state
benefils are conditional and judiciously administered, then it will not have such adverse
effects. For msiance, f umemplovment allowance 1= paid only in the event of
unemployment and 15 smaller than the eamings lost, it will never diminish the present
desire o wark.

Similarly, the expenditure policy of the state influences the decisions of the people
regarding therr fuee savings and mvestment. [T the people do not expect any rise in their
ineome in the fiture, their desire to work 15 adversely affected. Likewise, if they presume
that their present savings and investment will not yield any substantial income or benelits,
they are not induced 1o save more. Thus, the inflationary trend generated by increasing
unproductive and wastetul public éxpenditure which deteriorates the value of money day
by day, obviously kill: people’s imcentive to save more, while a prodent and
ceonomically-devised  public  spending, which promoeies  copital  formation  and
development projects, cérainly induces the people to save and inves! more.

(iii) The Allocative Effect; Public expenditure penerally tends to have beneficial
effect on production throngh the allocation of resources among different uses and regions,

. Public expenditure canses diversion of economic resources from one wse or
employment to the other. Basically, it diverts resources from private use 1o public use
having sreater refurms and soceal benefiis. Such diversion naturally augments the
productive power of the community. The public expenditure on economic overheads like
roads, roilways, imgation projects, <o, helps in accelerating the tempo of econdmic
progress. Particularly, expansion of railways amd development of new roads, link villages
and tpwns and open new areas of rade and comumerce, as.a result of which ihe size of the
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market expands and industnal growth takes place so that resources are more effectively
and efficiently used. Criterson of such social overheads through diversion of economic
respurces from privaie vse (o public use = very essential in a developing country. Such
public expenditure in the long run, helps to boost up the prvate investment alio as i
would provide meentives to the private sector by widening the size of markets for varous
ponds and services. Bounnies and subsiches by govenment also tend (o belp many
industries and agricultural activities

2. The public spending also explotis the unutilised resources of the economy. The
public sector mvests in certain key and heavy industnes like iron and steel, fertilizers,
chemicals, etc., where the private sector i5 generally shy,

3. The lorms of public expenditure which mcrease the productive power and are
socially very much desirable for the transfer of resources are generally of the following
types: (i) debl redemption, where the loars repaid will generally be reinvested;
(1) productive projgects bke imgation, afforestation, land reclamation, power and
transport development. ete. in a developing economy. which have long gestation penods,
50 the prvate sector s shy o these Delds: (0) promoton of aducation, research,
mvention and traming; (iv) provision for public health; and (v) gocial security. Expecially,
pubhe spending on education, training and public health which tend o improve the
buman resources of the country has far-reaching effects on the efficiency and
productivity and optimum use of overall economic resounces.

4. It s wrong to assume that the public expenditure on defence and public
administration causes diversion of resources from eivilian use 10 the governmen! sector
and that, therefore, the amount of consumption goods with the people is reduced as the
pattern of output s changed when resources are diverted and exploited for war goods and
weapons rather than for the consumption of the commen people, Expendimre on defence
is, howewver, nol unproductive. It i mevitable 1 the modern workd for the preservation,
protection and securty and independence of the mation. Without peacetul atmosphere. no
economic adivity can be carried on m full swing. Thus, this sort of public expenditure
(on defence, police, justice. elc.) s required to create conditions for the betier and
optimium wse of the existing resounces of the econommy,

5. Public expenditure can bong forth a better allocation of resources as between
present and the future. In a free enterprise economy, individuals make little provesson for
the future as they are always motivated by immediaie gan. The state is, however. a
triglee of future generation as well: so 6l has to safepuard thear interesi oo by makimz
adeguate provision of the future. Thus, certain tyvpes of public expenditure such as those
on multipurpose projects, rosd development, urbanisation schemes, ¢, do nol vield
immediate returns but confer social and economic benefits on the future penerations.
Dalwn, however, suggests that the public expenditure on various social overheads must
he destnbuted in such a way as to achieve optimum resulis by balancing the present and
the fufute

6. Some Keynesian disciples, however, hold the view that diversion of resources
through public expenditure should be justified only in these instances when the volume
of mew mvestment may nod equal the volume of new savings. Soch imequality of savings
and investment would resull in instability, mflanon or dellation and growing
unempboyvment in the economy, Thus. state intervention 18 necessary [0 mamtam
economic stability, The gap in saving and investment in the private sector should he
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filled up by public spending gnd investment in public works programme. Thus, public
expenditune must octeae 1o overcome oyclical Nectuatons ina capiialist economy.

7. Public expenditure also results in diversion of resources hetween different regions
and thereby reduce regional and terntonal inegqualities. Special expenditure may be made
by the state in bacloward arcas to bring about a regional balanced growth o the country.
This sert of diversion of resouwrces between regions is gemerally effected in & Federal state
by measures like grants-in-gid, under which the Central povernment gives grants 1o State
povernmenis and State governments assist Local governments so thal the resources are
transferred from more developed (o the less developed arcas. Moreover, under the
planning programme, the government may pay more attiention o the backward regions

and pave special facilines or concessions to the new industries and activities in such areas.

For instance, in recent vears, under it various plare, the Government of [ndia has been
settng up industrial estates in less developed arcas m order to have a balanced regional
growth of the country as a whole.

[n a mixed economy like that of India, where both the private and public sectors
have their due importance, the public expenditure and its mfuence on the diversion of
resources, abibity and desire to work, save and invest are of great sigmificance for the
ceonemic development of the country.

(¢} Effects of Public Expenditure on Distribution: An imporiant objective of the
modern state policy has been the reduction of inequality in the distribution of income and
wealth. For a socialistic pattern of society like ours, of course, this has heen a major goal
of public policy,

Public expenditure s considered to be -an importast instrument by which
mnequalities i meome and wealth can be reduced. Dalion, Tor instance, puts, “the system
of public expenditure s best, which has the strongest tendency to reduce the inequality of

ineome.”

Public expenditure which is in the form of money granis, supply of social goods and
services, [ree or below cost and subeidies, cerfninly afTects the distribution of meome n &
socilly desrable way. By and large, thus, the effect of public expenditure on distnbution
depends upon the nalure of spendings made by the government. There are certain Iypes
ol public spendings which benefit new individuals or a few sections only, while others
which counter benefilts a few individuals or few sections only, while others which counter
benefits on the society as o whole. Expenditures which are specially incurred to benetit

b low=-income strata of the society, such as those on social services like Tee medical aid,

free education, unemployment relief, etc will obviously benefit the poor morg than the
nich, thus bringing about redistribution of income when the rich are taxed more to finance
this type of pubhic spendings. Expenditures which bring benefits to the society as a whole
are those relating to general improvement such as pood roads, highways, milway
efectrification, waler supply, defence, policy, courts, ete. This does not hring about any
pppreciable redistribution of income, zince all are équally benefited, or sometimes the
rich are benctited more than the poor. Pobice, and courts, for mstance, are very useful to
the rich who have money and property to protect, while the poor have no such womies, so
ihev get 1he least benefil from these.
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2.1.8 THEORIES OF FUBLIC EXPENINMTURE

Ihere are two basis principles which govern the “optimal” provision of public
expenditure and pubhc goods. These two principles are “Ability-to-pay™ Principle and
the “Benefit” Principle. They wall be analysed in the context of public spending below.

Figou and Ability-to-pay Theory: The Principle of Balance

The apphcation of the ahility-to-pay theory of A.C. Pigou for determination of the
optimum level of public expenditure has received wide acclaiim. He says that poods and
services which are provided by govemiment depariments and can be sold for fees so
amanged as o cover cost of production of pubhc goods. The amount of reseurces which
should be devoted to these purposes 15 determined automatically by public demand. But
fees can cover neither bulk of non-ransfer expenditure of government such as defence,
o1l admmistration and so forth nor transfer expenditure. “Hence. there 15 no automsatic
machinery to determing bow far expenditure shall be carned; and some other method has
toy be employed ™

Debt services, wor pensions, old age pensions — all called current transfer
expenditure 15 regulated by practically irrevocable contracts. But large pans of non-
transfier expenditure are optional. The optional parts of public catlay - ransfer as well as
non-transfer — are to be “regulated with seme reference to the burden mvolved in rasing
funds to fimance them™ And ke propounds the prnciple of halince based o the concept
of margin. The optimum amount of government expenditure is determined at the point at
which the sansfaction obtained from the last ropee spent i= equal to the satisfacton lost in
respect of the st rupee called upon by government sérviee, Pigou states the conditions
when government expenditure could be larger. Frrst, the greater &5 the ageregale meome
of the community, the larger will ophimum amount of the government expendifure be
Second, suppose new opportunities for expenditure by government are openad up but
there 1 no correspondmg opportunity for private expenditure. In this case, the halance
between marginal benelit of expenditure and marginal disutibiy of revenue will be struck
al o higher pont, Thired, given aperegate meome and populanon, greater ihe
concentration of mcome in the hands of a few nch persons, higher the optimum level of
pubbc expenditure. It s for the simple réasons that 1ax scheme can be so framed as 1o
ridse @ given revenue with lower marginal sacrifice.

Equahty of margingl satisfcton of expendiiure with the marmnal sacrifice. of
raising revenue — which is called — ‘the principle of balance’ can be applied to the
distnbubion of government resources “befween battleships and poor relief™, that s,
between different types of expenditure by the Government. As Pigou states, *.. ... Just as
an individual will get more satsfaction oot of his income by maimaining a ceriam
balance between different sors of expenditure, so alse will commumty through s
government.” Expenditure should be so distributed among different heads that the last
rupes “devoied 1o each of them yvields the same refurn of sabisfacton”,

This theory suffers from a mumber of weaknesses. The mest damaging shomeoming
i ils dependence on interpersonal comparability of nuilines, Another weakmness 15 that it
takes the distnbution of income as given
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The Benefit Principle

Prof. Erik Lindahl m his “Volontary Exchange Theory' propounded the optimal
determmngtion of public expendilure on the basis of benefit principle. I was further
developed and refined by Johansen and Bowen. The most recent improved version of this
primciphe iz presented by Sanwelson and Musgrave.

Lindahl's Voluntary Exchange Theory for Determination of Puoblic
Expenditure

Lindahl for the first time put forth the theory the basic of benefits principles for
determmnation of oplimal allocation of public expenditure for producing social pocds.

From microecenomic theory, we learn that the price mechanism, under certaim condilions,

can lead to the realisatoon of Pareto optimality. Such a price mechansm does not exist for
the provision of public goods and services because they are jointly consumed. Henoe,
they cannot be split up and sold to mdividual buyers. Further, onge these poods and
services are supplhied, all members of the society eonsume them — those who pay for them
as well as those who do oot (Le, the free odes) In spiie of these difficulties, attempis
have been made 1w construct & theory of public expenditure based on price mechanism as
applicable 1w private consumption. The first ¢lear statement of this theory was providad
by the Swedish economist Erik Lindahl in 1919, The relevanl portion oF this theory 15
printed m English m the book entitted “Classics m the Theory of Public Fimance™ edited
by B.A. Musgrave and Allan T. Peacock.

Lindahl regards the determinabion of public expenditire n conmection with the
distribution of the correspondmg tax burden among the groups within the community.
The distnbution ratso for this burden will then play a role smlar to that of prices in the
adjustment between supply and demand in any ordinary market. We now consider this
theory in greater detail

He explams that the revenue expenditure process, as o phenomenan of economic
value and price, 5 armved at in 3 threefold decision. (1) Before determining the relative
distribution of lax shares belween vanous faxpoyers, 8 choice must be made between the
satisfaction of altermatve wants by private households. Suppose a given sum 15 o be
raised from the taxpayers 4 and B jointly. Now, if 8 pavs & larger share of the total tax,
A's curtarlment of his own privale outlays will be smaller [that 15, 4 pays less tax) and
vice versg. (1) A second choice s now required. It is between fhe satisfaction of
altiernative wands in the public sector. IF moere is spent on defence, less can be spent on
education. (1) In order to determine the tofal revenue to be collected and spent. a third
choce 18 to be made between the satisfaction of public wants and private wants, If public
expendilures are lower, taxes will be required in smaller quantity and ihere will be Jess
curiailment of prvate spending, “This third decision cannot be rendered wiathout a
knowledge of the relative distmbaiion of tax shares and the expendiiure allocation
corresponding o varying révenue expenditure totals. The three decisons, therefore, are
mutally interdependent and must be rendered jomthy™

The fundamental tenct of Lindahl’s theory 15 that povale economy proccss is
followed in the public economy oo, Hence, the altocation of the toal cost of production
ol two point products U and ¥ s dong according to the respective supply prices of the two
products based on the demand prevailing for the two products respectively and not
according 1o cost imputation. Suppose 4 5 the purchaser of X, while & is the buyer of ¥
If 4 15 willing to share oaly a small portion of the total cost of producing both X and Y,
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then B will be required to contribute a correspondingly larger share. In the opposite case,
when B 1s willing to contribute a smaller portion. A will be called upon to contribute a
larger share. A's dependence upon B is due to the fact that benefits derived from the
supply of public services are not divisible mto individual benehis; they are receved
jointly by all members of the community. This is presented in Fig, 2.1.4.
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Fig. 2.1.4: Lindahl’s Model

In the aboye diagram, Lindahl assumed two taxpayers, 4 and B. Percentages of total
cost contributed by A are measured along the vertical line, while the quantities of social
goods which they purchase (in egual quantities) are measured on the horizontal axis.
Curve aa shows the varying percentages of total costs incurred in providing these goods
which A 1s willing to contribute. Similarly, curve bb indicates the percentages of total
costs which B will be willing to share. The figure shows that the maximum amount of the
special good that can be produced is QM. For this quantity, 4 18 willing to contribute PAM
percentage of the total cost of production. & is willing to share the remaimning portion of
the total cost, that 18, PN percentage. For any other amount, the tolal cost 1s either
overcontributed or undercontributed. If, for mstance, the good 15 produced 1n OK quantity,
4 is willing to contribute KQ percentage of the total cost. while & shows his willingness
10 pay LR percentages. Their joint contribution comes to KO + LR which is more than the
tofal cost LA In the situation, when 8 quantity 18 produced, the eniire cost of
production will not be contributed by 4 and B together. A is willing to pay only DY
percentages while £ is not willing to contribute more than 7C percentages. Thus, CD
portion of the total cost remains uncovered.

In Fig. 2.14, there are only two parties (4 and B). This situation 1s more hke
isolated barter or hilateral monopoly than a competitive market with many supphers and
many demanders. Lindahl had assumed that the two taxpayers (that is, the two parties)
possessed equal bargaming power and abihity, This assumption 15 questionable because n
a situation of bilateral monopoly or isolated barter, the bargaming strength of the two
sides is bound to differ and then a solution like point P in figure may not be arrived at.

On the assumption of equal bargaining power, Lindahl’s solution is a Pareto eptimal
solution. But from this 1t does not follow that this solution will produce maximum
welfare. This could obtim only by pure comcidence. In fact, at that time, Lindahl and
other writers only maintained that such a solution would be a good solution provided the
pre-tax distribution of income is acceptable or equitable.

Lindahl’s voluntary exchange theory was thus found to be unacceptable because of
1ts unreahstic assumptions.
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2.1.9 BOWEN’S MODEL OF PUBLIC EXPENDITURE

Since social goods, by definition, are those goods and services which are consumed
equally by all, the cost of supplying them have to be contribute by all beneficiaries.
However, every user cannot be asked to contributed equal amount in meeting the cost of
social goods because different individuals will derive different amounts of satisfaction.
Since social goods benefit everyone, the amounts of benefit derived hy different
individuals are like joint proeducts. Hence, it is the joint contribution of all individuals
that has to meet the cost of supplying social good.

Suppose, a public park is provided in a locality of 100 individuals. The benefit of
public park 15 consumed equally by every one. The cost ol supplying the benefit must be
raised from the aggregate contribution of 100 individual. It must, however, be noted that
each individual will pay an amount equal to the marginal valuation he attaches to the
social goods, Le., the public park services. This follows from rules of economic
efficiency. Since the capacity to enjoy benefit of the public park, as in case of anything
else, is different for different persons, they will attach different marginal valuation to the
henefit and will contribute different amounts for the consumption of the same public
good. How much amount of social goods is to be supplied by the public authority will be
determined at that level where margimal cost of supplying the social goods becomes equal
to the sum of margmmal utilities received by the beneficiaries. Assuming that there are
only two individuals in seciety, viz., A and B, and only one tvpe of public goods, called
A, the following condition will hold for the determination of public expenditure or, what
it means the same thing, the amount of soctal goods to be supplied by the government.

,'Hf.-'r_d +Mllg= M'(:T
Or Px4+ PXa=MCy

Hence, TCx = OPXs + OFPXs where MU stands for marginal utility derived from
social goods, MC stands for margnal cost of supplying social goods, 4 and B are
consumers, X stands for the social good supplied, P stands for price to be paid by the
consumer, O indicates quantity of social goods and 7C stands for total cost of supplying
the quantity.

UNITS OF PRIVATE GOODS
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Fig. 2.1.5: Bowen’s Model

NOTES



i

Principley af Public Finance and Fiscal Policy

NOTES

Bowen's model of determining public expenditure may be explamed by the above
figure where wnits of social goods are measured along horzomal axis amd the convbined
unit price including the contributions of both A and & 15 measured in the veriical axis,

The demand schedules for social goods of 4 and B are shown by the lines oo and bb
respectively, The ling #f shows the ageregate demand schedule of both 4 and & Let 85 be
the supply schedule of socal goods which arg assumed w0 be produced wnder condifions of
incregsmgE cost Since the same amount of social good will be consumed by both 4 and 8, the
agpregale demand schedule, i 18 made up of verteal addition of ae and bb,

The equilibnum outpat will be deternuned at CH becauwse it 15 at this level of
prodduction that the aggregate demand schedule and aggregate supply schedule mntersect
at point £, where the equilibrium price will be PQ. This 15 the combined unit price which
will b coniribited by both 4 and & OF the unit price: PO 47 contributes OF and “ 87
contributes (N, their respective demand prices. IF the output i less than this, say, O,
the demand price or the combined contributzon will be much larger (CG) than the supply
price {CE). Since the combined offer price exceeds the unit cost, this will lead (o increase
in suppdy of socaal goods. 11, on the other hand, supply 15 more than 00 say, O0, the umi
cost (OK) exceeds the combined offer prce(0L). This will lead o reduction i supply of
social poods! In this way, equilibrium output 15 established at O

Al €N level of outpul, the marginal cost of supplyving social goods 15 PO which is
equal to the sum of ON and OF, the marginal wility o "8 and "4 respectively. The todal
eost of supplying () amount of social good equals CHIPL which 1w covered by A's
contribution Q2R plus 872 contribution QONW sinee DQRF + OONI = QP

Samuelson’s Benefit Theory of Public Expenditure

The mast recent benefit theory of Public Expenditure comes from Samuelson as a
criiue of the voluntary exchange model of Erik Lindahl. The voluntary exchange
principle has 3 partal equilibrivm approach i which safisfaction of social waniz =
considered mdependently of privite wants. Samuoelson considers it an inadedguate
explanation and thinks that the problem must be restated i terms of general equilibriom
This 1z what he has done in hiz theory of public expendsture. In his peneral squilibrium
gpproach o ophimal allocabion of public and privale goods, Samuelson takes mio aceount
both the allocation and distribution aspects to build up 2 umfied system.

Application of market principle to the pricing of social goods to determine optimum
allocation of resources becomes the staftimge point of Samuelson’s theory. [n the case of a
pravale good, margingl utility and marginal cost are equal for all consumers. Since utility
schedules of ndividuals are ditferent, such cquality and, hence, efficient level of output
will be aitaimed with different conswmers comsuming differenl amount of oulpul al the
same price. It follows that the aggregate demand schedule will be the horizontal
summation of mdividual demand schedules. However, in the case of public goods which
are, by delinition, consumed equally by all, different mdividuais will pay different prices
for the same quanfity of outpul. Here, the sum of marginal utilities to consumers will be
eqiatl 1o the margmal cost. B follews that the individual demand schedules will be
vertizally added in this case,

Now, coming o peneral equilibriom analysis which brings both social poods and
private goods into account, let us retain our earlier assumplion of the socielv consisting
of two individuals, *4" and “8" and  producing one kind of each of social and private
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goods. The consumption possibility schedules of *4" and '8’ as between social goods and
private goods are shown in the following diagram
Censuinpison Possahiliny
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Fig. 2. L6 Optimum Allocation of Social and Private Coods

The seciety's production possibility curve as between private and social goods 1s
shovwn. Thus, the curve PO shows different combmations of povate. goods and pablic
gonds that the society can produce. Which particular combination among the possibilities
will be chosen depends upon preferences of the consumers "4 and B and upon the
disinbution of imcome between them. As for disttibution of mcome, Saomuclson holds
it in owill be determined along with the allogation of resources bétween social and
private goods and. hence, o separate treaiment of the distribution problem is necessary.

The vertical axis measures socil poods and Rorzontal axis measorss prvate poods
in all the three figures. 1f only private poods are produced, *4° will kave OM amount and
‘B" will have ON. The sum total of OM and ON is OO shown in Fig. 2.1.7. This is the
total output of private goods with no public goods produced. Suppose the povernment
now wanls to provide for social poods produced. This will reguiré some sscnfice of
private goods. In planning to supply social goods, it = assumed that the government 15
guded by the welfare principle of Pareto Optimum, which means that o changed
arrangement in the mix of private goods and public goods will be prefermed to the
exising armangement i the change adds to the wellare of either consumes without
harming the position of the other. 1, for example, “4" consumes OM of pavate goods and
enjovs the utibity level of the mdifference curve £, as shown i o provision for public
goods shoukd be undertaken which will put him in a worse position, Le., on a lower
indifference surface tham f,.

It &= imporant o note that though 4" will be indifferem to gny poant of his
preference surface f; "B will oot be indilfereént (o 47 position since his position will be
affected because both have to coasume the same amount of sociel goods, It follows that
"B will prefer cenain locations of “A” w others.

As shown in Fig. 2.17, consumption possibility 15 defined by 45 choice and the vice
versa. Both will consume the same amownt of social soods, while one’s consumption of
private goods must be equal to the total sepply of private goods minus the other's
consumplion thereoll Thus, 1 *A" chooses the peint E and consumes O public goods
and O private goods, the todal supply of private goods will be GRF. Since "4 consumes
ON ol private goods, *5° most consume OF where OL = OR — ON. LT, on the other hand,
‘A" chooses the point F on his indifference surface {), and consumes O of social goods
and QN6 private goods, then todal supply of social and private soods will respectively
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be €47 and €. This will lead to £'s consumption of sociel and private goods at 00 and
OF respectively where OK = OM — N, Similarly, if “4" chooses the pomt © and
consumes OC of private goods, "B will consume CMY, fhe total production of prvate
poods will be OF with no amount of social goods produeced. In the same way, il "4 likes
to be located at W, 8" will be located at £ and there wall be no supply of private goods.
This = how we obtamn the curve D82 which defines 85 consumphon of social and
private gonds az " 4" moves up along, i,

In the same way, we can locale the curve CHW o dentify A's consumplion
possibility schedule defined by &8s choice pattern along his indifference curve 1m

Mow, of all combinations in the consumplion possibility schedule DS, the consumer
“f#' will prefer § most because it is at this point that D52 15 tangent o the kighest possible
imclifference curve ix. Here, 5 consames OK of private goods and O of public goods.
CE amount of potential private goods 18 surrendened by society in order 1o produce €4
(Fig 2.1.6) of public poods. Since at thes level of aggregate product, 47 consumes only
{3\ the whole amount of surrender of the potentizl private goods comes from ‘4" Hence,
A7 need not surrender any thing o get the pubhc goods. The overall situation = a Parelo
improvement, because while “4° 8 not worse-off since he remams on fy,, "B has been
better-ofT as he has moved from i Lo the higher indifTerence curve, iz at poml §

Now, applving the same argument on ‘A" whose consumption possibility schedule
CHW 15 defined by 875 movement along his indifference surface, " A will prefer most
the point A on CHH curve where it 15 tangent 10 the highest possible ndifference curve
{25 AL thiz podint, “A7 consumes (he combination of U prvate goods and OG5 public
goods. The aggregate supply of private poods to produce equals &1 and the society
surrenders FE amount of potential private goods fo produce GG amount of public goods.
The whole amount of surrender of privaie goods comes from ‘8" and A" need not
surrender anything 10 pet O amount of social goods.  The positon of “87 15 nol worse
off because he remains on the imdifference curve, 11y while °4° has been beiter off
because he has moved 1o iz, the higher indifference curve ot poont A This 1= clearly a
Pareto improvement position due 1o the change.

Thus, we oblain the preatest gain that '4° can derive withour harming "5 and also
the greatest gain that * &' can denive without harming 4" Let us now measure the ordmal
mdex of 4's welfare along vertical wxis and that of A's wellare along horzontal axis of
the following. If no public goods are produced, as we have already seen, “A° will be
locawed at © on his ndifference curve i, and "B will be loeated at I fHe Both ars,
therefore, at the lower limil of their respective welfare levels, as shown by poaint m m
Fig. 2.1.7. Mow without changing the welfare level of "B, i the government provides for
public goods that raises the level of A" welfare 10 2, then "A" will be placed at
(Fig 2.1.7) and 8 ar 1 (Fig. 2.17). This improved position of *4" i8 indicated by the point
Xim Fiz. 2.1.7.0n the other hand, if the government legves the position of *4 " unchanged
and makes an armangement for public poods 1o ruise & 1o mdifference level iz, then "8
will be placed a1 5 amnd "4 " at Q(Fig. 2.1. 7 {a) and (b))

The improved position of & is indicated by the poimt ¥ in Fig 2 1.8, Thus, the ares
iy shows the infinite number of point at which ‘A "of "8 or both of them are befter of T
than at m where no pubbe goods are supplied. The outer border line of the area, ¢ i3 the
utility frontier of which every point will give optimum solution in the Pareto sense. A
movement from w o x improves 475 position and worsens B position and the reverse
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will be true for a movement from x to y. Which one point of these optima should be
chosen by the society now remains a crucial question. The choice requires a social
welfare function which can evaluate social gain or loss resulting from improvement in
A’s position at the cost of B's or vice verse.

Public goods are provided collectively. They cannot be provided by private
enterprise. Private goods are provided on the basis of preferences revealed truly by
individuals in the market. Individual preferences are not known in the case of pubhc
gzoods. S0, how can the market principle be applied to the provision of public goods?
Answer to it is that in “a demoeratic society. ... the ultimate justification of the
governmental provision of public goods or other activities 1s the desire of the members
of society for such goods and activities, rather than an authoritarian determination that
such action s desirable.” Though government may largely influence individual
preferences for public goods, it may vet be assumed that such preferences are the
ultimate source of justification for governmental activities. On this assumption, let us
analyse how the market principle can be applied to the determination of the optimal
provision and financing of public goods. In order to do this, we take the familiar supply
and demand diagram. Its application to social goods 1s not realistic but it may serve asa
good starting point.

Fig. 2.1.7 shows the demand for a privale good and a social good for two individuals 4
and A under a given distribution of income and given prices for other goods. Left side of the
figure shows /24 and ) as demand curves for a private good X for 4 and 8./ « & 15 the
market demand for X which is obtained by horizontal addition of D4 and DB, § is the supply
curve of X" Price of X 1s QC for both 4 and B which s determined by the intersection of
market demand D, + 5 with market supply S at the point £. Quantity purchased by 4 and B
together 15 (OH. 4 will purchase OF while B buys (G so that OF + OG = OH.

FPavale Goods Social Good.
8. D
3 4 a+n| :
- ]
z o
. “ th Es
& D].-rﬁn =
£ e z
4 g L
- -
£ /] ERT
D DaDe
O F, Gs H- g H
Cruantity-of Private Good Quantiyof 3onal Good

Fig. 2.1.7: Demand for Private and Social Goods

Right side of Figure 2.1.7 shows that D4 and Dy are demand schedules for 4 and B
and 4+ ¢ which 1s obtamed by vertical addition of D4 and [y 1s the market demand for
the social good, G. Since G is consumed in the same quantity by all taxpaver —
consumers, market demand for social good requires vertical addition of individual
demand curves. § is the supply schedule of G. Equilibrium between demand for and
supply of ¢ 18 given at £. Consumption of & by both and £ 1s ON and the combined price
is OK, of which OM is paid by 4 and OL by B so that OK = OM + OL.
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It should be clear from the above that the produciion of social good and its pricing
are determined by the same principle which applies to the case of a private good.
However, one important difference should be noted. Samuelson says that efficiency
requirement n the case of private good 1s one 1n which margmal benefit from such good
for each individual equals its marginal cost, In the case of a social good, this rule requires
that margmal benefit for cach mdividual differs and the sum of such marginal benefit
equals marginal cost. Consequently, application of the same pricing principle to both
social and private goods mves us different results. Each individual purchases the same
amount of a social good but pays different prices [or it depending on his valuation of the
good. In the case of private good, each consumer pays the same price but purchases
different amounts of this commeodity in terms of margmal benefit derived by A and B in
consuming (M and (G respectively 15 equal to the margmal cost HE (case of private
good). Each individual consumes ON quantity of the social good but 4 pays OM price for
1t while B pays a price equal to QL. Yet in both cases, the same pricing rule s apphied.
Each consumer pays a single price for successive units of the good purchased while the
price equals the margmal benefit that the purchaser derives. This was demonstrated by
Paul Samuelson in his articles of 1954 and 1955,

This analysis presents the efficient provision of private and social goods and it was
done by comparing a market for private good with a pseudo-market for social goods.
Each market was viewed mn a separate partial equilibrium setting assummng that the
demand for public goods would be revealed We now have to allow for interdependence
between the production and consumption of private and social goods and consider how
the problem can be resolved in general equilibrium terms. For this, we begin with a brief
outline of what is meant by efficient resource use. This is followed by a parallel view of
the problem as applied first to private, and then to social goods.

Critical Assessment. Like other approaches. Samuelson’s benefit doctrine is also
not free from himitations, As s clear from Fig. 2.1.8, “even 1f all preferences are revealed,
there is no single best solution analogous to Pareto optimum in the satisfaction of purely
private wants, Instead. we are confronted with large number of solutions, all of which are
optimal in the Parelo sense.”

48
oy
En
B2 i :
S ° > sl
U Sh
i|., h[I
L y Utility
Frontier
e it
S Ordinal Index of "B's Welfare

Fig. 2.1.8: Utility Frontier



Puhliv Expenditine

If we assume that the determination of o social welfare function assigning relative
valees o wiiliy levels of "4 and 8 and ordenng them 15 possible, they may be
expressed by social indifference curves like S, Sz, 80 el shown m Fig 2,18 The
highesi possible of these curves is 811, which is tanpent (o the utility fronber at L. Hence
(/) should be the poant of choice since it 15 the optimum of all Pareto optimal. Howewer,
siach possilnliy & far away from real world situanon howseever might the construction
of sncEl indifference curve be of thearehical Interest.

Secondly, il the assumption of the prven state of proper income disinbution 15
relaxed, the theory will face further stumbling blocks. MNow, since the chowe among
various poimts on wtility frontier affects relative positions of individuals “4" and “8°, it
should mvolve distributional considerations. The guestion then arises whether we can
determine the proper stiie of distribution independent of the affecis on resl incomes of
the particular patiern by which social wants are sslisfied. However, as Somuelson has
formulated his theory, the entire state of distobation 15 sought 10 be determined along
with allocation of resources between social and privete wanls, thus combining the
problems of bath allocation and distribution together.

Thirdly, restatement of the problem in genernl squilibrium terms destroys the simple
solution of the volunthry pavmment model, even of we grmn (he asswmption that
preferences are revealed and known. Agam, the more basic ebjection 15 that smee the
same amount public good is consumed by all, the exclusion principle does not apply and
that the consumers would not reveal their preferences.

Fourthly, the integration of the agpects of sogial goods with the theory of econamic
welfare in Samuctson’s doctrine @5 exposed to an added problem of proctical
implementation. The whole theory is based on the unrealstic assumption that the planner
has the necessary knowledge of individual preferences. As agamst the solution of private
poods allocation with the help of market principle of exclusion, @ political process of
voiing becomes the only ahernative to the problem of nonerevelaton of preferemce
pultern for social goods by individuals. [t 8 throush political process of voting that
individual preferences are to be translated into budgetary decision. However, there may
be different types of voting through different methods. Whatever 2 the tyvpe of voting
applied, however, the result must be not only approximate but also distorted. There may
be overespansion of underespansion of the budget siee.

Since, m most cases of public goods, margmnal social benefits excesd marginal
privaie benefits and, hence the social welfare economist, Pigou, thinks that the wvoling
process will lead to underexpansion of budgetary provision or the quantum of social
goods. Again, as LK. Galbraith pomnis oul, consumers arg eonstantly infleenced by
advertsements of private goods and, thus the choice pattern of voles might be biased
against social goods. The result may be underexpansion of public goods. This i ako
reimforced by the fact that voters generally consider tax payment more as & burden than
as a sacred duty

Lastly, though bencfit pnnciple 1= based on direct link between tax payment and
benefit o be acemead W wmxpaver, in realiny, only i section of the txpayvers are benefied
from budgetary supply of public goods. Because of the absence of such @ direct link, the
legislators penerally vole in favour of larger public cutlavs. On this ground, Buchanan
argues that majonty voting causes oversupply of public gonds.

NOTES
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Whatcver is the criticism, one has to agree that the advocacy of Samauelson 15 one of
the finest theoretical freatmem insofar as the nawre of public expendinire determination
is concerned.

Partial equilibriovm setting of the new welfare economics was developed by Joseph
and supported by Stigler and Boulding. In the indifference curve approach, shown
Fig. 2.1L.B, the consumer’s ofal meome m temms of “X commodity équals O and in
terms of 1" commaodity equals OO The minal equilibrium 15 at £ on indifference curve
£ An meome tax aqual o SC of X or £0 of ¥ iz mposed. The comsumption possibility
curve or the budget hne will be shified inward to K& s a result of the tax indifference
curve fr, becawse i 15 at this point that the slope of & (Le., MRS} is equal to the price ratio
given by the budget line KB The same siuation will be ohtamed under a general
consumption (ax on both X and ¥ commuodities.

Now, if the government obtains the same amount of revenue by an equal yveld
partinl consumption tax on "X commodiy only, the price line or budget line will be
shified to 024, because the income of the taxpayer in terms of taxed commodity “X° will
be O34, while the same will remsain OO interms of ©F comimodity. Now, the government
revenpe will be oqual to MV which 15 the same sc in case of mcome tax is on higher
indiference curve. Thus, the welfare level of consumer is worsened by the indirect tax as
compared to direct tax. Since indirect tax changes the price mtio as shown by budget line
A, it results in subsiimtion of non taxed commodity for taxed commadity. The process
reduces the welfare level of taxpaver and brngs down his consumption on lower
indifference curve, This is an exeess burden of the indirect 1a%,

Excess Burden under General Equilibrimm

Excess burden under general equilibrium 15 shown in Fig 2.1 8 Let us first asame
that perfect competition prevails in the market for commodities, the supply of work effort
and saving are fixed and the consumers have equal incomes amd tastes so than
mdiflerence map is same for everyone. Efficient allocation ol resources under general
equilibrium requires that the following condition is satsfed,

MRT,, = MRS, = PJP,

where, MRT means margmal rate of transformation i production, MRS means margnal
rafe of substitution in consumption, the subscripts x and y stand respectively for "X and
1" commodities and £ and P, stand for pnice *X" and price of * ¥

In competitive equilibrium, this conditton is mel. On the above noted assumplions, a
head fax or poll tax, general income tax and general consumption tax of equal vields are
all lump-sum taxes and will be equivalent in that they will impose equal burdens, while a
selective excise tax will be inferior because il imposes excess burden.

In Figure 2.1.8, products A" and “}" are measured along boreontal and vertical axis
respectively. Preference pattern of the consumers & indicated by a set of indifference
curves £y, f2 ete. and the mitial equilibnum & at £ with the consumphion composiion ol
CA of “X and OK of '}, The marginal rate of substitution in consumption {the slope of
12} and the marginal rate of ransformation in production {the sfope of transfomation
curve (A) are both equal to the price rato given by B4 as it 15 target to both the
indifference and the transformation curves at point £



Puhlic Expenditire

Mow, let the budget be introdueced and an income tax imposed. This will move the
production possitility curve ON closer o the point of orgin, To simplify maters, let us
assume that thes shift has already been provided for so that £ s the posi-income (ax point
of equilibrivin. Now, let the incomé tix be replaced by an the transformation curve CN
remains the same. Again, the new equilibrium must lie on this curve and t must lie on an
indifference curve.

However, in the post-lax equilibrium situation, the prce pod by consumer will be
higher than the price réceived by producer due o the tax on “X". Here, the slope of
production possibility curve equals the ratio of pnces net of tax, Pax and Pay, as received
by the producer, while the slope of indifference corve equals the rati of market prices
FPox and Py as pad by consumer

Buk, Pexand Par= Ay

Such 8 situatwon is shown by FR stope of indifference curve f; and FP slope of

tratsformation curve ON al the aew equilibrium point 7 which must lie 1o the left of £, While
£ shows the ratio of net prices (FuePyy) as receaved by the consumer. The new equilibrium
at & must lie on a lower indifferénce curve as shivwn By i, This has resulted in consumpiion
substitution of DA amount of the non-taxed product ¥ for LA amount of the taxed product A
An excess burden thus has been imposed by the use of the excase x on A7

It ia, therefore, arpued that direct taxes are neutral because they keep price ratio
unchanged and consumers preference pattern undistoried. An indirect Lax, on he other
hand, is non-neutral rasing the price of taxied commodity, disirting the preference
pattern and inducing the consumer o sobstitute non-taxed product for @Exed product
Hence, & direct tax does pot impose excess burden but an mdirect tax does

Critical Assessment of Excess Burden Doctrine

[T, we, however, relax the assumption of Axed supply of work effort and take into
acgount the fact that when income is earted, leisure (s sacrificed, L&, lewsure, like any
other commodity, can be transformed into income, then the theory that income tax docs
mol impose any excess burden bréaks dewn. MDD, Litle has discissed this issoe
efaborately. Afler an income tax s imposed, the “price™ of income 15 increased, 1e., one
has to supply more work effort in order 1o eam equal amount of net income. 1t means that
leisure has now to be sacrificed in larger amount 10 maintain the pre-tax level of income.
[t is. as if. the price of leisure has fallen. Thus. mpostion of income tax will induce
substriution of low-priced lesure Tor high-priced meome. This distorted preference
patiern between income and keisure does indicole an excess burden on the Indome eamer.

Thig can be illustrated agam with the help of Fig. 2.1 8 where ket us measore leisure
on vertical axis and income n terms of commodity X on borizental axs. OV curve
showing the rate at which leisure can be transformed mto income. The indilference map
as between lewsure and income 15 shown by curves Ji, fx, ete. The pre-tax equilibriim wall
be st £ and the post-income and letsure as already because of the distortion of price ratio
between meome and Feisure as alegady explained. The axpayer will be located ona kwer
indifference curve £ and hence, an excess burden 5 mposed on him a8 a result of the
income: fax: It mesns that the purely theorefical case against indirect taxation is an
illusion™ {LM.D. Latthe). John F. Due & ot different in his argument. According 1o him,
the distortion caused by indirect taxes on work keisure rato and on price ratio of taxed
and noo-taxed commodities and, bence, their output ratio, too, could be more than made
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pood by the adverse effect of high income tax on supply of work effort. The net result
may be worse i such a siuaion.

There has also been empinical investigation particularly by Corlett and Hague on
this issue, In therr findings, they have shown thal commaedity fax may also improve the
supply of work effort and that replacement of a commodity tax by mcome tax has
reduced excess burden through increase i the supply of work ¢ffort, This & because
most people gel acoustomed w a purucular standard of Hving and when income tax
reduces their meome, they ry 0 eam more by larger work effort to mamtun ther
standard of hving. This wall result in ymprovement of welfare level of the taxpayers and
will bocate them on a higher indifference curve,

Again, that the mnitial equilibrium will be at pomt £ i the diagram and the product
composition of consumpiion will be OM of "X and OK of ' ¥ is bazed on the assumption
of perfect competition. If we assume, instead, that the product *X" was produced under
conditions of imperfect market, say, monopoly, the pre-tax equalibrium would not be at £
but at a point to the left of £ say, at F. This because the pnce of *A” would be greater than
marginal cost and, bence. WRS, must be steeper than MR, Under the creumstances, 1f
a tax iz imposed on product ' ¥ only, this would reduce the difference between the slopes
of indifference and ransformation curves and, hence, pest-tax equilibrium point would be
choser 1o E, locating, thereby, the consumer on a higher mdifference curve. Thus, o partial
excise duty m this case; instead of worseming the position of consuwmer, betters il On the
same ling of argamiznt, it can be shown that 4 general tax on both *Y " and 'Y commodities
woulld be better than a partial tax on either 'A™ or on 1", because the former will nol
change the price ratw and induce substitution while the latter will do this, In the excess
burden siuation with tax on Y7 commodity as explainéd in Fig 2 1.8, if a fresh tax is
imposed on ¥ commodity, the slope of inditference corve wall be fatter and that of
transformalion curve sieeper 50 thal equiliboam pont shills o the right of & and gets
closer 10 £ and located on o higher indifference curve. This wall better the position of
consumer by reducing excess burden of tax.

Efficient Resource Use

In eonsidenng the mierdependence between the production and consumption of
pravede and social goods, we take distnbubion of income as given. We examing Parglo
Optimum, that is, Pareto efficiency mule for private goods first. There are (wo consumers
A and & and two private poods X and ¥ Optumum state of consumpuion and production is
attained when the following three conditions are fulfilled.

(i) With given technology, largest possible amount of ¥ should be produced with a

given amount of X 11 s knewn ag production oplimuim, the best mix of Y and ¥

(1) The margmnal rate of substitution (MRS m consumplion between products X

and ¥ must be same for consumers 4 and 8 1118 known as exchanpe oplimum.

(i) The marginal rate of substitution of X and ¥ in consumption should be same as
the marginal rate of transformation (MRT) of X and ¥ in production.

If these conditions are sansfied, Pareto optimum = attined and resource allocation
will be termed as efficient. This situation 15 depicted in Fig. 2.1.9. In the figure, CZ0 is
the production possibility curve which shows the best possible combinations of X
(meazured verbically) and ¥ (measured honzontally) that can be produced. Let os assume
that point 2 5 chosen and OF of X and OF of 1V are produced. Now, we Bave 1o see bow
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this output s divided between A's and B’s. For this, let us take the Box diagram
encompared by OEZF. Within OEZF, la) and la» are A’s indifference curves whereas 8's
indifference curves are fbi, fby ... These curves show preferences of the two individuals
for X and ¥. (215 the pomt of ongm for 4, while Z 15 that for 8. (07 1s the contract curve
showing the most preferred points for both 4 and B. The problem now is to choose
among the varous points on OF. Let us draw LK parallel to NM. At the point J, the
marginal rate of subshtution for consumers, as indicated by LK which give us the slope
of the indifference curves fas and [bs, is equal to the marginal rate of transformation as
given by the slope of MM and this satisfies the third condition.
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Fig. 2.1.9: Pareto Optimum

In terms of Fig. 2,19, the optimum allocation of output mix £ between two
comsumers 4 and B 1s decided. OF of 115 divided between A and B in ratio of OF (for 4)
and FF (for B) while OF of X in the ratio of (for A) and EE; (for B). Still one problem is
unsolved. All points on the production possihility curve CZ2D are equally preferred points,
Choosing Z umplies, in terms of relative welfare, [ ;5 utility level for A and x> utility level
for B. Whether this point (Z) will be chosen or cannot be answered in terms of Pareto
optimum rules; it 1s a matter of judgment on distribution. Hence, our next step is to relax
the assumption of given distribution and to derive “the optimum of all the Pareto optima™
in the words of Samuelson.

Consideration of Distribution

Derivation of the optimum, that 15, the best, takes us to the a scientific area of
“welfare economies” and must be provided with a set of norms. Economie science cannot
deduce a social welfire function; what 1t can do is neutrally to interpret any arbitrarily
specitied welfare function. This involves a trade-off’ between the welfare levels of 4 and
A We now proceed in terms of 4°s utility index or welfare 13 recorded along the vertical
axis, while that of B along the horizonlal axis. PP’ is the utility possibility frontier. It
shows the largest possible utility obtamed by 8, given the utility for 4. Corresponding to
the product-mix Z and optimum allocation Jin Fig. 2.1.9, take J on PP’ It means that OA
m Fig. 2.1.9 corresponds to utility index Jas for 4 and OF measures B7s utihty imdex /b
All points on PP' indicate Pareto optimum and the choice for any point on this frontier
involves a trade-off between gains for 4 and losses for B, or vice verse. A movement
from P to P’ indicates decline in 4’s welfare and gamn in #°s welfare. *“The choice is one
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of distnbution and must be made on the basis of a social welfare function, expressing an
ordering by which society assigns relative values to levels of welfare experienced by 4
and B. Assuming these assignments to be known, they may be expressed by the social
indifference curves Si, 52, etc., where each curve shows mixes of welfare denved by A
and B that, from society’s point of view, is equally “good”. At point U, the highest
possible social mdifference curve, Sf 18 tangent to the utility Fontier. So, U 18 the bliss
point “the best of all possible solutions™ in the words of Musgrave, the optimum of all
Pareto optima. Samuelson interprets this tangency condition in the following terms:

Index of B's Utility

1. The social welfare sigmbcance of a umt of any private good allocated to
private individuals must at the margin be the same for each and every person.

2. The Pareto optimal condition, which makes relative marginal social cost equal
to the sum of all persons” marginal rates of substitution, is already assured by
virtue of the fact that bliss lies on the utility frontier.

These efficient solutions can be obtamed m a competitive market system. Since
producers are guided by the desire to maximise profits, the least cost method of
production s adopted and Condition 1, given above, is met. Condition 2 15 also met
because consumers, in order to maxinuse satisfaction, equate marginal rates of
substitution of products with their price ratios. Maximum profit is obtained when
marginal revenue of the product equals its marginal cost. Under competition, price equals
marginal cost and margimal revenue. Condition 3 15 thus met.

Economy as a Whole

We now apply this analysis to cover both social and private goods. Let us take, for
the sake of simplification, one social good, G, and one private good, X. We continue to
assume that there are only two individuals 4 and B. Let us recall that both individuals
consume the same guantity of public good, G. Thus, Ga = Gb = G where Ga and Gb
represent the amount of G consumed by 4 and B respectively. We also know that
consumption of private good, X, by the two mdividuals differs so that Xa + Xb = & where
Xo and XD represent the amount of X' consumed by A and B respectively. Let us now see
the product mix of X and & and their allocation between 4 and B in terms
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Fig. 2,1.10: Public and Private Goods with Given Distribution

In Fig. 2.10, we have a panel of three diagrams 4, B and C. In Fig. 2.1.10(A), CD s
the production possibility line showing the various combinations of X and (7 that can be
produced and are available to the economy as a whole. The position of consumer 4 is
depicted in Fig. 2. 10{B) and that of consumer B in Fig_ 2.1 10(C). The total income of the
community 15 OC (in terms af private good X). This imcome 15 divided between 4 and B
in the ratio of OM/OC for A and ON/OC for B such that OC = OM + ON. The broken
line MV in Fig. 2.1.10(B) record the optimal allocation of 415 4's meome between X and
G at different price ratios. M}V is the price consumption curve of the indifference curve
analysis of consumer demand and is obtained by joining tangency points hike F, g, ele.
The curve NV in Fig. 2.1.10(C) is a similar price-consumption curve for B.

The broken curve AJ shows the positions available o B corresponding to varnous
positions of 4 along the curve M. Since NV and NJ curves intersect at (7, it means that 8
must be at this point. Corresponding to this position of B, we must find 4 at F since both
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consamers consume the same amount, that is, O of G, The private good output € is
divided between A and & in sucha way that OK goes 1o 4 and OL o5 where OF = Ok + 0L,

We can now notice the crecul difference between the conditions necessary for
efficiency in a world of private goods only and that of private and social goods. As grven
eorlier, efficiency rules in a world of private goods only imply that MRS = MRT and MES
equal for all individuals for any pair of two goods, But in a work] consisting of privaie
and public pood, MRS = MRT, while MRS is different for each individual, sinee iy and
faf di vl have the same slope at F and G in Fig 21 1008) and Fig. 2.1 10(C). As was
shown above (Fig. 2.1.100, the efficiency rule in the case of private goods implies that
marginal benelit of such a good for each individual is equal to s marginal cost, while in
the case of social good, marginal benefits for each mdividual differ and the sum of such
marginal benefitz equals s marginal cost.

Johansen Model

Samuelson’s classical formulation of the pure theory of public expenditure solves
two problems onder the assumpbons of given preferences and distribution of income.
They are: (i) the division of total outpod between the public good and the private good
and [ii) division of the total supply of private goods between two consumers 4 and B All
his solutions are Pareto optimal because any departure from them mvolves a foss to either
A -or B The optimum of all such optims 58 fhen decided on the basis of a social utility
funetion as parl of the general problem of welfare miximisation

“This formulation™, ohserves Musgiave, “meets the test of theoretcal rigour and
swoeping elegance and ranks among the great contnbution to the theory of welfare
econamics a5 applied o public finance ™ Yet, Samuelson’s theory does nol satsly those
who mend o apply Nseal theory tor partial problems and specific ssues. From the
mmplementation point of view, 1t is far from satisfactory. Johansen hes ined to remove
some of these difficulties as was done garlier, o some extent, by Lindahl as discussed
above and Musgrave in his Theory of Public Fmance (1959). Johansen's analysis, as
presented in Fig. 2.1.1 1, assumes that the nitial distnbution of income 15 a desirable one.

Johansen proceeds by assuming that 4 18 a fraction of the total cost of producing the
public good & which is borme by the laspayer A, Hence, the share bome by B 1 — & In
Fig. 2.1.11, he considers the case of 4 and examines his preferences with regard fo a
private good A and a public good . Inm the figure, two budget liens are drawn
corresponding 1o wo different values ol A, steeper the budget line higher s the valee of A
Given the distnbution rato h, the point of tangency between the budget line and the
indifference curve showing combinations of private good X and public good 7 represents
hest preference for A. The two points F and (7 i the figure are points of this, kind and a
curve 44" obtamed by joining all such points = 3 curve showmg the most preferred
values for various o8l shares. This curve & redrawn i Fig, 2,101 as A4'4. Tor 8, o
similar curve 15 labelled as 88 Their miersecbon takes place at point ' which
corresponds o the F point of the Lindah! diagram.
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In Fig. 2.1.11, the dashed indifference curves {, show combinations of public good
output (/) and cost shares contributed by 4 (ie. #i) among which taxpayer 4 I8
indifferent. Similarly, 1 indifference curves drawn for the taxpayer B. The line WHW" is
the contract curve showing the locus of the points at which the two sets of indifference
curves are tangent. Only at point P we find the most preferred position because it lies on
AA', BE', i, and also i». For Johansen. this P point is only one of the many Pareto optimal
solutions. It 1s so because P 1s only one of the several points on the contract curve 7.

Musgrave is of the opinion that Johansen’s formulation may be considered as a
special case of Samuelson’s broader framework But this formulation is more aftractive
since it directly deals with the question of tax shares. “At the same time, 1t leaves open
the question of why the initial state of resource endowment was considered
proper........We are still left with an inconsistency which 15 successfully, removed n
Samuelson’s general formulation.”

2.1.10 PUBLIC EXPENDITURE AND NATIONAL INCOME

Since Keynesian Revolution in 1936, stabilisation has become an important object
of public expenditure policy in the course of modern public finance.

Economic stabilisation, in broad sense, connotes stability of income at full
employment and price level stability. In a dynamic economy, with a growing amount of
capital stock, labour force and technological advancement, maintenance of mcome
stabilisation at full employment and price level stability obviously calls for the
maintenance of an equilibrium rate of growth.

Income Stabilisation

According to Keynes, the level of employment and income in an economy is
determmmed by the level of effective demand which is essentially composed of
consumption and investment expenditure. But this equilibrium level of income need not
necessarily be at full employment level, At higher level of mcome, margmal propensity
to consume diminishes so that the flow of consumption expenditure tends to contract
causing aggregate demand function to st downward. A demand deficiency 18, thus, the
result. It causes further unemployment and a low level of income.

NOTES



52

Principles of Public Finance and Fiseal Policy

NOTES

Keynes argued that market mechanism by itself fails to bring automatic adjustment
in a capitalist economy. It 1s, therefore, necessary for the government to mtervene. The
government expenditure influences the flow of total expenditure and the consequent
generation of mcome flow n the economy. The public expenditure can be appropnately
devised to manipulate the aggregate expenditure at the optimum level.

How can an optimum level of government expenditure be determined so as to attain
full employment level of income in the economy? Theoretically, it can shown by a simple
geometric model of income determination. Assuming a given level of investment
expenditure (ab) in the private sector, with a given consumption function, an equilibrium
income level is determmed by the aggregate expenditure (C + [) as shown in Figure 2.1.12.

- Y=C=+J
E
e {(C ~+
Z : .
% c=a+p'
i
< |
: olgs
Y-'
INCOME

Fig. 2.1.12: Keynesian Model

In Figure 2.1.12, e is the equilibrium point determining v, level of ncome In
relation to the given aggregate expenditure; C+ 1.

In the above model, now we introduce the phenomenon of labour productivity to
show the functional relationship between employment and real output/income.

The extended model is presented in Figure 2.1.13.

AGGREGATE Y=C+I+G
EXPENDITURE C+1+G
(C+1-G) o
C+1
¢ el
b
11
i
o Y, Yf INCOME
]
1) A ————
NT
EMPLOYMENT z

Fig. 2.1.13: Extended Keynesian Model
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In Figure 2.1.13, the line £ depicts the relationship between employment (A and
income (P as deermined by the kevel of labour productivity. Higher labour produciivity
will make Z line closer to the horzontal axis and labour productmiaty would make it away
from the borizonlal axis. In our model with given line £, that 5 given the productivity of
labour, for producing OF, level of mcome, ot & sufficient to employ @V, amount of

labour. Suppose the economy has ON: amount of labour supply. Thal mesns there i NN

amount of unemployment. I the economy achieves full employment fevel, the
corresponding income level would be OF. Bui the present state of effective demand at a
point gives aggregate cxpenditure and total demand whach 15 insufficient to provide full
employment 0 e cconomy. Point ¢ & an anderemployment sguilibrium. There 5
deficiency of demand o give full emplovent equilibrivm poind at fand corresponding
moeome level OFc The deficiency in apprepate expenditure is thus to the extent of
difference between ¢¥and els. The deficiency of expenditure and aggregate demand to
the fune of 17 — ¥ i3 10 be covered up though government expenditure (&), When
public expenditure {(7) is amounting to be, the total expenditure (€ + [/ + ) amount 1o
O generates meome up o OF which ensures full employment equilibrivm. Gemeration
of income ¥ ¥y s greater than the mereased public expenditare (€7) up 1o be. This s due
1 the working of the mubiplier effect which is based on the marginal propensity to
consume as measured by the slope of the consumption function (),

Thus, i our dlustrabon, optimum pebhe expendiure 5 determuned at be Jevel,
Keynea, however, ndvocated for o compensatory public spending m this regard. That is to
say, the public expenditure should compensate for the lacuna of private investment
expenditure. It should be such that would stmulate the privae sector investment. It
should supplement rather than supplant the private secior He visualised a concept of
mixed economy in the form or controlled capitalism, He suggested that once private
sector aftains normaley, public sector investment should be stopped.

The above analysis 15 suitable for a developed cconomy. But m less developed
couniries, where there is absence of excess capacily and the problem of unemployment is
mol due o lack of effective demand bul caused by structural deficiencies and market
mperfections, the Kevnesian model as siated above has little relevance. To hreak the
vicious circle of poverty in poor counmtries, the government has fo direct public
expenditure  for capital formaton and construction of somal overhend capilal and
investment i those economic sectors where private capital is shy, It needs a balenced
growih approach by synchronised applicalion of capital investment simulianscusly over a
wide range of industrics to break the vicious arcle of poverty. Again, the mulopher
effect of public expendiures on Ncome geneTaion may nol operate in real s, as
visualized by Keynes. This is because of the tvpical nature of a less developed country —
lack of recourses and absence of any apprecinble excess capacily for sulomatic expansion,

FPrice Stabilisation

Along with income stabdlisation, poce stabilisation = also equally  important
ohjective of the policy of expenditure in modern times,

Price stabality goal of public expenditure policy, however, does not mply naid price
slability. Bul, o mnplies ant-manonsry policses durmg conditions of mflation and
deflation. Public expenditure policies aim atl stamlising prices at desirable level. Inflathon
beyond a limit iz dangerons. It distorts rational ealeulations and creates adverse impact on
growth and expansion programmes. It crestes social injostice by widening the gap of
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inequality of income distribution. It aggravates the deficits in the balance of payments
and ruins the external value of the currency. To avoid these effects, 1t is essential to check
inflation.

As a rule, whenever there i1s an inflationary price nse, public expenditure must be
cut down. Government expenditure on public works programme, grants and other
categories of non-development expenditure must be educed to narrow down the
inflationary gap and the mMationary pressure.

During inflation, a reduction in public ¢xpenditure on consumption and/or
mvestment would imply a decrease m the fow of aggregate expenditure and a backward
working of the multiplier process causing a decease in the level of national income at a
non-inflationary level, which helps n stabilisation of the price level.

During deflation, revival of price rise is essential. Deflation is inexpedient. It leads
to decrease in mncome, employment and output along with the decreasing prices. Public
expenditure can check deflation. For this, the government has to spend more, even by
following a defieit budget policy. Public expenditure of all kinds should be enhanced
during deflation. Another way of increasing aggregate expenditure in the economy as a
means of combating dellation 1s the repayment of public loans from the public revenue
and sinking funds of the government.

In short, public expenditure is an important instrument of anti-cyclical fiscal policy.

2.1.11 ISSUES IN PUBLIC EXPENDITURE POLICY IN INDIA

Since the inception of planning in India, the structure and growth of public
expenditure has assumed a unique significance in the ecopomic development of our
country. Public expenditure in India as elsewhere, is issued as a means of achieving
policy objectives and planned allocation of resources in the functioning of the public
sector to [ulfil its target. Public expenditure is one instrumeni of public pohicy in
achieving the government’s macroeconomic goals, such as increase in national income,
rapid economic growth, merease m employment, eradication of poverly, reduction m
inequality m the distnbution of income, improvement in the common standard of living
and economic welfare of the people in general.

Growth of Public Expenditure

Total public expenditure in the India economy include: (i) the aggregate of revenue
account expenditures in the Central and State governments’ budgets, and (ii) the
aggregate of capital outlay of the Central and State governments.

Total public expenditure m India has inereased rapidly and massively durmg the
planning era. It increased from a low level of ¥ 967 crores in 1950-51 to as high as
T 31,801 crores in 1979-80. It stood at T 1,123,642 crores m 1987-88. The ratio of public
expenditure to national income increased substantially from 10.2 per cent in 1950-51 to
441 per cent mn 1987-¥8. Fig. 2.1.14 portrays the growth of Central Government
expenditure on revenue and capital account.
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Fig. 2.1.14; Growth of Central Government Expenditure on Revenue and Capital Account

A nsing trend of the growth of public expenditure during 1980s from T 36.854
crores m 1980-81 to ¥ 1,27 780 crores (budget estimates) in 1988-89 18 quite alarming.
During this period. the total public expenditure has grown at the rate of 16.9 per cent
average annual compound growth rate, as agamst the 124 per cenl average annual
compound growth rate of national meome, The rabio of pubhe expenditure of Net
National Product (NNP) at current prices has also increased steadily from 333 per cent in
1980-81 to 45.5]1 per cent in 1988-89. This rising trend of public expenditure in the
Indian economy signifies the growth and important role of the public sector in assuming
the commanding heights of the economy and the increasing functions and responsibilities
of the government at all levels in the country. The tremendous rise m the public
expenditure may be largely attributed to the increasing magnitude of Plan outlays in each
successive Five Year Plan, rising population and corresponding rising demand for public
goods, expanding public administration and the rising price level.

Structure of Public Expenditure

Economic planning and public policy have exercised a profound impact on the
growth and structure of public expenditure in India. There has been a significant change
in the structure of public expenditure under the mmpact of plasning. The relative
importance of development expenditure has progressively increased in every Plan. In
1950-51, the development expenditure constituted 37.4 per cent of the total expenditure
which steadily increased to 663 per cent in 1980-81. Apparently, the non-development
expenditure has declined from 62.6 per cent to 33.7 per cent during the period. However,
durmg 1980s the non-developmental expenditure has mereased enormously.

In absolute terms, the developmental expenditure has increased from T 24,426
crores in [980-81 to T 78.107 crores in 1988-89. It has increased at average annual
compound growth rate of 15.7 per cent during this period. The non-developmental
expenditure has increased from ¥ 12 419 crores in 1980-81 to ¥ 49 673 crores in 1988-89.
The average annual compound growth rate of non-developmental expenditure works out
19.2 per cent. This means the growth rate of the non-developmental expenditure has been
faster than that of the developmental expenditure. This has obviously resulted into
increasing proportion of non-developmental expenditure in the total public expenditure.
Thus, the non-developmental expenditure was of the order of 33.7 per cent of the total
expenditure i 1980-81 has, however, increased to 38.9 per cent of total expenditure in
1988-89. Correspondingly, the proportion of developmental expenditure has declined
from 66.3 per cent to 61.1 per cent in the same period. This is, however, an unhealthy
sign of the change in the paltern of public expenditure in recent years. It should be the
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cause of concern to our pohicymokers and the povernment as it reflects not only a
deviation from the public policy of progressive allocation towards development but also
depicts the element of reckless spending on the part of the government which has no
social pustificaton.

It may be further pomnted out that during the period [980-81 1o 1989-90, the
percentage of plan expenditure to the total expendrure of the Central government has
steadily declined from 408 to 339 whereas non-plan expenditure has increased from
592 to 66.]. During the [980s, the growth of non-plan expenditure of the Central
government has exceeded than that of the plan expenditure. Om an average. the
compound annual growth of plan expenditure has been 13.5 as agamst 17.3 per cent
provwth tate of the nen-plan expenditure during the period 1980-81 1o 1989-90 {budgeiary
estimaiz).

Rising Expenditure of Defence, Interest Payments and Subsidy

The high growth of non-plan expenditure of the Government of India {GOI)
recent vears may be atinmbuted to the nsing expenditure on three major tems, namely:
(i) defence, (i) imerest payments, amd (i) subsidies. Defence expenditure has increased
from ¥ 3604 crores i P9R0-81 10 ¥ 130,200 crores i [988-EQ, In 198990, budget
estimates, defence expenditure accounts for the 158 per cent of the otal Central
government expendilure. Likewise, the inferest paymeénis by the GO also shows o
phenomenal rise on account of large-scale public borrowings over the period. [nlerest
payments have risen from T 2,604 crores in 1980-81 to ¥ 14,150 crores i 1 988-89 and s
percentage to lotal expenditure has nearly doubled from |18 ta 20.7 dunng this period.
The ratio of defence expenditure to MNet Mational Product (NNFP) at current prices has
mereased from 3.5 o [980-81 o 5 per cent i 1988-89 while the rutio of imberest
payments o NNP ai current poces has increased from 2.4 to 5 per cent during the same
period, Thus, 1/10th of national income iz spent by the government for the purposes of
defence and inferest poyvmwents only, Defence, inferest poyments and subsidics together
clarm nearly hall of the total public expenditure in the current years.

Impact of Expenditure

To trace the mmpoct of Central povernment expendiure on ol economic

development, it would be useful to examine component-wize expenditure.

The proportion of Central government's expenditure on copatal formation increased
from 25,6 per cent in 195051 w 477 m 1960-61 but dechned w0 339 in 1970-7]
Thereafier, it agmin moved up to 42.5 n 1981-82 but has steadily dechned to 355 m
198E-89, This has been done oo priority on account of rsing proportion of expendiures
ol current transfers from 23.2 in 1950-51 o 38.5 per cent in [%88-B9. The mcreasing
transfier payvments have taken place larpely on accoun! Of Sleep nse tn inlerest payment
from 10 per cent m 1980-81 (o 16.6 per cent in [988-89.

Rise in Consumption Expeaditure Due to Defence

The share of consumphon expenditure dechmed sharmply from 466 per cent i
1950-51 to 24 m 1960-61 but rose to 299 m 1970-71. 1t again declined to 23 in 1980-81
and 21.1 in 1985-86 respectively. It has agam gone up te 24.1 per cent in 1983-8Y9,
Defence expendiure constilutes about 71 per cent of consumption expenditure of the
Civeermment of India

Welfare Aspects of Public Spending

Analysis of data of plan and non-plan developmental expenditure of the Central
governmenial on economic gnd social services has tripled from € 6,454 crores m 1980-
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B1 to ¥ 19,945 crores in 1988-89. However, 1ts share in total expenditure has declined
from 29.1 i 1980-81 to 26.3 in 1988-89. In the total developmental expenditure on
economic and social services, however, the share of economic services has steadily
declined from 81 .4 per cent in 1980-81 to 77 .4 per cent in 1988-89 but the share of social
services has steadily increased from 18.6 in 1980-89 to 22.5 per cent in 1988-89. This
shows that the Government of India’s public poliey 18 becoming more welfare-oriented
and 1s committed to the social uplifiment of the masses in India. Especially, the Central
government expenditure on education has increased considerably from ¥ 228 crores in
1980-81 to T 1,422 crores in 1988-89. The 1989-90 revised budget estimates for T 1,463
crores. Thus, the share of education in developmental expenditure is more than doubled
from 3.5 in 1980-81 to 7.1 in 1988-89 and also in 1989-90. Indeed. investments in
education 15 mevitable for the mmprovement of country’s human capital. Another
important factor of developing human capital is the investment on public health. The
share of developmental health and family welfare, however, improved margmally from
4.9 per cent in 1980-81 to 5.2 per cent in 1987-88 and remained the same in the Union
Budgets. For 1989-90, the share of labour, employment and labour welfare has declined
from 6.3 per cent in 1980-81 to 1.2 per cent in 1988-89. This aspect certainly requires the
attention of our policymakers.

Some Issues and Suggestions

Despite doubling the share of education in Government of India’s developmental
expenditure, it can be remarked that on an average it has been hardly around 2 per cent of
our Net Domestic Product (NDP). It is 5 per cent to 7 per cent in countries like USA,
Canada, UK, and even in developing country such as Zambia. Further, empirical studies
have shown that the rate of growth of physical capital formation has been much faster
than that of educational capital formation. For instance, H.N. Pandit! has observed that
educational capital in India amounted to 3.5 per cent of NDP in 1950-51 and increased to
7.4 per cent in 1965-66 while the physical capital formation increased from 13.1 per cent
to 17.9 per cent during the same period. Evidently, investment on education demands a
higher priority in our public policy.

Education is an important in ingredient of growth and welfare. In promoting
economic and social development, especially in a developing yet socially backward
country like India where 64 per cent of the population is illiterate, development of
education and educational facilities has special significance. The need for education is
growing in this country, but till recently the trend of public expenditure reveal that this is
perhaps one of the least favoured item of the government’s expenditure (Central and
states alike). Due to inadequate government expenditure and lack of appropriate
education policy (new educational policy 15 less pragmatic and unrealistic in many ways),
the education system and its development has not been up to the mark. It is disheartening
to note that despite 40 vears of planned efforts and increasing public expenditure, the
government has not been able to assign the priority to education. Education should be
made free and compulsory throughout the country. The higher educanon sysiem has
many problems and there is a growing frustration among the educated youths.

Reduction in mequalities of income and its equitable distribution is one of the major
national goals. As per the latest information, the Government has succeeded in lowering

the poverty ratio from 50 i 1977-78 to 37 per cent in 1984-85 and the Seventh Plan
envisages to reduce it further to 26 per cent. However, the problem of poverty will
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assume alarming proportion by the year 2001 A_D. when the level of population expected
to reach 1632 millions. Therefore, sound public expenditure policy in a pragmatic
budgetary policy is required to achieve the country’s various socio-economic objectives.
In the hght of the above analysis, it 15 neeessary to control the growth of publc
expenditure, rationalisation of the expenditure policy so that the mflation can be brought
under control.

Size and Growth Trends

Data in Table 2.1.3 reflect the rising trend. Over the vears, there has been steady
growth in total government spending from T 23,194 crores in 1980-81 to T 95,225 crores
in 1989-90.

TABLE 2.1.3: INDIA: DEVELOPMENTAL AND NON-DEVELOPMENTAL
EXPENDITURE OF THE CENTRAL GOVERNMENT [1989-90-2000-2005]

(T Crore)
Year Development Non- Total DE/GE OE/GE
Expenditure development Expenditure (%) (%)
({DE) Expenditure (GE)
{OF) (2+4+5)

1 2 3 4 5 6
1989-90) 54204 41020 05224 569 43
1990-91 58645 49349 107994 543 457
1991-92 59313 55170 114483 ils 452
1992-93 65479 60584 126063 519 481
1993-04 72464 73586 146050 496 504
1994-95 82803 82402 165205 0.1 499
1995-96 84427 98632 183059 46 1 539
1996-97 94197 112217 206414 456 544
1997-98 110994 127820 238814 db.5 54.5
1998-99 137257 150298 287555 47.7 523
1999-00) 129151 177928 307079 421 579
2000-01 139386 197470 336856 414 586
2001-02 159364 215456 374820 425 575
2002-03 184197 242749 426946 431 569
2003-04 195428 243298 438726 445 555

2004-05% 220638 267197 407835 341 459
2005-06% 224004 305589 520593 423 37

*RE = Revised Estimates, *BE = Budget Estimates.
Note: Total expenditure n this table 18 melusive of commercial depariments n the
revenue account.

Source: Budget documents of the Government of India.
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Fig. 2.1.16: India: Trends in Proportions of Developmental and Non-developmental
Expenditures

In the year 2003-04, the total government expenditure amounted to ¥ 438,726 crores and

T 4,07 835 crores in 2004-05 as Budget 2005-06 envisaged it to be ¥ 5,29.593 crores.

Table 2.1.4 : India Revenue and Capital Expenditure of the Central Government

(T orore)
Year Revenue Capital Total
Expenditure Expenditure Expenditure
(RE) (CE) (TE)

! 2 3 4
1989-90 64210 28698 Y2908
1990-91 73516 31782 105298
1991-92 82292 29122 111414
1992-93 892702 29916 122618
1993-94 108169 33684 141853
1994-95 122112 38627 160739
1995-96 139861 28414 178275
1996-97 158933 42074 201007
1997-9% 180335 51718 232053
1998-99 216461 625749 279340
1999-00 249078 48975 298053
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2000-01 277839 47753 325592
2001-02 301468 60842 362310
2002-03 338713 74535% 413248
2003-04 362140 109228% 471368
2004-05 RE 386069 119722+ 505791
2005-06BE 446512 67832 514344

RE = Revised Estimates, BE = Budget Estimates

* Include National Small Saving Found (NSSF) repayments apart from loans and

advances capital outlay.
Source: GOI, Budget, Various Issues.

TABLE 2.1.5: PER CAPITA GOVERNMENT EXPENDITURES

(T crore)
Year Development MNon-development Total Revenue
Expenditure Expenditure Expenditure
per Capita per Capita per Capita
1 2 3 4
1989-90 79829 60412 1402 42
1990-91 71344 600 35 131380
1991-92 706.95 657 .57 1364 .52
1992-93 764.94 70776 147270
1993-94 83101 843 88 1674.89
1994-95 92828 92379 185207
1995-96 827.77 1083 .87 201164
1996-97 101505 120924 2224 30
1997-98 1173.30) 1351.16 2524.46
1998-99 1423 83 1559.11 208294
1999-00) 1313 85 1810.05 3123.90
2000-01 1392 47 1972.73 336520
2001-02 1563 93 211439 367832
2002-03 177625 2340 .88 4117.13
2003-04 1867 54 276015 4627 64
2004-05 BE 1995 42 2592 84 458826

Source: Budget Documents of the Government of India.

Developmental and Non-developmental Central Government Expenditure

Over the year since 1989-90, an unhealthy trend is observed that the proportion of
development expenditure into the total government spending has steadily declined,
whereas the non-developmental expenditure in proportions has expanded contmuously
between 1990-91 the development expenditure claimed 54.3 per cent of share into the
total government spending which declined to 40.4 per cent in 2003-2004. On the other
hand, share of non-developmental expenditure increased to 59.6 per cent in 20(3-04
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against 45.7 per cent in 1990-91. Only the trend is little reversed in the 2004-05, as per
the budget revised estimate the share of non-developmental expenditure is reduced to
459 per cent, while that of development expenditure enhanced to 54.1 per cent. The
Budget 2005-06, however, slipped agaim m favour of enhancing the relative share of non-
developmental expenditure to nearly 58 per cent. They suggest that government has no
control over extravagancy and fiscal profligacy.

Fiscal Ratios

In the year 2001-02, there was a decline in the total government expenditure as a
proportion of GDP.

In many countries, fiscal adjustment 15 undertaken with downsizing government
expenditure mn a relative sense. In the case of Indian economy, Central government
expenditure is contained with a decline from 18.9 per cent of GDP in 1991 to of GDP in
2004. This appears to be much in line with intermational standards. What 15 regquired 1s
redesigning of its composition and allocation.

Government Expenditure (GE)-GDP ratios of the Central government in India
continuously declined from 173 per cent in 1990-91 to 13,9 per cent in 1996-97. A rising
trends, however, revived from 1997-98 to reach almost the previous level of 17.2 per cent
in 2003-04. It was budgeted to reduce to 15.4 per cent in 2004-05. Though the level of
expenditure is not very high by international comparison, the crucial problem pertams to
its composition in the expenditure management. Revenue expenditure component has
grown over the years, while the capital expenditure component has steadily declined. The
revenue expenditure-GDP ratio declined from 4.4 per cent (o 3.0 per cent during the same
period. In 2003-04, however, the revenue expenditure-GDP ratio decreased to 13.5 per
cent, while the capnal expenditure-GDP ratio 1o be 12.4 per cent. The cause of the
concern is that in 2004-05 the budget capital expenditure is lower at 3.0 per cent of GDP.

In the first half of the 1990s, total expenditure of the Central Government was
compressed. The total expenditure GDP ratio declined from 173 per cent in 1990-91 to
13.9 per cent 1996-97. This has been mainly due to fall in development expenditure GDP ratio.

TABLE 2.1.6: EXPENDITURE-GDP RATIOS

(Per cent)
Year Revenue Capita Total
Expenditure Expenditure Expense
(RE-GDP) (CE-GDP) TE-GDP)
[ 2 3 4
1988-91} 44 66 19.69 64 63
1990-91 15.12 6.54 21.66
1991-92 1447 5:12 19.59
19492-93 14.19 458 1877
1993-94 1445 4.50 1896
1994-95 1421 450 18.71
1995-96 13.81 2.81 17 60
1996-97 1338 354 1692
1997-98 13.18 378 L6 96

NOTES



Principles of Public Finance and Fiveal Policy

NOTES

1998-99 14.22 4.13 18.35
1999-04) 1431 281 17.12
2000-01 14.35 247 16.81
2001-02 1443 b | 17.34
2002-03 14 88 327 18.15
2003-04 14.69 4511 9.20
2004-05 13.91 133 17.24

Sowurce: Authors® Calculation Based on Data in Table 2.1.2.

2.1.12 SUMMARY

Government or public expenditure is that expenditure incurred by the public
authorities to satisty those common wants which the people in their individual capacity
are unable to satisfy efficiently.

Public spending in developed countnies 18 basically undertaken to check fluctuations
in effective demand. In developing economies, public spending reflects government's
aspirations, efforts and mtentions o promote economic development and accelerate
economic growth, to reduce income disparities, improve overall standards of living and
cradicate abject poverty in the shortest duration possible.

Expenditures on construction of dams, public works, state enterprises, agricultural
notes and industrial development, elc. are instances of capital expenditure. The traditional
economists held the view that the State should not interfere in the general activity, for the
government 15 merely an agent for the people to keep the political organisation intact,
hence 1t should spend public funds discreetly and sparingly.

Modern economists conceive that public expenditure has a positive role to play to
achieve definite ends. Its goal is to promote maximum social welfare. In fact, the
significance of public spending lies in the supply of those essential services by the
government for the satistaction of collective wants. which might not otherwise be
provided economically and efficiently by the private sector. lts importance lies in its
lubrnicating quality also, as deficit spending of the government amounts (o the critenion of
additional money, which facilitates trade and exchange and stimulates further production
and growth of national income.

The major objects of public expenditures are summarised below: (1) Administration
of law and order and justice, (1) Maintenance of police foree, (i) Maintenance of army
and provision for defense goods, (iv) Maintenance of diplomats in foreign countries and
{v) Public administration,

According to Adolf Wagner, there exists a functional relationship between the
growth of an economy and the relatively increasing governmental activity through the
expansion of public sector. He. thus. set a hypothesis which contends that the real per
capita output of the public sector grows as a proportion of aggregate economic activity,
as the real per capita income tends to rise in a modemn welfare state.

The defense expenditure is thus continuously rising. It contains expenditure on war
matenals, mamtenance and growth of armed forces, naval and ar wings, expenses on
development of mulitary art and practice, pensions to retired war personnel, interests on
war debt, rehabilitation cost of war. etc.
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Detection of possible causality linkage between government expenditure and tax
revenue 1s, thus, essential in providing an appropriate guideline to the policymakers in
deciding a suitable and relevant fiscal action.

In economie lterature, the expression “canons of public expenditure™ 1s used [or the
fundamental rules or principles governing the spending policy of the government, In fact,
the canon of sound finance consists more in wise spending than in the collection of
revenue, Thus, the followmg canons of public expenditure have been laid down by
Prof. Findlay Shirras: (i) the canon of benefit. (ii) the cannon of economy, {(iii) the
cannon of sanction, and (1v) the cannon of surplus.

Public expenditure is significant in modern economy because it produces many
direct and mndirect socio-cconomic effects. A briel account of these effects 1s presented
below: (1) Effect on Consumption and (2) Effects of Public Expenditure on Production

Total public expenditure in the India economy include: (1) the aggregate of revenue
account expenditures in the Central and State governments’ budgets, and (i) the
aggregate ol capital outlay of the Central and State governments.

Government subsidies have economic effects on the working of the markets hy
decreasing relative policies. From the trend analysis, we conclude that the government
subsidies in India are unduly large, impheit and inpui-based and regressive in nature.
Such subsidies are criticised to be observe and promoting inefficiencies in the market
economy. Under the fscal reforms mitiated smee 1991, the poheymakers have
recognised this aspect of subsidies and have expressed their desire to curb subsidies.

The Government of India had set up an Expenditure Reforms Commission (2001) to
improve expenditure management. The Commission submitied two reports dealing with
the issues of food and Fertilizer subsidies and optimising government staff strength.

2.1.13 SELF ASSESSMENT QUESTIONS

What 1 Public Expenditure?
Discuss the nature of Public Expenditure.
Explain the causes of rise of Public Expenditure.

= b —

Explain Pigou’s ability-to-pay approach.
5. Explain Lindahl’s voluntary exchange model of Public Expenditure,

o

Discuss the Johansen’s approach of public finance.

~

Explain Samuelson’s solution on Public Expenditure,

8. Explain the Wagner's law of Increasing State Activities.

9. Discuss the effects of Public Expenditure on production and distribution.
10. Explain welfare aspects of public spending,

NOTES



2.1.14 Key Terms

1.

Public Expenditure: The spending by government authorities on goods and
services to meet the needs of the public and achieve policy objectives.

. Capital Expenditure: Spending on assets that provide long-term benefits, such

as infrastructure projects, buildings, and equipment.

. Current Expenditure: Spending on day-to-day operations and maintenance,

including salaries, supplies, and services.

Social Expenditure: Spending on social welfare programs and services aimed
at improving the well-being of citizens, such as healthcare, education, and
social security.

. Defense Expenditure: Spending on national defense and military activities,

including personnel salaries, equipment procurement, and operational costs.

Transfer Payments: Payments made by the government to individuals or other
entities without receiving goods or services in return, such as social security
benefits, pensions, and subsidies.

Development Expenditure: Spending on programs and projects aimed at
promoting economic development, reducing poverty, and enhancing
infrastructure in developing countries.

Revenue Expenditure: Spending that is recurring and does not result in the
creation of assets, such as salaries, pensions, and interest payments on debt.

Discretionary Expenditure: Spending that is subject to annual budget decisions
and can be adjusted by policymakers, such as grants, subsidies, and
investments.

10.Non-Discretionary Expenditure: Spending that is mandated by law or

contractual obligations and cannot be easily adjusted, such as debt interest
payments and entitlement programs.

11.Fiscal Policy: The use of government spending and taxation to influence the

economy, including public expenditure decisions aimed at achieving economic
stability, growth, and equity.
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J. 1.1 MEANING AND SIGNIFICANCE OF PUBLIC REVENUE

Any pubbc suhority of government needs meome for the performance of 2 vaney
ol functions and meeting its expenditure. The income of the government through all
sources 15 called public income or public revenue. According 1o Dalton, howeves, the
term “public income™ has two senses — wide and narrow. In its wider sense. it includes
all the mcomes o receipts which a public authority may secure during any penod of time.
In #s narrow semse, hbowever, it includes only those sources of income of the public
authomty which are ordinanly known as “revenue resources.’ To avord ambiguity, thus
e Tormer i lermed “puldic receips”™ and the latter ‘public revenue.” As such, the
receapts from public borrowings (or public debt) and from the sale of public assets are
chietly excluded from public revenue. For mstance, the budget of the Government of
Indin & classified into: “revenue’ and ‘capital” “Heads of revenve’ include the heads of
mcome under revenue budget, whereas the heads of imcome under capital budget are
termed as “receipis.” Thus, the ferm “receipts” mcludes sources of public meome which
are excluded from “revenue”.

The necessity of public revenue 15, of coorse, due to the needs of public expendibure.
The size of public revenue 15, thus. determined by the volume of public expenditure.
Since the functions of modem povernments have meressed in scope and vanety, the
public expenditure has been increasing day by day, Therefore, public révenue has to be
enlarged adequately. The povernment has to find sufficent money for discharging its
functions. There is, thus, a tendency on the part of the modern governments 10 increase
the public revenue, by tapping all possible sources.

Thus, volume and importance of public revenue has greatly increased in recent
times. Further, the size of public revenoe and the methods of obtaining it have serious
repercussions on the production and distribution of national income and wealth as well as
on the level of employment and economie actwvity mothe country. A suitable public
revenue policy, therefore, becomes very essenhal for the financial activities of a modemn
slate.

Raising of more public revenue mplics creaimg disunibiiy for taxpavers. The
process, thus, lends to affect the social welfare adversely, But, its immediate adverse
effect 15 more than compensated by the favourable effect of appropriate public
expenditure pohoy, Public authonty works for the common benefil and o carmy oul ther
functions properly, they need adeguate revenue for spending Thus, the norm that the
government which laxes least and spends least in not very sound in the modern times. A
welfare government is perfectly justified i raising & large revenue from its people, It
serves 88 an essential scal measure for achieving social justice and economic equalily.
But taxing the ncher section of community more heavily, the state can subdue the
pressure of excessive purchasing power from the economy, thus, helping in curbing the
inflationary forces and by an appropriate pubhc spending can transfer this purchasmg
power for the benefit of the poor, therehy mereasing the general economic welfare

Public revenue, by itself, mdicates only a means or mere avalability of resources
and nothang else. 1118 thus not only the siee and the composition of public revenue that s
very essential for achieving the maximum welfare of the community, It all depends on
how the respurces are rased and wtilised. If money 15 widely disbursed, then a large
amounl of public revense can signily preater welfare of & natien, Otherwise, the couniry

NOTES
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may go to the dogs if the government unwisely incurs extravagant expenditures. Thus,
sound public expenditure is no less important than adequate public revenue in the
operation of public finance.

3.1.2 TAX REVENUE

A fund raised through the various taxes is referred 1o as 1ax revenue. Taxes are
compulsory contributions imposed by the government on its citizens to meet its general
expenses mewrred lor the common good, without any corresponding benefits o the
taxpayer. As Taussig puts it, “the essence of a tax, as distinguished from other charges by
government, 15 the absence of a direct guid pro quo between the taxpayer and the public
authority.”

Seligman defines a tax thus: “A tax is a compulsory contribution from a person to
the government to defray the expenses incurred in the common interest of all, without
reference to special benefits conferred.”™

The mam characteristic features of a tax are as follows:

1. A tax is a compulsory payment to be paid by the eitizens who are hable to pay

it. Henee, refusal to pay 1s 4 pumishable offence.

Taxes are the major source of public revenue.

Tax revenues are regular and certain.

Tax 1s an elastic source of pubhic revenue.

It is levied by government on a tax base such as income, wealth, expenditure

and sales etc.

6. There 1s no direct guid pro guo between the taxpayer and the public authority.
In other words, the taxpayer cannot claim reciprocal benefits against the tax
paid. However, as Scligman points out, the state has to do something for the
community as a whole for what the taxpayers have contributed in the form of
taxes. ‘But this reciprocal obligation on the part of the government is not
towards the individual as such, but towards the individual as part of a greater
whole.”

B

7. A tax is levied to meet public spending incurred by the government in the
general interest of the nation. It is a payment for an indirect service to be made
by the government to the community as a whole.

8 A tax 15 payable regularly and periodically as determined by the taxing
authority

9. A tax 1s used as a fiscal nstrument.

10, Evasion of 1ax is illegal.

Taxes constitute a significant part of public revenue in modern public finance.
Taxes have macroeconomic effects, Taxation can affect the size and mode of
consumption, pattern of production and distribution of income and wealth. Progressive
taxes can help in reducing inequalities of income and wealth by lowering the high income
group’s disposable income. By disposable incomes is meant the income left in the hands
of the taxpayer for disbursement after tax payment. Taxes mmply a forced saving in &
developing economy. Thus, taxes constitute an important source of development finance.
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3.1.3 NON-TAX REVENUE

Public income received through the administration, commercial enterprises, gifis
and grants are the source of non-tax revenues (o the government. Thus, non-tax revenue
include: (i) Administrative revenue; (ii) Profit from state enterprises; and (iii) Gifts and
grants.

Administrative Revenues

Under public administration, public authorities can raise some funds in the form of
fees. fines and penalnes, and special assessments.

Fees: Fees are charged by the government or public authorities for rendering a
service 1o the beneficiaries. To quote Seligman, “A fee 15 a payment to defray the cost of
each recurning service undertaken by the government, primarily in the public interest, but
conferning a measurable advantage to the payer.™ Court fees. passport fees, ete. fall under
this category. Similarly, license fees are charged to confer a permission for something by
the controlling authonty, e.g., driving license fee, import heense fee, liqguor permit fee,
etc. Fees are to be paid by those who receive some special advantages. Generally, the
amount of the fee depends upon the cost of service rendered. Fees are a by-product of the
administrative activities of the government and not a payment for a business. Thus, fees
are distinet from prices. Prices are always voluntary payments, but fees are compulsory
contributions, though both are made for special services. Sometimes, a fee contams an
element of tax when 1t 1s charged high in order to bring revenue to the exchequer, e.g., a
license fee.

Fines and Penalties: Fines and penaltics are levied and collected from offenders of
laws as pumishment. Here the mamn object of these levies is not so much to eam an

income as to prevent the commission of offences and nfringement of laws of the country.

Fines and penalties are arbitrarily determined and have no relation to the cost of
administration or activities of the government. Hence, collections from such levies are
nsignificant as a source of public revenue.

Special Assessments: A special assessment.” as Seligman points out, “is a
ecompulsory contribution levied in proportion to the social benefits derived to deiray the
cost of a specific improvement to property undertaken in the public interest.” That is to
say, sometimes when the government undertakes certamn types of public improvements
such as construction of roads, provision of drainage, street lighting, etc., it may confer a
special benefit to those possessing properties nearby. As a result, values or rents of these
properties may rise. The government, therefore. may impose some special levy to recover
a part of the expenses so incurred. Such special assessment is levied generally in
proportion 10 the increase in the value of the prosperities involved. In this respect, it
differs from a tax.

In India, these special assessments are referred to as “betterment levy.” Betterment
levy is imposed on land when s value is enhanced by the construction of social
overhead capital such as roads, drainage, street-lighting, etc. by the public authority in an
area,

NOTES
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Frofits of State Enterprises

Profits of state undertakings also are an mmportant source of revenue these davs,
owing o the expansion of the public sector, For instance, the Central Government runs
railways. Surplus from railway earmings can be pormally contributed to the revenue
bwdget of the Central Budget. Likewise, profits from the State Transport Corporation and
other public undertakings can be an important source of revenue for the budeets of Swte
Governments. Similarly, other commercial undertakings in the public sector such as
Hindustan Machine Tools, Bokaro Steel Plant. State Trading Corporation. etc. can make
profit ta support the Central Budget.

Eamnmgs from state enterprises depend upon the prices charged by them for ther
eoods and services and the suplus derived there from Thus, the pricing policy of state
umndertakings should be self-supporting and reasonahly profit-onented. Agam, prices are
charged with an element of guid pro guo, e, directly in propodion e the benefils
conferred by the services rendered.

A price 15 a form of revenue derved by the government by selling goods and
services of public enterprises. Thus, prnice is the revenue obtamed from business activity
undertaken by the public authonties. Many public enterprizes like postal services mun on a
cost-to-cost basis. The prices are charged just to cover the cost of rendering such services.
Howewer, in eertain cases, where the siate has an absolute monopoly, prices having o
high profit element are charged. Such monopoly profits of a stale enierprise are in the
nature of a tax. The difference between price and fees 5 this: the lormer wsually can
never be less than the cost of production or service, while the latier may not necessarily
cover the cost of service.

Gifts and Grants

These fomm generally a very small pan of public mevenue. Cuibe ofien, patriotic
people o instittions many make @ifls o the sares. These are purely voluntary
contributions, Gifts have some significance, specially during war time or an emergency
In modern times, however pranis from one povernment to another has a greater
importance. Local governments receive grants from State governments and State
povernments from the Centre The Cenire povernments gives grams-n-aid o state
povernments in order 1o enable them o carry out their functions, When grants are imade
by ane country's govemnment to another country's government, it 15 called *foreign md”
U'swally, poor couniries receive soch aid from developed countries, which may be in the
from of miliary aid, economic aid, food asd, technological aid. and so on,

J. 1.4 CLASSIFICATION OF TAXES: DIRECT AND INDIRECT TAXES

Conventionally on the basis of the nature of the impact and mcidénce, 1axes have
been classified info two — direct and indirect.

A tax which 15 paid by the person on whom it 13 legally imposed and the burden of
which cannot be shified to any other person s called a direct tax. 1.5, Mill defines a
direct tax as “one which 15 demandad from the very persons who, 1t 15 intended or desired,
should pay ™ The person from whom o 15 collected cannot shifl burden 10 somebody
glse. Thus. the impact, Le. the initial or first burden and the mcidence — the ultimate
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burden of o direct tax — is on the same person. The iaxpayer 15 the tax bearer. For
example, Icome tax is a direct fax.

An mdirect tax, on the other hand, is a tax, the burden of which can be shifted 1o
others. Thus, the impact and in¢idence of direet taxes are on dilferent porsons. An
midirect tax 15 levied on and collected from a person who manages to pass it on 0 some
other person or persors on whom the real burden of the tax falls, Hence, in the case of
indirect taxes, the taxpayver is not the tax bearer. Commodity taxes are generally indirect
taxes, as they are imposed on the producers or sellers, but therr mcidence falls upon the
consumers as such taxes are wrapped up in the prices.

The gist of the distinction, thus, lies in s shifting. A ax which cannot be shifted is
direct; and one which can be shifted 15 indirect. Though the conventional distinction
between direct and indirect taxes 5 bogical enough, o &5 very difficuldl o apply 1t m
practice. It presupposes a fairly gond knowledge of the particular behaviour of the people
regarding tax poymenis. Unless we know that the x5 shified from the mmmedisie
taxpaver o someone else, we cannod categorise i as direct or indirect. Further,
difficulties arise when a fax iz partially shified and partially borne by the person on
whom it % mposed Does il mean that half the tax is direct, and half’ indirect? Certainly
not. To ths difficulty, as msed by Prof Prest, we may answer thal the possibility of
shifting in any degree should be regarded as the criterion of deciding an indirect tax. And
lack of any shifting 15 10 mply a direct 2.

Many modern writers, however, distinguish between direct and indirect taxes on the
hasis of assessment, rather than on the point of assessment. Taxes are penerally assessed
on the basis of mcome received or expenditure mewrmed. Hence, taxes which are based on
mneome are called direct, and those which are levied on outlays are called mdirect taxes,

In the group of direct faxes, usvally, income tax, wealth tax, property tax, estate
dunizs, capilal gains tax, capital levy are included, while commodity taxes or sales tax,
excise duties, customs duties, ete. are grouped as direct taxes.

J.1.4.1 Advantages of Direet Taxation
The tollowing advantages of taxes are commonly pommted out:

1. Equity: Direct taxes hke meome wx, wealth fox, el are based on the principle
of ability 1o pay. So, the equity or justice in the allocation of tax burden 15 well secured
by these faxes. A horizontal equity is maintamed by taxing persons in the similar economis
situation af the same mie, 50 also the vertical equity in direct laxation 5 maintained by
discriminating between taxpavers according to their differing economic standing.

2. Progressive: Usually, direct taxabon are progressive in effect. Since direct taxes
are designated with fine gradation and progressiveness, they can serve as an important
fiscal wespon of reducing the gap of inegualities in income and wealth. Direct taxes can,
thus, lead o the obpective of sacial equity. Death duties and mheritance taxes are unigque
in this respect.

3. Productive: Direct taxes arc elastic and productive. Revenue from direct taxes
increases or decrenses astomancally with the chanpe in the national income or wealth of
the country. For mstance, the income tax vield in India has increased from ¥ 133 crores m
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1950-51 4o ¥ 1,430 crores m 1981-82 when the naotional income (estimated at current
prices) had gone up from ¥ 9,350 crores to ¥ 1,13.852 crores during the same period.

4. Certainty: The canon of certainty 18 perfectly embodies in direct taxation
Compared to indirget faxes, direct taxes are more exact and precise i esfimaling the
revense. Further, in direct taxes, the taxpayer knows how much he has to pay and the
siate can esiwate the vields correctly.

. Economy: The canon of cconomy 15 also well mamtamed under direct taxabon.
Direct taxes bke mcome fax ete, being  collected annually in lump sum, the
administrative costs of collection will be minimum a8 compared to the indirect taxes like
sales tax, excise duties, ete., which are collection at short intervals, (usually quarterly),
and which mvolve high costs of collection. Further, chances of tax evaswon are also
minimised n direct taxes when the are collected at source. Gladstone, therefore, puts it as:
*“1t wou had only direct taxes, vou would have an economical government ©

6. Educative: Direct taxes have an educatve value, as they creale a civic sense
among the taxpayers. Citizens realise their duty to pay tax and because of the direct
burden of taxes they become conscious and keep vigil on how the public income 5 spent
by government in a democratic country.

7. Anti-inflationary: Dired taxation can serve as 4 pood instrument of anh-
mflationary fiscal policy designed to mamtain the price level at a stable level. The
excessive purchasmg power during wmilation can be sewad away from the community
through inereased direct taxes,

3.1.4.2 Disadvantages of Direct Taxation
Direct taxes, however, have the followmg disadvantapes:

1. Pinching: Since direct taxes are to be pasd i lump sum they pinch the taxpayers
more. Thus, the announcement effect of a direct tax always énds 10 cause reseniment

among the taxpavers.

2, Inconvenicnt: Direct toxes do not confirm to the canon of convenicnee as refurns
of income @ax, wealth tax, ec, are o e filed in fime and complete records are o be
mantamed up<o-date by gach individual axpaver. Moreover, it 18 very mconvenient 10
pay these taxes are they are collected i hump sum.

3. Evasion and Corruption: Since the assessment of direct taxes depend wpon the
vialuntary declaration of the mxpayer about his income, wealth, gic., there is great scope
for 1ax evasion by concealing real income, Thus, m fact, under direct taxation, honesty s
tamed while dishonesty is rewarded Tax evasion in effect leads to comruption alsa.

4. Uncconpmical: Direct taxes are oot so economical as they are clamed o be
etaborate machinery 18 requirad for their collection a5 each and cvery assesses has o be
contacied individually and properly checked to prevent tax evasion. Nevertheless, i1 must
be admutted that direct taxes are generally more productive of revenue than indirect taxes
Moreover, indirect faxes toe are uneconomical m this respect.

8. Narrow-based: [rect taxes are generally namow based; therefore, a large
section of masses remapin untouched and (o that extent they il to achieve ther objective
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of promoting civic sense among the citizens. Especially, the poor section of the
community remains untouched under direct taxes.

6. Arbitrary: The nature and base of direct taxes and arbitranily decided by the
exchequer, The Finance Minister uses his own value judgement in determining the
taxation potential of a taxpayer. There is no scientific formula or base for evolving the
mode of gradation and progression in direct taxation.

7. Disincentiveness: Direct taxes being based on income and wealth, if they are
excessive may discourage savings and kill the incentive to work hard,

In evaluating all these demerits, we may, however, find that they are the result of
administrative difficulties and inefficiencies rather than any economic principle. Bastable,
therefore, rightly concludes that taking the defects and merits together, direct taxation
ought to be a part of every modern financial system, and the extent to which it can be
applied will, of course, depend on the particular economic state of the country, A rich
country has grealer scope for direct taxation than a poor country.

3.1.4.3 Advantages of Indirect Taxation

In the following respects, indirect taxes can be regarded better than direct taxes:

1. Convenient: Indirect taxes are more convenient to pay. These taxes, generally
being on commodities. are wrapped up in prices, hence. the taxpayer does not feel the
burden direetly.

2. Less Pinching: The announcement effect of indirect taxes does not provoke wild
resentment, because they cause less annoyance to the public, as they are not felt directly.
The mam merit of an indirect tax 1S that it is alwavs disguised and it pinches the
taxpayers less as he is kept in dark about how much commodity taxation he has paid in
his total spendings

3. Not Easily Evaded: Indirect taxation are difficult to evade, as they are usually
merged with prices.

4. Broad-based: Indirect taxation usually being commodity taxes have a broader
scope than direct taxation. The low income strata of the society which are exempt from
direct taxes can be easily caught in the net of taxation through indirect taxes to render the
sacnifice according to their ability to pay. Thuos, indirect taxation may be considered as a
balancing factor in the equity of a tax system.

5. Social Value: Indirect taxes have a lgh social value. They can serve lo improve
social morale and public health by discouraging the consumption of such harmful
commaodities as intoxicanis, tobacco, elc.

6. Forced Saving: Indirect taxes are an etfective means of mopping up consumers’
surplus and thereby diverting the saving potential of the community at large into the
hands of the government, which can be utilised fruitfully in expediting the process of
capital formation in the country.

7. Complementary: Additional revenue can be easily obtained by introducing an
mndirect tax rather than a direct tax, without disclosing its real sacrifice to the public.
Indirect taxes n fact, can serve as complementary to the direct taxes.
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IF'a person escapes from direct taxation, he will be caught in the net of indirect taxes.

8. Can become Progressive: Indirect taxes on luxuries and semi-luxuries are
progressive in effect, as they fall on the rich people’s consumption autlays.

3.1.4.3 Drawbacks of Indirect Taxes

Indirect taxes are not an unmixed blessing. They have many mherent drawbacks
such as;

1. Inevitable: Indirect taxes are unjust and mequitable as they are regressive in
effect. Since they are charged at a proportional rate on commodities of general
consumption, their burden falls more heavily upon the poor sections of the people. They
are not levied according to the principle of ability to pay.

2. Less Productive: Indirect taxes do not conform 1o the canons of economy and
productivity. As these taxes involve many stages, the cost of correction is usually high in
relation to the revenue yielded. Further, an indirect tax is not as preductive as a direct tax.

3. Inflation Productive: Indirect taxes prove to be inflationary when excessively
relied upon. They sometimes benefit more the traders than the government when prices
tend to go up by more than the amount of the tax. In Indian, for instance, excessive
mdirect taxation on commodities of mass consumption may be blamed as being an
important factor contributing to the inflationary price spiral in the country.

4. Disincentive Effect: Indirect taxes discourage savings when the people have to
spend more with a nse in the prices of commaodities.

5. Uneducational: Indirect taxes being invisible, as they are collected through
middlemen like traders. have no direct link between the taxpayers and the government;
hence, they do not promote any civic sense,

3.1.5 THE INDIAN TAX STRUCTURE

A brief resume of the taxes levied by the Union Government will be worthwhile
here.

The direct taxes of the Government of India are: (1) Income-tax, (n) Capital gains
1ax, (i) Estate duty, (iv) Wealth tax, (v) Gift tax, (vi) Expenditure tax, (vii) Company
taxes. The frst six of these regarded as personal taxes as they are paid by mdividuals.

Income Tax

The income tax is levied on the net income of individuals, Hindu undivided Families,
unregistered firms and other associations of persons. Incomes of religious and chantable
trusts are, however, exempted from mcome tax. Further, agricultural incomes are not
included in taxable income. In 1995-96 budget, mcome up to ¥ 40,000 per year was nol
subject to tax. Further, deductions and exemptions are allowed on account of life
insurance. contributions to provident funds, and on cumulative time deposit accounts at
post office savings bank.

In India, for calculating income tax, the “slab system” 15 followed. Thus, the whole
income 15 not taxed al the same rate but in successive slabs, i.¢., slices of income are



Public Revenne

73

taxed at rising rates. In India, in the past the personal mcome tax has been highly
progressive, the highest marginal rate of income tax (inclusive of surcharge) being 97.70
per cenl even after revision of tax rates in the Union budget for 1974-75. Interestingly
enough, hefore the revision. the margimal rate of mcome tax on the highest slab over
T 3 lakhs was 97.75 per cent. The Government justified this on the equalitarian principle
of "ability-to-pay " But, 1ts economic effect 1s adverse as it tends to kill meentive to work
and reduce the capacity to save. Long back, Prof. Kaldor has suggested that a reasonable
limit of marginal tax rate should be of 43 per cent of income at the most.

In recent years, however, the Government of India realised its folly and has revised
the income tax rates with a downward trend. A recent picture is shown by the data in

Table 3.1.1.
TABLE 3.1.1: INCOME-TAX RATES IN INDIA
Taxable Income Slabs () Tax Rate (2003-D4) Budget)
Upto 50,000 Nil
30,000 - 60,000 10%
60,000 - 1.50,000 20%
Above 1,50,000 3%

Seurce: GOI Budget, 1995-96.

Capital Gains Tax

It is a tax on gams from the sale, exchange or transfer or capital assets.

Capital gains taxes are levied on the difference between the sales price and purchase
price of an asset, such as share, property, elc.

Capital gains taxes have the following drawbacks:

i

]

They may involve double taxation. On shares, for instance, companies already
have paid profit tax and they may retain some profits to enhance the value of
the shares. Under capital gains taxes when a stockholder sells his shares, he
pays tax on this value added as well.

Capital gains taxes may thus deter saving.

Capital gain taxes may distort investment. To avoid capital gains tax, a person
has to invest the gained amount immediately. This may lead to an undesirable
shift in investment from more productive to less productive channels.

When nominal gains and real gains are not distinguished, during inflation, a tax
on nominal gain would mean a high effective tax rate on the real gain. Suppose,
for instance, cumulative inflation rate for five years is & per cent, then capital
gains of 40 per cent when the asset 15 sold after five years would mean zero real
return and vet the eamer is subject to capital tax which 1s unjustified.

A cut m capital gams tax 18 desirable under inflationary situation. Moreover. 1t 1s
also recommended to improve savings.

In a pohtical economy, the issue of capial gains tax 18 more of a political nature
rather then economic need.

NOTES
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It was mtroduced m 1947 and abolished in 1950, Following Prof. Kaldor's
recommendation, the ax was reimposed in 1956, Capiial gains exceeding ¥ 5,000 in
value in a vear are taxed with the other imcome of the assesseg, bul no tax was chargeable
when the total neome of the assessee did not exeeed T 10,000, Till March 31, 1972, in
respect of long-term capital gams by taxpavers other than companies, 45 per cent of the
amount of capital gams i excess of T 5,000 was deducted from the total income of the
asgesser i the pains are realised from lands or buildmgs. And, if such gams are from
oiher capital assets, deduction allowed waz 65 per cent of the amount of the long-term
capital gams in excess of T 5,000, But from 1972-73, the deduction allowed wos reduced
o 35 per cent and 50 per ceni respectivily. The rates of ws on long-tern capital gains
realised by companies have been raised from 40 per cent 1o 45 per cent in respect of
paing realised from lands and building and from 30 per cenl (o 35 per cent in respect of
such gans from other assets.

In 1070=71, the capital gains tax was exiended to the sale of agnculivral land in
urhan areas, i.¢.. towns and cities with a popalation of not less than 10,000, Capital gains
from April 1996, tax on bonus shares 15 to be caleulated by faking the cost of acquisition
of bonus share as nil for the computation of capital gans on mterest on bonus shares.
Prior to thas cost of bonigs share was measured on the pnnciple of averaging

Estate Duty

It is a tax which is imposed on the estaie of a deceased person which 15 mherted by
his heirs. [t was introduced in 1953, 10 15 levied on the total property passing or deemed 1o
pass on the death of a person. 1t is, however, levied on net property, i.c., after deducting
the debis, Iis a progressive tax, It starts with 4 per cent on the principle value of the
estate exceeding T 50,000 1o T 100,000, Then the tax rate mses up 1o 40 per cent on the

higher alab.

The Boothalingam Report, however, recommended estate duty to be replaced by
succession duty. Succession duty 15 levied according to the share of each individual
sugeessor and nod the total value of the astate lefl by deceased.

Wealth Tax

In veder w redoce the inequalities of wealth, Prof. Kaldor had recommended an
annunl tax on wealth. 1t was mposed a8 from 180 April, 9357, 10 15 an annval 1ax on the
net wealth of individuals and Hindu undivided families.,

The merit of this tax is that it iniroduces grater equity m the tax system and also
reduces possibilities of tax evasion. Further, the tax rates have been fixed at reasonably
fow levels, hence the disincentive eflect of the tax is very little. The lax also does mot
discnmunate against the use of capital. But, in view of a very steep income tax, wealth tax
15 an addinoral burden on the gher income groups.

Gift Tax

In addimon fo the estate duty and the wealth tax, a tax on gifts was levied m Apnl
1958, It easy considered as a necessary measure (o check the evasion of the expenditure
tax, the wealth tax and estate duty. The tax is charzed to the donor per every financial
year on Eifls made by him during the peeviows year. The rates are based on a slab sysiem.
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Expenditure Tax

It was imposed in April 1958, on the recommendation of Prof. Kaldor. Its motive
was o check tax evasion, discourage lavish expenditure, and encourage saving. Afier
deducting all allowances, the tax was levied at rates varying from 10 per cent on the first
T 10,000 of taxable expenditure to 100 per cent on taxable expenditure over T 30,000
But, in practice, hardly 2 per cent of the total number ol income tax assesses were liable
to pay this tax, on account of the numerous exemptions. The revenue collection was,
therefore, less than ¥ 1 crore per year. As such it was abolished from April 1962. The tax
was, however, reimposed in April, 1964, which was again aholished in 1966. The main
reason [for the abolition was administrative difficulties and the high cost of collection.
Expenditure tax on a selective basis was reintroduced in 1987. It was levied on hotel
expenditure as accommodation charges and expenditure on food and drinks served.

Company Taxes

In India, the structure of company taxation is very complex. It includes:
tax, (v) Super profits tax and surtax, and (vi) Dividend tax. This multiplicity of company
taxes imposes a heavy burden on the companies. In order to minimise its disimcentive
effect, the government has, however, taken a number of measures in the last few years. In
1993-94 Budget. for mstance, there has been huge cuts in customs and excise duties.
Basic and special excise duties merged. Tax holiday for new investment in industrially
backward areas have been announced.

Custom Duties

These are the duties on imports and exports. Most of the duties are now ad valorem.
In certain cases. specific duties are also provided in addition.

Import duties in India are levied with two objectives in mind: (i) protection, and
(11) revenue. But since most of the import duties are raised to the protective level, income
from them has been declining.

As regards export duties, the recent trend 18 for their abolition or minmsation so as
to encourage exports for improving India’s balance of payments. Thus, export duties are
less productive for the tevenue accrumg to the government.

Excise Duties

Excise means a tax on duty on home produced goods, either n the process of their
manufactures or before their sales to consumers. The Union excise duties have been an
important and growing source of revenue to the government.

Excise duties in India are levied basically for the following purposes:
(1) To fetch revenue.
(ii) To restrict consumption of the articles taxed.
(iti) To encourage the production of certain varieties of commadities by restricting,
the production of others (i.e., sort of internal pratection).

Indeed the Indian tax system also contains an element of built-in Mexibility.

NOTES
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MOTES Though the Indian tax system has undergone a process of evolution durng the
planning era, certain severe drawbacks yvet rermin to be overcome. These arne;

(1) Its tax structure 15 complex and complicated. Taxaton rules are many and
armbigwsis, contaming many boophales 1o the advantage of mx-evaders.

(i) 0is fox collection machinery 18 extravagant. So, i certam cases cosi of fax
collection has exceeded the tax yiclds, eg., cxpenditure tax. That is to say,
Indian tax system lacks the canon of economy. Further, the tax collection
system is plso operating very slow, as such, there are many pending cases of
assessments for years together, especially those of mcome tax and wealth s
Recently, Account Numbeéring System has been adopted for expeditmg the
work of the collection machinery.

Value Added Tax (VAT)

Az Dr. Chelliah points out, canon of horontal eqouity remains unsatisfied m the
Indian tax system, For instance, industrialsts and farmers o the same category of meome
positon have not been treated equally. Till now, even after the recommendation of
Wanchoo Committee and the  directives of fscal polky isseed by the Plamning
Commission, agricultural income has been feft untaxed. just for poliical reasons. Again,
non-agricultural ingome from  differemt sources have been equally treated, where
distinction has been made between protessional earnings and meomes from trading: in
the former case skill and efforts are important and hard work @8 the main factor, whereas
in the latter case, chance elements, market trends, hoardings and unscrupulous measures
along with monopoly are supposed 1o be the main Factors in gething high retumns. In India,
the 1985 long-term fiscal polcy mtroduced the idea of Modified Value Added Tax
(MODVAT)Y Under the scheme, manufaciurers are allowed 1© ger compleie
reambursement of excise duty pard on The imports. In 1995-96 Budgei, lowered cusioms
and excise duties on ndmber of items,

3.1.6 PRINCIPLES OF TAXATION

The Concept of Equity

MNicholas Kaldor once sasd: ~ Early writers regarded a just system of taxanion a8 one
which distributed taxes i accordance with the benefits confermred the state; the English
tradition, based on the utildtanan philosophy of the 19t century, regards distnbution of
the burden according (o ability as the basic critenon of a just syvstem of laxabon.”

The concepl of equity m taxation refers o the social justice in the allocahon of tax
burden. Taxation imposes a burden upon taxpayers. There 15 a money burden and a real
burden of taxation which may be direct and/or indirect. The direct meney burden of
taxanion refers to the amount of money income the people have 1o pay as taxes o the
povernment. It decreases the disposable money income of the people The direct —
(real) — burden, however, means the amount of sacrilice (disutility) mvolved in parting
with purchasing power in the tx payment. Equity or faimess in the distnbution of this
real burden is considered as imporant 1est of a @x sysiem.

Usually, the total direct real burden of taxation has been interpreted in two senses:

objective and subjeciive, In the objective sense, i refers 0 ihe real income — the volwme
of poods and services raised from the community by way of tax. [n the subjective sense,



Public Sevenue

o

it refers to the nggregate of the amount of sacnifice (disutility) suffered by each individual
in purting with the purchasing power in lax payment Here, the teom sacrifice implics
reduction in consumption standard, indirect burden of 1axes, however, refers 1o its effects
on the price level, on incomes, output, and employment. A lax syslem musi contain an
equitable distribution of the tax burden m order 1o achieve economic and social justice —
the avowisd alyective of a modern wellare state.

Equity, in short, implies squalty of real sacrifice (or income disutility) mvolved in
tax payments on the part of taxpayvers. There are two critenn of equity suggested:
1} Horizontal equity and (i) Verfical equity. Horizental cquity mplies that all the
taxpavers having similar econamic condiions must be treated on par. While faxing, no
dizcrimination should be made among the people wath identical capacities. On the other
band, vertical equity imphes thal different persens in different economid stiuation and
capacities are treated unegually. Apparently, people in a better economic pesiton should
be taxed more than those under poor economic conditions. A perfect equity 15, thus,
maintained onby if borizontal and vertical equities are well itegrated i the tax structure.

Any  attempl o achieve vertical and  borizontal équity simultaneously is;
however, not at all an easy sk and con lead to ludicrous results. For an equitable
distnibution of wx burden, the following threée principles have bheen lid down by
econontics: { 1) Cost of Service Principle, (2) Benefit Prnciple, and (3) Ability-to-pay
Prieciple.

The Cost of Service Principle

This principle suggests that the cost incurmed by the govermment in providing pablic
goods to satisly wants should be regarded as the bass of taxation

Tax & payable as per the ost of public goods enjoved by the citizens. Thiz means
that state is just like o producer of social goods and taxes are the prices for the same. The
cost of service principie implies that every citizen should contribute to taxes the actosl

cosl of pubbic services by which be 18 benefited Thus, taxes are paid as the costs of

services rendered by the government. his notion was prevalent in madical times when
evervthing was repanded as a payment for services rendered — justice, defence,
administration, efc.

The principle has many shorcomings:

1. v is net s easy 1o estimate the costof government service o social goods made
avaidable to each individun! txpaver. It 5 difficull © fnd any precise
measurement of the costs and sharing of such costs in most of the indivisibie
public services such as defence, police, etc.

2. Ttis net in conformity with the definition of t@ax, A fax is nof & price. Tax has mp
quid pro quo.

3, The pomiple seems 1o apply that the citizeén 13 al liberdy 1o mefuse the pablic
services offered 1o him and escape tax payment. It thus renders tax a voluntary
and not & compulzory contribution to support the staie.

4. It imposes undesirable limitations on the scope and scale of the public services.
According o this prnciple, only those public services are justified Tor which the
public 4 capable of bearing the cost. Flence, this theory, in effect, does not justify

NOTES
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many social welfare programmes of the government such as, the relicf works
during famines or Moods, (ree general education, free medial facilines o the poor,
ele., because the beneficiaries of these being poor cannol afford o bear their
costs, Thus, the socialistic goal cannot be avowed by the povernment under this
principle.

5. It goes against the norms of welfare. IF cost is the base of @xation, government
cannot provide free education and medical care to the poor section.

The Benefit Principle

This prnciple sugeests that the burden of @xes should be distributed amwnge the
taxpayers in relation to the benefits enjoved by them from government services or social
goodds. This means those who get more benefiis from public goods should pay more than
heers,

The benefil theory contams the value of service principle. It mmplies that every
citizen should pay tax in proporbion to the utiity he derives from the public goods and
services, Thus, those who receive more benefits or utility from secil goods should pay
maore than others

The benelits approach 1o taxation was very much m vogue duning the 17th and 18th
centuries. 1 rested on the imdividualistic conception of society and the social comiract
theory of the smte. According 1o palitical theorsts ke Hobbes, Locke, Hume and
Rousseau, protection to life and property of people was considered a fundamental
objective. of confract inberent in the formation Of the state Hence, laxes were to be
regarded as the natural price to be paid for protection or for @ membership fee i the
association of orpanised society (the state)

Taxation is, thus, a price of the services rendered by the siate. And the price &5 10 be
paid a8 per the services received. Similarky, 1ax 35 10 be paid as per the benefil received.

Many of those earlier writer who advocated the benefit principles in terms of
protection argued in favour of proporonal taxaton, forom their view, the proteciion (5
argued in Gavour of proporbonal axabon, for @ their view, the need for prolection was
proportional to ncome and wealth. But some of the wnters did not agree with this view,
Roussean and Sismondi, for insiance, argued in favour of progressive iaxalion, as 4
wealthy parson benefits more from sinte protection than the poor.

Adam Smith also advocated the benefit principle in enunciating the first maxim of
faxation that © The subpects of every state ought o coniribute towards the suppont of the
povernment, as merely a5 possible in properiion 10 their respective abilities; that s in
proportion to the revenue which they, respectively, empoy under the protection of the

state”. It seems that Adam Smith proposes both ability and benefil approaches. But in
Vol ¥ of his Wealth of Nations, he explicitly mentions that public expenditure should be

allocated, wherever possible, according (o the benefit of pubhe services,

In the |%th century, however, thinkers hke MoCalloch and Theirs posed a narrow
interprétation of he funclions of the state, As such, the benefit theory has becomss an
expression of bias against public expenditure. As Musgrave puts; it was argued that since
femes are & premium paid for protection, the public services should be confined w those

| Adsm 5. The Wealih of Mations, p. 31
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which serve protection. Ricardo considered public expenditure a wasteful phenomenon
amnd endorsed that: “The very best of all plars of finance is o spend littke™ >

The benefit principle was revived and reformulated by continental writers, towards
the end of the 19th cenfury. Taxes were once again regarded as the price for public
services: For the efficient allocation of resources, thus, it was thought that tax {i.e, prce
of public services) should be determined in accordance with the benefits received. These
theorists considered the revenue-expenditure process of government as a phenomenon of
econommic value and price, on par with the Wakrasian system of general equilibrium,

The main difference between the classical and the new school of benefit approach 15
that while the former postulated that taxation s according to benefit as & standard of
Justce, the latter interprets the benefit principle, s a condition of equilibrium. In the new
approach to benefit principle, the taxes are o0 be formulated in view of the volundary tax
shares contributed by each taxpayer on the hasis of his own zubjective evaluation of the
benefit conferrad by the public goods.

In ezsence. the refined version of benefit approach views the relationship between
the sovemment and the people as an exchange relationship (on quid pro guo basis) in a
free market. In the view of de Vit de Marco, the famous ltaban writer, under this sart of
refationship, a cifizen’s duty to pay ax is matched by the duly of the state o provide for
the social goods or public services. Marco assumes thot each citizen consumes the social
goods . in production o his incomes. He, however, opines that faxation should be
progressive, because the money 15 worh less oo the nch man than o ibe poor, e
Former™s marginal wility bemg lower, I proportionate lax is charged the rich are et with
an ‘undeserved” surphss. Therefore, the law of single or umifiorm price cannot be ruled
market for socml goods or public services, and a progressive mie of xS required

Lindahl's Solution of Just Taxation

The benefit docirine was, however, more precisely formudaied by Erik Lindahl. He
has constructed a pure theoretical model of a partil equilibricm anabysis under the
assumption of voluntary exchange principle of a competitive market to solve the problem
ol eguity m taxation. To lum, the problem of equity, in fact, should be confined to the
following aspects of public finance, namely:

(i) The determmation of wdal amount of public expenditure and lexes capsing social
Justice.

(11} The allocation of total public expenditure among different public services so as
to sabisly vorigus social wanis,

i} The allocaton of toxes among different mdividuals 1n relation 1o their subjective
evaluation of benefit derived by them from the public sernces.

In s solution to the problem, Lindahl seeks to apply the principle of voluntary
exchange in the satisfachon of social wants, analogous to the pricing process i the
market o privale geods i sabisiving the povate wanis,

Lindahl constmicis a simple model which is based on the following assuampiions;

2, Ricardn O, Pranciples ol Political Enesgy, po 15%
3 Musgrave BA_ op.er, p. Th
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(1) The state has a democratic set-up.

(ii) There is one social good provided by the public authority.
(1) There are two taxpayers, A and B who will enjoy the social goods so provided.
(iv) There 1s equal distribution of income between these two mdividuals, A and B.

(v) The preduction function of the social good s linear and homogeneous so that
there is condition of constant costs.

Under these assumptions, Lindahl demonstrates simultaneous determination of tax
sharing and the extent of provision of social good to these individuals.

Figure 3.1.1 illustrates such a Lindahl model of voluntary exchange principle of
benefit approach.
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Fig. 3.1.1: Lindahi’s Model

In Frgure 3.1 1, the volume of social goods provided by the state measured along
the horizontal axis. The left hand. side vertical axis measures the percentage of total cost.
A 1s willing to share and the right hand side vertical axis measures that of 8. The curve aa
1s A’s demand curve for social goods and the curve bb 1s B’s demand curve for social
goods. There demand curves are drawn on the usual assumption of diminishing marginal
utility. That 1s to say, an individual demands more of social goods only when he has to
pay less price (1.c., tax). Now suppose that initially OL units of social goods are provided
by the state. To defray the costs of social goods thus, when voting is taken for their
contribution, 4 18 willing to bear LT percentage (nearly 75 per cent) and 8 15 willing to
share KS percentage (nearly 75 per cent). In this case, the total tax collection exceeds the
costs. [T now the tax 1s to be lessened just to cover up the actual cost of supplyig OF
amount of social goods both 4 and B would vote for a large quantity of social goods. In
the process eventually, the equilibrium cost is attained when the state provides OM
amount of social goods for which A is asked to contribute PAM percentage share of cost,
which he is also willing to bear and B is asked (o contribute PQ percentage share of cost,
which he is willing to bear. PAf + PO = 100 per cent of the cost. Thus, only at OM level
of output the total cost of provision of the social zoods would be just covered by the
contribution through tax pavments willingly made be just covered by the contributions
through tax payments willingly made by both individuals 4 and 8 who enjoyed the
benefits accordingly. The equilibrium or optimum amount of social goods (OM) is, thus,
obtamed by intersection of aa and bb curves.
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£A and P percentage shares of the cost are the optimum tax linbility of A ond &
exacily equal o the benefits enjoved by them. 1t is easy 1o sce thal for any amount in
excess of OM, the combined cost shares that 4 and & are willing to bear fall short of
100 per cent, Say, if OF amount of social goods 5 provided, then, 4 is willing 1o
contribute only NR percentage share of cost and £ 15 willing to contribute only Fi.
AN+ FD s obviowsly less than 100 per cent of the todal cost by D Hence, the amount
cannot he supplied by the supplied by the government. Thus, by a process: of trail and
error, 1he equilibrum amount OM may be reached.

[n this way, the revenue-expenditure process for the satisfaction of social wants is
determined by a competitive process like thar of privae ponds markel. Thus, the
voluntary exchange vanant of the benefits approach provides a tool by which the amount
of public services and 1he contribunen of the wx share might be simultaneously
determined. 1t should be noted that Lindohl based this entire revenue-expenditure process
in satisfying social wanls under the assumption of 8 given proper state of distribation of
income. Lindahl was concerned with the just and efficient allocation of tax burden and
ot with the distribution of mcome ns such. Further, Lindahl’s optimum solution
complies with both the bemefit and abilitv-to-pay principle. The benefit principle s
sahshed as ench taxpayer equates s margmal rates of svbstitubon between  goods
supplied for the samefaction of social and private wants with their respective price ratios,
a0 thit todal whility derived from public. services i maximised under the given state of
proper distnibution. The ability-to-pay principte 15, on the other hand, also met with n
Lindahl"s analvsis, as each mxpaver purchases social goods. At a different price, thus,
baving ditferenmt individual demand schedules for the social goods, which reflect an
mdividual's particular abality o pay. But Lindahl’s anabysis has missed the crux of the
problem in the ability=to-pay doctrine in that it relates to the establishment of a just
distribution rather than the pricing of social poomwds.

Musgrave, however, makes the tollowmg observations n the apprusal of Lindahl®s
model of voluntary exchange principle.

. In essence, Lindahl's solution is analogous (o Coumot’s solution of duopoly in
the Value Theory. A voung process imphed in the model, However, need not lead 1o the
optimal solutions; because i 15 unrealishic 1o assume that each voter disregards the effects
of changes in quantity of social goods upon the price he 5 willing to pay for them, Once
we take the effects of such changes mio account, considerations of strategy will also
follewy, Then, the output and cost sharmg problems are o be Ninally decided through a
bargaining process, which depends on the bargaining skills - the ability to enforce one's
o preference — of the pwo individuals, Thus, point P owill be attained only of there is
perfect knowledge o equal skill being present in negotiation of 4 and &, nevertheless, it
15 quite likely that negotiation may establish a position neéarer fo P, as each voter may be
willing to reveal s preference somewhal truly, since in & two-person economy s model,
il 15 apparent that each faxpaver would know that the other taxpaver has o bear the rest
af the tax burden

Anvwey, the analogy of the Coumol solution of duopoly cannot be extended m the
case of social wanis and social goods. For, this analogy would mply thal each voler
assumes the other one’™s cosl sharing o be constant and increase his share until a
competitive posilion i reached. This, however, cannot be assumed here as each voter
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will not disregard the effects of changes in quantity of social goods upon his price. Thus,
considerations of strategy do enter in this regard.*

2. Secondly, if we assume that there are many individuals in the model, then each
taxpayer will think that his contribution or share has little impact on the actual supply of
social goods; hence he may not reveal his true preference. That means, there is
diversification about taxation and the provision of social goods in the public mind, which
completely breaks down the assumptions of voluntary contribution in Lindahl’s model.
In fact, the preference for social goods will not be revealed because the exclusion
principle cannot work in satisfying collective social wants. Each individual voter in order
10 escape taxation under this process of voluntary exchange principle in the provision of
social goods will tend to understate his preference, when he knows that his will not affect
the total supply of social goods but result in a smaller assessment on himself®

3. Lastly, Lindahl’s model disregards the effects of varying scale of production of
social goods upon their prices, as it assumes constant cost conditions. This again is not a
very realistic assumption.

Bowen’s Model

Though less popular, but a better and simpler model of benefit principle has been
presented by Bowen in his book Toward Secial Econemy published in 1948. Musgrave
favours Bowen’s model because it is more realistic as it assumes increasing cost
conditions in the provision of social goods. Further, Bowen measured costs as
opportunity costs. To him, the opportunity cost of a given unit of a social good 1s the
amount of a social good foregone by the taxpayer.

Bowen's simple model is explained, assuming one social good and two individual
taxpayers 4 and B, in the Figure 3.1.2 below.
UNITS OF PRIVATE GOODS
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Fig. 3.1.2: Bowen’s Model

In Figure 3.1.2, curve Da represents 4's demand for the social good. Curve Db
represents B’s demand for the social good. Curve [0’ stands for the total demand for the
social good, derived by the superimposition of Da on Db, S curve stands for the supply

4_Ihid., p. 79.
S {hid.. p. 80,
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curve of the social good. Due to the increasing costs function, it has an upward slope. It
the cosls are measured as opportunity costs i terms of the amount of private good
forgone, the § curve tends to represent the aggregate demand for private goods as well.

As equilibrium position is visualised at the point of intersection between D" and §
curves. 15 such a point. Hence, 0 1s the equilibrium supply and demand for the social
good, while OX 1s that of the private. Here, the total cosl or total tax requirement in
providing OQ amount of social good is OQPT.

The tax share of A and B for the provision of OO amount of social good collectively
enjoved by both individuals is determined in accordance with their respective demand
curves Do and Db, Thus, we have O0ORS as A's share and OQZM as B°s share
Apparently, OQRS + QQZM = O0PT.

An Assessment of the Benefit Approach

The mentorious poinis of the beneft theory of taxation have been recognised as
under:

(i) It suggests that the benefits conferred by public service justify the imposition of
taxes to pay for them
(ii) It is a fullest approach as it combines both the income and expenditure sides of
the budgeting process and thus determines simultaneously both the public
services and the tax shares.
(iii) It links the provision of public services to the preference pattemn of the
mdividuals.

The benefit approach has, however, limited practical sigmficance on account of the
following objections raised aganst it:

I. 1t 15 based on a highly unrealistic assumption that vaned and complex activities
of the public authorities can and should be calculated and assessed against each
individual in the society on the basis of personal benefits derived. The benefit approach
thus fails to recognise that in reality benefits from public services cannot be divided into
individual benelit shares, nor the aggregate social benefit can have an mdividual
evaluation. Further, there is no standard to measure benefit to be conferred upon the
people. Agam there are not only direct but also indirect benefits of public spending which
cannot be so immediately measured. Moreover, there are certain benefits which may
accrue to the posterity rather than the present generation.

2. The benefit approach wrongly assumes that individual will readily reveal their
preferences for social goods. As a matter of fact, no individual will voluntarily do so,
when he knows that social goods are indivisible units. The benefit approach, thus, fails to
recognise the basic difference between the nature of private and social wants, m that the
latter is not subject to exclusion.

3. The benefit approach, as in the case of Lindahl’s model, assumes an optimum
distribution of income, But is does not state what constitutes an optimum distribution of
meome. To that extent the theory 18 incomplete. Moreover, the taxaton based on benefit
principle will not alter the distribution of income and wealth. Hence, the modemn
objective of redisiribution of income and wealth through fiscal measures 1s not realised if
this principle is accepted.

NOTES
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4. As per this theory, tax has to be in proportion to the benefit, as such it does not
conform o the precise meaning of a tax. In fGel, a w@x 15 defimed a5 & compalsory
coninibution withoul any direct benefit, while in ferme of this theory 11 becomes 3
viluntary contribution. The benefil principle, thus, really applies not to taxes bul o other
public charges like fees and special assessments. etc. which are levied in refation to the
benefits devised.

5. The theory seems obsolete as in modern times the existence of a state 15 nol on a
“pontract” basis. The modern state 15 a welfare state and it provades certain service for the
general welfare. Hence, there is no guid pro guo basis in the exchanges of social goods.

. A blind application of the benefit pnnciple may cause greal injustice rather than
justice in taxation. For wnstance, the theory would require a pensioner to pay back his
pension e the povernment in the form of a special tax (For the benefit of person received).
Uisually, it 15 poor people who get more welfare benefits of government expenditure b
they have no ability 1o contribuie to ot Adoption of this theory would, therefore, mean a
formulbation of n tax svstem of regressive nature, s it would impase a relatively heavier
tax burden on the poor as against (he rich fections of the communily,

In conclusion, therefore, we may state that though the benefit principle might be
high-sounding and an weal one, faxes n practice cannol be allocated on the basis of
benefit. Nevertheless, a himited application of this principle in certain taxes such as
vehicles tax for financing improvements in roads i commendable.

The Ability-to-pay Principle of Equity in Taxation

In modern taxation, the wdeal of justness or equity = endorsed by the principle of
“ahility-to-pay.” This principle supgests thal every person should be taxed according 1o
his ability to pay. It implies that the broadest shoulders should bear the heaviest burden,
That is, persons having greater abiity to pay should be taxed heavier, while those with
less ability should be taxed lighter, and those lacking any ability should be exempted. By
ability (o pay 18 obviowsly meant the economic conditions and habilities of a person. The
ahility approach 15, thus, based on the sssumption that those who possess mcome or
wealth, therefore, placed in better economic circumstances, should contribute (o finance
the public activities according to their relative abilities. On account of its tremendous
appeal to the lower income groups, the ahility-to-pay prnciple of taxation has been
widely acelaimed.

Though both the bepefit and ability approaches urge egquety in taxaton, the
findamental difference between the two is that while according to the former, equity
demands that each individual should contribute m the form of tax as per the satisfaction
derived from the social goods, thus suggesting guid pro guo exchange relationship
between citizens and the state, the latter approach demands that individual should be
required o pay compulsorify according to his shility 10 pay, without a quid pra gro
benelit i refum.

To measure ability, bwo approaches have begn put forward by ihe exonomists
(i) the subjective approach and (i) the objective approach.
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Subjective Approach te the Principle Ability
The subjpective approach 15 confined to the psychological or mental attitude of the

laxpavers A xpaver when b pays tax gives up a part of his real income or savings and this,

undergoes a sacrfice. The principle of ability, therefore, imyplies that equal sacrifice shouid be
made by cach taxpayer, then only can there bea ust distribation of the tax burden,

According 1o CM. Allan, the rationales of the ability-to-pay approach is that the
pavment of axes involves the mvolves the individual e a loss of atility — a swcnfice. The
greater the ability to pay, the smaller the sacnfice involved in the payment of a unit of
tosation. A just system of taxation based on the ability-lo-pay approach &5 delined a2 one
where the sacnfices to utility by all taxpayers are equal Vertical equity 15 served when
all axpavers bear an équal subjective burden of tax.”

In this context, two approaches to the sacnifice principle are worth noting. These are:

{1} Mill"s theory 1o equal saenfice and (1) Edeeworth-Pigou’s theory of least aggregote
sacrifice. The former deall with the objective of equity and distribute justice in taxation.
The laiker, bowever, confings iself to the welfare objective of public finance.

Mill's Theory of Equal Sacrifice

The equal sacnfice interpretation of ability pnnciple was orginally expounded by
15, Mill. He stressed that the dictum that all should be ireated equally under the law as
well as in all affairs of government 15 a maxim of pelitics; 1t therefore, should be apphed
in taxation todo. Hence, eguabiy an taxabon means equality in sacnhce. He contended,
thus, that o just distribution of taxes would prevail when all will coniribule o the
comman good 50 as to meur equal sacrifice.

According 1o the principle of sacrifice, thus, the direct money burden of taxation
should be o distributed that the sacnfice or the loss of econonue wellare o all the
taxpavers 15 the same so that direct real burden on all taxpavers 15 equal. It follows thus
that o fulfill the equity must be endeavoured by reating all faxpavers in a similar
economic siuation in aqual manners, but simualtaneously vertical equity should alzo be
obtamed by giving discnmunatory treatment io the taxpayers under different economic
circuwinstanees. Egquily in taxation, thus, requires that the reélative sacofice of each
taxpayer must be the same.

As Musgrave pits, Mill's stress on equal subjective sacnfice gave the ability-to-pay
principle a uvnigque individushste Tavour. The subjective sacrifice which each individual
bears can be mepsured as a function of the incomse he parts with as (3% payvmenis.

Concepts of Egual Sacrifice

The concept of “equal” sacrfice has béen vanously defined by the economists. AL
least, there are three imterpretations of it (0 equal tofal sacrifice, () equal proporiional
sacrifice, and (#i7) equal margmal sacrifice.

Equal total or pbsalute sacrifice implies that the 1otal loss of utility {in partng with
meome) on account of (ax should be equal for all taxpayers. In other words, from each
taxpayer the same amount of total uiility of imcome must be axed,

To express symbolically thus:
Equal absolute sacrifice implies:
AN - Y- A=1UiH-LY¥-1N) B=etc.

NOTES
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Where, ¥ = income, "= amount of tax, [/ = total utility. (Thus, {/(Y) = Total utility
obtained from income before tax: LAY — T) = total utility obtamed from disposable
income after tax payment). The subscripts A and B refer to different individuals.

The concepl of absclute equal saenfice, thus, suggests that different income groups
are required to pay tax differently in such a way that the sacrifice by each individual is
the same. The poor should, of course, pay less tax and the nch should pay more, but total
sacrifice to both should be equal.

In a relative sense, however, this may implv a regressive tax. Suppose, a
person with ¥ 50,000 income pays T 5,000 as tax while a person with T 20,000 of
income pays ¥ 2,200 as tax and both make an equal total sacrifice of utility. But in
terms of percentage, the former pays 5 per cent of his income while the latter pays
6 per cent. That means a relatively higher burden on the lower income group.

Equal Proportional Sacrifice suggests that the sacrifice or loss of income utility in
tax payment should be proportional to the total income of each taxpayer. Thus,
Sacrificeof X' _  Sacrifice of ¥
otal income of X  Total income of ¥

Equal Proportional Sacrifice =

In symbaolic terms,

Equal Proportional Sacrifice = [U (" ;?}g} - n]ﬂ =lefe,

According to the principle of proportional sacrifice, thus, the direct real burden on
every taxpayer should be proportionate to the economic welfare which he derives from
his income.

If the tax burden is imposed in this fashion, the relative position of each taxpayer's
disposable income will remain unchanged.

Equal Marginal Sacrifice means that the marginal utility of income sacrificed by all
the taxpayers should be the same. Thus, Marginal Sacrifice of A4 = Marginal Sacrifice of
B, etc.

To express symbolically thus:

a’U{F-n4 = dul¥—=T)
diy-n- d(Y—T)

Here, d stands for a umi change (i.e, margmnal).

Equal Marginal Sacrifice = B = elc.

Under this principle of equal marginal saerifice, it is obvious that the person with a
higher income will be expected to bear the most burden as the marginal utility of a higher
income will be very low as compared to that of a low income. Thus, when the marginal
sacnlice of each taxpayer (poor or rich) 15 equalised, the total or collective sacrifice of all
taxpayers in the community as a whole will be the minimum than otherwise.

Musgrave’s Utility Model

The precise meaning of these concepis of equal sacrifice has been graphically
expressed by Musgrave as in Figure 3.1 3.
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Musgrave has constructed an income-utility model bhased on the following

assumptions:

l. There are two mdividuals 4 and 8. B is nich, 4 is poor. In the graph (Figure
31.1.3), A's incomes is OA, B's income is OB (OB = OA).

2. The income utility function: U7 (¥) =/f(Y) is an inverse function. Thus, marginal
utility of income diminishes with a nse in income, while total mcome utility

increases, but at a diminishing rate.

3. There is a subsistence level of income exempted from tax. Thus, meaningful
utility is considered for the income above the subsistence level — OS. Hence,
utilities for 5S4 and S8 income levels of the two individuals are measured and

accordingly MU and TU curves have been drawn.

4. There are no disincentive effect of tax burden on the given income,
5 The Government’s revenue requirement s ixed, as 78

In terms of equal absclute sacrifice, total utility sacrificed by both the individuals
must be the same. Thus, the rich (B) will be taxed KB and the poor (4) will be taxed GA,
so that the total utilities sacrificed, DM = EL_ being the same for both. Obviously,

KB> GA.bu KB + GA=TB.

In terms of equal proportional sacnfice. the rich has to pay N8 amount, while the
poor has to pay /4 amount. It will be noticed that NB = KB and f4 < GB, so the rich
individual pays more in this case and the poor pays relatively less. However, the

proportion of utilities sacrificed by beth is the same:

In terms of equal marginal sacrifice, both will be so taxed that their marginal
utilities sacrificed are the same. Thus, the rich will pay OB, and the poor will pay O4 as
tax. Both have equal marginal sacrifice amounting to OR. Evidently, (8 = N#, while
04 < I4, which obviously means a relatively high progressive tax on the rich.
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Fig. 3.1.3: Musgrave’s Model
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One severe drawback of Musgrave’s model is that it assumes interpersonal
comparison of utility as well as the cardinal measurement of utility both of which have
been rejected as being impracticable in the new welfare economics.

The Nature of Tax Structure Implied by the Sacrifice Criteria

Each of these variants of sacrifice naturally suggests a different tax formula.

l. On equal absolute sacrifice criterion, a progressive taxation is justified only if the
marginal utility of income declines more than proportionately as income increases. But, if
the rate of diminishing marginal utility of money is less than proportionate to the rise in
income, regressive taxation is needed to have equal sacrifice If the rate of decline is
exactly proportionate, proportional taxation 1s required.

2. As per the equal proportional sacrifice criterion, a progressive tax structure
results as the margmal utility of money diminishes (in any proportion) with the rise in
ncome.

The minimum aggregate sacrifice principle obviously leads to a highly progressive
tay structure, since marginal utihty of money diminished and becomes very low as the
income rises to a higher level. Equal marginal sacrifice implies, thus, as Pigou puts,
“lopping of the tops of all incomes above the minimum incomes and leaving everybody,
after taxation, with equal incomes.”

TABLE 3.1.2
Criterion of Nature of Relative Tax Liability
Sacrifice Tax Structure High Income Low Income
I. Equ?l ahsolute Prop-.:-m{.mnl taf:anon (or least s K
sacrifice progressiveness)
2. Equal proportional Reasonably progressive taxation
sacrifice {relanve progressiveness will he
more than wunder the first More Less
criterion and less than under the
last criterion )
3. Equal marginal Steeply  progressive  taxation
sacrifice {with a fairly high level of tax Maximum Maximum
exemplion at lower income)

In short, the usual nature of tax structure and the relative tax liability under the
different sacrifice criteria may be summarised as in Table 3.1.2.

Hence, the problem arises of choosing the best criterion of sacnifice. Adam Smith in
his writings furnished an indefinite answer. While stating the canon of ability, he puts
that “the subjects should contribute in proportion lo their respective abilities; that is, in
proportion to the revenue which they, respectively, emjoy. From this statement we can
infer two meanings: (i) All people should contribute some fraction which is in proper
relation to their imcomes or (1) All people should contribute the same fraction of their
incomes. The first mterpretation suggests the equal absolute sacrifice approach. The
second interpretation, however, seems to favour the principle of equal proportional
sacrifice. Adam Smith, however, calegorically stressed the need for a progressive rather
than a proportional rate schedule. On the other hand, though Mill advocated equal
sacrilice principle, he did not explicitly define the concept.
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Even when the concepts of equal sacnfice were defined, the problem could not be
solved by the faier writers, as they widely differed on the meriis of these concepis. Faor
instance, writers like Cohen Stuar preforred equal proportional sacrifice criternion of
taxation becanse it lefl the relative position of 1ofal ulility of taxpayers unchanped, On the
other hand, Marshall, Sidgwick, and other favoured the equal absolute sacrifice pnnciple,
while Edgeworth and Pigou discurded the absodute and proportonal sacrifice criletion
congidering that there was no logical or miuitive choice batween them, They advocated
the principles of equal margnal sacrifice in taxation os it satished the welfore goal by
least agerezate sacrifice.

OFf these thres versions, squal todal sacrifice, equal proportional sacrifce and equal
marginal sacrifice, the last one 18 regarded as the uwltimate, best and penerally accepted
priomciple of faxation by moden economists. Bgual marginal  saenifice  advocates
progressive taxation and is conducive to general welfare, hence, 1t 15 the best. Pigou
argues that the least aggrezate sacrifice is the best principle of tax distribution, because it
15 equitable and derved from the basic utilitarian principle of maximum welfare.

Edgeworth-Pigou’s Theory of Least Aggregate Sacrifice

Emphasising the welfare of budgetary phenomenon, Edgeworth, Canon, Pigou and
Dalionn developed ancther sacnlice theory called the mimmam of beast aggregate
sacrfice theory, which proposes that the sacrifice imposed (through taxation) on the
community as a whole should be the least, Edgeworth and Pigou regarded minimmm
ageregale sacrifice as the superior principle of tax distnbution, not on the bases of equiny,
but on the eriterion of welfare, since it derives directly from the fundamental utilitarian
primziple of maximum welfare According o Edgeworth, assuming a dechiming mareinal
income utility schedule, welfare 15 maximised by an equal disinbution of income on the
satistaction of different wants; und at the same time, loss of welfare {due to sacnfice
invedvid in parfing with mcome in lax payment) should be mimmised. Loss of general
coonomic welfare is, thus, mmimised when the taxes are imposed on the bass of equal
marginal sacrifice. The least aggregate sacrifice theory is also designaied as the equi-
marginal sperifice theory, for it sugeests that i3 also designated as the sgui-marganal

sacnifice theory, for il suggests thal if the margmal sacrifice on each taxpayer 15 equalised,

the todal sacrifice of the community a5 a whole is minimised,

Pigou regards the least aggregale sacrifice principle as “the ultimate pringiple of
taxation.” He favours the principle because the minimum aggresate sacrifice is the
essenfinl requisite for achieving maximum aggregate welfare, which in modem times is
accepled as the righl moal of povernment. In ks view, a tax system based on equal
marginal sacnhce imvolves looping of 7 the lops of all meomes above the minimum
meome and leaving evervbody, after taxation, with equal incomes which leads to the
maximisation of welfare.*

Pigrons states that in order 1o secure least aggreeate sacriboe, the allocation of txes
should be such thai the marginal disutility of the monay experienced m s puyments is
equal for all taxpayers,

He thus, distingmshes the least sacrifice theory from the equal sacrifice theory of
Sidgwick and Mamshall He contends that “equal sacrifice among similar and similarky

&, Sl p. Th.
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situated persons in an entirely different thing from equal sacrifice among all persons.™
The theory of equal sacrifice as a principle of equity has the fundamental drawback that it
cannol ensure equal net satisfactions to all individuals. The equal net satisfaction to all is
ensured only if everyone 15 so taxed that the margmal sacnfice 18 the same for all.

This theory thus suggests a progressive tax structure. The higher incomes will be
taxed most and the lower incomes will be taxed least, as the marginal income utility 1s
very low in the former case and it 1s very high in the latter case.

Pigou suggests that a tax system based on this eritenion of equal marginal sacrilice
will have the predominance of direct taxation. But it should be such that it does not
adversely affect the willingness of the people (o work and save as well as their capacily
1o work and save.

Limitations of the Subjective Appreach
The subjective approach has the following hnitations:

1. Sacrifice. being a subjective, introspective phenomenon, is immeasurable. Two
person having the same income and other liabilities may not involve the same amount of
sacrifice in the tax payment. In practice, then, it is very difficult to equalise the marginal
sacrifice of all the taxpayers.

2. It is being subjective and utility or sacrifice in income cannot be easily measured
in cardinal or numerical sense. It is also difficult to add up sacrifices of all individuals
such a way that the total sacrifice is a minimum, when the cardinal measurement of
disutility is not possible.

3. It involves interpersonal comparison ol utility which is also difficult.

4. Income utility differs as per the source of income. Income earned by hard labour
has greater utility than income earned through wealth and property. This fact cannot be
very precisely ascertamned in all case. so also the sacrifice in all cases cannot be measure
as the government cannot know from which income — whether labour eamed or property
camed, the tax - payers shall pay a general tax. If labour eamed income is parted with in
tax payment the sacrifice is greater than if property earned income is paid oul. This poses
a complex problem in interpersonal comparison of income utilities and disutilities in any
society and makes 1t an impossible thing.

5. It 1s very difficult to measure the declining rate of marginal utility of income.
Thus, the progression rates in taxation are arbitranly fixed and cannot necessanly lead 1o
equalisation of marginal sacrifice for all.

In short, the scope of application of this subjective primciple of equity 15 very
limited.
The Objective Approach of Ability-to-pay Principle: Faculty Theory

Realising the practical difficulties of subjective approach to sacrifice theory,
professor Seligman has suggested an objective approach called “faculty theory of ability-
10-pay.”

The objective approach considers the money value of the taxable capacity of each
taxpayer than s psychology of sacnifice and feelings. There are many indices 1o
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mecasure taxable capacity, sech as income, wealth and property, consumption, eto. the
term “Faculty™ means the native or acquired power of production which is indicated by
ineome, accumulation of wealth, ete. Furher, in measuring faxable capacity of an
mdividual, various external forces such as how ncome 5 eamed, how propensity 15
acquired, i.e.. whether through personal savings or inhersance etc.. ane considered along
with the faxpaver’'s meome and property.

It is imteresting to note that under this approach three variants — Property, Income,
and Consumption — have been suggested as an index of measunng ability of a person to

pay.

In the Elizabethan period, property was an imporiant basis of taxation. In those doys,
thus, general properly tax was in vogue. In modern times, however, property cannol be a
Just indes of a person’s ahility o pay, Seligman finds the followang major defects in this
regard:

. A peneral properly lax 18 regressive in malure as il rests more heavily upon
smaller than upon large property.
It lacks universality as it fails (o reach personal property. It is, thus. narmow
sCope.
3.0 1t lack i uniformily m assessment, In Gl the property tax gives much stope
for difference of opinion regarding the valuation of different forms of property.
4, It may provide an incenlive W dishonesty. “The general property tax is a
premum or perjury and a penalty on integrity.

With the rejechon of property ns criferion, income was accepted as fair index of
measuring one’s ability w0 pay, In modem times, thus, ircome-tax 15 very popular, as it
ensily permils the use of progressive taxation. Income form all sources, propety,
mvestments, shares el is faken into-decount at the time of assessment. Further, due
consideration of regulasity, the tme imterval in receipls of mncome and the family
crrcumstances {such as mamed. unmamied, with dependents or without etc.) should also
be made. Further, the prnnciple of progression, with dee exemption limit at low incomse,
15 to be applied if income 15 the basis of taxaton: The exemption hmit s determined- by
the current standard as well as cost of living of the masses,

L

Prof. Kaldor, however, favours expenditure as the basis of taxation. [n his opinion, a
person s spending power, rather than incomee 15 the frue index of his axable capaoty, Tax
on ingome hag the greatest dizadvantape of weskeming meentive to work and save. The
expenditure tax is better from this point of view, as i will restrict spending and
encourage savings and mcome. Further, it restrict the tax evasion activities which is
commin in mnceome @ax. The critics, however object 10 this eritenon as i has regressive
effiect snce the poor generally spend & large percentage of thewr income than the nch.
Further, it does nol comply with the canon of convemence. A larpe record of
expendrtures of the individuals will have to be maintained and checked. This s
uneconomical too, as a larpe admimsirative machimery has 1o be emploved. The
Government of India has, perhaps for the same reason, abolished expenditure tax from
the Indian tox structure n 1963 (which was mposed in 1958),

Of these three variants, property, income and expenditures, it s difficult to select an
appropriate index of abilitv-to-pay, as each has s own menis and demerits. In a modern
1y syatem, therefore, though income tax menils and demerts In a modern tax system,

NOTES



#2

Primciples of Pichlic Finooave aaed Fieenl Policy

NOTES

therefore, though income tax 15 most common, property tax and expenditure tax (if we
interpret commodity taxaton as axes on consumers expenditure and firms” spending in
buving of raw matenals, power, factory bullding, eic. ) are also incorporated.

3.1.7 THE MEANING AND SIGNIFICANCE OF THE CONCEPT
OFTAXABLE CAPACITY

The concept of taxable capacity is essentilly connected with the doctrme of abihity
o pay, Taxable capacity refers to “the maximum tax which might be collected from a
particular taxpayer or @ group of taxpavers.” The term “taxable capacity™ ordinarily
refers (o the meximum capacity of & community o bear Baxes withoul much kardship.

It indicates that degree of taxation bevond which productive effort and efficiency as
a whole begin o suffer. Taxablke capaciy 15, thus, the maximum Limit up @ which people
can normally pay taxes. Since the concept of taxable capacity 15 viewed 1in aggregative
ferms, we musl measure the people’s ability (o pay as o whole, agams! the least adverse
effects of taxation on their normal economic etforis and efficiency.

In recent times, the noton of axable capacity has attmned greater significance
owing to increasing public expenditures and heavy budpets of welfare states. It sets the
limit bevond which the government, withoul being dethroned in democracy, cannol (ax
the poople. Taxable capacity 15, thus, the ceiling of taxation. Taxation bevond the taxable
capacity s over laxation. The policy of over taation obviously & opposed not only o the
true economic mterests of & nation, but to the polincal stability of the government as well

Thus, if taxable capacity s measured, it can serve a5 o valuable ool I sefting the
budget phenomenon. But, the main difficuly lies not only in measurement, but also in
evolving o practical definition of taxable capacity. The guéstion s not only of how 0
measure taxable capacity 15 a more difficult problem.

The knowledge of taxable capacity s, therefore, very important 0 a modemn
governmenl. Information aboul faxable capacity & essential for the mobilisation of
maximam econorme resources for the purpese of econome development and planning ot
the hands of government. Further, by knowing the taxable limits, the government can
refrain from imposing unduly high taxes which may prove irksome and cause resentment
among the people. Dunng war peniod, the concept has its unique ubility as the
povernment can know from e axable capacity the maximum extent 0 which the people
can be squoezed. Above all, the concept has greater significance in the federal finance. In
federal finance, the konowledge of relative taxable capacily s very essential as
comparison kas o be made between different sections of conirbutors (the people of
different states) for the just allocation of the burden of wxation as well a8 for the
distribution of grants-in-awd.

3.1.8 DEFINITION OF TAXABLE CAPACITY

Despite 115 great importance in the modern public finance, the notion of taxable
capacity, however, lacks precision. Dalton aptly remarks, “taxable capacity, is @ common
phrase, but o dim and confused conception ™ Numerous deflimbions of txable capascity
have been mven by numerous writers. Findlay Shirms, the well-known authonty on
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economics of public finance, defines taxable copacity as “the Linut of squeczability,” Le.,
il extent o which the people of 4 couniry can be oppressed so0 a5 1w make it to give
money for the public revenue. According (o Shirras, thus, whatever 15 produced over and
above a minimum level of consumption (o maintan the present level of living & regarded
as the fimit of sqgueezability or the taxable capacity, as we call it. Here. the minimum of
comsumpbon mcludes o mmmum of subsistence for the people and sn amount for the
replacement of and an addition 10 capital for the purpose of industrizl and commercial
EXPEREI0N.

Shirras” description of the taxable capacity n terms of squeezabtlity is forcetul and
expressive, bul i very vagee. For, nol only some nations will permit themselves 1o be
squeezed much less than others; but, inside 3 naton also, the limit of sgueezability wall
vary [rom person te person, and even if the laxable capacity of a person with 4 grven
moome could be measured anthmetically, the aggregative fgure cannot be 5o easily
derived as the taxable capacity of a million persons would not necessarily be a million
times as great; since the ability and willingness o work (1e., to cammy on economie
activities) will be differently affected m the case of dilferent persons, Further, in Shirras”
defimtion, the phrases “mimimum of consumption’ and “an additson to capital for the
purpose of industrial and commercial expansion’ cannot also be gven any precise and
practicable cormotations

Another more ususl definition of taxable capacity is that o 5 the maximum amoont
that can be deducted from a country’s income, consistent with the maintenance of that
meome in vears o come. I implhies, thus, that there must be @ minimum Sum which mist
be lefi with the people in order to ensure their coatinued ability and willingness to work.
Bul the extent of this minimum and the nature of the goods on which 1t 5 expanded are
very indefinite. Further, n defining taxable capacity, it 5 oot desirable 1o lay down the
condition that the income producing capacity of the country should remain the same at
the exmting level. In modem dynamic imes, people expect their incomes o grow from
vear to vear. Hence, in estimating the tixable capocity due allowance should be made for
the growth of capital

Sir D Fraser, however, being more practcal, puls that when the taxpayers are
compelled 10 borrow money from the banks, to pay their due taxes, we should think that
the limit of taxable capacity has reached. This means the savings of e faxpayer 15 the
taxahle capacily. But, here the difficulty 15 that if all savings are taxed, the saving habi
will be discouraged Funher, o 12 difficult o judge individual savings in the absence of
banking habats of the people.

All these delnitions have been also cricisad as they fml to comsider the public
expenditure side. Withoul consideratbion of the government s expenditure, its volume and
character, o think of taxable capacity is meanmgless. Toxable copacity con be extendead
considerably 1f the tax revenue 15 used by governmeni (o increase the productive power
aof e people, through constructions of social overheads aml investments i hiuman
capital. Moreover, it is difficuli 1o speak of taxable capacity when much of public finance
{revenue, expenditure) takes the shape of price rearrangements. For example, wine may
be taxed and wheat may be subsidised.

Prof. Musgrave, thus, suggests that instesd of having o one-sided narrow concept of
taxable capacity or the taxation potential of o country we must hold & broad view

regardmg the overall effects of the budget as a whole while deciding the optimal size of
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the budget. In his opinion, “the very term taxable capacity mvites bies.' For, it disregards
the ¢xpendinure side complewely and concemirates only on the taxation side of the budger.
The bare idea of taxation potential, in fact, suggesis an upper limit (o the size of the
public sector without due consideration (o the need for a lower limit that 5 essential for
encouraging the private sector m a modern economy. Musgrave, as such, suggests that
the concept of taxable capacity should be replaced by the concepl of oplimal budget.

Further, there are two mam hmits &0 the taxable capacity of the nation, one
applicable to normal times, and the other mn tmes of emergency. In ordinary tmes it is
necessary to make allowance for capital growth in the computation of taxable capacity. In
fimes of war or other emerzencies, howsver, there 15 some justification for excluding
such considerstions from the measurement of taxable capacity. During emergency
periods, even the wider himits may have o be crossed. And, probably, on sentimental and
patriotic grounds, the people would be willing 1o bear such a heavy burden of taxation.
But, in practice, none of these limits can be clearly marked. During peace fime, when a
particular scale of taxation results in reduced revenue, it may be said that the taxable
cupacity has been reached and people are bemg overtaxed, The reduction m revenue,
however, can alse be mdependent of taxable capacity. the limits of which may not vet
have been reached. It depends om the chamcter of taxaton and on the mature of the
objects on which it iz based. In normal tmes, it s very difficull to prescnbe a mxable
limil

It 15 interesting tomate in this context that Calin Clark has suggested for Britan and
other countries, a safe upper limit of taxation at 25 per cent of national income. Tn his
opinion, taxation in excess of this it will lead to mfaton and devaluation of the
currency the following reasons:

1. Production slows down, when both employers and wage-carners are so heavily
taxed that they begin o feel any further effort is hardly worth the while.

2. Unduly high txation makes businessmen and profescionals reckless in
incurrng expenses, particularly the most highly taxed who know that three
guariers or more of any additional expenditure they incur wall go into the
Treasury. Therefore, they will spend extravaganily on travelling, entertamment,
advertising, etc.

3 The persstence of very high taxanon has adverse politeal consequiences.
Legslators generally regard inflation as a lesser evil than excessive taxation.

1t 15, however, difficult to accept 25 per cent of national imcome as the axable hmit
in all cases for all countmes. Funber, Colin Clark has taken no account of public
expenditure while prescnibing this absolute limit. In an expanding economy, such a fixed
hmit not be appropriate also. Dalton, 35 such, nghtly observes that n is well-nigh
impossihle to fix any specific sum or any definge proportion of the national a mcome of a
country as iis taxation poteniial at any mven Hime.

In short, it may be conclhuded that the definftions of taxable capacity on the basis of
oulv a statistically measurable factor, Le., income, do not have much significance m
modern pubic finance.



Pubiic evenur

¥5

J.1.9 ABSOLUTE AND RELATIVE TAXABLE CAPACITY

Dalon and Shirras make a distinetion between absokite taxable capacity and
relativie taxable capacity. The former refers to the taxable capacity of the community as @
whole while the latter refers to the taxable capacity of a particular section of the
populalion as comparad 1o that of another. For instance, the rich can bear a heavier tax
burden as compared to the poor, therefore, relativie taxable capacity 15 more.

All the above given defimibons, in fact, refers to the absolute taxable capacity. It
may means the limil of squessability of 8 community o i may refer o whatever could be
taken away by the state afier allowing for the harest taxable capacity as the maximum
amount which the oitizens of a nation can contribute to public spending without having a
really wnhappy and downtrodden exsience and withour dislocating  the  econome
organisation in any significant way.

To Dalon, this amounts 10 saving that the absolute mxable capacity refers w the
limit to which a particular community can be toxed, withowt producing vanous
unpleasant ¢ffiects. When soch unpleasant effects resull from the operation of the tax
system, 1115 possible to say that “taxable” capacity hos been execeded in an absolute sense.

We should rake mio aecount the fact that all taxation hag the unpleasant effect of
reducing the toxpayer’s real meome in the first instance. However, must ambi guity anscs
belween wo extreme views in this regard, viz,, (i) capacity 1o pay without suffering and
(i) capacity to pay regardless of sufferng. In the former sense, @xable capacity will
abviously be nil, except for the very rich. In the latter sense, however, if 18 limited only
by the taxpayer’s tolal resources. Dalton sugeests that a mid-path between these two
extremes 15 better. But it 15 difficult o ilununate it by more precise definttion of the
elusive concept of “laxahle capacity.”

In the absolste sense, the unpleasant effects of "exceeding taxable capaciy’ signify
a diminution of economic welfare, But it is futile to Jook only at the taxation aspect and
to ignore the corresponding public expenditure. when appropriate public expenditure
does increase welfare Thus, how much public expendifure a8 community can “afford’,
and henee how moch laxason it con advantageously pay, obviously depends upon the
character of the public expenditure. Absolute toxable capacity, therefore, lacks any
praciical validity since it involves its esac measwement, which is impossible. To Dralion,
absodule mxable capacity 8, thus, a myth.

Singe pbsolule faxable copacily cannod be measured, Dalion stresses the relafive
taxable capacity as a reality. The same prnnciple of ability to pay povermng the

distribution of tax burden can be extended, with the change of name mio taxablke capaciny,

to two of moreé communities shanng a common expenditure. 1 the common axpenditure
increases, the proportions paid by the richer contributors should increase and those paid
by the poorer should diminash, That i to sav, iF bwo separale communibies (say rich and
poord have o meet some common expenditure, i should bein proportion 1o their relabive
taxable capacities,

Relative taxable capacity, thus, may be expressed as the ratio of the taxable capacity
of one unit to that of the other unat (the section of people or a community).

NOTES
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In symbolic terms:

Ta Th
(TR)a=— (TR )b=—
({ik)a Th fIR) Ta

where,

I'Ra stands for the relative taxable capacity of “a” part of the community.
T'a stands for the taxable capacity of section "’ of community.

b stands for the taxable capacity of section *b’ of the community.

To illustrate the point, 1f section a’s taxable capacity is 2 and that of #'s 15 1, then
while (TR)a = 2; while (TR)b = 4.

Musgrave speaks of relative taxable capacity m terms of sacrifice the community 1s
able to sustain. He thinks that taxable capacity should, therefore, be related to per capita
income. The greater the per capita and group incomes, the greater presumably 1s the
relative taxable capacity or the ability to pay of a taxpayer.

In Dalton’s opinion, there 15 no logical relation between relative and absolute
taxable capacity. A section of people may coniribute, in excess of its relative taxable
capacity, to some common expenditure with other sections of people. But this does not
necessarily mply that its absolute taxable capacity, according to any definition, 1s being
exceeded. Likewise, its absolute taxable capacity (according to any definition) may be
exceeded, but that does not necessarily mean that its relative taxable capacity is being
exceeded mn any of its common expenditures with other people. As a matter of fact, there
cannot be any logical connection between the two, since relative capacity is a reality,
whereas absolute taxable capacity 1s a mere myth.

But here, too, the problem remains of measuring the relative taxable capacity of a
particular commumity. The relative taxable capacity of a commurmity depends on
numerous factors such as the share of national income, pattern of distribution of income,
the relative size of the per capila income, the conventional standards of living of the
community, the price level, the quality of public administration, the patriotism and the
budgetary aims of the government, etc. Further, in the absence of statistical data about a
community’s income sources and consumption expenses on different items as reflected
by family budgets, it is not possible Lo estimate correctly its relative taxable capacity.

Nevertheless, the concept of relative taxable capacity has greater practical use than
the absolute taxable capacity. It indicates the relative burden of tax which should fall
upon the different umits of the economy. it 15, thus, a criterion for the allocation of burden
of taxes. Dalion, therefore, considers relative taxable capacity being the same as “ability
to pay.’

The notion of relative taxable capacity is, thus, very important in federal countries
where different states have to contribute to the common expenditure of the nation.

3.1.10 DETERMINANTS OF TAXABLE CAPACITY

The taxable capacity of a nation is determined by a number of factors. The major
factors are:
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1. Size of Income and Wealth of the Mation: The larger the income pnd wealth of
a counry, greater 15 s taxable capaciy. A rich naton has definiely 8 higher taxable
capacity a5 compared 1o 8 poor natiom

2, Disiribution of Mational Income and Wealth: The taxable capacity largely
depends on how the woome and wealth are shared by the people. Pamadoxically enough,
taxable capacity will be greater iF greater 13 the inequality of income and wealth in the
couniry, since relative taxable capacity mplies the ability 1o pay and save, which is greater
in case of a few very nich persons than i the case of so many moderately well-to-do people.
Further, when there 15 equality of income, everyone will have the same margmal income
utility, hence the sacrifice will increase faster with progressive rates of taxation; therefore, a
preater resistance will be caused against heavy taxation than otherwise.

It should not, however, be inferred that because insquality 10 income permits greater
taxable capacity, economic ineguality 15 ustifiable m a modern state. Equal distribution
15 the major objective of a socialistic siate. [t reduces the need for greater taxation when
the poor does not remain peor and henee public expenditure becomes limited as welfare
goals are achieved with the equalization of income and wealih 10 8 mature economy,

3. Stahility and Growth of Income: If the economy operstes smoothly and
progresses well, and eénsures 4 stable and growing incomes, the (axnble capacity of ihe
community will be higher. But, if there are economic fluctuntions with serious ups and
downs, and especially during & depression, the taxable capacity will ochviously be lower.
It 15 a notable fcl that the flure of monsoons in India adversely affect the kand revenues
aceruing to the government as farmer's taxable capocity 5 obviously reduced
considerably in such periads,

&, Siee anid Growih Rate of the Population: A high per capits inoone ¢xpresses i
greater ability o pay. But, given the national meome of a couniry, it per capita income
depends on its populaton number. As such, a country hke India, kaving a vast population
with a galloping rate of growth, has a lower taxable capacity than a country having a
small amnd constant population, As a rule when the national income grows [aster than the
poputation. A< a rule when the national income grows faster than the population, the
taxable capacity is increased. Therelore, a check on population growth 15 very essantial
for developing countries ke Indin which have to expand ther tan resources for
developmendal plamming.

8 Standard of Living of the People: The standsrd of living determines the
consumplion pattern and habit of the community. A community accustemed to greater
nceds as satsfacton on sccount of a high standand of living cannot bear great sacrifice m
paving taxes; hence, its taxable capacity will be less. Bur, if the standard of living 15 low,
there is & greater surplus avalable for taxation, so that taxable capacity will be high.
Fuarther, the taxable capacity will increase with a rise in income, provided the standard of
living remains unchanged.

6. Price Level: Taxable capacity depends on the surplus of money meome over
gxpenditure meumed o mest 4 given standard of living of the people. This, however,
depends upen poces. I the price level 15 reasonably low and stable, a high meome means
greater taxable capacity. But, if prices are nsing fast, a very high mcome may also pose a
oo taxable copacity in real terms

NOTES
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7. Characteristics of the Tax System: A tax system wider in scope has greater
taxable capacity. The more comprehensive is the basis of a tax system, the higher will be
the taxable capacity because of the higher surplus element embodies in the tax payment.
For, when the tax system contans different types of taxes and presumably, the critical
limit of each tax occurs at a different level, the taxable capacity of the country is
automatically streiched further

Thus, a multiple tax system has a greater advantage of enlarging the overall taxable
capacity than a single tax system. This, however, does not mean that the tax system
should be complicated by a bundle of taxes. The fax system must be simple as far as
possible with some major taxes of high vielding power, which would increase the taxable
capacity considerably. Further, the tax system must fulfill the canon of economy and
convenience alike.

Thus, the kinds of taxes imposed and the manner of levying taxes too influence the
taxable capacity of the country. Those faxes which eause no resentment or interfere the
least with economic etforts permit a higher taxable capacity than those which constantly
cause [riction and damage. For mstance, a very high corporate tax may prove to be
disincentive in effect, so that not enly further expansion in business may not take place,
but also the current imvestment may be contracted to some extent. consequently, income
generation and the taxable capacily in turn may be lowered down.

This point may be illustrated diagrammatically in Figure 3.1.4.

MARGINAL SOCIAL COST

|
A B TAX REVENUE
“ig. 3. 1.4: Critical limits of different taxes

In Figure 3.1.4, the first tax involves relatively the lowest marginal social cost (or
saerifice). The second and the third taxes have greater marginal social sacrifice relatively.
The government will, therefore, start by mmposing the first tax to obtain revenues.
However, when the first tax is extended for yielding a certain level of revenue, its
marginal social costs will exceed those of the second tax, In the figure, the marginal
social costs curve (8;5)) of the first tax mtersects the marginal social cost curve (5:5:) of
the second tax at point a. At this point, the first tax reaches its capacity. Hence, at the
most the government should raise revenue up to 04 through the first tax. If there is a
necd for more revenue, both the first and the second taxes have to be imposed. At the
most 48 additional revenue can be fetched by the second tax reasonably. The second tax
reaches its capacity when the marginal social cost curve (5:5:) of the second tax
intersects that of the third tax (§:5:) at point b, A further revenue is, thus, to be obtained
by imposing the third tax, and so on.
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On the other hand, when the tax burden is cquitably distnibuted, the taxable limnt
becomes wider than otherwise. Thus, it is better if {axes are rased on & wider base by
taking a very large number of peoplk placed m different economic and social conditsons.

In shot, o unscientific method of rosing revenue may be less productive and rouse
greater resentment causing less taxable capacity than a well-onented tax system in which
the irksomeness 10 pay 18 reduced 1o the maximum.

f. Nature and Furpose of Public Expenditure: The limit of taxable capacity is
relative 1o the purpose for which the proceeds of taxation are expended. 1T pablic
expenditure 15 largely uzed for developmental schemes, the productive power of the
country improves and, thus, the laxable capacity enlarges. But extrovagan non-
developmental pubhc expenditure in effect tends to reduce the taxable capacity of the
cormmumity. Taxable intended for Minancing capital formation is, therefore, quite justified,
as il raizes the taxable capacity m effect. But public expenditure on unnecessary wars, or
maintenance of unproductive projects, ok, which Guse reduction i income and welfare
ol the people, tends to reduce the taxable capacity further.

9, Political Conditions: A representative democratie ffom of government will win
the sympathy and co-operation of the people n realising public revenues through taxes,
ete. thus the axable capacity would be mich higher in & democratic state than in a
maonarchy or an oppressive diciatonal form of government. Further, an efficient and
honest admumnistration of the government and the mamntenance of law @nd order 15 ako
very essenfial for improving the taxable capacity. When people appreciate the
governmend, they will be willing to underge many hardships and bear heavier taxes to in
order 0 enable the govermment to undertake welfare measures beneficial to the comman
people; hence, the faxoble potential aotomatically expands. An extravagantly Tavish
povernment, in effect, obvieusly, reduces the taxable capacity of the nation. If, however,
a govermment adepts harmfl political and economic polies and becomes unpopular, itz
faxable capacity is thereby reduced.

10, Psychology of the People: In determuning the taxable copacity, psyvehology alse
plays an mmportant role. People will be patrictic only towands mational govemment but
not o the invaders. In the former case, the willful wxable capacity is obviously greater
than under the threat of the latter.

Similarly, the taxable capacity of the nation would be greater in war fimes when the
people are ready o bear burden on sentimenial and patriotic grounds

In mormal times also, the phases of cconomic oycles afTect the general pavehology
of e people. During prosperity, people in general are optimistic and have greater
taxable copacity. But, in o depression when the wave of pessimisim prevails, taxable limit
is mimimum Of course, here much depends upon the asm and nature of fiscal policies and
measures adopied by the government, For nstance, i limes of depression, the
govermment may spend large sums on hoosting employment and this expenditure may he
meet oul by taxation, (oa ceram extent, which, however, may expand the taxable capacity.

NOTES
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JL1IT MEASUREMENT OF TAXABLE CAPACITY

Since the taxable capacity in a more practical sense s viewed as a relalive concept,
varving from country to country, no mathematical formula can be evolved to measure it
Hence, no prease limif of taxation can be lsad down, By and large, however, il can be
said that the taxable capacity depends wpon nabional dividend or national income.
Mational dividend refers to the fTow of goods and services produced dunng the year.

Lising the national dividend entenon, there are thus two methods generally used for
the statistical measurement of the taxable capacity, These are; (i) the personal apgregate
mcome method, and (i1} the product method. The former analyses incomes of mdividuals
based on the neome tax retums supplemented by statistics of death duties and other
direet taxes. This method 4 adopied i UK. According © the second method,
however, the vanous parts of the aggregate produce are added up o determune the
faxable capacity of a country, Since, im India, the income fax does not -apply o
agriculiural neome, the product method has been adopled to test the taxable capacity of
the people. it can be commaonly, as well az empincally, ohserved that the Indian people
om account of ther preat poverty, possess the least potential faxable capacity m the world
Further. taxable capacity wn Indiz varies between a good vear and a bad vear, because
Indian economy largely depends upon spgriculture, which is a gamble in monsoons

3.1.12 TAXABLE CAPACITY OF INDIA

In a developing economy like India, taxation 18 regarded as a means 1o rase
domestic savings — the economic surplus — by coercion, which can be utiliged for
capatal formation through public mvestment for the cconomic plans of the country. As an
impect of planning i our country, thus, many new laxes have been imposed by the
govermments (union as well as states) from time to fme. Today, the tax revenue obiamed
by the povernment & ten limes more than whal o was i the pre-planning eri. Further,
from tme to time, the size of Indian plans has been expanded. The Eighth Plan is
pmounhing o over L300 crores of rupees. As such, the question sources, axation 15
the traditional and most imporiam source of financing the Plan. The Plaming
Conmmission also siresses on increasing the tox resources for future development. Hence,
the question anses, whether India has thot much tax potentiality. It 15 a general feeling
thaat [redian 15 the most highly taxed nation o the workl, both os regards direct and mdirect
taxation, In the circumstances, ong may b¢ inclined 1o conclude that India has reached the
saturation poant, and there remams little scope for further taxation, This conclusion,
however, 15 ermoneous, biased, partial and one-sided. 1t has been mferred with a shon-
sightedness and without a proper consideration of the real tax potentiality of the country.
The taxation potential of any country depends on a number of factors such as: (i) real per
capiia income, (i) the degree of mequality i the disinbubon of ineome and wealth,
(ui) the kinds and effects of various taxes, (1v) the mpact of public expenditure on
economic growth, distribution of meome, gc, (v) the readiness for spenfice of the people,
[ the admumistrative competence of the tax collecting msachinery, eic.

Examiring the Indian conditons a this regard, we Gind that from per capila meoine
point of view, the scope, prima focie, appears (o be very limited for any further sgqueeze
by incréase in taxation. There i ne moch tmprovement in the real per capila meoms
gince 1960, The per capita real meome of the country was T 1,469 in the year
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1960-61. It amounted to ¥ 1,830 at the 1980-81 price level. It went up to T 2,558 in
1990-91 and ¥ 1,570 i 1991-92. Thus, {fom per capita income point of view, taxable
capacity of the Indian communety appears (o be very limuted. But, that does not really
mean that the present taxation level has reached the caling of ability-to-pay. The hidden
taxation potential of our economy 15 comparatively wide. In India, as in most of the less
developed countnes, the agegregabe tx-meome rotio (1) 1s hardly 10 per cent, while in
advanced countries like LK, Germany, efc., il is between 25 per cent and 40 per eent

Thus, from an internations] standard point of view, India 15 far behind with regards to the
tax ncome ratio. That means, [ndia has not exploited its tax potential to any great extent.
There is enough scope for enhiancing the {ax vields by deepening and brosdening ihe ax
syatem, through rabionalization of tax rates and reorganisation of lax structure along with
the appropriate toning of the tx administration. Excessively progressive direct personal
faxes encourage tax evasion, while corporate taxes discourage production and mvestment.
Thus, a reasonable fax rate 5 essential o provide & greater incentive o pay taxes. In the
recent hudgets of 1991.92 gnd 1992.93, the government has taken steps in thie direction
by tapering off the rates of meome tax, but they are not very effective. Moreover, in India,
imcome from agriculture has been cxempted from the mcome tax. Prof. Kaldor observes
that it is the taxaton of agricultral sector that bas a crucial role to play in accelerating
gconomic development of poor countrnies ke India. Especually, fammers producing cash
crops should nol be allowed o escape taxation.

Moreover, the tax admimstration m the country 15 mefficient, inedequate and
cormupl. As Professor Kaldor opines, @ less developed counity collects im direct taxation
not more than 1/5th or 1/1Mth of what it normally could bave collected under an efficient
tax administrative machinery, Thus, by removing laxity in tax administration and making
it more competent, greater tax yields can be realised.

In shor, by broad-basing mcome tax, the Government of [ndia can hope o improve
115 tax receipis.

Further, India has a low per capita income, but due o the high degree of inequality,
it las a high ratio of property income o {oial income, so that & larger share of national
meome 15 pocketad by a few neh individuals. Consequently, the country has a relatively
high degree of taxation potential.

Moreover, the Indian tax svsiem has 1o be designed in sich manner thal the gap of
inequality of meome 15 reduced For this, direct faxes of high progression are 1o be
mposed which will fetch increased tax revenue to the povernmenl. Agam, improved
distribution of income as a result of welfare measures under public spendings in tum
would tend (o enhance the real income of the masses, which i efTect provides scope for
the brosdening of commaodity taxation However, non-essential poods may be taxed at a
higher rate, but necessaries and eszential raw materials muost be exempiled from excisg, 80
that production end profits may nse. The governmeni then can fetch more revenuc by
tasing high profit vields in corposate laxaion,

Mearly one-third of Indian economy 1= under non-monetised sector. And two-thirds
of the rural subsistence sector involve barter exchange. In the Indian fiscal policy, resert
to deficit fimancing, it is assumed, may lead 1o a break-up of the non-monetised sector, 1o
fact, by the extension of banking facilities, spread of peneral education and better
commumcahons, the use of money can be more popularised which wall lead to the
development of these nreas, which m turn will provide enough scope for the tax revenue

NOTES



a2

Prisciples af Public Finance amd Fiscal Policy

NOTES

through commedity faxation like sales tax, excise duties, ctc. This means, at present, a
high degree of taxable capacity 15 disguwsed in the subsistence and non-monetised rral
sectors of the Indian ecomonny.

Furthermore, India has wide scope (e enlarge o5 intemational trade in ihe course of
its rapid economic development under 1ts Plans, and as such, there 15 immense scope for
tax revenue through customs duties,

Because of the welfare objectives underlying the public spendmg programmies of
the Govermment of India, there 5 a positive correlation between taxation and benefits 1o
the community, ending © promote the willimgness of the axpayers v underpo greater
sacrifice for the sake of well being in future. Indeed, when the tax procesds are used
mereasingly for welfare purposes and acceleration of economic progress, the taxation
potential of the country must improve.

To sum up, we reproduced below the remarks made by the Taxation Enquiry
Commission two décades ago and which hold good even today: “Indian taxation on the
basis of 15 existing structure and rates has nod fully tapped the taxable resources of the
country. When this & faken in conjunction with the vast need for additional resources, it
5 clear that there 15 ustification for some merease in taxation. ™

A L13 . JOSEPH-HICKS® THESIS

Followmg Mosgrave and offier modern economists, we may compare belween
direet and ndirect faxes in wview of the allocative effect, admmistrative costs and
distributive effect, buili=n Nexibility and growth-orentation as follows:

Allocative Effect

It has been observed that the allocative effects of direct taxes are superior to those
of indirect tnxes. if a pamcuolar amount 5 rassd through a direct tax ke meome tax it
would imply a lesser burden than the same amount mesed through an indirect tax like
excise duly. This 15 becouse an indirest tax invelves an excess burden since it distoris the
scale of preference due to the price changes cavsed by its imposition. Thus, an mdirect
tax has a greaer adverse effect on the allocation of resources than a direct tax has.

It has been regarded that the sacrifice of economic welfare mvolved in paying a
given sum of direct fax such as inpome tax will be relatively less than n that of (he same
amoumt of an indirect tax ke excise duty. Further, indirect or commodity taxation
distorts consumer’ s preference regarding goods. hence imposes an excess real burden, in
terms of sacnifice invoelved, wpon the taxpaver. Direct taxes have no such distorting effiect.

Using ihe techmique of indifference curve, Professor Hicks and Miss Joseph have
successfully demonstrated this excess burden thesis is shown in Figure 3.1.5,

In Figure 3,15, X-axis measures o commeadiy X Y-axe represents commodity ¥ oor
income of the individual. The onginal price line 15 A8 The consumer’s given money
income is, thus, @A, Pre-ax equilibrivm of the consumer is ai point P, where the price
ling AF 15 tangent to the ndifference curve fCx, which 5 the highest possible level of
safisfaction atminable under the pgiven siwation. Thus, the consumer has ON ol
commodity X and CM of ¥ or income:
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Fig. 3.1.5: Hicks-Toseph Model

When a tax is imposed, the aim is to minimise the consumer’s sacrifice as far as
posstble.

Now, suppose an ad valorem excise duty 15 levied by the government on commodity
X as a resull, the price of good X rises say from OA/OB to OA/OBy. Hence, we have a
new price line 481 The new equilibrium point M is then reached by the individual, so
that he is placed on the indifference curve J/C). He buys OQ of X and has OZ of ¥ or
income. He pays P T amounl as tax.

Now, let us see what bappens if the same amount of tax AT is raised through
income tax (the direct tax). Thus. 40 = P\T. So, after paying income lax. the line of
dispesable income will be drawn as Dy. It is parallel to AB and passing through point P.
the new equilibrium point, however, will be set at P, Under the convexity assumptions
obviously, from the consumer’s point of view, P; is preferable to Py, though P; is also
available as before. This is because, at P a higher indifference curve IC: is derived. So
the consumer would be better off. The consumer thus buys OC of X and has OH of Y or
income.

It thus, follows that the sacrifice of’ satisfaction or disutility in the case of indirect
tax 1s greater than the direct tax of equal amount. It lact, the income tax 1s favoured
against an excise duty by the individual because the former does not force any
reorganisation of this choice while the latter tends to distort his preference and thereby
makes him relatively worse off in terms of economic welfare.

The critics, however, argue that this purely theoretical case against indirect taxation
1s an illusion. A question has been raised: does a move to a higher indifference curve
really means that the consumer is better of 7 . Walker points out that here we have just
assumed that the consumer feels himself better off when taxed directly rather than
indirectly. This, however, need not be so. On the contrary, it is likely that the consumer
may be worse off despite moving to a higher imdifference curve. This can be understood
from Pigou’s conception of economic welfare and lotal welfare. Pigou has rightly
visualised that the economic welfare and the total welfare need not always go in the same
direction. When a person does not like to pay any tax, lus real loss in total in total welfare
cannot be just compensated by the fact that his loss of economic surplus is less in paying
income tax than in excise duty. As such. looking to the total welfare criterion, the
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theoretical imference drown under the indifference curve analysis appears to be wrong or
illusionary,

J.1.14 TAXATION AS AN INSTRUMENT OF SOCIO-ECONOMIC
CHANGE

In a developing country, the prime objective of a taxation scheme 1§ 1 provide
sufficient resources/funds m the hands of the governmeni to camry out its functions
towards rapad economic development through planned process, and programming for the
fulfillment of ohjectives and social ohligations such as alleviation of poverty, uphftment
of the siandard of hiving of the poor masses, reduction m the gap of ecomomic
mequalities — thus, to provide growth with social justice. Both direct and indirect taxes
have (o eontrbuate o this task. This is because, among vanous sources of public revenue,
faxanion is regarded as the most reliable, legitimate and democratic means of raising
revenues. Ostensibly, both direct and mdwrect taxation should serve (o realise;
fa) Mobilisation and allocation of resources i favour of public sector in & mixed
economy; (& Promotion of capital formation; fol Maintenance of reasonable economic
stahility; and fd) Deduction of the gap of economic megqualities—in the distibution of
mcomes and wealthe As such, the governmient budgels should sée (o improve tax revense
as a ratio of GNP. The composition of taxation—direct and indirect taxes—should be
designed b subserve this end,

Significance of Direct Taxes

It 1= widely held that direct taxes are preferable to mdirect taxes. In advanced
countnes, direct taxes account for the magor pant of ageregate ox revenwe. In the United
States of Amenica, for instance, more than 90 per cent of fotal 1oy vield is obiaaned
throngh dircet taxes. In Japan, over 7} per cent of aggregale tax revenue is contributed by
direct taxes, The UK derives over 60 per cent of total tax revenue through direct taxes. In
developing countnes, however, dmrect taxaton has plaved muoch smaller role in
contribution is share in the total @x revenue. In most of ihese countries meluding India,
om an averape less than 25 per cent of total tax revenue 18 accounled by the direct taxes.

Reviewing the tax simicture in fenms of divect and indirect taxaiion in ihe Indian
economy during the planning era, we come across & paradoxical situation in the context
of our tiscal objectives and operation of the budzetary policy. Since the meeption of the
planming era in 1931, the government has been stressing the social objective of reducing
the disparities i income and wealth, and the positive role of direct taxabion is
emphasised time to time by making 1 more progressive. Yet, the trend reveals,
proctice, diminishing imporiance of direct faxes i the growth of mx revenue over the
years, In 1950-51, direct taxation contributed to 35 per cent of total revenue of the centre,
states and local governments; in 1960-61 its share declined (o 29 per cent and further o
14 per cent in 1989-90. In reélative terms, measuring fax revenue as per cent of GNP, it is
found that direct tax revenue-GNP ratio has remained steady at 2.5 per cent with
marginal vanations over the vears durng 195190, See Table 3.1.3 for further details.
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TABLE 3.1.3: DIRECT, INDIRECT AND TOTAL TAX REVENUE: 1950-51 TO

1989-90 (CENTRE, STATES AND LOCAL BODIES)

Year Tax Revenue Tax Revenue as
(Tin Crores) Percentage of GNP
Direct Indirect Total Direct Indirect Total
1 2 3 4 5 6 7
1950-51 231 428 650 2.5 46 7.1
(35) (65) (100)
1955-56 255 558 813 25 54 7.9
{31) (69) { 100)
1960-61 420 1,040 1460 2.6 b4 9.1
(29) (71) (100)
1965-66 775 2273 3.048 30 87 11.7
125) (75) (100)
1970-71 1091 3,864 4,995 25 9.0 11.5
(22) (78) (100)
1975-76 2,643 R &34 11477 34 113 4.6
23) (77) (100)
1980-581 3575 16,746 20,321 26 123 14.9
(18) (82) (100)
1985-86 6,574 36,987 43561 25 14.2 16.7
(15) (58) (100)
1989-90 11,051 86,145 77,196 25 15.0 175
(14) (86) { L00)

On the whole, 1t 15 seen that the total 1ax revenue as percentage of GNP has sizeahle
increase over the years, from 10.1 per cent 1 1950-51 to 17.5 per cent in 1989-90. This
growth is largely attributed to increase the share contribution of indirect taxes from 4.6
per cent of GNP of 15 per cent of GNP during this period.

The basic reason for the relatively smaller role of direct taxation in India lies in
narrow base or limited coverage of income tax, wealth tax and other direct taxes. Indian
mcome lax, for instance, applied only to non-agricultural incomes which covers hardly
less than 1 per cent of the total population. This is much low as compared to other

countries. In the USA, for instance. over 60 per cent of the population is income taxpayers.

In the UK nearly 40 per cent of the population pays income tax. During 199(0-91, income
tax revenue in India amounted to ¥ 5,371 crores which constituted merely 1.6 per cent of
non-agricultural income, whereas the gross domestic product from non-agricultural
sectors accounted to 70 per cent of total GDP.

With the progress of economy, however, it is desirable that the contribution of
direct taxes in the government revenue should rise. That is to say, direct taxes must be
income-elastic in character. The following reasons may be listed in support of the gradual
mcrease in direct taxes in the developing countries.
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1. Reducing Inequalities: Direct taxes on account of thewr progressiveness will
serve as a means to reduce inequalities of mcome and wealth which is an important
cgalitarian goal of any welfare state.

2. Restricting Conspicuous Consumption: Direct taxes, by causing a reduction in
the disposable income of the rich section, will tend to check their high marginal
propensity to import and restnct their conspicuous consumption.

3. Mobhilisation of Resources: Direct taxes will mop up economic surplus from the
community and make it available to the government (o carry on its capital formation
process under planning.

4. Anti-inflationary: Direct taxes will help in arresting inflation by scissoring the
excessive purchasing power of the commumity.

5. Equitability: Direct taxes will lead 1o equity in distribution of tax burden, as they
conform (o the ability-to-pay prnciple.

6. Built-in flexibility: Direct taxes can be made income-elastic with an appropriate
tax structure, so they can serve as an mstrument of build-in fexibility m budget. Thus, as
an economic stabiliser, their role should not be underestimated in the developing
economy.

Significance of Indirect Taxes

In advanced countries, indirect taxes have relatively less significance in their tax
structure: OIn an average, indirect taxes in these countnes account for less than 4l per
cent of total revenue. In developed countries, the purpose of indirect tax is to catch the
general public within the tax net. In effect, thus the structure ol indirect taxation with
regressive implications is set up as a balancing factor against the progressive effect or
direct taxation in the community, In the less developed countries, however, indireci
taxation constitutes the mainstay of public revenue. In most of these countries, on an
average more than 70 per cent of tax revenue is collected through commodity taxation,

Data in Table 3.1.8 reveal a rising tread of tax revenue through inereasing share of
indirect taxation in India from 65 per cent in 1950-31 to 86 per cent in 1989-90. Indirect
tax revenue as percentage of GNP rose from 4.6 1o 15 during this period.

A less developed country like has a very low per capita mcome as well as a wide
gap of inequalities of income and wealth. The relatively rich section of the community is
very small, while the masses are poor. In view of the mited scope Tor direct taxes, thus,
a poor country like India has no alternative but to resort to indirect taxes for tapping more
resources required Tor the developmental planning progranmmes.

As Dr. Chelliah puts, the structure of indirect taxation in less developed countries
has to be designed with the same objectives as direct taxation in advanced countries. In
specific terms, indirect taxes in these countries should be confined to the following
objectives:

1. Broadening Tax Base: To broaden the tax net, so as {o reach the masses who are
exempt from direct tax habilities such a income tax. Thus, by broadening the tax net, the
objective is 1o raise resources for increased public spendings.
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2. Check on Consumption: To curb, the high margnal propensity 1o consumcr and
enhance ihe marginal propensiny o save of the community a1 large, Basically, commodity
laxes must be devised (o check potential imcrease in consumpiion rather than to curiail the
exishing consumplion level of the masses.

3. Minimisation on Resources: To mumimise the negualities m the standard of
consumption and luxuries meani for the rich classes, al a highly progressive mate and
subsidising the essential goods meant for the poor sections of the community.

4. Mobilisation on Resources: To assist om capital formation and economis
development. The mam purpase of commodily axalion o a poor country s o prooote
redl savings by curbing the mcrease m consumption from the rismg mmcome resulting
from an mcrease in pubhic imvestments. When the saving 15 so realised, resources will be
revepled for further capital formation which 15 the key 1o rapid cconomic development,
Thus, as Dr. Chellinh pus, “the role of mass commadity taxation 15 ol to raise the rate
of investment a1 any given moment; it 15 o prevent eonsumpbion from rising 25 much as
meome rises as a result of past investment™

Since the poor sections of 8 community has a high marginal propensity (o consume
when their mcome nises they tend to spend more on eonsamption. If the rise in aggregate
consumplion level is allowed, then the ineréase in productivity. under public invesiment s
fally absorbed by the mcreased consumpiion. By restraiming consumption, the moreased
productiviey will be made available for imvestment in capital goods indusiries.

Hence, it may be cautioned that articles of luxuries and comforts need only be taxed
fo curb their consumplion, bt necessaries of mass consumplion should not be taxed ns
far ns possible. Necessanes may be taxed only when there s & net increase m the per
capita oulpul of sech goods. However, necessaries shiould never Be taxiad at high rates, In
fact, the Taxation Enguiry Commission in India also suggested that articles of mass
consumplion may be tesed al lower rates 10 make the taxation broadbased; however,
semni-luxuries and luxuries should be taxed at fairly substantial rates. If this 1= done, the
regressiveness of mdirect taxation will be mummised.

In short, indirect taxes am at rasing the incremental saving ratio mn a developing
economy which would help the process of copital formation and acceleration of growth.

5. Dhiversificartion of Resources: To effectuate & puwrposefil diversification of

resources. Indirect taxes can be regarded as a uselul measure for the transter of

purchasing power from consumers’ class to the government who will make effective use
af these resources for capital formation and welfare-motivared public spendings. Again,
differential commodity taxation may cause a transfer of resources from nonessential o
esseniinl goods when the former are heavily taxed.

6. Protection: To provide protection to the domestic indusines, imporl duties are
wsually devised for this purpose in developing economies, India, for mstance, has
mposed heavy import duties on many items with the ohject of encouraging the
production of import substituies and protectng the growing domestic industnies from cut-
throat foreign competiion and also to conserve valuable forcign exchange reserves by
eurbing the propensity o import
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7. Corrective Measure for BOP Equilibrium: To help m correcting  the
diseguilibrium n the balance of payments. Impon duties are as such designed 1o curail
imports, thereby, thereby 1o mmprove the position of the balance of trade of the country

Thus, the consideration of profective and equilibram effects of import duties i3
more significant then their revenue effect inoa developing coonomy like India

O the iszue of indireet taxation in developing countrigs, the LINCTAD secretarial,
however, points oul that when the degree of mequalities of income is not so high n a
country, indirect fasation will contam equity o justice in the distribation of tax barden,
but if the problem of ineguality is serious, ndirect taxes prove (o be less equitable and
more regressive n effect. Again, the mpact of mdirect faxes on costs and price
sometimes may prove to be inflationary. Indian 13 a hiving example in this regard. In
recent vears, multi-stage sales wmx and excise doties have been imposed on many
industrial raw materals and finished goods. so that their prices have risen very high
which hag belied the hopes of improvement in the standard of living of the masses,

A1L15 COMPLIMENTARY ASPECT OF DIRECT AND INDIRECT
TAXES

Both the twpes of mxation oré necessary i order 10 frame the @y struciure most
equitably with productivity and etficiency, becanse one type of taxation mitigeies the
defects of another. I only diréct taxes are levied, the tax burden will lie on one group ol
taxpayers: the other exempted group or the 1ax evading group in the community as such
escapes from any sacrifice. Therefore, 1o distnbute the Ex burden equitably mdirect
taxation 15 needed. The poor income group which 15 exempted from direct taxes may be
faxed lightly through indirect faxation by taxng the essentml poods =t lower rages.
Smilarly, when the tax-evaders spend their concealed income on luxuries, they are
caught in the tax net when luxury mems are heavily taxed. Again, meome of many people
changes with time gaps, and it = very difficult to essess them at every shori-time interval.
This shortcoming s, howewver, overcome by the imposition of commodity laxes, as
consumption oatlay also changes with income, so tax 15 mmediately realised from the
mnereased income through andirect taxes. Further, some people may think of spending
more to escape from wealth tax by not converting their saving into wealth. Such people
will be caught m the net of commodity tazation. However, the scope of commadity txes
i5 limited, hecause their realisation depends on the consumer's spendings. Therefore, the
wealth accumulated by a person e existing economic equilibrium is greatly disturbed
when only direct taxes are levied. Becouse, the emergence of fnctional forces involved m
direct taxes such as ax evasion, x capitalisation, diffusion of wax, ete., are accentusted
a5 the taxpayers become more cautions dboul taxes, Imdirect taxes, however, tend 1o
minimis¢ these frictions, because these taxes are never directly fely, so  their
psychological smpact is less. Again, m paving commodity flaxes, land. buldmgs,
jewellertes, efe., may escape indirect taxation. To remove this drawback, direct taxes like
property tax or wealth tax may be levied

Moreover, the system of indirect taxes, apart from bemg complementary to direct
taxation, helps in reducing the frictional forces involved in the assessment of incomes
and the collecton of direct axes. The consumers also zet the benefit of consumption of
commodities; thus, the sausfaction so derived mitigates the dizutility contained n the tax
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pavment. Further, i mdirect toxetion there 15 less chance of cvading tax, since a
consumer cannol posipone his wamt of a commodity indefmiely in onder o escape
faxation. In the normal course, however, he would be willimg 1o pay the tax gladly 1o get
the goods and satisfy his desire, rather than suppress it, because he finds that his sacnfice
i foregoing the consumption of goods will be more than the dsutility involved i the
pavment of tax. Furthermore, unlike direct taxes, the burden of an mdirect WX & never
flly felt by the taxpavers as it is paid hit by bit in every consumption spending.

Above all, in commodity taxaton, the tax admanstrators do not have 1o bother
about comrect assessment of the income and wealth of taxpavers, hence there 5 the least
possibility of any bitterness or ill-feeling between taxpayers and the povemmiend.

Concluding Remarks

All modern writers unanimousty opine that, direct and indirect taxes under modern
public finance are complementary and ot conflicting with each other. With the growing
scope and need for increased public expenditure adequate pubhic revenue cannot be
abtamed either through divect taxes or through mdirect taxes alone, The exchequer has 1o
resort 1o bodh kinds of (axes. direct and indirect.

[0 15 dessurable 1o apparse and o ax all categories and all parts of natipnal income as
equitably as possible so that the least aggregate sacrifice = caused to the taxpayver and the
maximum revenue accruss to the state, I is obvious thai all mcomes of the community
canmot be brought within the purview of direct taxes. Indmect taxes succeed i faxing
incames which escape direct taxation.

In an ideal tax system, thus, the objects of taxabon should be achieved by a
qudicious wse of direct as well as indirect taves. The tax system in which both direet and
indirect taxes exist side by side 15 definitely better than one i which only one or the
other exists, It is sign of financial virtue 1o balance direct and indireet taxation in the
fiscal system. Gladstone, for instance, regarded these two types of taxes as “twoe atiractive
sisfers’ 10 whom an exchequer should be perfectly impartial,

We, however, cannot sugpest & perfect balance between direct and indirect taxes
a fizcal svstem for an underdeveloped country ke India As direct taxation has himited
scOpe [N poor countrics, mdirect taxation or commodity taxation plays on mporiant role
in the public finance of these countries. As e Iodian Texanon Enguiry Comimission
opines, in Indian public (nance, over and above an increase in dirgct faxation under
incame tax and estate duties, more and more relanee will have 1o be placed on indirect
taxation mainly through a further extension of excise duties and sales taxes. But the
Iadhan government must be warned against taxing necessanes further under the present
mflationary situation.

In shor, a well-onented system of taxation requires a combmation. m different
proportions, of direct and indirect taxes,

3.1.16 VALUE ADDED TAX (VAT)

The Value Added Tax (VAT) is becoming a globally popular phenomenon, Chver
100 countrigs. have already introduced it Most countries have adapted the VAT ot the
Central government level. In India, the VAT 15 introduced to the states level m 2005, OF
the 26 stades, 20 have accepled if, while 6 siates have opbed o remain alool
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The VAT 15 a tax on the consumption of goods and services. Essentially, 1 is
equivalent to a retail sales tax. However, following merits are claimed for the VAT:

(1) It would eliminate economic distortion from mput taxation,
(i) It is sel-monitoring and would serve as a helpful administration tool.

In practice. countries have enacted their VATs with different degrees of complexity.
Mali initially had a three-rate structure. Recently, it moved fo a single rate system. Ghana
introduced VAT with a single rate to replace its sales and service tax. The Philippines
initially introduced VAT on food and drinks served in restaurants at different rates.
Singapore maintains a low VAT rate. There is need o convert existing union CENVAT
into a manufacturer’s VAT, India needs a well-conceived fiscal sirategy of a co-ordinate
VAT system. A national VAT, comprising Central and State governments. should be the
ultimate goal (Shome, 2002).

BOX 3.1.1: HIGHLIGHT TO WHITE PAPER ON STATE-LEVEL
VALUE ADDED TAX (VAT)

* The VAT would eliminate cascading nature of sales tax.

o The existing multiple rates and taxes should be converged nfo a few rates and o single
VAT,

o Transparency 1n the system of tax adminisiration. Simple self~assessments and
departmental audit ean ensure it

= Rationglisation of taxes. To lower tax burden and higher fax revenues.

» Harmonise the design of State VAT,

s State VAT 10 have two basic rates of 4 per cent and 12.5 per cent and to cover 550
commodities. About 270 commodities will be under 4 per cent rate.

& 46 items. comprising of natural and unprocessed products in unorganiscd sectot, flems
legally barred from taxation and items having social implications, are exemp! from VAT,

e Gold and silver ornaments subject to a special VAT rate of 1 per cent and other
commodities to attract a general VAT rate of 12.5 per cent.

The taxes on goods, which include VAT, excise, countervailing duty and the like,
presently estimated to be around 33 per cent which 1s amongsi the highest m the world,
The government has levied service tax of 12.5 per cent on 90-0dd services. In a relative
sense, thus, fiscal environment 18 not 5o conducive to put India with a competitive
advantage on the global economic atlas.

J.1.17 FRINGE BENEFIT TAX (FBT)

Large corporate firms wsually provide fmnge henefits to the high-imcome
professionals in order to retain the talents in the interest of promoting business.

In modern business environment lalent management and keeping employee's
morale high is a must for the growth and success of the firm Fringe benefits are, thus,
required as an mtegral part of contributing to business development. In 2005 budget, the
government of India has introduced a new tax on the corporate sector called fringe
benefits tax (FBT). It is essentially meant to taxing perquisites that are disguised as fringe
henefits and escape tax.
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The Indian finance minister proposal to levy 30 percent taxes on a defined base of NOTES
the fringe benefits. As per recent circular from the finance ministry, the FBT at 30 per
cent is prescribed on items as in Table 3.1.4.

It follows that the Finance Ministry in India has re-categorised perquisites and
redefined their tax status as show in Tables 3.1 4.

TABLE 3.1.4: INDIA: FRINGE BENEFIT TAX (FBT) — 2005

Segment Amount of Expenses Effective Tax (%)
to Be Taxed (")
1 2 3
. Entertamnment 20 ]
2. Hospuality 20 ]
3 Conlerence 20 6
4. Sales Promotion, Publicity {Advertsement 20 i}
exempted)
5. Employees Welfare 20 6
6. Conveyance, Tour & Travel (Pharma, 2= 5 <15 >
Sofltware & Construction)
7. Hotel, Boarding & Lodging (Pharma, 20<5= 6=<135>
Software & Construction)
8. Repair, Vehicles for Staff 20 f
9. Telephone 20 fi
1. Schelarship 50 13

Source: Business Time, Times of Inda, 31-8-2005.

FBT Impact

FBT in India appears to have increased the burden on employers. But, in practice it
will ultimately be passed on to emplovees, by including FBT in the cost to company.
Perhaps, the government has failed to assume the incidence of taxation, as usual, and has
not taken any precaution to stop the shifting of the tax burden. Hence, in reality employees
may bear brunt of FBT in India. So far, medical reimbursement of up to ¥ 15,000 was tax
exempt. Not treating it as fringe benefit would attract a tax at 30 per cent on 20 per cent of
the reimbursed amount. That means, against the reimbursed of ¥ 15,000 now a tax of
T 900 is to be paid. Further, a medical reimbursement of ¥ 20,000 will imply FBT on
T 15,000 and the balance of ¥ 5,000 will be treated as the employee’s income to be taxed
at 30%.

Table 3.1.4 indicates that FBT will spare non-even scholarship is treated as a fringe
benefit 0 an employee who goes for improving his qualification with the company’s
support. Apparently, in Malaysian tax system, there 18 no such anomalies, so the
Malaysian employees are placed at a better position than Indian emplovee under the tax
regime.

The Indian FBT 1s affecting bottom lines in most sectors of the business. It 1s a
mixed bag as can be seen from the impact points described in Box 3.1.5.
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BOX 3.1.2: INDIA: FET IMPACT

ITmpact Mo lmpact

o Beope of FHT b include any expense | ¢ Foreign branches free from FBT impact
incurred  on the emplovess. amd  their
farmities extendsd 10 non-amployees

# Fowd and heverage served affer office bours | & Overseas smplovees nod impacied
to f2ll under FBT

o Expenditure on dealer meels ool considered | ¢ LTA of given as salary then not considerad
as FH1 as FHT

s Celebrity andorsements ¢ Travsport Allowanee (3 8000 and chaldren
education allowdnce under salary are
evempled, in-house rainimg ool ncluded
under FRT

#  Free sampling 1o atirect FET #  Deaber margms are nod (ninge benefi

¢ Ciroup health ansurance, of not o siatutory | = Ouisourced snarkel research oot Luable
obligahon, (o attract FBT

¢ Expendioure om books and perisdicals w | o Bonus points on eredil cands are not liable

emplovees 18 8 finge beacfit

Sorrce: Business Times, Tome of India, 51 -8=20005.

Indian fast moving consumers gonds companies (FMOC) like Hindustan lever Lid,
Dabut, Procior & Gamble, e, will be adversely affecied by the FBT lewvy o key
marketing function, such as celebrily endorsement, saleg promotion and sampling as
theze have nothing to do with emplovees One has to question the wisdom of the
government n treatmg samplng of products as fringe benefits. Laws relative to FBT
imply another addition and complication Lo the euisling taxation laws. There are several
anpmalics m FBT laws Surpnsingly, an cmplover having ony income (but only
gencrating loss) is lable for FBT. There are overlapping sections, Besides 16 iems have
been listed as deemed to are provided o emplovees that include use of elephone, gifts
und even nol only repairs of cars, but also depreciation as fringe bemelits, Executive on
sales production including publicity is mken as FET deemed 1o be provided o employees.
However, ne clearcut definifion of what is included in sales promotion and publicity s
provided. This will lead (o endless disputes and hgation.

Shipping firms are likely o face higher tox outge under the FBT on account of levy
application on conveyance, travels, branding and lndging expenses of crew members,
Group health cover will be costlier owing to FBT. Big branch mayv also rethink on
celebrity endorsement az brand ambassadors for sales promotion and publicity. 1t may so
happen like i the case of service tax on broadcasts that refused to pay and it was passed
on the advertisers, Same way agency outfitting the celebrity would have to cough up such
FBT. In short, FBT in India seems 0 be a penny-wise pound-foolish atempt of fiscal
mismanagement o raise revenve. It will muin the core competency of the Indian business
without amy substantial gain in public revenue.

The povemment™s intention on FBT 15 to curb tix avoidance through payment for
fringe benefits. Bul, there should be scope to allow reasonable business expenses such as
on trave], accommoadation, entertainment, @c. valuation 5 more imporan than (axation.
The government must value the phenomena mn the modern times rather than keeping s
foot on the obsolete standards of the past. In other countries, FBT is on fringe benefits
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than on direct =alames. In India, it 15 relatively high at 30 percent tax rate. The
government should avoid harmung the goose that lays golden cggs. Motivational aspects
of fringe benefits i jeopardised by undue FBT, In Indian fiscal management, the
government has yet to evolve & system of taxation that will be fair and equitable and not
merely eyeing on revenue, {Parthasarathy, 2005)

J.LIBSUMMARY

The income of the povernment through all sources is called public income or public
revenue, According 1o Dalton, however, the term “public income™ has two senses wide
and narrow. In its wider sense, il includes all the incomes or receipts which & pubhc
authority may secure during any period of time

The necessity of public revenue 15, of course, due 1o the needs of public expenditure,
The size of public revenue i thus determined by the volume of public expenditure.

The government has to find sutficient money for discharging is functions, There 1s
ihus a tendency om ihe part of the modem governments o increase the public revenue, by
tapping all possible sources, Rismg of more prblic revenue implies creating disutility for
taxpavers. The process, thus, tends 1o affect the social welfare adversely, Public authority
works for the common benefit and to carry out their functions properly thev need
adeguate revense for spending. Thus, the norm that the government winich taxes least and
spends least in not very =ound in the modern times, A welfare govemment 15 perfectly
Justified m rasing large revenue from s people. It servies a3 an essential Gacal measure
for achieving socil justce and economic equality. But taxing the rcher section of
commvumity more heavily, the siate can subdue the pressure of excessive purchasing
power from ihe economy, thus, helpmg in curbimg. the inflationary forces and by an
appropriate public spending can transfer this purchasing power for the benefit of the poot,
thereby mcreasing the general economic welfane.

A Tund rased through the varons taxes 15 referred 10 as lax revenoe, Taxes are
compulaory contributions imposed by the govermment on s citizens to mest its general
expenses incurred for the common good, wathout any corresponding benefits to the

taxpaver.

Seligman defines o tax thus: A tx 15 a compulsory contribution Irom a person to the
government to defray the expenses mcurred n the common mierest of all, without
reference 1o special beacfits conferred.

The main characieristic featres of a fax arg as follows: (0 A (ax B 3 compulsory
pavment to be paid by the citueens who are Bable to pay 1L i) There 18 no direct guid pro
guo between the taxpaver and the public authonty. (i) A fax 15 levied to meet public
spending incurred by (he povernment in the general interest of the nation. (vl A tax 15
pavable regularly and periodically as determined by the taxing authority

Publi¢ income received through the administration, commercial enterprises, gifts
and grants are the source of non-tax revenues to the government. Thus, non-tax revenue
inclode: (1) Admimstrative revenoe: (i) Profil from siate enterprises; and (i) Gifts and
g’E.ﬂlS-

NOTES



14

Prisciples af Public Finance amd Fiscal Policy

NOTES

A scientific classification enables us to know in what respects these vanous sources
resemble one another and in what ways they differ. OfF the various classifications of
pubbic revenue avanlable in economic liferature, we shall review the following fwo major
clagsifications.

Taxes are subdivided into: (i) Taxes i the ordinary sense; (6) Tnbutes and
indermnities; (i} Compulsory loans: and (iv) Pecuniary penalties for offences.

Price are subdivided mio: (1) Receipla from public property passively held, such as
rents received from the tenanis of publc lands; (0} Receipts from public enterprises
charging competitive mies; (i) Fees or payments charped for rendering administrative
services, such as hirth and death registration fees; and (iv) Voluntary public debl.

I'he direct taxes of the Government of India are; (i) Income tax, (1) Caprtal gains
tax, (iii) Estate duty, {ivy Wealth ax, (v) Gift s, (vi) Expenditure tax, (vii) Company
taxes.

The principle has many shottcomings: (i) 11 15 ol 20 easy o estimabe the cost of
povemment service or social goods made available © gach mdividual taxpayer, It is
difficalt 1o find any precise measurement of the costs and sharing of such cosis in most of
the indivisible public services such as defense, police, ete. (1) 115 not in conformity with
the definmion of tax. A tax = nol & pace. (i) The principle seems (o apply that the ciliren
i5 a1 liberty to refuse the public services offered to him and escape tax payment. (vi) It
imposes undesirable limitations on the scope and scale of the public services. (v) 1L goes
against the norms of welfare. If cost is the base of taxation, government cannol provide
froe educotion and medical care 1o the poor seclion.

The concept of taxable capacity 15 essentially connected with the doctrine of ability
o pay. Taxable capacity refers fo “the maxamum fax which might be collectad from a
particular taxpayer or a group of taxpavers.” The termn “taxable capacity” ordinarily
refers fo the maximem capecily of 8 commumity o0 bear taxes without much hardship,
The base and tex rate together determine f@x revenue rased by the government, The item
of etonomic activity on which the tax is levied by the government 15 refermed 1o as the tix
base. Income, consumption and wealth are the major economic bases of taxabon

Sehigman amgd Dalton represent a traditional view of the concept of incidenee. In a
traditional sense, the ultimate point of tax burden is referred o a5 tax incidence. In the
traditional noton of meidence of taxabon, we have three distnct but interrelated terms,
namely, impact, shifting and incidence, which comrespond respectively, to the imposition,
transfier, and settling of the tax: As Selipman puts it, the impact is the initial phenomenon,
shifting, the intermediate process, and meidence 15 the result

A proportional tex svstem, however, does nol cause any change in the relative
postiion of taxpayers, so it will be neutral m effect on the distnbution of mcome. In a
wity, it may also tend to accentuate inegualities, since under proportional tax rabes; the
direct real burden would be heavier upon the lower income groups. So is the case with a
mildly progressive tax system which also imposes a heavier direet real burden upon the
lower mcome closses.
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3.1.19 SELF ASSESSMENT QUESTIONS NI
l. Give the meaning and significance of Public Revenue
2. Discuss the term Tax Revenue
3. Explain in details the Non-tax Revenue.
4. Explain the classification of taxes.
3. State the varous sources of revenue for the Union Government in [ndia.
6. Explain the Benefit Principle of Taxation.
7. Explamn the Ability-to-pay Principle of Taxation,
8. What is Equity?
9. Explain the significance of the concept of Taxable Capacity.
10, Discuss the classification of direct and indirect taxes.
11. Explain the advantages and disadvantages of Direct and Indirect Taxation.
12, Explain the role of direct and indirect taxes in developing countries.
13 Explam various meidences of Income Tax.
14. Define Tax Burden and discuss its importance.
15. Explain the theories of shifting of Tax Burden.
16. Critically examine Musgrave’s views incidence and shifting of tax.



3.1.20 Key Terms

1.

10.

11.

12.

13

14.

Taxation: The process of levying taxes on individuals, businesses, and other entities by the
government to generate revenue.

Tax Revenue: The income collected by the government through various types of taxes, such
as income tax, sales tax, corporate tax, and property tax.

Direct Taxes: Taxes imposed directly on individuals or entities, such as income tax and
corporate tax.

Indirect Taxes: Taxes imposed on goods and services, where the burden of the tax can be
passed on to consumers, such as sales tax and value-added tax (VAT).

Progressive Taxation: A tax system in which the tax rate increases as the taxable amount
increases, aiming to impose a greater burden on higher-income individuals.

Regressive Taxation: A tax system in which the tax rate decreases as the taxable amount
increases, resulting in a higher burden on lower-income individuals.

Proportional Taxation: A tax system in which the tax rate remains constant regardless of
the taxpayer's income or wealth.

Tax Base: The value or quantity of goods, services, income, or wealth subject to taxation.

Tax Compliance: The degree to which taxpayers adhere to tax laws and regulations by
accurately reporting their income, deductions, and liabilities.

Tax Evasion: The illegal act of deliberately underreporting income, inflating deductions, or
hiding assets to reduce tax liability.

Tax Avoidance: The legal act of arranging one's affairs in a way that minimizes tax liability
within the bounds of the law.

User Charges: Fees or charges imposed by the government for the use of specific services or
facilities, such as tolls, parking fees, and entrance fees to national parks.

. Customs Duties: Taxes imposed on goods imported or exported between countries, often

used to protect domestic industries or generate revenue.

Excise Taxes: Taxes imposed on specific goods, such as alcohol, tobacco, gasoline, and
luxury items.
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4.1.1 INTRODUCTION

Public borrowing or public debt as an instrument of fiscal policy 1S of recent origin,
As mentioned in the Encyclopasdia Britanmica, public debt refers to “obhigations of
government, particularly those evidenced by secunties, to pay certmn sums (o the holders
at some future date.” In fact. public debt is considered when the government floats loans
and borrows fram the public. Government needs 1o biow when current revenue falls short
of public expenditisnes,

When a povernment rasses Ipans internally or externally from bank, individuals and
fmancial firms or workl's monetary msiutons or from OTeign govermmenis, it mours a
debt (hability), known as *public debt.” Public borrowing or public debt is an important
source of revenue to a8 modern government, It s, however, an mstrument for temporarily
avgmenting revenue of purchssing power in exchange for an obligation {under o promise)
on the part of the government to repay the principal sum borrowed plus a stipulated rote
of interest on i, as a specified future date, In fact, the mstruments of public borrowings
are in the foem of varows tvpes of government bonds amd securities. A government bood
of a povernmen! security paper i a form of written promise to pay, made by the
government o ihe lender of capital. Since the state being soversign, an ordinary
promissory note or 2 commercial agreément or a public bond cannot be subject 1o the
ordimary legal processes, except under conditions which if iself prescnbes, and even if it
be so, since it is supreme, the state must be the sole judge in it own case. Henee, the
suceess of public borrowing programme very much depends on the conlidence the people
have in the povernment and its policies.

The proceeds from public borrowings constitute the revenue of a capital nature
while the provigion of for their payment, and servicmg should be regarded a8 an
expenditure of a capital nature, in any budget. The payment of mterest on loans bormowed
15, however, & charge on the révenue account of the budget.

Sources of Public Borrowings

There aré two major sources of public borrowings: (i) mlemal and (i) external,
Internally, the government may borrow from citizens, commercial banks, other financial
insfiutions in the money markel and fom the ceniral bank. The state may also bormow
from exiernal sources, from individuals, and banks of foreign countrigs, foréagn
governments and intérnational institutions.

An important difference between public debt and private debt 15 that the povate

debnts s owned by one distingt economie wnit {firm or household) to ancther, while pablic
debis s owned by an ecomymic unit W its COMponent parts.

Objects of Public Borrowings
The lollowing are the ebjects of public bormowings:
. To 61l up the gap belween anlicipated public expenditure and current public

=t =11 ]=H
2 To seize away excessive purchasing power from the public during an
inflationary period.
i Toovercome depression by spending more through the creation of public debt.
4, To hinance developmenial plans,
I'o meet war finance.

ol

NOTES
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4.1.2 NECESSITY OF PUBLIC DEBT TRENDS IN PUBLIC DERT

A public debt in modern tmes constitules an imporiant part of the ol asses
{public and private) created i the economy. For financmg the ever-increasing public
expenditures, huge loans (internal &5 well as external) are floated by the govemments
from time to time, with the result that huge national debts have become a prominent
feature of modern public fnance. Till recent times, public debi was nol assigned any
significance in public Gnance. The classical school of theough, in fact, was pursung a
policy of balanced budget and therefore debt creation activity of a state was regarded as
of little imperance in (heir analysis. Al the most, they approved only a sell=liquidating
public loan in nevitable circumstances. 11 was, however, during the penod of the Second
Waorld War that the technique of pubbe debt was recognised as an important method in
war finance. Now, the public debt policy has been universally accepted as a method of
finencing the economic development of the country.

In modermn economics, the public debt criterion is perfectly justified in the fillowing
A TR EATY

1. During War Period: Modem economice is very costly and cannit be entirely
financed through laxation messures. For, i axes alone aré used, production will be
adversely affected under heavy direct taxes and fixed mmcome groups will be hit hard
when indirect faxes ane enhanced. Public bormowings will not have such dire
consequences. Creation of public debl i, thus, a better and easier method 15 collecting
revenue and transferring resources from the civilian to the military sector.

2, In Times of Depression: Public debt ereation is considered very significant to
remmedy a depression. For, during a depression, morease in taxes will have an adverse
effect on mcentive to work and invest. But, if the povernment wkes up public invesiment,
financed by borrowing especially from the banking sectoF, employvment, income and
level of effective demand will hove o cumulative expansion Moreover, during a
depression, loanable fund 15 in excess supply, which can be fruntfully exploited through
eovernment borrowings which would also help in sustaiming the capital markets,

4. To Meet Unprecedented Expenses: A govemnment may have to bormmow for
financang a sudden rise moas expenditure required to meel cerain fortuitous event like
floods, fammes, epidemics eic. necessitating reliel works.

4. To Curb Inflation: Public borrowing may be regarded as a means to reliove the
pressure of inflationary spical in the economy, as by raising public leans the govermment
absorbs the excessive spending power from the subscribers, Bur, as many modern
economists nghtly feel, taxation would be a better anti-inflationary measure as compared
to public debts, because m public borrowing the Labilities of the govemment increase, il
the government does not use the borrowed sums. But, the surplus of tax revenues can
very well be left idle m the siate treasury 1o curh inflationary pressure in the economy

5 As Development Finance: Mostly the developing countnics in view of low
taxable capacity of the cconomy and less domestic resources avalable for development
purposes, resorl 1o intermal and external borrowings &8s an smporianl soarce of
development finance. For effecting rapid cepital formaton and accelerating (he tempo of
industrialisation, India, for mstance has resorled (o pubhe loans w0 o greater extent m
recent years. Under economic planning, public borrowing, thus constitutes an impaortunt
financial resouce. In advameed countries, wo, the governments resort 10 bormowings v
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constructing capital equipments and public works programmes such as development of
roads, irrgation, power houses, eic. In this way, public loan are being productively used.

Further, m development finance. debt creation activity has less administrative and
na politieal difficulies than in adopting o policy of wx rates enhancement. Keynes,
however, has suggested defient financing as an alternative. But compared to deficit
Mnancing (printing more netes), debt enterion 5 a better and morg direst method of
trenslerring the real resources rom the private 1o the public sector. Public borrowing has
an immediate direct éffect on resiraming private spending on consumplion of investments,
whereas deficit financing carmies with it an inflationary potentality which iz sometimes
barmful o zrowth, especially in a less developed economy which s confronted with
many ahstacles in the way of progress

Since the imception of planning in our country there has been a mounting growth of
public debt, Public homrowings, shor-term as well as long-term are regarded as important
sources of fimancing the country’'s Five Year Plans.

External debt represenis a claim of foreigners agamst the real mecome (GMP) of the
eountry, when it borrows from sther couniries oF intemational Nnangial inatitutions such
a5 the International Monetary Funds or the World Bank and has to repay at the time of
maturily.

External public debt permits import or real resources. It enables the country to
conzume more than it produces,

The following pomts of distinetion between mtemal and external debt are
malewnrthy:

. An intermal loan may be voluniary of compulsory, but an external loan is
niormally voluntary in nature. Only in the case of a colony, an external loan cin
be raised by compalsion.

An internal loan 15 contrellable and can be estimated beforchand with certaimty
while extermal loans are always uncertain and connotl be estimated so
confidently. Its relation 15 very much conditioned by international politics and
foreign policies of the lending government

3. Intemal loan 1s in terms of the domestc currency, while external loans are m

terms of foreign currencies.

_|-.|-

4.1.3 ECONOMIC EFFECTS OF PUBLIC BORROWINGS

The economic effects of public bomowing, by and large, differ with the differem
sources of bormowed Amds. An elucidation of this may be made as follows:

I. When the governmenl borrows from the general public, purchasing power —
hence the real resources — are transferred from the private hands to the public hands.
This would tend to curb consumption as well a5 mvestment in the privale sector. Thus,
public borrowings from individuals within the country can have a deflationary or anti-
inflatienary impact on the economy. Particularly when the government incurs a long-1erm
debt, the cash balances — highly hguid assets — m the hands of individuals will be
reduced, thereby reducing their spending capacity, which would serve as a pood anti-
inflatienary measure. Normally, however, the sale of government bonds to individuals

NOTES
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will not affect their consumption or business expansion much, if the bonds are absorbed
out of the idle cash balances.

2. The government bonds n & country are also purchased by the non-banking
financial msivions ke insurance companies, irusis ee., bacouse of ther high order of
security and their quick negotiability and hiquidity attributes. But, by and large, such
institutions prefer equily rather than government bonds on account of the Btter™s Tower
mnterest rale. Thus, non-banking fmancial mstiton myvest in government bonds only #
order 1o reduce thewr cash holdings.

Anyway, when non-banking financial intermediaries subseribe more to the
government lodns, 1o that extent tbar leadings 1o the private sector 5 reduced. With the
decline of availability of loanable funds in the money market, thus, the rate of interest
may tend o rise. Conscguently, with a given marginal efficiency of capital, the volume
of mvestment may tend to decline, In this way a contradictory effect mav be visuahsed
om account of the public borrowmgs. I, however, the subscription to the government
loans mvolves merely mansfer of wdle cash resources or high excess reserves from these
nstiutions, which will be productively used in the public sector, it will penerate as
expansionary effect.

Further, as comparad to taxaton, public borrowings from non-banking financial
institutions or individuals are normally less deflationary in effect, because taxation
affects both the size and compostion of privately-held assets, while borrowing alfects
oaly the composition of the assets:

3. In a way, 8 a stme borrowing from commercial banks, when the banks
subscnbe to government loans. Such borrowings, however, lead to an addition in the
quantum of money supply in the country. For, when the commercial banks purchase
government bonds, they will credit the account of government, through derivative
deposiiz agamst which cheques may be dravwn. Such derivative deposilz are created from
the expcess reserve funds realised through primary deposits, But, in the banking syatem ag
# while, the process would generate o multiple of such credil ereation, depending upon
the reserve mtio, other things beng equal. Moreover, i purchasing government bonds
the commercial banks will have enough of hguidity as compared (o direct loans given 1o
the priviite sector. Bonds can serve as collateral for borrowings from the central bank or
they can be sold in the open market, under eredit stringency. Banks, thus, by selling the
bonds or using them as collateral for additionnl reserves, would be in a better position
than before purchasmg the government securities. As such, they woulkd be n a stronger
position to expand ther credit eriterion activity. In fact, such expansionary monetary
effects of government borrowings from banks 5 due to the et that loans o government
(Le., purchazer of government bonds) have o been substituted for advances made to the
private seclor. As o matter of fact, borrowings from banks under conditions which
eftectively make bank boldings of governmen! bonds and securities redeemable nullify
the possibilities of contracting eredit through igh reserve requiniments

If, however, banks as & rule are unable to use povemment securtties for bomowing
from the central bank, then the purchase of government securities will be ot the cost of
potential Ioans o the private sector, Then, there wall be diversion and distribution of bank
advances. But, in such a case the banks would normally refrain from investing much in
the govemment securities. as it would weaken their bquidity position.
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Mormally, however, when banks subscribe to the government loans out of excess
fumds, without any reduciion in the loans o the privale sector, there s 8 nel Increase
ihe supply of credit money. When this addibonal bank credit money & expended by the
povernment, nllatwonary pressures will be generated, if the economy B alréady m
equilibrium of full employment level, or if there are bottlenecks prevailmg i the
economy, On the other hand, public borrowings from banks can very well be used as an
anti-intlationary tool, due to the nflationary potential contained in the bank crodit
EXPAnSIOn.

4, Similarly, when the central bank subscnbes 1o the government loans, which wall
be paid out to its creditors by the government, it i5, in effect, analogows o printing more
notes. As such, the money supply would increase. When the cash with public rises in the
provess of ransschions, il may go (o the commercial banks, thereby inereasing their
reserve funds and credit-creating capacity, so that the oxpansion of eredit may take place,
generating a further infMlationary pressure.

5. External borrowings are the helpful m many wavs. Thev can be used to procure
delence equipment, olberwase ool possable with low foreign exchange reserves. They can
also be used for implementing development projects or for paying off adverse balance of
pavments,

Today, International Monetary Fund (IMF), International Bank of Reconstruction
and Development (IBRD), or World Bank, International Finance Corporation (IFC), and
Inmternational Development Association (104 ) are the major mstitutions which give short-
term eredits o various governments for overcoming their temporary balance of payments
difficultics and long-term loans for development purposes. Morcover, povemments of
developed countnes giveassistance Mor development progects of s developed countries.
For economic planning and capital formation, thus, extermal debi serves as an important
Farm of resources o many developing countries.

Foreign loans can influence both consumption and mvestment favourably. They can
be wsed o OGmance imports and when they consist of consumer goods, the scarcily 18
overcome 5o that mflationary pressure owing o shortage of goods may be checked.
Industnalisation of a country can be accelerated by import of capital goods and technical
know-how by uzing such loans. But, of course, the foreign loans nsed for purchasing war
equipments or e conspicucus consumption cannot have amy healthy effect on domesiic
Myestments.

4.1.4 FORMS OF PUBLIC DEBT

Covernmenl loams differ from one anedher in many ways, The differences anse on
gecount of many factors such as categones of market in which the loans foated,
conditions of repayment, purpose of bormowing, etc. Different forms or classification of
public debt have been laid down as follows:

(i} Infernal and External Db

(iiy Productive amd Unproductive Dihi,

fiii) Redeemable and liredeemable Debl

(1v) Short-term foatimg loans, Medium-term loans, and Long-term loans
(v} Funded and Unfunded Debil,

{vi) WValuntary and Compulsory Loans.

NOTES
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(i) Internal amd External Debt: According 10 the place of floatatton of a
eovernmenl loan, public deb i commenly classified as imemal or external, Internal debr
refers o the government loans Moated m the capital markeis within the polibical
boundaries of a country. Its subseribers are citizens or mstitutions of the country. When,
however, a public loan 15 floated in the foreign capital markets and is subsenbed o by
foreign individeals, foreign governments or miernational financial instilutions, i i called
an external debt. In short, loans Moated within the eountry are called internal debts and
those oated cuizide the country are referred 1o os external debis.

An mporiant feature of external debt 15, that usually foreign exchange resources of
the borrowing country increase when the loans are received in terms of foreign currencies.
But, when there 15 repayment of such loans, or for debt servicmg charges, foreign
exchange reserve is depleted 1o that exient Sometimes, however, external loans are
repayable m the borrowang coumiry’s domestic cumency, so that foreign exchange
resohrees are least afected, For instance, in the post-independence peried. India has
received loans from the USA under PAL 480, which are repayable in [ndian rupees

Simce under interml debis, borrowing takes place wathmn the coumiry, the ovalabihiy
of il resources does not arse. Simply, the resowrces are transferred from the
bondhelders — individualks and institutions — 1o the pubbe treasury, and the govermment
can spend ihese for public purposes, Similarly, payment of interest and repayment of
principal of intermal loans would transfer resources from taxpayers 1o bondbolders. An
internally held public deba, thus, represents only a commitment to effect a certain transfer
of purchasing power among the people within the country, I has, therefore, no direct net
money burden as such. It amounts to only a redistribution of mcome i the community
from one section o the other.

External debt, on the other hand. leads 1o a transfer of wealth from the lender nation
o the borrower nation, When a boan 5 made through the means of external loans, the
resources avatlable to the borrowing nation merease. However, when @ foreign loan is
repaid or interest i pand on such loans, there would be d transfer of resources from the
debtor Lo the creditor countries, causmg a decline n total resources of the debtor country
To eover the inferest and repavment of the principal of an exiernal loon, the debior
government has to curtail its expendiure m the future or reduce private spending by
inereasing taxanen, thus cutting the wse of resources al home,

However. for a developing country like India, foreign loans are of immense help. as
they will supplement the available domestic resources for capital Tormation  and
accelente industrialisation by enabling 11 to acquire foreipn technical know-how.

(i} Productive and Unproductive Debt: Public debl 5 sad o be productive o
reprocluctive when government loans are nvested i productive assels or enterprises such
as ratbways, rrigation, multiparpose prigects, ele,, which yield a sufficient income to the
puhhc authority to pay oot aonoal meerest on the deht as well as help m repaving the
principal in the long-run. Az such, o productive public debl is self-liquidating in nature,
s0 the commumnity expeniences no net burden of such debt.

An unprodective debi, one the otheér hand, s ong which does noi add o (he
productive assets of a country, When the government bormrows for unproductive purposes
like fimancing a war, of for lavish expenditure on public sdministration, &@e,, such public
loans are roparded as unproductive. Unproductive loans do not add to the productive
copacily of the econpmy, 8o they are ol self=liguidating Unproductve public loans thus
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cast o net burden on the community, as for their servicmg and repayment purpose,
govermment will have o resort to addisonal tasation

(i) Redeemahle and Irredeemable Debts: On the critena of matrty. public
debiz may be classified as redeemable or drredeemable. Loans which the povernment
promise (o pay off at some future date are called redeemable debis. For redeemahle debis,
thus, the governmen! has 10 make some amangement for their repayment. They are,
therefore, terminable loans. Whereas loans for which no promise s made by the
povernment regarding the exact date of matunty, and all that the government does 15 Lo
agree o pay interest regularly for the bonds issues. are called irredeemable debts. Their
maturily period 5 not fixed They are generally of long duration, Under such loans,
society 18 hurdened with a perpetual debt, as taxpavers would have to pay heavily in the
end. Therefore, redeemable debis are preferred on prounds of sound finance and

CONVENLENee,

(iv) Short-term, Mediwm-term and Long-term  Loans: According o ther
duration, redeemable loans many further be classified as: short-term. medium-term or
long-term debts, Shori-term debis mature within o short-peniod of 3 10 9 months. For
mstance, Treasury Bills are in instrument of credit extensively used as means of shor-
term {usually 90 davs) borrowing by the government, generally for covering lemporary
delicits n the budgets. Interest rates on such loans are generally low,

Long-term debts, on the other hand, are thosé repavable after-a long period of time;
generally 110 vears or more. For development fmance, such loans are usually rased by the
government, Long-term loans gsually bear o high rote of interast, Similarly, loans of
modium-lerm {in between short-term and long-term) are floated by the government,
bearing intermediate interest rates. For war finance, or (0 meet expenditure on education,
health, reliel work, eic., such loans are generally obiained.

(v) Funded and Unfonded Debt: Funded detn s, in fac, a long-term debd,
exceeding the duration of at least a vear.

It compromises of securities which are marketable on the stock exchange. Funded
debt in its proper sense 5. however, an obligation to pay a fixed sum of mterest. subject
fo an oplion of the povernment o repay the poncipal. In such debis, the credsior
hondhalder has no nght to anything but the interest,

Unfunded debis, on the other hand, are for & comparatively short duration. They are
generally redeemable within a year. Unfunded debts are, thus. mcurred alwavs m
anticipation of public revense, a emporary measure to meet current needs

(vi) Yoluntary and Compulsory Loans: [n democmtic secety usually pubbe [oons
are willingly and voluntarily subscribed by the citizens, banks and other linancial
instructions. Such loans are described as voluntary publhic debis. Voluntary loans are
subscribed to by the people according to their ahility, will and convenience. In a
democratic state, normally, public debt is of voluntary nature.

Sometimes, however, & public Toan may be compulsorily subscribed 1o, just like
taxation. Such loans are knows as compulsory [oans. They are resoried to only m
exceptional circumstances. For instance, in England during the 17th century, forced loans
were floated by the government. Generally, the rale of mterest pavable on compulsory
loars & lower than on voluntary loans. A compulsory loan, thas, resembles a tax, but
differs in one respect, in that unlike a tax it s subject 1o payment of mterest and
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repayment of the principal at a future date. It 15, however, a rare phenomenon in modern
public finance.

4.1.5 GROWTH OF PUBLIC DEBT IN INDIA

India’s public debt consists of current market loans raised through issue of bond and
securitics, prize bonds 15-year Annuity Deposit Certificates. as hoc treasury bills 1ssues
to the Reserve Bank, State Governments, State Bank of India and other msttutions,
treasury bills issued to general public, non-negotiable and non-interest bearing securities
issued to the international financial institutions for raising external loans and direct loans
form foreign governments. In addition, there are unfunded habilities of the Government
of India comprised of deposits under small savings, post office savings bank deposits,
post office cash certificates, cumulative time deposits, national saving certificates,
mncome tax annuity certificates, State Provident Funds, Public Provident Funds. etc.

In 1950-51, the central government borrow T 2,054 crores. lts borrowing has now
increased to almost by 16 per cent in 1979-80, amounting 10X 34,116 crores. Throughout

the period 1950-51 — 1990-91, India has an upward trend of public debt, as is evident
from Table 4.1.1.

TABLE 4.1.1: TREND OF GOYERNMENT OF INDIA'S DEBT

< Crore)
Year Liabilities as at | Internal Debt External Debt Total Debt Debt-GNIP
the end of March Ratio*
1950-51 2022 iz 2.054 230
1960-61 3978 1001 4979 328
1970-71 7464 6,577 4041 356
1980-81 30,864 11.298 42 165 343
1990-9] 154,004 31,525 . 185,529 398
1991-92 (R) 11,72,750 35,501 | 205 605 384
1992-93 (R} 1,99 100 34565 ! 228 101 374
199394 (R) 245712 45812 | 288621 416
1994-95 (B) 266467 49 508 | 327 (on —
199596 (R) 553,044 52666 | 605719 =

R = Revised Estimate B = Budget Estimate
* Total Debt/GNP at factor cost at current prices.

Source: GOL, Economic Survey 1992-93, and CMIE’s Basic Statistics Vol 1 and
RBI, Report on Currency and Finance 1995-96 and 1996-97.

Increasing resort to borrowings over the years has led to a continuous rise in the
Centre's total debt — internal as well as external. Government of India’s total debt as a
percentage of country's Gross National Product has increased steeply and nearly doubled
from 23 per cent in 1930-31 to 40 per cent in 1983-90. In 1991-92. it is worked out at
38.4 per cent.
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The enormous growth of public debt in India may be accounted for the following

reasons:

(1) Ruse in plan expenditure. As compared to 1950-51, the annual plan investment
has increased more than 15 times in 1979-80. During the 7th plan, public
sector outlay was ¥ 221,436 crores. The 8th Plan envisages public sector
outlay of T 4,34, 100 crores.

(n) Defence expenditure has also increased considerably from ¥ 164 crores in
1950-51 10 T 3,004 erores in 1979-80 and further 10 ¥ 17 350 crores in 1991-92.

(iii) Rising administrative costs on account of the rise in pay-scale and dearness
allowances to the government stafT.

(iv) Increase in grants and aids provided to the state governments from time to time
according to the recommendations of the Finance Commissions. In fact, central
assistance to states has gone up from ¥ 16 ¢rores in 1950-51 to T 2,270 crores
n 1978-79 and further to ¥ 14,166 crores in 1991-92.

(v) Rise in debt servicing charges which have gone up from ¥ 37 crores in 1950-51
to ¥ 975 crores in 1973-74 and further to ¥ 32,000 crores in 1992-93,

(vi) Rising prices level has also been responsible for the increase in public
expenditure.

When public expenditure has exceeded the revenue estimates in the budget, there
was no alternative for the government except public borrowings and deficit financing,

Data is Table 4.1.2, provides details of India’s public debt position over the years.
TABLE 4.1.2: INDIA’S PUBLIC DEBT: OUTSTANDING LIABILITIES OF

CENTRAL GOVERNMENT
Year | Intemal Of which Small Other | Heserves Total Extternal Total
[end- debt savings, |accounts | fundsand | internal | labalities | liabilities
Mareh) dieposits depesity | Habilities (9+110
& {2+6+T+8)
provident
funds

Market | 90-day | 1825364-
logns | mreasury | day
bills | trepsury

1 2 3 4 3 & T L3 2 10 11

19u0- | 1.540:04 T05.20 653 1078 61771 45336 21922 183033 | 66319 | 344547

2000- | 03698 | 428793 18,76 16296 | 96343 | 144020 ( 58535 L 1025.90 | 1,899.00 | 12,925 84

2001- | 2.130.61 | 516517 | 5047 19584 | 144511 | 164157 73133 [2.948:62 | 199639 | 1494501

2002- | 1020689 | 619105 36,73 | 26122 | 226400 | 172374 [ BO1Z6 | 14995859 | | 960 6T | L6356.56
3

005« | 1141706 | 707265 7184 26132 | ZRRATE | 1680 | 92376 1690554 | 1,841 77 | 1874731

2= | 12759T) | TAR995 | B338 | 2604% | 34T | LMAL0T | 92989 | 1033544 | | 91182 21247 26

03
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2005 | 1389758 | B.623.70 | 163.64 | 35785 | 479760 | 186021 [ 109462 | 2065902 | 194070 | 2359972

2006- [ 1544975 [ 972801 | 30802 | 42625 | 539450 | 2.201.60 | 131293 .’.4.353.%"2,1}]1.99 26,370,749
a7

2007- | 1799651 | 1104564 | 303.71 | 41381 | 553620 | 243508] | 127043 | 27235395 | 2 1(0.86 | 29 354.8]
0%

2008~ | 20019541 [ 1338194 75595 | 657311 | 553518 (3340591 | 1 28682 | 3036032 | 264062 ( 3.3001.94
U

2000 | 2328330 (1746609 71549 [ 62993 | 620627 | 327457 | 119453 | 23977 | 2493 06 | 3645183
Lo

T

2000- (2667115 (2072033 ( 70391 | 64479 | 680561 | 304697 | 1 28762 | 3THIL3S | 271570 | 40 527.05
L1

2007~ | 3202417 | 25084 47 | 1 34429 [ 142768 | 684561 | 286164 | 127628 | 4300765 | 293377 | 45.94] 42

12

2012 [ 3743658 [ 2987447 [ 129429 ) L36768 | 696561 | 271071 | 135084 | 484720

13

Note : 1. Data for 2011-12 are Revised Estimate and data for 2012-13 are Budget estimates.
2. External Liabilities are calculated at current exchange rate.
3. Sharp decline in 91-day treasury bills 15 on account of conversion of ad hoc treasury
bills into special securities in Year [997-98.
4. Intemmal Debt Data from 2004-05 to 2012-13 include habilities on accouni of Market
Stabilisation Scheme (MSS)
Also see Note on Tables.
Source: Budget document of the Government of India.

A basic truth of fiscal management is that if in a country the tax revenue 1s not
reflecting buoyancy and fails to keep pace with the expending expenditure of the
government, nevitally there the gap is financed through deficit n the budget, Data m
Table 4.1.2 suggest that in recent years lax-revenue to total expenditure (TR - TE) Ratio
of the central government of India declined from 60 per cent in 2006-07 to 46 per cent in
2010-11.

The government of India has resorted in financing its massive public expenditure
through heavy does of public borrowing. During 2007-08 to 2011-12, for instance the
government expenditure increased by annual 75 per cent implying a 15 per cent annual
rate of growth on an average. On the other hand, during this period. the amount of public
debt had a quanium jump estimated to be around 225 per cent annual growth rate of
public borrowing. The propelling [orce behind excessively rising public spending in India
may be atributed to political decision of the populist government. Furthermore, the
course of public spending is never optionally employed and utihzed for unproductive
purpose reflecting no positive impact - on real economic growth of the country. There is
political expediency rather than fiscal prudence behind the fast rising growth of public
expenditure.

Against the rising public expenditure withoul - corresponding revenue generation,
invelved nsing government deficits over the years. This lead to an excess burden on the
economy which cannot the tolerated without - limit in the long run. Huge public debt -
accumulation has threatened the economic stabilization of the western countries.
Presently, though one may assume that media's debt - position presently may not be
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alorming its centuinment and consolidation of fiscal deficits is inevitable to aveid il-
coommic effects, such as lowering economic growih, lower real income, higher nisk of
Imancial and economic crisis { Mathur, 200 2)

4.1.0 BURDEN OF PUBLIC DEBT

The burden of national debt refers 1o the sacrifice it will impose on the community
through a rise n laxation, necessilated at the time of repayment and [or paying the annual
interests on the government loans. This burden may be direct, indirect, monetary or real,
ard it may end to fall either on the preseal or somelmes on the future generaton. Direct
maoney burden i measured by the extent of money payment involved and the rse in
taxation needed. Direct real burden is equal to the loss of economic welfare (sacrifice of
goods and services undergone by the tax bearing sections of the community) on deeount
ol the direct money burden of increased wxation. Indirect burden of debt, however, refers
io the extent of adverse effect of increased taxabion on the level of production. In
eatimating the burden of public debis, thus, one has to consider the nature of the debt ps
to whether it 15 productive or unproductive, whether the debt 15 mternal or external, and
also the price level m the economy. The price level & significant n the sense that the real
burden of interest varies inversely 1o the changes in price level. As the general price level
fallz, the real burden of interest increases, for the valee of money 15 rising, so that the
lender of the loan receives a relative as well as an absolule incregse in the purchasing
power and e that extent, it would cost more 1o the society in terms of real goods and
services 0 be sanctified. On the-other hand, if the prices are rising, the real burden of
interest obviously declines.

Burden of External Dl

Borrowings from foreign countries create external public debes Initally these loans
are heneticial as they augment the resources available to the eountry. But, the question of
s repayment and servicing certainly crenles a burden on the borrowing community, The
direct money burden of the external debt is measured by the sum of money payments in
the form of interest amd principal to external creditors (foreign dwellers), and the direct
real burden by the loss of economic welfare (n terms of consumpiion of goods and
services forgone), which these money payments involve, to people in the debtor country.
Given the direct money burden, thus, the direct real burden will vary according to the
proporon i which various sections of the communily conbribule pavimenis. Sincé,
money payments to be made to the foraign creditors are raised by taxation, and if the
relafive burden of taxation falls heavily upon the nich, the diregd real burden fo the
commumnity as a whole will be lesser than if the relative burden of taxes is largely
shouldered by the poor. To pul in other words, the money payments made 1o the external
creditors: are used by them o fetch goods and services which would otherwise have been
wsed by the people of the debtor country. To this extent, the later are thus deprived of
goods and services (a sort of sacnifice s, thus, involved); hence, the resulting direct real
burden will depend o the distnbution of this deprivation o loss i the debtor community.

Further, when pgovernment finances expenditure through external debis it
mpoverishes postenity, for there will be a real ransfer of resources 10 foreign countries at
the time of repayment. This would reduce consumption, affect economic welfare by
reducing the total amount of domestic resources avaifable 1o the commuanity. There wall
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b & drain on the foreign exchange reserves too, if the export sector is inelastic, Therefore,
it 15 suggested that exiernal public debis be within limiis, so that repayment does not
impose 4 heavy burden on the debior commumnity. With madequate export eamings and
melastic propensity (o imporl, the borrowing country will face a great problem of
repayment of foreign loans. In case of msulficient foreign exchange resemves, thus, the
debior countey will be forced o rase additional foreien loans just for the sake of
servicing the exigting foreign debts, which in tum would increase the real burden
(through additional taxation) on the suceeeding generation. The postenity will, therefore,
have to use a part of its current resources for servicing the debt (incumred by ancestors),
As such, the fiMure generation may be deprived of funber improvement in s
consumption, investment and welfare to that extent.

But, this always need sol be g0 with external debts. Much depends on the pumpose
for which the debis = ineurred. External debts meurred for war expenditure or such other
unproductive wses will certainly add a net real burden to the community. In case of short-
term external loans, however, the posterily escapes the burden, as the current generation
will itself repay them. Bul in case of long-térm extermal loans and additional loans
mcurred for servicing them, the burden falls wpon postenty, when the loans are of
unproductve nature. [, however, extermal debis are meurred for productive mvestments
n social and economic overheads or for the expansion of the export sector, the debtor
country would gn vanous sorts of benefits and eamings, against which the real burden
of such foragn debt will be nullified When certain projects having a long pestation
period, financed through ¢xiernal loans, siarl functioning in fufure, the posienty will reap
the fruit of such economic growth and realise an additional mewme, 5o that it will be ina
posinon 10 repay these debis without much loss or feeling any real burden. In fact, an
external debt, incurred by the communrty for development purposes will not be a burden
bt a profitable venture.

Another significant point as regards external debt is that its repavment involves wn
increase in demsand for the currency of the creditar country in terms of that of the debior
nation, Ineffect, the rate of exchange of the former’s curreney rises, causing & decling m
the external value of the debtor country’s currency. In real terms, therefore, the burden of
the debtor country wall rise and ageravate the problem of foreign exchange cnsis further.

An adverse repercussion on the creditor country may also be visualised il the
individuals of the creditor country tend to impont more form the debitor country, induced
by the de [cto appreciabon of their own currency, The growth of their domesic
industnes to some extent may be hindered and wunemplovment may result therefore,
unless the situation s corrected by an approprigte domestic fscal policy. This point, thos,
sometimes makes the lender country cautions about the form of repayment of laans from
the debior country.

The mdirect burden of an external debt, however, anzes because of the check on
production m the debtor community, frstly, on account of the disincentive effect of
taxation that has to be mposed to meet the debt changes, and secondly, due to
contraction or check on the pubbe expendimure (so necessiteted ) which atherwise would
have promoted production activity. This indirect etfect of exiemnal debi is, thus, similar o
that of mtemal debi; as such, it has been discussed in detail in the following section.
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Burden of Internal Dehit

The basic character of an infernal debt is quite different from that of the external
debi In external debi, at the time of repavment there is réal transfer of resources. In case
of mbernal debt, bowever, since it 8 borowed from mdividuals and institutions withim
the country, repayvment will constitute only a redistribution of reources withoul causing
any change m the tolal resosrces of the communiy. There can, thus, be no direct money
burden coused by miemal debts, since all payments cancel oul each other in the aggregate
community as a whole. Whatever 15 taxed from one section of the community for
servicing the debts, 5 distnbuted among the bondholders by way of repavment of loans
amdd mterest; and gquite ofien, the taxpayer and the bondhokder may be the same person. At
the most, (o the extent that the ncomes of taxpavers (in a sense, debtor) are reduced, so
will the incomes of creditors'bondholders will increase, bul the agpregate of the
eormtmty will, nevertheless, remain the same,

However, internal debl may mvolve direct real burden to the community according
o the nafure of the senes of transfer of ncomes from taxpayers o the public creditors,

To the extent the taxpayers and the bondhalders are the same, the distribution of
wealth will remain unaltered;, hence, thee will not be any net real burden on the
community. There will, however, be a change n the distribution of income, when the
bondholders and the taxpavers belong to different income groups. so that the transfers
might merease or decrease the inequality of income. If this inequality of income increases,
the net real burden of the community increésse, That iz [o ey, there will be s direct real
burden of internal debis, if the proportion of taxes paid by mch is smaller than the
proporion of public securities held by the rich. This wsually happens in practice. Under
ihe existing income nequalities in the society, the bulk of govemment securities are held
mainly by the nch, and even o progressive laxabon generally will be incapable of
counter-balancing the incomes yielded by them from such secunties. Thas, the resulling
increase in inegualities imposes a net direck real burden (of an internal debi) on the
COTIHANTTY.

Moreover, the transfers of income involved in the seevice of an internal debt ane, be
and large, transfers from the younger to the older generations, and from the active to the
mactive enterprses, The povernment mmposes taxes on enterprise and eamings from
productive efforts for the bencfit of idle, mactive. old, lesurely class of bondholders.
Hence, work and productive nsk-taking effons are pennlised for the benefit of
accumulated wealth, which certamly adds to the net real burden of debis.

Like external debt, nternal debt also involves an additional and indirect real burden
on @ community, as the taxation required for the servicing of the debts tends (o check
production in so far as it reduces taxpayer’s ability 0 work and save, Again when heavy
taxation is required to meet debt charges, the government might introduce economies in
desirable social expenditure which may also adversely afier the community s power and
willingness to work and save, therchy reducing the general economic welfare to-an extent.

It may, bowever, be argued that though the axpaver’s ability (o0 work and save wall
be redweced by taxation mised for servicing the debts that of the creditors (hondholders)
will be mereased through the receipt of the debt payiments, bence, in balance there wall
not be any indirect real burden on the community. But this mny not be so. Because,
where the debi invelves o direet real burden, if &8 also probable thal taxabon will reduce
more the personal efficiency and desire to work than the receipt of debi pavment may
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increase the same. Thus, there will be a net loss in ability and desire to work, while the
ability to save would be least affected by the transfer of income. Furthermore, the
creditors class will not have any incentive to work hard by the prospect of receiving
interest on bonds; on the contrary, it may make them maore lazy and passive, reducing
their desire to work further, which may, thus. causes a further loss to production and a
further mcrease in the indirect burden of the debt.

In the case of external debts, the indirect real burden for a debtor country is,
however, more evident as any effect of taxation in checking taxpayer’s ability to work
and save is irremediable. Because, a real transter i1s involved in debt servicing and the
resources are reduced in the community.

It has, thus, been suggested that the mdirect real burden of public debi can, of
course, be reduced by minimising the cost of servicing if, through maintenance of a low
rate of interest. Further, instead of taxation, if new money 1s issued for servicing the debis,
the adverse effect of high taxes would be avoided. Moreover, a right public expenditure,
1e, a praductive government loan, which is created during a depression or to carry out
public works programmes of building socio-economic overheads, will result in a rise in
the ability to work, save and mvest, thereby mitigating any mdirect real burden imposed
by taxation required for servicing of debts. Any public debts which are self-liquidating
have, of course, least indireet teal burden on the community.

Crowding-out Hypothesis

Burden of internal debt is visualised in terms of reduction in capital formation or
autput 1 the prnvate sector under the "Crowding-out Hypothesis® It 18 argued that
increase in government borrowings may reduce the private sector investment. For, when
the povernment draws heavily on the pool of resources/funds available for investment in
the economy, private investment may be crowded out.

The crowding out effeet is resulted through rising interest rate. When the
government tends to borrow more, the demand for funds/credit increases assuming a
given demand for credit in the fnancial market by the private sector. The overall demand
curve for credit shifis.

As a result, when (as in Figure 4.1.1), interest rate rise from X to R, the private
demand for credit 1s reduced to OAf, from original position OM.

INTEREST RATE

M
FUNDS

I
i
I
[l
M,

Fig. 4.1.1: Crowding-out Funds Hypothesis
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Another way of looking to the crowding-out possihility 1s that when the government
increase its borrowings and resorts to captive market of govermnment securities (GS)
through raising of statutory liquidity ratios to be kept in terms of GS by the banking
sector, the supply of lendable resources available for the private sector decreases which
may cause rise in interest rale — meaning thereby private investment becomes more
expensive with reduced size. See Figure 4.1.2,

RATE OF INTEREST
.

Q'. Q
FUNDS IN OPEN MARKET

Fig, 4.1.2: Crowding-out Hypothesis

[n Figures 4.12, when supply of funds in the open market shifts from Sto §), due to
transfer in captive market, rate of mterest im open market mises from OR to OR,,
consequently the demand for private borrowings contracts from OQQ to 0Q,.

In econometric analysis, crowding-out hypothesis is tested by examining the time-
series data showing a relationship between the interest rate and public debt, as a
proportion of GNP. The following simple regression equation o be estimated:

R =hy+hu+ur
where, R = rate of interest,
GB = government borrowings,
GNP = gross national product, and
t = time element.

by regression coefficient is expected to have positive sign to suggest the rising effect
of increasing public debt on the market rate of interest.

Empirical studies on this account have, however, shown varied and contlicting
results. There is no conclusive evidence either to support or refute the crowding-out
hypothesis. The theoretical case of erowding-out hypothesis, or at least, higher interest
rate at under rising public debt cannot be undermined, thus.

4.1.7 MEASUREMENT OF DEBT BURDEN

To estimate the relative burden of national debts in a country at different times or in
different countries at the same time, various methods have been put forward, However,
most commonly adopted ones are:
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(1) The ratio of aggregale public debt to the national income 5/Y where, £ stands
for the total public debt and ¥ stands for the national mcome. Apparently, if
B> AY, the net relative burden increases.

(i) The ratio of annual debt servicing changes to the national income, i/Y where, |
stands for the debt charges (interest) paid annually and ¥ for the national
income,

(111) The ratio of debt servicing charges to total public expenditure in the current
account of the budget: /E where, £ stands for public expenditure.

The burden of public debt should be viewed by comparing burden and benefits.
Since public loans imply transfer of resources, the diversion of resources may turn over a
gain or loss m social welfare. Gain 1s social benefits, loss is a burden. When the diversion
of resources caused by a creation of public debt helps the increment m GNP, and the
government automatically fetches adequate public revenue o repay loans, there is
allocatory benefit of public benefit of public borrowings.

Similarly, an allocatory burden is created when government fails to yield adequate
retumn from the uses of public debt and has to impose additional taxes which reduces
consumption, production, etc., in ils turn,

There are various methods of measuring and allocating benefits and burdens of
public borrowings. Important methods in this context are;

(1) Interest payments — Profits of public enterprises.

(11} Interest payments = Total tax revenues.

(iii) Service costs = GNP

The Measurement of the Burden of Internal Public Debt

Internal public debt essentially implies a financial burden on the government. But,
the size of the debt, by itsell, does not indicate its true burden. To assess the burden of
public debt, economists consider certain macroeconomic variables such as the national
income, resources of the banking system, volume of private securities outstanding, efc.
Thus. following ratios may be estimated in studying the burden of public debt.

l. Income-Debt Ratio: It is commonly adopted indicator of the strength and
stability of the economy in relatnon to the pubhie debt. [t 1s estimated as follows:
Size of Public Debt
National Income (at current prices)

This ratio implies that a large size of public debt does not matter in the country with
a hugh national income than to a country with a low income. A low income-debt ratio in a
poor country 1§ also indicative of its weak and unsound public finance in view of its
abject poverty.

2. Debt-Service Ratio: This is the most significant ratio indicating the gross
financial burden imposed by the public debt on the government’s annual budget. This
ratio 18 worked out as under:

The Annual Interest Payments on the Public Debt
The National Income (al current prices)

This ratio shows to what extent the government has to tax the national income in
order to raise adequate revenue to pay the mterest charges on debt.
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Since growth of national income 1s an index of rising taxable capacity of the couniry,
rising interest bill will not be a problem if national income 1s nsing at a faster rate.

3. Interest Cost-Revenue Ratio: This ratio is important for budgetary purposes. It
15 measured as follows:
Debt Service Charges (Interest Cost)
Aggregate Tax Revenue

[t indicates the fiscal burden of the public debt.

4. Interest Cost-Public Expenditure Ratio: 11 15 used to assess the extent to which
the interest charges on public debt impinge upon the socially desirable public expenditure
of the government. It 1s measured as follows:

Annual Interest Payments
Total Revenue Expenditure

It shows what proportion of revenue expenditure is just required for meeting debt
servicing only. Increased public borrowings at high interest rates would lead to a rise in
this ratio over the period of time,

5. Interest Cost Profits Ratio: This relates to the problem of productive use of the
public borrowing. It 18 measured as follows:

Interest Payments of Public Loans
Profits of Pubhie Sector Enterprises

It can be frutfully worked out if the borrowed funds are used only on directly
measurable productive industrial projects. But, in a developing country like India where
the government allocates borrowed funds on social services, power generation,
infrastructural development. ete.. it is difficult to apply this measure.

Measurement of the Burden of External Debt

In empirical terms, the burden of external debt may be measured by estimating the
following ratios:

1. Debt Service Ratio: It shows the extent to which the burden of debts services
has increased/decreased over the period of time.

2. Debt Service-Savings Ratio: It relates to the competing claims of debt service
and domestic capital formation on savings. A high or mcreasing debt service-
savings ratio would mean decreasing availability of savings for domestic
capital formation.

3. Debt-National Income Ratio: [t shows external debt outstanding as a
proportion of national income.

4. Debt Service-Export Earnings Ratio: [t 15 a hquidity rato, It shows how
much proportion of export earnings will be needed for interest pavments on
external borrowings.

5. Dcbt Serviee-Tax Revenue (DS-TR) Ratio: A rising DS-TR ratio poses
budgetary difficulty for the government.
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4.1.8 THE QUESTION OF SHIFTING OF THE BURDEN OF PUBLIC
DEBT

There 15 a great deal of controversy as 1o whether the sysiem of financing a project
through public borrowings shifis the burden of debt to the posterity (e, future
generalio),

The traditional view maintains that to the extent which the government expenditure
t5 linanced through laxaton or though printing of more notes, the presest generation
bears the burden; but = public borrowings are resoried (o for this purpese, the present
peneration escapes the cost, and the burden is shifted, whelly or in substantial pact, fo the
posterity who pays for the interest charges and the principal, At least. the present
peneration can make postenty e pay, by payimg only the mierest on present debts, bt
making no repayment of the principal of long-term debis, which obvioasly will mature in
future, And, posterity does pay for the public debts as generations overlap: ence, when
the governmen! imposes additional taxes for servicing debts, in future, the posterity has
to suffer a burden of such additional taxation. Consequently a deadweight bods 8 suffered
by the future generation, when the debt financma (increased taxation) causes an adverse
effect on ncenfive (o work and save thereby checking production in fufure

In this context, Ricardo and Pigou submit that when the public expenditure 15
financed through government loans, the present gencration 15 likely o cut its real
mvestment more and consumption less as individuals will feel richer by holding bonds
with an unidentified foture tax obligation Consequently, a relatively smaller amount of
capital stock will be bequeathed wiath the tax hability for debt services 10 postenity. As
such the futare owipul will be ceduced. causing a decling i the welfare of posterity, In
this-way, the real burden of public debt 15 shifted to posienty,

Modern economists, meluding Keynes, however, hold an upp-:mte view. [hey
maintam thal there s no shiftmg of the basic burden to the future, in the real sense.
Because the same posterity which pays the additional taxes wall benefit from the
repayment of the debt, Just s future generations will inherit the obligation to pay mierest
and principal on the debt, they akso inherit the claims of bond, md as such receive the
miterest payment and principal repoyments themselves. It means the resources will be
transferred within the future generation Trom taxpaver’s <lass o the bomdholder’s class,
involving no real barden on the posterity. It must, however, be noted here that il the
taxpayers are the same a8 the bomdholders i the future peneration, the clams and
obligations cancel each other, so no net real burden 15 imposed. But, if these two groups
are distinet, the real costs of debl will fall on the nest axpaver cless and the real benefits
on the net interest recerver's class. Thus, i real cosis excead the real benefits in the
relativie sense, the nel indirect real barden 1o some exient 15 experienced by the posteriiy.
If, however, public loans are mvested in self-hgquidating assets, sufficient meome will be
vielded in future 0 cover debi charges, leaving no real burden on the postenity,

Regarding the primary burden of public debts, however, the classical view holds
that 11 falls on the present seneration. as it is measurad m terms of a decline i the outpat
in the private sector due to a transfer of resources embodied in the govemnment loans (o
the public sector, Kéynesin economics, however, profisses that the classical view holds
sgmne water only under the condition of full employment. But, when there is
underemployment in the economy, govermnment borrowings will not encroach upon the
resoqrces availlable o the prvale sector, hence, the output in the private sector will nol be
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reduced, so there 15 no primary burden of debts in the present as such. On the contrary,
when effective demand improves on acoount of government spending, the invesiment
function m the private sector may inerease, so e outpul may nse further.

Recently however, Prof, P.M. Buchanan has put forward o thesis tha the primary
burden of public debts 15 always shifted to the postenty. In his opinion, the concept of
primary burden should be mterpreted in werms of the individual attitedes towards their
economic well-being rather than in terms of changes in the private secior outputs. He,
thus arpues that when a prigect 1§ nanced through borrowings, the subscribers to the
government loans do not suffer any burden in this sense, as they do not feel any adverse
changes in the economic well-being as that time, Because, their subscription being
voluntary, they just make a rational choace in favour of bolding wealth in terms of less
ligquid govermment securiies instead of bqud asses (cazh balances), without mvolving
any burden or sacrifice. But, in future, bowever, when the debt 15 repard by toong the
posterity, the resources are transferred from laspayvers o the bondholders, so thar the
taxpayers feel themselves worse ofT, but the bondholders are not betler ofl since they just
exchanged their bonds for cash. The effect i, thus, the posterior community becomes
worse off to the extent of disutilines experienced by the taxpayers, In this sense,
Buchanan concludes that the burden of public debt 12 shifted to postenty.

The Buchanan thesis, however, overemphasises the mdradual attrudes to the
phenomenon. Furthermore, it is wrong o assums fhal when people get their bonds
encashed, their satisfaction level does not change. Holding of cash certainly increases
their Lguidity position and they may realise an increase purchasing power, thus, an
increase m real meome, which would offset the loss of real income experienced by the
taxpayers, because the (ofal real output of the community 5 given at a bme. Hence, na
real loss is sutfered by the postenty.

It s, thus, very difficult (o accept o particular view on the ssue. [t may, therefore,
be concluded that the question of shiftimg the burden of public debts to the posterity has
remained veb an unsolved riddle.

4.1.9 MANAGEMENT/REDEMPTION OF PUBLIC DEBT

Meaning of Debt Redemption

Redemption 15 a way of escape from the burden of public debr. Redemption means
repavment of a loan,

Redemption is quite distmet from repudiation. Repudiation means refusal to pay a
bt by a state. It is an o extreme form of clearing public debis, which constittes a breach
of contract when the government willfully flouts #s obiigations, Repudiation woukd, thus,
cauwses @ loss of public confidence im the government, I would dizable the state m
Moating furiher loans, In the case of external debts, repudintion may provoke economic
blockade, military acton, etc., by the creditor sates aganst the debtor state. Normmally.
therefore, o povernment does ol repudiate 5 debts It is foreed (o resort to this measure
only umder exceptional circumstances. [ 1917, for instance, the Soviet Commiunist
government ropudiated all Czarist debts, mternal as well as external. So also, some states
in the UUSA, before the Civil War (1861-05), had repuchated obligations to the English
cihizens.

NOTES
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Modern governments incur mounting debts, and they rarely have enough resources
to repay all of them. Debt redemption is, therefore very desirable. Otherwise. cumulative
debts incurred by a government tend to make it bankrupt, Of course, the government can
never become bankrupt in the ordinary sense; in the case of internal debts, it can always
honour its obligations either through higher taxation or through printing of notes. In the
case of miernal debt, however, the government is said to have become bankrupt if 1t
cannot borrow at the same or more favourable terms than those offered to other
borrowers in the domestic money markets. In case of external debt too, when the
government faces the same position, 1Le., it when loses the confidence of foreign lenders
in ubtaining loans even at higher rate than that offered by other countries, the government
may be said to have become bankrupt, even though it might not have resorted to
repudiation measure. To avod such comphcations, thus, the government has to redeem
its debts from time to time.

Debt redemption, thus, has the following advantages:

1. It saves the government from bankruptey.
2. It exercises a sort of check on the recklessness of the government.

3. It sustains public confidence, especially of potential lenders, in  the
government s creditworthiness,

4. It thus enables the government to float loans easily in future.

It saves the cost of dent administration and the cosl of collecting taxes to
service the debt.

6. It helps in sustaining a healthy climate for the private sector investment; as and
when the government loans are repaid, resources may n turn be transferred 1o
the pnvate sector’s productive efforts.

7. It can also serve as a deflationary measure. For, when taxation is raised to meet
debt servicing, aggregate consumption expenditure might be curbed to some
extent. Moreover, the money received by the debt holders i repayment of their
debts may generally be reinvested by them rather than being spent on
consumplion.

8. Further, payment of debt improves public credit and makes lowering the rate of
interest on public loans possible, so that burden of debt is lightened, which thus
affords the means for reducing taxation.

9. It saves the posterity form shouldering the burden of debts, when it is redeemed
at an early stage.

n

A modern govemment, thus, always makes increasing elforts (o reduce the burden
of debt though redemption of loans.

4.1.10 METHODS OF DEBT REDEMPTION

The chiel methods usually adopted for the retirement or redemption of public debis
are:

Refunding.
» (onversion.

Surplus budgets.
Sinking fund.
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Terminable annuities.

Additional taxation.

Capital levy.
Surptus balance of paymenis.

Refunding: Refinding of debt implies the issue of new bonds and secunies by the
government in order o repay the matured loans. In the refunding process, usually shori-
term securities ore replaced by suing long-term secunties, Under this method, the

money burden of public debt is not relingquished but i s accummlated owing to the
postponement of debt redemprion.

Conversion: Conversion of public debt implies changing the existing loans, before
maturity, into new loans ot an sdwantape in servicing charges. In fact, the process of
eonversion consists generally m converting or alfening a pubbic debt from a higher o a
lower rate of mterest. A government might have borrowed ot a time when the mte of
imteress was high. Mow, when the rate of interest falls, 1t may ¢onven the old loans inlo
new ones ata lower rate, in order o minimise the burden. Thus, the obwioos advantage of
such conversion is that it reduces the burden of nterest on the wxpayers. Furthermore,
lower mterest rates on public loans would mean a less unequal distribution of income.

The success of comversion, however, depends upon: (i) the creditworthiness of the
government, (i) the mainténance of adequate stocks of securities, (1) the efficiency in
managing the public debi,

Furthermore, for a successful conversion, the government will have to offor new
Tow inberest beanng bosds gt o discount rafe and which wall lave 10 be redeemed af dull
value, causing thereby a capital appreciation (which may be even free of income tax).
Ultimarely, thus, the conversion does ot benefit the treasury as the prige of the bonds
will have to be paid at a higher rate (1, at par, at the tme of redemplion) than its selling
price, which in tum increases the habality of the povemment in future, for @ capital sum
greater than that borrowed wall have to be repaid. Hence, conversion 15 no substiute for
repavment, when a substantial reduction of hurden of pubhc debt 5 desired.

Dalwon, as such, opings that debt conversion does not really relax the debt burden,
Because, o redoction in interes! rate reduces the ability of bondholders to pay taxes which

may cause @ reduction in public revenue. thereby reducing the government's capacity to
redeem loans.

Surplus Budgets: Cuite ofien, surplus budpets (e, by spending less than the
public revenue obained) may be ubilised for clearing of 7 public debis. Bul m recent vears
due to ever-mereazing public expenditures. surplus budgel 15 a rare phenomenon.
Moreover, heavy luxes have 0 be unposed for realizing a surplus budeet, which may
have dire consequences. Or, when public expenditure is reduced for creating a surphus
budpet, o dellationary s may develop i the sconomy

Sinking Fond: A sinking fund 1 a fund created by the povernment and pradaally
accumulated every year by sefling aside a part of current public révenue m such as way

that it would be sufficient to pay off the funded debt at the time of maturity. Perhaps, this
15 the most syvstemalic and best method of redemplion.

Sinking fund in essence is like @ depreciation fund prudentially created. Under this
method, the ageregate burden of public debt 18 least felt, a5 burden of taxing the people 1o
repay the debts 15 spread evenly over the period of the accumulation of fund. The practce

NOTES
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of o sinking fund inspires confidence among the lenders and the povermment's
creditworthiness increase thereby,

Dalton, however. stresses that a sinking fund 15 10 be made out of current revenve of
the tregsury and not oul of loans, ete. A sinking fund which is Glled by new koans s nof a
true sinking fund.

A sinking fund 15, however, a slow process of debt redemption. Moreover, during an
emergency or financial stringency, the government is tempted to encroach upon such
funds

In practice, however, sinking funds are not generally accumulated tut some funds
are earmarked each year for the retirement of some part of existing deébts in the same
For instance, the Government of India makes an annual provision of aboat T 5 crores in
the Union’s revenue budget for redection or avodance of debi.

Terminal Annuities: This method of debt redemption 15 similar 1o that of the
sinkmg fund. Under this method, the fseal authorties clear off a part of the public debt
every vear by issuing terminable annuties to the hondholders which mature annually.
Thus, it 5 the method of redeeming debts in installments. By this method, the burden of
debt goes on dimimshing anmually and by the time of maturity it 15 fully pasd of T

Additional Taxation: A simplest measure of debt redemption (5 to impose new
tanes and get the requered revenue to repay the loan principal as well as the interest.

This method cause redistribution of income by transferting the resources from
taxpayers to the hands of bondholders. It may also impose a burden on the future
generation il new taxes are levied to repay the long-term debis,

Capital Levy: Capital levy 8 strongly recommended by Dalion as a method of debt
redemption with leazt real burden on the society. Capital Tevy refers (o a very heavy fax
on property and wealth. 11 1s a once-for-all tax on the capital assets and estates.

In fact, capital levy was advocated immediately afler World War 1 to repay the
unproductive war debts. In the post-war era, a capital fevy was justified on the following
Ot

1. War debi = unproductive and is a desd-weight on the community. Henee, if it
lingers on, its burden mcrease on account of heavy taxation imposed every year
to clear it ofl gradually. Therefore, it is betier to relinguish it once and for afl
b a special or capital levy

2, Dwe o ear-time inflation, the profiteer class makes money, a sort of windfall
gama, &0 il 5 easier for them (o contibule 1o the capital kewy, without feeling
any pinch

3. On the prnciple of ability-to-pay, agam, o capital levy 15 quite justifinble. It
thus satisfied the canon of equity,

4. It would help in ordering an equitable distnbution of income in the society, as
il tends to reduce inegualities in incomes and wealth.

5 I temds 1o syphon ofT the excessive spending power of the rich consumers,
thereby to relieve the mflatonary pressure i the economy o that extent

6. The governmeni should take advantage of posi-war psychology. People in this
erd have the readiness o sacrifice. Government can, thus, expleit the siluation
und impose capital fevy without causmg any resentment, (o pay off the matured
dehis.
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7. When public debt 15 relinguished cutright through a capifal levy it mives a
psvchologicel relief and happiness of having no more burden of public debt on
the communily. Thus, when people expect that there will be no more taxes in
future, smce the capital levy once and for all pays off the entire debt, he
margmal efficiency of capital will be high, s0 an optimistic wave of business
gxpectations will spread, leading o expansion and growth, Thus, it serves as a
post-war recovery device, because the recipients. of repaid Ioans will now tend
1o invest more in the private sector on account of healthy investment climate so
created.

Dalion, however, suggests a capital levy even for redeeming a peace-time debt. A
part from s social justice value, o provides for quick payment of loam and wipe out the
burden of debt from posterity. 11 is also useful on account of its deflationary character.

The mpesing of a capital levy for debi redemption is, however, opposed by many
an the following grounds:

A capital levy may cause panic in the capital market. It would have dire
ECONDMIC consequences, when capital values are depressed and people’s
confidence 15 shaken

It would mvolve a violent deflation of credit, and in the long-run a scaling
down of wages and prices, resulting in 5 depressinnary state of affairs.

(B

3. A capital levy might dhscourage the mllow of foreign capital, so that the tempo
of economic progress of the countty may be slowed down on aceount of capital
deficiency.

4. A capaital levy seems (0 be a pushment on thrifl, as those who saved and
accumulaied wealth are only taxed and those who had been extravagant
exempled.

5. Tt might crepte a fear among the people that the povernment might be lempied
1o impose another special fevy. The shadow of uncertainty so created would
discourage the accumulation of capital, which nhibits the industnal expansion
in future.

6, Above all, mplementation of capital levy anvolves many administrative
difficuliies. There 18 the difficalty of finding out all material wealth and their
vitlués. Moreover, an exemption limit would have to be fixed. There may be the
problem of tax evasion, too.

In shon, the injunious effects bequenthed by capital kevy are far greater then those of
recurring ammual axation umder the procedure of the sinking fund. Thus, though capiial
levy 15 a quick and equitable method of debr redemption, it 8 not advisable in prefenence
to other methods. To guote Mrs. Hick “A levy thus amounts to a major surgical
aperation on the bady politie; @ wall be either a Kill or cure, and very difTerent in s effect
from the regular dosage or massage apphied by the normal tax structure.”

Surplus Balance of Payments: The redemption of external debt, however, s
possible only through an accummlation of foreign exchange reserves. This necessitaies
eriterion of a favowrable balance of payments by the debtor country by augmenting its
expornis and curbing its imports, thereby improving the position of its trade balance. Thus.
the debior country. has to concentrate on the expansion of its export sector industries.
Further, loan raised must be productively utilised, so that they may become self-

liquedating, posing no real burden on the econamy.

NOTES
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In underdeveloped countrics like India, where cxternal debt has increased
tremendously, it 15 necessary that s burden B reduced by changing the werms of
repayment or by rescheduling the debis.

In short, the best redemption poliey is that a part of public debt, mierna] as well as
external, 15 redeemed overy year, so that there 15 no mountmg of the total real burden of
debt upon the present generation or on the posterity.

4.1.11 THE ISSUE OF DEBT MANAGEMENT

Dbt management is more important than the ssue of debis of fulfill the budgetary
requirements by & modern government. Tressuny's debi management activity is basically
concerned with the maurty structure of the debt and liguidity n the economy. The usual
problem faced by the treasury 15 to deal carefully with the necessity of retinng old debi of
maturity with proper refunding and resssuing pew debt in g most advantageous menner,
gince the mmde of government debt financing and management cames an impaortant
economic impact. Public debt management, o essence, refers to all measures which
alfect the compozition of publicly held debt. The mode of changes in the maturity pattem
of the government debt can be used os o means for bringing stability in the economy.

Debt policy as a monetary-fiscal device should stabalise economic growth, During
an inflationary situation, the povernment should borrow more from the potential
investors and thereby reduce therr Liquidity. At the same time, government’s borrowings
from the central bank should be reduced The extent and size of debt depends on the
budgetary decisions emerging from the final policy. A surplus budgetary policy implies a
decrease in the public debrt and a deficit budgetsry policy causes an increase in the public
debt.

Diebi management relates to a purposeful distnbution of old debt and new debt
undér different maturity periods, i can affect the ligquidity and thereby the aggregate
spending i the economy. Further, when the povernment increases long-term debt and
decreases shoni-term debt the holdings of the liquid-assets base of the commercial banks
are reduced and vice versa. The level and siructure of interest rates can also be changed
by changing the composition of debt

Care must also be taken to mimimise the “crowding-out effect” of public borrowings
in a mixed coonomy. Usually, im0 e short=-rum arn least, public bomowings and investmeni
compete with the private sector for scarce resources — financial as well as physical, and
thereby exert a negative influence on the private sector’s borrowal and investment
programmes. This 5 referred 1o as the “crowding-out effect”

Db management involbves such problems as the choice of tvpes of secunties 1w be
offered by the: povernment for rasing the funds, and choosing the: types of securities for
refirement, decisions ahout the timing of the floatation of public loans, refunding of the
maturing debt, and the rates of interest among other factors. While issuing new securities,
the treasury has 1o resolve two basic ssues: (1) the matunty period. and (i) the rate of
interest,

The economic impact of debt depends on; (i) the fypes of government securtics;
and (i1} who hold them and m what magnitude. Government secunties may be short-lerm
and long-term. These are held by the public, banks and the central bank. Short-term
securities are regarded as omore hguid than long-ferm Secunbies. The amount of
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government securities held by the public implies a reduchion in its purchasing power to
ihett extent. But once the mopey so bomowed by the govermment 13 spent, the imitial
reduction is nullified.

To the extent government securities are beld by the banking sector, its lending
capacity 15 reduced But the banks can borrow against these secunties from the central
bank amd make up Beir kendable resources” position. Then il proves to be expansionary.
W hen securitses are sold o the central bank, the monetary base of the central bank 15
enlarged so that the bank 18 empowered (o create an addinonal money supply. Increase in
money supply consequently increases the lotzl spending power in the cconomy which
may camse a price rise. Thus, during an inflationary smoatien, sedling of povernment
securities to the central bank for public borrowings 15 not a very sound proposition
Likewsse, shori-term debt iz also undesirable during  infation, because short-term
securifies are more higuid than long-term securibes. To contain mflation, thercfore, it 15
suggested that the average matunty penod of govermment securities should be kengihened
In a recesswmary sitoation, however, shor-ferm debt is reganded as o desirable
proposition.

Monetary policy and debt management are similar to the extent that both change the
composition of the public’s holdings of Gnancral assets as well as their liquidity position
through shifts between shor- and long-term assets. When the government shoriens the
average maturity perinod of its debt owtstanding, more liquidity is caused Likewise,
lguidity 1= also enhanced with the purchases of government securrties by the central bank
under its open markel operations’ policy. A debl management operation of the
government affects the structure of interest rates but not the general trend of interest rates.

The crucial problem of government debt management s cconomic stabifity and
grovh. For this purpose, it is necessany to bave a satisfactory cohesion amd co-ordination
between the treasury and the central bank for istegration of débl manapement with
monetary policy. It has been argued thal bmitless public debt tends to weaken the
effectiveness of the monetury policy of the central bank. Therefore, it s necessary to
have a co-ordination between debt management and monetary policy. This is essential (o
avoad the destabilising effect of publie debt m the econonmy.

In a developing economy, the debt management policy contains some hasic
objectives such as: (a) healthy growth of povernment securities market, (b) rasing
sufficient funds for the government at mimmuim interest costs; (¢) designing a suitable
siruciure of debt maturity, amd {d) promobon of growth with stabality.

In a planned maxed economy such as India, 2 “Niscal-manetary mix™ 15 (o be devised
for an effective co-ordination of the worbang of fiscal and monetary policies together. An
appropriate mux of monetary and fscal mstruments 15 1o be established. Open market
operatons, government deficits, nterest rates structure, a mixture of short-term and long-
term governmenl securities, credit planming, monetary targeting and other policy
instruments should be carefully devised in a planned manner co-ordinated with the
general economic plan of the country. When fiscal and monetary policies work suntably
in tandem, the crowding-ouwt ¢ffect of increasing govermment  expenditure  amd
governmient debt 1s muled out.

Dbt management iz not a small weapon in the arsenal of monetery-fizcal policy in
a developing economy. Government debt policy 15 pomarily determined by the fiscal
authorities but it has io be m co-operation with the monetary authoriies, especially, the

NOTES
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central bank. The fiscal authoritics in their budgetary exercises must decide continuously,
their new borrowings and refinding operations, and the siructure of government debn —
imiermal and external, as well as malunbes: long-, medium- and shori-lerm, besides
interest rates to be offered on the povernment securities. The fiscal authorities cannol
manage their borrowing programmes without the co-operation of the central bank A
conflict anzes when the central bank desires 1o have tght-money policy while the
government continues (o pursee an expansionary fiseal policy without maintaining fiscal
discipline. Debi management i al least a minor but ne less significant stiabilizsation and
growth stimulating instrument in a developing mixed economy like India that is moving
under the planmed process of developmem

There are often, differences emerging between the treasury and the central bank
The freasury ususlly focuses on minimismg iterss costs for public bomrowings, while
the central bank 13 more intercsted in price stabihty, The latter thus expresses a prowing
desire for tighter money o fght infation; the former, on the other hand insiss oo cheap
money policy 1o maintan low interest rates. Prce stability should take precedence over
treasury financing preferences. Debt management policy should, therefore, be subsidiary
to monetary policy, Policymakers should adopt a proper subsidiary goal for mamntaining
an orderly sound money marke! for the ratwonsl allocaton of funds in produchive activity
i the public and private sectors. Co-ordmation of monetary and debi policy should be an
element of co-ordinating process of monatary-fiscal policy mix in 1he country.

4.1.12 GOVERNMENT BORROWINGS: 1970-71 T 1995-96

From the very inception of the plan persod, the expenditures of both thi central and
state governments have been increasing [eter than their “own resources.” “Own
resources” refier to tax receipts, non-tox receipts and surplus of public scctor undertakangs
e, consequently the govemmeenis Tave o omeet their resource gap for development
through borrowings from the public in various forms as well a5 through deficit finuncing.

Capital Receipis

Combined capial receipt (market-borrowings, small savings and state provident
funds) increased from $ 2,611 crores in 1970-T1 to ¥ 14,385 crores. As percentage of
GDP it was about 60060 1970-T1 and rose to 900 0 1982-83. Capital receipts acooumntad
for aboun 3000 per cent of aggregate dishursements im 1970-71. However, it came dovwim Lo
22,00 per cent in 197980 and reached thee level of 2600 per cent in 19831-84.

Combwined capital receipis of the central and swae governments on an annual
average, durng 1970-71 fo 1974-75, increased by about 1100 per cent, dunng 1975-76
by about 14.00 per cent and during 1980-81 to 1983-84 by abow 21.00 per cent. Om the
other hand, on annual average, capital receipts as per cent of GDP were about 600 per
cent during 1970-T1 1o 1974-75, about T.00 per cent during 1975-T6 o [979-80 and
ahout .00 per cent during 1980-82 to 1983-84.

Combined capital receipts during 1992-93 was T 49, 543 crores (7 per cent of GDP).

It increased to ¥ 89,742 crores (9.5 per cent GDP)Y n 199495, 1996-97 budget
estimate was ¥ 83,936 (6.7 per cent of GDP)
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4.1.13 NEED FOR FUBLIC DEBT IN INDIA

The gquestion of resortng 1o pubic debl arises 18 a consequence of faster growth i
the expenditure of the government relatively to the growth of the revenue which the
government can mobilise by way of laxes, non-tax receipts, surpluses of public secior
undertakings ctc. With the launching of successive [ive vear plans, the public sector
outlay for vanous developmental programmes envisaged n five vear plans has moved ap
in every plan, more succiactly for the fifith and sixth plans, as indicated earlier.

The robe of taxation n mobilising resources for the plan 5 considered crucial in
India. In view of the concentration of the largest number of people in the lowest income
brackets, the scope of enlarging réecerpls from direct taxaton i lhoted and a5 a resul, the
emphiss on mdirect taxation, ecpecially commodity taxation in the form Jargely of
excise duties, sales taxes and custom duties etc. has been moreasing over the peried of
time. Besides, there arg also certain administrative and politkal difMcultics m adopting a
policy of conlinuous tise in s mtes significantly. Both in the developed and the
developing countries, there are cerain limits bevond which taxation raftes camnol be
avgmented withoul creating adverse effects on the investment level and production and
consequently on the rate of economiic growth.

From the long-term view poant of mamtaming stable economie conditions, and of
eruitably distributing the burden of economic development, the method of debt creation
15 being used as a method of fnancing the economic plans 1t 18 because of limited
avalability of financial resources, on the ome hand, and the need for imcreasing public
mvestment for development of welfare expendiure, on the othér that the volume of
public debt has been rising and the debt policies are playing a very important roke in the
fiscal policies of the economy. However, the debt poliey should be evaluated in terms of
how far it 12 able to purchage the non-spending or illiquidity in the private gector. 1t is this
effect of debt policy on the hquidity pattem which brings it near to the monctary policy,

However, in an economy like ours, it 5 very difficult to isolate the pubhic debt
problems from the basic problems of cconomic developments, such as the determination
of the rote or the patfern of investment and fhe achievement of production fargeis
specified under the plan. Loan finoncing for public projects has been accepied on the
ground that the projects are of a productive character, so that the debt would be
oltimately, liguidated and the projects would be of a self-financing character.

4.1.14 METHOD OF DEBT CREATION IN INDILA

The miethod of debt creation 15 being used as a methad of financing 1he plan projects
of the country. However, debt creation also meel some other wider objectives.

The inerease in debt through 1zsues of vanoos types of securities encourages savings
in the economy and helps checking an mflationary trend through the use of the open
marke! operation policy.

In oeder to meet budgetary requirements of funds, the povernmen! ssues varous
types of shorl and long-dated securities on the market. The government also sspes non-

marketable securifies such as the savings bonds or ireasury deposit receipls ete. The
ohlizations of the Government of India may be broadly classified as follows:
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(1) Dated and non-terminable rupee loans
(ii) Treasury bills
(1) Small savings
{iv) Other obligation ncluding Provident Funds and some capital receipts
(v) External Debt.

The state governments meet their capital requirements through market borrowings.
Unlike the central government, they eannot originally get finance through borrowing
from the Reserve Bank except for short periods. At present. they do not issue any
treasury bills. State Government Treasury bills have not been issued since January 1950,

The central government and the state governments issue securities either of three
types or composite, viz., long-dated maturing 10 years, medium-dated maturing between
5 and 10 years and shor-dated maturmg within 5 vyears, separately, but through the
Reserve Bank consolidated loans were, however, issued in 1954-35 and 1963-64.

The states are permitted to issue their own loans because, apart from the difficulty
of allocating shares to the various states, they can use their local influence and tap local
resources.

Normally, all the States enter the market on identical terms and at the same time.

A part from the state governments, the state owned and Centre owned institutions
like State Electricity Board, Road Transpori Corporations. State Financial Corporations,
Industrial Development Bank of India, Industrial Finance Corporation of India etc. Also
mieet their requirements, to the extent possible through market borrowings. In the case of
the central government institutions, the principal and the interest are puaranteed by the
central government and in the case of state institutions by the state governments.

There are three principal forms in which the market loans of the government are
floated. viz.,

1. Stock or Book Debt
2. Promissory Notes
3. Bearer Bond.

Stock Certificates

When debt is held in the form of stock, the lender 1s given a certificate to the effect
of his registration in the book of the Public Debt Office as the owner of a certain amount
of stock of a specified loan. In the certificate, the rate of interest and the debt from which
interest is payable are also indicated. This certificate 1s known as Stock Certificate.

There is another form of stock m which debt can be held, i.e.. in the form of a ledger
account opened by the public debt office in the name of the holder in the subsidiary
general ledger. No formal certificate of holding is 1ssued to the account holder, who is
simply advised of the opening of the account and the amount placed to the holder’s
account under different loans. Interest on holdings in subsidiary general ledger account 15
paid periodically in the same manner as on holdings in stock certificates.

While every person can hold a stock certificate which 15 only transferable by means
of a transfer deed, the facility of holding government securities in a subsidiary general
ledger account is restricted by the public debt office broadly to mstitutions which have a
corporate status and to government officers who are corporations — sole, and whose total
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holdings jusufy the opening of such an account. Al preseni, scheduled banks state
co-operative banks, insurance companies, and other corporate bodies as well as officers
who have, in law, the status of a corporate role, are at present permitted to open
subsidiary general ledger accounts in the books of the public debt office provided the size
of their holdings in government securities justifies the opening of such accounts. During
the perniod of currency of a loan, an aceount holder can get the whole or a part of the
balance under that loan held by him in his subsidiary general ledger account converted
into government promissory notes or stock certificates.

A Stock Certificate is completely secure agamst loss by fire, thefi etc. The transter
deed 1s executed to effect a change of ownership and it does nol involve any stamp duty.
Stock can be held by more than one person jointly but not severally and jointly held stock
cerlificales can be transferred only by all the surviving holders jointly. Stock certificate is
the only form of government security, which can be held by trustees of specified trusts or
holders” offices other than public offices 1n the names of their offices.

Promissory Notes

A promissory note contains a promise by the President of India, or the (Governor of
the State, as the case may be) to pay to the persons named therein, or to his or their order,
a sum expressed in rupees either on a specified date or after certain notice, according to
the terms of the particular loan to which it relates, and to pay to the holder interest
thereon at a certain rate periodically on certain dates specified therein. It is a negotiable
mstrument payable to the order of a specified person(s) and transferable by endorsement.
It can be held singly, jointly or in the alternative form payable to the order of either, or
any one or more persons according to the wishes of the holders. Unlike a stock certificate,
the promissory nofe is to be presented at the paying office for drawing interest,

Bearer Bonds

A security n the form of a bearer bond 15, so far as government is concerned, the
property of the bearer and its possession is sufficient to constitute ownership. A change
in ownership 1s effected by delivery of the bond by the transferor to the transferee
without any formality. Interest coupon is attached to each bond and payment of interest is
made on due dates to the presenter of the relative coupons at the paying office. The
essential characteristic of a bearer bond is the absolute freedom with which it can be
negotiated. The Prize Bonds issued by the Government of India are a vanant of the bearer
bonds.

A certain number of bonds are selected by lot for prizes of specified amounts. The
prize money won by a bond is exempt from income tax.

Other Forms of Government Securities
The other forms of Government Securities are as follows:
Treasury bills
National Defence/National Savings Certificates
Deposit Certificates
Annuity Certificates
Annuity Deposit Certificates
Zamindari abolition compensation bonds and rehahilitation grant bonds.

Ph A R R

NOTES



I

Principles af Public Finance and Fiscal Policy

NOTES

7. Social Security Certificates
8. Capital Investment Bonds

L. Treasury Bills: Treasury Bills are the main instrument of shomi-term borrowing
by the povernment, and serve as a convenient gilt-edped security for the money market.
Moemally, treasury bills are ssued for a pened of 21 days3 months, A treasury hill &5
transferable by endorsement like & promissory note and can be sold to any person, firm or
corporate body but in view of s shor matunty, dealings in treasury bills are usually
confinad 10 institutional investors, like banks, insurance companies, and busingss firms.
Smee September 1966 treasury bills can also be held 15 SGL form by bank and other
approved bodies. However, Treasury bills are issuad to mdividuals in seript form.

Treasury Bills are negotiable instruments and can be rediscounied with the Reserve
Bank at any time before maturity upon terms and conditions determined by it from ime
to fime. Since July 1963 Treasury Bills are being sold on tap at a rate to be announced by
the Reserve Bank fom time to time. The bills are ssued m denominations of § 25, (400
and multiples thereof. The hills are sold at & discoum and the full face value 15 paid 1o the
holder on matunty, the difference representing the vield on the myvestment.

Since lanuary 1950, Treasury Bills are 1ssued only by the Government of India,

At present Treasury Bills are ssued in two types, Le, ad hoc Treasury Bills and
ordinary  Treasury Bills. The overall budgetary deficit of the central governmenl is
fingnced by borrowing through the msues of Treasury Bills andfor drawmg dewn the cash
balances with the Reserve Bank. Ad hoc bills are ssued only in favour of the Reserve
Bank for the purpose of replenishing the central povernment’s cash balances maintamed
with it and are held only in the [ssue Department of RBI. These bills cary the same
discount rate and same maturgy period. Ondinary Treasury Bills are sold 1o investors,
Dither than the RBL throughout the yvear, on demand. The RBI rediscounts ordinary
Treasury Hills from other investors and holds such bills both 0 the Issue and Banking
Departments. A bill once rediscounted by the RBI 15 not sold back

Treasury bills constatute the “Floating Component” of the public debit of the central
government. The level of floating debt at any point of time is generally gmided by the
following considerations: (1) the central government's immediate additional financial
requirements, (i) the level of liquidity in the mweney markel. Since neither the
government nor the moncy market wishes to hold surplus cash, the Reserve Bank restores
the equilibrinm by selling 1o purchasing from the money market Treasury Bills as the
Situation demands.

Current Rupee Loans

Rupee loans are issued in the form of terminable and pon-terminable loans. Rupes
loans which the government have undertaken o repay either: {a) on a certain fixed date
of (b)) nod earlier than o certam fxed dae, are called Terminable or dated loans, while in
cose of non-terminable or undated loans there 15 no obligetion on the Government fo
repay the loans on the expiry of a fixed period,

National Defence™atonal Saving Certificates, Deposit Certificates and Annuity
Certificates #ic. have been concevesd as instruments Tor attraching small savings. These
certificates are poverned by the govermment’s Savings Cedificate Rules ete, These
cerfilicales are generally nod fransfecable bul nommaton to enable money dug on the
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certificates to be paid is permissible. However, the transfer of National Savings
Certificates i1s permissible with the prior permission of the authonsed post masters.

Zamindari Abolition Compensation Bonds and Rehabilitation Grant Bonds

The Zamindari Abolition Compensation Bonds and Rehabilitation. Grant Bonds
have been 1ssued by varnous state governmenis m pavment of compensation and
rehabilitation grants under their land tenure abolition enactments. These bonds have been
issued in certain specified denominations by the Public Debt Office concerned and they
are transferable by endorsement and delivery like government promissory notes.

Social Security and Capital-Investment Bonds

The social secunity certificates and Capnial Investment Bonds are two new savings’
instruments, recently issued by the Government of India to mobilise private savings for
public use. In 1982, the social security certificates were first introduced. If the holder of
these certificates die, the legal heir or neminee will get the full maturity value without
having to wait for the maturity date. The certificates are issued in two denominations
of ¥ 500 and ¥ 1,000 and for the period of L0 years. However, these can be encashed
by the holder at any date after the first three years.

Capital Investment Bonds are also 1ssued for ¥ 1,000 for the maturny period of
10 years bearmg tax free interest of 7 per cent anmum These bonds are transterable at any
time after the date of issue by execution of a transfer deed.

4.1.15 SIZE OF PUBLIC DEBT

Total debt (Central and States) increased from T 22,246 crores (T 9.510) crores of
total internal debt) in 1970-71 to ¥ 76,234 crores (T 40,638 crores of total internal debt)
m 1981-82. Total debl as percentage of GDP however declined from 55.00 in 1970-71 to
52.00 in 1981-82, while total internal debt as percentage of GDP increased from 24.00 in
1970-71 to 28.00 1 1981-82. Annual rates of growth of total debt and total mternal debt
(on average) during 1970-71 to 1981-82 were about 11.00 and 13.00 per cent
respectively.

Size of Central Governments™ Debt

Aggregate liabilities of the Central government increased from ¥ 19,864 crores
(49 per cent of GDP) in 1971 to T 68,349 crores (46.00 per cent of GDP) n 1982,

It increased to ¥ 538,610 crores by 1995 and 1997 budget estimated 1t to be
T 6,70,224 crores in 1993,

Internal debt increased from T 7,663 crores (19 per cent of GDP) in 1971 to ¥ 35.726
crores (24 per cent of GDP) in 1982 and further to T 2,66,467 crores by 1995 of which:
treasury debt imereased from T 2 516 crores (6.00 of GDP) mn 1971 1o 13,864 crores, 19.00
of GDP in 1982 and ¥ 40,442 crore in 1995.

External debt increased from ¥ 6,465 crores in 1971 1o T 11,821 crores in 1982 and
to T 56,292 crores in 1995, However, it percentage with GDP declined from 16.00 in
1971 10 B.OD in 1982,

NOTES
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4.1.16 MONETISATION OF PUBLIC DEBT

Central Government Securities

Initial cash comribubion of the Eeserve Bank 1o net bormowings was about 45.00 per
cent m 1969-70 and it mereased to 54.00 per cent in 1981-82. However, net sales through
open market mercased from ¥ 18.00 crores (13.00 per cont of net borrowings) i F965-70
o % 14900 crores (5.00 of net borrowings) in 1981-82 with wide variations during the
whole period. On an annual average, the bank conimibuted mitially at about 44 00 per cent
of net borrowings, while the bank was able 1o have net rates of securities through open
market operations & about 25.00 per cent of net borrowings duning 196%-70 to 1981-82.

Cash afler net sales contributed by the Reserve Bank accounted for about 32.00 per
cent of met borrowings in 196%-T0. Il rose o 26 per cent in 197980 and 4% .00 per cent in
198 1-82.

Size of Staves” Deba

I'ntal debt increased from T 8,749 in 1971 to T 27253 crores in 1982, But its
percemtage with GDP declined from about 22.00 i 1971 o 1900 i 1982 Internal Debl
also increased from € 1 847 crores (4.6 per cent of GDP) to ¥ 4,912 crores (3.5 per cent off
GDF) n 1982, Of which, ways and means advances from the RBI increased from ¥ 375
crores (0.9 per cent of GDP) in 1971 o ¥ 441 crores (0.3 per cent of GDF) in 1982 with
vartions from < 621 crares (in 1972) o= T8 croves { [973),

Loans and advances from the central government also increnzed from 3 6,365 crores
m 1971 to 19,370 crores in 1982, However, its percentage with GDP dropped from 16.00
in 1971 o | 3.00 i 1982,

Total Market Borrowings {Central and States)

Total market boerrowings {Gross) of Central and State Governments mereased from
T 585 croves during 1970-71 to ¥ 3,698 croces during 1981-82, while cash subscriptions
accepted increased from ¥ 380 crores during 1970-71 0 T 3,423 crores durng 1981-82

RBI Holdings of Central Government Securities including Treasury Bills
(Outstanding)

At the end of March 1971, the RBI holdings of dated securities and Treasury Bills
accounted for about 635 (0 per cent of total. [t came down to 38,00 per cent m 1981,

Cn an annual average, the RBU's holding of government securities including
Treasury Bills accounted for abow 30,00 per cont of tofal during F971-81.

RBI's holdings of dated securities increased from 1 486 crores (3800 per cent of
total RBI holdings) to ¥ 3 858 croves (28 00 per cent of total RBI holdings of Treasury
Bills increased from ¥ 2,427 crores (62.00 per cont of RBI's total holdings) to ¥ 9,955
crores (T2.00 per cent of BBI's total holdings) in 1981,

The Reserve Bank’s Open Market Operations

Net sales as percentage of total holdings of RBI {own account) increased from 7.00
per cent in 1970-71 to 8.56 per cent in [980-B1 with wide variations during the period.

O an annual average, it was about 1300 per cent of RBI's total holdings during
1970-1981.
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Government of India Treasury Bills

Sales of Treasury Bills to RBI accounted for about 86,00 per cent of total sales in
1970-71 and it came down to 36,00 per cent in [981-82. Sales o commercial banks
mereased from 3.00 per cent m I970-71 to 3800 per cent m 1981-82. However,
outstanding of Treasury Bills with RBL accounted foc about 9500 per cent of wal in
1970-71 and about 97 00 per cent in 1981 82,

On an annual average, sales of Treazury Bills to RB1 accounted for abaut 53.00 per
cenl of total sabes and 92.00 per cent of outstanding Treasury Bills during 1970-T1 1o
|081-82. However, it may be poted that during 1971-78 about ¥ 775 crores (about 14.00
per cent of total increased amount of outstanding Treasury Bills held by the RBI), of
Treasury Bills were funded into dated sccuriies.

4.1.17 MANAGEMENT OF PUBLIC DEBT AND THE RESERVE
BANK OF INDIA

The creation and management of the public debt determine the supply and demand
for funds on the par of the state in the market at a certain time. As both the Staie and the
private sectors Tor market borrowings have to drow on the tofal available supply of
mvestible funds n the market, if the State tnes to borrow more than the available supply
at the current rale of interest, this lends 10 currency expansion. Thus, main issues in the
management of public debt are: determining the tntal amount of 15sue of govérnment
securities, terms of issue and the timing of the issues. The maimtaining of a healthy
market in government securifies 15 another imponant aspect of the management of public
debt. However, the use of debl manspement as monetary instrument 18 also highly
recognised.

The open market operations form an impariant mstrument of monetary control and a
link between the monetary and debt policy. Prior 0 the publication of the Radcliffe
Committee Report m 19605, the monetary use of public debn was advocated by many
economists [ike Henry Simons, Milton Freidman and E.R, Ralph, Betore, the war penod,
the objective of the open markel operations, policy was (0 supplement the monetary
policy and make it more effective in its impact on the money market. But during the war
peridd, debt policy as a part of fiscal policy dominaded the monetary policy. From the
role of an mstrument of monetary control, the open market operations help raising the
meeessary fnancial resources of the government through controlling and maintaiming the
prices of government securities on the market.

Central governmeni’s borrowing  raquirements are submitted o the Parliament
through Annual Budget Similarly, state government budgets indicate their estimate of
public borrowings but these are finalised by the Minisiry of Finance in consulintion with
the Planning Commussion. The total amount of 1ssue of government secunties 15 fixed by
the borrowing requirements of povernments and other public sector institutions within
the overall availability of funds. A view is taken of the growth of deposits, premium
moome of the bank and sccretions 1o provident funds in order 1o decide the total swee of
the public borrowing programme in a year. Besides the estimate of available resources,
the amount of central and state boans maturing for redemption during the vear and the
abgorptive capacity of the market are also considered by the government and the bank to
[ormulate the borrowing programme Tor the veir. The borrewmg requirements so
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estimated are finalised by the Maming Commission, Mmstry of Finence and the Reserve
Bank.

In view of the bank's close contacts and intimate knowledge of the financial
markets, if 15 o8 position 0 advise the central and stite povernments on the gquanium,
timing and lerms of new issues of sovernment securities. The Reserve Bank considers
many factors like the seasonality in the growth of deposils, extension of credit, amd new
msues of privale sector in e market in order o let the savngs of the economy (ow e
different sectors i a smooth way, Hesides, as far as possible, minimum amounts of
msues are made at the time when the government food procurement operations are al
their maxminm, The neads of the borrowers including institutions whose public debi the
Bank manages, for funds at particular time are alzo considersd in choosing the nming of
the saues,

So far as the terms of borrowings are concerned tll recently, the policy was that the
central government issues for a comparable maturity carried an interest which was 114
per cent bower than that on state government securities, which, in tum had to pay 1/4 per
cent less than that which was paid by the State government-guaraniesd msibtubions ke
SEBs and Hoosmg Boards etc, The coupon rates on securiies issued by central
povermment-guaranteed  mattutions  like IDBI and IFCI were same as those on
programme has been phased out throughout the year. It may be observed that initinl
contributions of the Reserve Bank to issues of central gnvernment securities are gradually
mereasing over the persod, probably due io less contmbutions of non-RBI mstiubions 1o
flotations of loins during the slack season in the money market, During [965-70 1o 1981-
82, ihe ninal cash conributicn of the Reserve Bank to the net market borrowings of the
central povernment varies between €63 crores 10 ¥ 1,565 crores and the percentage of the
szme to the net market horrowings renged between 22 00 to 6400 per cent

The ownership pattern of debl s interesting light on the *market” for government
secuntbies, Durng 1970-71 to 1951-82, the Reserve Banks holdimg of long-dated
securties of Central government on an annoal average were about 25 per cent of todal
amount of Central and State government securines. The Reserve Bank does ot hold any
state povernmenl security gs present. The Reserve Bank™s holdings of dated securities
varioed between 1600 and 2800 per cent of total of state and central securities during
1970=- 71 1o 1981-82, Commercial banks, Life Insurance and Provident Fumids held as an
anmual average about 69.00 per cent of total outstandings of mtaite and central securifies
durmg 1970-T1 o 1981-82. Other categories mcluding individuals and state govemments
held on an annual average about 6.0 per cent of total outstanding amount of central and
state posvernment during the same pericd. The propoction of total debt held by other
categones excluding siate governments, which 15 very less, has come down over the
wears. Dunng 1970-T1, 1t was about S0 per cent and came down o 500 per cent during
1981-82, Tuming fo central povernment secursties, it may be observed that the Reserve
Bank of India held about 2500 per cent of total ouistandings of ¢entral government
securities as at the end of March 1982 Commercial banks held about 4200 per cent of
togal oatstanding followed by various provident fund schémes (12.00 per cent), Life
Insurance Corporation of India (1000 per cent) and other categories meluding state
eovernments (7,00 per cent) a5 at (he end of March 1982,

Regarding Steie government secunifies the Reserve Bank of India does not hold
securily at present, coommercial banks were the major holders, namely S8.(0 per cent of
the total outstandings as ai the end of Mirch 1982, followed by various provident fund
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schemes (27.00 per cent), Life Insurance Corporation of India {14.00 per cent) and other
categories incleding state govermments { 10O per cent). There should be a wide specirum
of owners of securilics 5o that there can be a maiching of buyers and sellers. This aspect
15 fo a large &xtent absent i the Indian gili-edeed securities market, as revealed by the
ownership pattern of debt. The government secunties have become an important segment
of the capiftal market. The umporiance of the rale of the secondary market for povernméent
securities should he well recognized to widen the spectrum of ownerships of securities.
The Reserve Bank should surture a beoadbased securies markel through its public dels
management. [t 15 worthwhile to mention that debt management influence aggregate
ligquickiny of the economy and the changes m the average maunty of the public debi s
used as @ measwre of the influence of deit management on aggregaie liquidity. Lenders,
borrower and the manager of debt are interested in the widening of the market, Lenders,
ie., holders of povernment secarities are scattered because marketability ensured
liguidity. A widening of the market leads o moressed marketability and this might
facilitate the government in issuing & larger volume of debt. On then other hand, the
Beserve Bank of India, ie.. manager of publie debl & inferested in 4 broad and active
securitics market because this enables the bank 10 conduct open market operations as a
means of control and alse w ensure the stahility in bond prices. However, this raises the
155U whether the government 18 willing to offer that rate of infterest on securities which
will make government securities readify markeiable, IT the govermment is not willing to
do that, the widening of the market can be broadened only by the enlargement of the
‘captive market.” However, a more altractive rate of mierest on governmeni secarities
will perhaps induce individoals and corporations to hold govermnment securities. Besides,
it is neceszary for the povemment 1o readjust rates on securities, as market rabes rise, in
order to imparr the financial viahility of finoncial institutions which are major holders of
government securities. I may be argued that the anstitutional holders of government
securities may nod be concermed with the absence of an active secondary market so long
a5 the Reserve Bank 15 plaving the role ol “buyer of last resort,” However, the Reserve
Bank does not currently purchase any secunty aganst payment 15 cash, excepl in stray
cases;, purchases are made only in switch transactions. The reason is o prevent
unchecked expansion of hquidity through monetisation of government debt. O the other
hand, the objective belind Dxing a gquots for switch deals s alse o check the excessive
unleading of low yielding securities to the Reserve Bank.

Turmng o maturity patiérn of the pablic debt, it miy be mentioned that changes in
the average maturity of the public debt may be used as a measure of the influence of debt
marnagement on agpresate hgudity, The shorter the debt the closer it geds o money and
consequently becomes more hquid The matunty structure of the public debt can be
changed either through new issues of debt of different maturibes or withoul new issoes,
1e., the averagpe maturty of ouwtstanding public debt becomes shorter s old debts
approach thewr respective maturty dates. The matunty of public debt s lengthened
through issues of debts of longer maturities than the average matnty of outtanding
dabitg,

The date regardmg matunty pattern of the Government of India rupee loans reveal
ihat on an annual average the long-term securities (maturing after ten years and undated
accounted for aboul &0 00 per cent, mediume-term securities { maturmg between five and
ten years) for about 1800 per cenl and short-term securities (maturmg within five vears)
for about 20000 per cent of total oulstanding rupee loans during end of March 1971 1o
1982, Long-dated securities covered about 71 00 per cent, mediom-dated securities about

NOTES



152

Prisciples af Public Finance amd Fiscal Policy

NOTES

16,00 per cent and short-dated securtfies about 13.00 per cent of total outstanding of
rupes loans as at the end of March 1982, as against 4900 per cent for long-dated, 1404
per cent for medivm-dated and 3700 per cent for shori-dated as at the end of March 1971,
It may also be observed thal during 1970-71, subscrplions accepted by the Government
of India through ssues of lbong-dated secunties accounted for about 37.00 per cenmt of
fofal subscnptions, while it came 1o B6.00 per cent during 1975-76 and 65.00 per cent
during 1981-82. Mediuvm-dated loans =gued accounted for about 1300 per cent, 14 (60
per cent and 2500 per cent of todal subsenptions accepted durmg [970-F1, 1975-76 and
14981-82 respectively. Short-dated lonns issued accounted for about 10.00 per cent of todal
subscriptions accepied during 1981-82, It may be obsérved that the govennment has
lengthened the malurity of ouistanding debt by 1ssuing more of long-dated securitkes as
msues of long-dated secunties make it more convement for the povernment o undertake
mvestment projects with long gestation periods.

Regarding the maturily of state governments, securities it may also be pomnfed out
thaat stade povermments generally ssoed securities matunng between 10w 12 years during
1970-71 o 1981-82. A bout fifteen state povernments ssued securities of the maturity ol
12 vears during 1970-71 while about 21 state governments issued securities of the
maturity of 10 vears duning 1975-To. A bout 20 state povernments ssued secunties of the
maturity of 12 years during 1981-82. A Il the state government securities were having the
game period of maturity, However, during [982-83 rwenty one state governments entered
the market with issues of sccunties having matunty penod of 15 years, while during
1983-B4 oul of (wenty one Male governments, seven skales, vie, Andhra Pradesh,
Himachal Pradesh, Jammu and Koshmor, Karnataks, Meghalaya, Omssa and  Uttar
Pradesh foated 12 years loans at 8.25 per cent and the remaining 14 stale povemments
floated 17 vear loans at 8.75 per cent

Tt may be noted that i order o mimimise cash paymenls for the matured debiz and
thereby regulate the liquidity of investing public, some 1ssues of new scountics were
offered on cash-cumeconversion basis. The conversion operations also satisfy  the
mvestor's needs for debt of different maturgies and thereby mainiain orderly conditions
in the securities markel,

The amount for conversion of central government loans, on an nnnual overage, was
about 22 per cent of tal subseriptions accepled during the year ovér a period from
19270-71 i 1951-82. However, conversion amount as percentage of wdal subscnptions
accepled vanad from 44.00 to 600 during the same perod. A mount of cash repayment
as perceniage of total snbscriptions, on an annual average, was about 7.00 per cent during
1970-71 to 1981-82, while it kad annual variations ranging between 20000 to 200 per
cent during the same penod

4. LIS ADMINISTRATION RELATING TO PUBLIC DEBRT

The manapgement of ik public debt of the central povernment 5 a slutory
responsibility of the Reserve Bank The manapement of public debt of all the state
povernments excepl Sikkim 3 also conducted by the Reserve Bank by virtue of the
agreements enlered info with them. The law relatng to government secunties is
incorporaied in the Public Debt Act, 1944 and the Public Debt Rules. 1946, the Public
Debt (Annuty  Certificates) Ruoles, [954, ond the Pablic Debt (Annuity  Deposit
Certificates) Rules, 1966, The procedure for dealing with the issue, conversion, renewal,
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mterest payments etc., offon govemment loans has been spelt out i the Government
Securities Manual issued under the authoniy of the ceniral government,

In the Reserve Bank, the Secretary’s Depanmeni. Public Debt Office and the
Securities Department and Central Debi Section are entrustad with works relating o the
Public debt. The Secretary's Depariment gttends to policy matters relating to the terms
and conditions of the new loans such as the amount, date amd method of s, and the
co-ordination of loan floatstion’s of the varous governments. The matters relating 1o
centralisation of the public debt accounts of the central and state povernments, and
preliminary amangemenis for new loan floatation are attended to i the Central Debi
Section in the Department of Government and Bank Accounts, The Secrefary’s
Department also attends (o the work relating 1o setilement of terms for market lnans of
guasi-public anstitutions, cenain and cancellation of ad hoc Treasury Bills and open
markel operations.

The Public Debt Offices are entrustsd wath the aclual transactions connected with
the public debt. For purposes of efficient management. the transactions have been
decentralised and entrusted o the Remonnl Public Deld Offices. All the branches of the
banking department, except that in Bhubaneswar, have public debt offices.

For the management of the public debt of the povernment, the bank charges a
eommission al the rate of T 2,000 per crore per annum, payable half-yearly, oa the
amount of public debt outstanding ot the closé of the half vear for which the charge is
made, after excluding certaim specified items. In addition, the Reserve Bank charges a fee
af the rate of T 1 000 pér erore of all new issues subpect 1o minimum of 5,000 for each
loan in respect of central government loons and ¥ 1,000 i respect of siate government
Ivars, besides recovering brokerage and expenses incurred by the Banks oo account of
printing of loan notifications, wlegrams, tunk calls, advertisements gic

Recarding Treasury Bills, the Reserve Bank, as the agent of the povernment, 15sues
bills a1 a “discount’ only on tap, at present, throaghout the week to commercial banks and
the pubbe, Treosury Bills constiute o significant proportion oF the public debi of the
central government. In the recent year, Treasury Bills formed about 3800 per cent of
central government imernal debt They increased from ¥ 2,516 crores (6.00 per cent of
GDP)im 1971 to @ 13,864 crores (9.00 per cent of GDP m 1981, However, Treasury Bills
do not enjoy a wide markel. On an annual averape sales of Treasury Bills to the Reserve
Bank gccounted for about 33.00 per cent of total sales and 92.00 per cent of outstanding
Treasury Bills dunng 1970-71 o 1981-82 Diher proporions are being held by the banks,
cther apecified bodies and state povernments. Whenever the balanees of the state
governments ang in excess of the agreed mummum limits, the excess s emporarily
imvested m Treasury Bills.

Treasury Bills are rediscounted by the Reserve Bank for the stale povernments,
hanks and other approwed bodies. In the case of the siate povernments, rediscounting of
Treazury Bills held by them is undertaken before ways and means advances are granted
to restore the mummum balances. The rate of rediscount 15 amved at by adding ¥ 0.031 to
the current rate of discount per annum earned on the relitive bills. Nomally, discount
raies are adjusted 1o chamges in the bank rate. Af present Treasury bills are sold at
T 98 85 implyving the rate of discount of T 460 per cent.

The central government has been carrving the conversion of ad hoe Tressury Bills
beld by e Reserve Bank into dated securifies. With this process of “funding’ of

NOTES
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Ireasury Bills the government has lengthened the maturiics of the govermment
obligations beld by the Reserve Bank withou any change in the quantum of the public
debl Howewver, the cost of servicing fhe debt as a resuli of the igher rate of mienest
payable on the new dated securities has pone up. The conversion of ad hocs by (he
povernment was made out first in 1958-39 with the funding of ¥ 300 crores mto 4 per
cent loan e 1973, and it has been since an amual fEature. Inorecent years Treasiry
Rills &t about ¥ 100 crores were annually funded. However, in 1981-82 the face value
of & 3300 crores were funded into special segurities. The aggregate total of Treasury bills
funded was about ¥ 5,475 crores at the end of March, 1982 while the owtstanding of
Treasury Bills held by the Reserve Bank were of about $ 9955 crore during the seme
perind.

It miay be observed that “funding” of Treasury Bills may be resorted norder 1o keep
the Reserve Bank supplied wath sufficient stocks of dated securities for the conduct of
open market operations. The conversion of ad hees by the gevernment o special
securities may nofl meel the above objective of funding operations. Al present, funding
operations are confined 1 ad hocs held by the Reserve Bank. Possibilities should be
examined to cover other Treasury Bills held by non-Reserve Bank parties for conversion
mta long-dated securities. As a resull this operation may mduce banks and other bodses
to restrict their regular hahit of rediscounting Treasury Bills held by them with the
Eeserve Bank.

The Indian mlt-edged market is narrow. 1tz highly mstitutionalised. The bulk of the
povernment securities i held by government-owned mahfutions. All these insttulions
come to the market mamly as investors, m order to meet their statutory obligations and 0
some extent for swatch operations from shor-dates o long-dotes. Moreover, in the
absence of 3 Tressury Bill market, open market operations are entirely in government
bonds, Ar present, the Reserve Bank deals only in the securities ssued by the ceniral
povernment and not m those of state government ond local authoritics. However, the
narrow markel precludes large-scale operations by the Beserse Bank since they would
unduly disturh secunty prices. However, for a broad market what = required 15 a wide
: of owners so that at any given trme there will be o large number of buvers and
sellers. Unless the vields on government securtties are made atfractive to individuals and
corparaticns, an active markel cannod be bualt up. It may be ohserved that there s a limit
to which the governmen! can msulste the interest rates on government securities from
odher sates in the markel wiathoul serpusly eroding the profitability of these fnancial
mstitutions, which are compelled to funnel ther funds mie government secunitics, and m
ihe absence of sctive market these msoiunions face the problem of allocating funds
between different government securities and approved securifies,

National Debt Ceiling and the Public Sector Undertakings® Borrowings

The adaptation of the policy of economic plamming in the country in 1951 made the
debt poliey o8 a significant part of the overall economic policy. The debt policy 15 used
for achicving the wider objectives of eeonomic planning. These objectives are
achievement of 4 faster rale of economic growth, mamfainng stabilily in prices anmd an
efficient expansion of the money miarket. Growing reliance on matket borrowings as a
source of funds for meeting government expenditures should make for comesponding
reduction in povernment s recourse 1o the Reserve Bank as the source of funds in order Lo
check growth in base money and its snowballing effect on the supply of broader money.
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Further, an effort is always to be made by the state to relate the debt creation to real
growih of ihe economy. The debt i w be incurmed mainly for financing the productive
invesiments under the Plans and thus i leads directly o an increase in investment and
rse in prodoction over the long-run period This rise in investmént in the public sector
has the effect of raising investment in private sector and enables the economy to achieve
a lhagher mte of prowih

The public debt kas grown enormously, paricularly smee 1956, Total debt (central
and stites) increased from ¥ 22,246 crores (¥ 9,510 ¢rores of tal intemnal debi) in 1970-
71 to ¥ 76,234 crores (T 40,638 crones of total internal debt) in 1981-B2, Annual rates of
growth of total debt and todal internal debt) (on average) during 1970-T1 fo 1981-82 were
about 1100 and 13.00 per cent respectively while Gross Domestic Product at current
market prices mereased by about 1108 per cent on an annual average dunng 1970-71 (o
1081-82,

4.1.19 PROFILE OF PUBLIC DEBT IN INDIA

Under the fiscal management approach in a developing economy such as India,
when there 15 o steep ose wn current expendifures coupled wath inadeguate revenue
buoyancy, a5 has been seen in the previows chapters, there fends 1o be an inevitable beavy
dependence on public borrowings and resulting nto large external and internal burden of
public debt. In this section, a detailed analysis of the trends and implication of the public
debi in India is attemped.

In Imdia. public bomowing is a legally recognised source of govermament inamce,
Artiche 292 of the Constitution of India éempower the Central Government to raise finance
through borrowing upen the security of the Consolidated Fund of India withim such limits,
il any, as may be fixed by Parliament by law. However, despile several recomimendations,
ma celling on public debt 15 laid down so far. In the Government of India, the department
of Economuc Affars, Mingtry of Finance, manages with Public Debt, market loans,
interest on Central Govemnment’s boreowings and allied matters. The Public Debt of the
Government of India comprises miternal debt and extermal debt. Internal Debt refers 1o
loans rased in the open markets; special securilies issved the Reserve Bank of India,
Compensation and other bonds amd 15-year Annuity centificates, Treasury Bills issued mw
ihe reserve Bank of India, and non-interest bearing securities issued to miematonal
fnancial institutions, External Debt consists loans and credits made available on
coneessional, semi-concessional or commercial terms by multitateral development banks,
damir countries, bilateral amangemenis, and specialisi Uniled Naton™s (UN) asencies,
ad by commercial banks eher directly or through syndicated amangements. Resides
intermal and external debt, the Government 's other habidities include funds rased through
Small Savings Schemes, S-vear Time Deposias, Provident Funds, Reserve Funds and
Deposits.

Owver the vear, the tofal lakibtnes of the Government of India have steadiy
mereased, as indicated by data i Table 4.1.3 A welcome trend has been the declining
trend of the external public debt and s interest burden.

NOTES
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TABLE 4.1.3: INDIA: INTEREST ON OUTSTANDING INTERNAL
LIABILITIES OF CENTRAL GOVERNMENT —

(¥ in crore)

Interest Average
Outstanding on Internal Cost of
Year Intermal Liabilities Liabilities* Borrowings
(Per cent
Per annumy)

1990-91 2,83,033 19,664 8.2
1991-92 317,714 23.892 84
1992-93 3,59.654 27,546 BT
1993-94 430,623 33,07 92
1994-95 4.87.682 40,034 9.3
1995-96 5,54 984 45,631 94
1996-97 b,21.438 55,255 10.0
1997-98 722,962 61,527 99
1998-94 8.34.551 73.519 10.2
1999-00 9,33.000 85.741 103
200001 1047976 94,900 102
2001-02 1196245 10,3175 9.8
2002-03 1323704 113,258 9.5
2003-04(RE) 14.44,104 117,332 8.9
2004-05(BE) 1621245 1,26,870 8.8

Note: 1. Average cost of -borrowing is the percentage of interest payment in year ‘t" to
ouistandmg habilities 1n year't 1"
2. COuistanding internal labilites exelude NSSF loans to states, with no interest lability
on the part of the centre.

* Excludes T 313.61 crore and T 4.079.62 crore towards premium on account of domestic
debt buyback scheme and prepayment of external debt for 2002-03 and 2003-04 (RE)
respectively.

Source: Budeet documents, Government of India.

Central government liabilities in India constitute about 85 per cent of the total
internal debt. A major portion of the labilities comes from market borrowings of the
government of India. The main instruments used in raising market loans by the central
government are securities, bonds and treasury bills.

Available data of the World Bank reveal that India is one of the modest indebted
countries, as at the end of March 1998 total external debt of India was around US 94.0
hillion. The standard measures of debt sustainahility ratios such as debt GDP ratio and
debt-service ratio estimated to be 26.4 per cent and 19.5 per cent respectively. India’s
short-term debt amounting US540 mlhon in March 1998 accounted only 5.3 of total
external debt. External stability is important for domestic stability in the global setting of
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the country. As such, the policymakers in India should not underscore the need for
monitoring the maturity profile of debt, which has implications for debt redemption and
foreign exchange resources, as well as the foreign exchange rates of the country.

4.1.20 GROWTH OF EXTERNAL DEBT

India’s external debt has been rising substantially from 1980-81. The trend 1990
onwards is indicated by data in Table 4.1.4.

The debt service ratio, 1.e., the ratio of interest payments and amortisation of foreign
loan by Government of India, as a percentage of exports of goods and services was 8.7
per cent in 1981,

Debt servicing as a foreign exchange reserves has decreased from 30 per cent in
1990 to 18 per cent in 2004,

Data in Table 4.1.4 sugpest that proportion of external debt in to the total public
debt of India has steadily declined from 46.6 per cent in 1990 to 35.8 per cent in 2004.

Yet, comparatively India’s external debt share is much higher than that in the case
of Malaysia, In India external debt constitutes over one-third {(more than 35 per cent) of
total public debt, whereas in Malaysia it contributes less than one-fifth (less than 20 per
cent) of the total public debt of the country. Figure 4.1 3 reflects a visual of the trend of
high debt service ratios in India. Figure 4.1.4 refers to the growth of IMF credit to India.
Smee 2000 on wards, India did not require any IMF credit to manage its balance of trade
{BOT) and CA D (current account deficit).

TABLE 4.1.4: INDIA: EXTERNAL DEBT (AS AT END MARCH)

(¥ crore)
Year | Long- Short-term Total Debt- Debt-Services IMF
term Debt External GDP Ratio (%) Credit
1 2 3 4 5 6 7
1990 117235 12964 130199 20.8 inz2 2572
(10.0) i46.6)
1991 146226 16775 163001 28.7 353 5132
(10.3) (45.8)
1992 [ 232268 20642 252910 387 302 8934
(5.2) (45.2)
1993 [ 260942 19804 280746 37.5 275 14985
(7.1) i44.5)
1994 [ 279043 11375 200418 338 254 15812
(3.9) (44.3)
1995 2987237 13448 311685 308 262 13545
(4.3) (453)
1996 | 304091 16637 320728 27 243 o
(5.2) (44 8)
1997 | 311674 24153 335827 24.5 212 4714
(7.2) (42.3)

NOTES
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NOTES 1998 | 349753 19929 369682 243 19 2622
(5.4) (39.5)

1999 | 393160 18137 411297 236 178 1218
44 (38.5)

2000 | 411388 17162 428550 221 16.2 113
(4.m (38.9)

2001 | 454805 16919 471724 226 17.2 0
(3.6) (35.5)

2002 | 468512 13396 481908 21.1 13.9 0
(2.8) (36.0)

2003 | 476888 21705 498593 20.2 15.1 1]
(4.4) (36.8)

2004 | 468591 20577 489168 17.6 18.3 0
42) (35.8)

Source: External Debt Management Unit, Ministry of Finanee and Reserve Bank of Indi.

Figure in the parenthescs refer 1 percentage share in the total.

mE Debt-Sendces
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Fig. 4.1.3: India: Trends in External Debt-GDP Ratios
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Fig. 4.1.4: India: Trends in IMF Credit
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Data in Table 413 pertaining to the oufstanding internal lhabilities of the

government of India. A sharply rising trend is noticeable. The average cost of borrowings,

i.e., the percentage of interest payment in current year to outstanding liabilities in the
previous year has been varmishing around 9 per cent, over the years.

4.1.21 CONCLUDING REMARKS

W hen the public debt is not productively utilised it will cause a serious problem in a
developing country such as India or Malaysia, An effective public debt management
implies produciive use of the resources raised, along with a substantial and sustained
growlh of exporis, effective import substitutions and better fiscal management overall

including a sound fiscal system, smooth budgetary process, improved accounting methods,

mternal central and performance evaluation, besides time o time monitoring of the growth
of public debt.

Nonetheless, the huge borrowings in the past have added to the debt-servicing
burden on the government. As a result, an increasing trend of debt servicing habilities is
seen during the 1970s and 1980s. A declining trend has appeared i the 1990s as an
avowed policy of debt management. In 1991, debt servicing claimed 24.9 per cent of
operating expenditure and 8.6 per cent of total government expenditure. This declined to
15.6 per cent and 11.6 per cent respectively in 1996,

In the New Economic Order of the 21st century, it is necessary for developing
countries such as Malaysia and India to monitar both public and private debt. The
countries should disseminate debt information and debt in a transparent way to assure the
creditors confidence n the fscal management policies and actions of the concerned
countries.

Incha’s fiscal sector position during the eighties was characterised by an
accumulation of huge debt (Reserve Bank of India, 2000). In 1990s, the Government of
India when attempted to correct this position had to contend with a number of structural
and cyclical consiraints. Nonetheless, the government did continue on pursuing consistent
fiscal reforms into sharp focus.

4.1.22 SUMMARY

Public borrowing or public debt as an instrument of fiscal policy is of recent origin.
As mentioned in the Encyclopaedia Britannica, public debt refers to “obligations of
government, particularly those evidenced by securities, 1o pay certain sums to the holders
at some future date.” In fact, public debt is considered when the government [loats loans
and borrows trom the public. Government needs to brow when current revenue falls short
of public expenditures.

There are two major sources of public borrowings: (1) internal and (1) external. The
following are the objects of public borrowings: (1) To fill up the gap between anticipated
public expenditure and current public revenue. (2) To seize away excessive purchasing
power from the public during an inflationary period. (2) To overcome depression by spending
mre through the creation of public debt. (4) To finance developmental plans. (5) To meet war
finance.

NOTES
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The cconomic etfects of public borrowing, by and lange, differ with the different
sources of borrowed funds. An elucidaion of this may be made as follows: (1) When the
government borrows From the general public. (2) The government bonds in 3 country are
also purchasad by the non-banking financial institutions like insurance companies, trusts
ete. (3) In a way, it 18 & state borrowmg from commercial banks, when the banks
subscnbe o government loans (4) Simakarly, when the central bank subscribes to the
povernment loans, which will be paid out 10 s creditors by the government, it 15, in
effect, anslogous to prinbing more netes. (3) External borrowings are the helpful in many
WiYE.

Refunding of debt implies the ssee of new bonds and securities by the government
in order to repay the matured loans. In the refunding process. usually short-term
securities are replaced by issuing Jong-term securities. Under this method, the money
burden of public debt is not relinquished but it = sccunmulated owing to the postponement
of debt redemption.

The success of conversion, however. depends upon: (1) the creditworthiness of the
povernment, () the maimtenance of adequale stocks of secorses, (in) the efficiency m
managing the pubhe debt.

Rupee lpans which the government have underiaken 10 repay either: (a) on a certain
fixed date of (b} not earlier than a certain fixed date. are called Terminable or dated loans,
while in case of aop-ferminable or undated loans there s oo obligation on the
Government to repay the loans on the expiry of a fixed penod.

The social security centificates and Capital Investment Bonds are two new savings'
instruments, recently 1ssued by the Government of India to mobilise private savings for
public use. The management of the public debt of the central povernment & o siatutory
responsibility of the Reserve Bank The management of public debt of all the swate
governments except Sikkim s also conducted by the Reserve Bank by vire of the
agreements entered into with them,

The selecive comparison of inlernal experience in mierest rate behavior reveals the
fact that the inlerest offered on government securities. in India has been fixed at a very
low rane,

The bank’s purchase and sale of securities are more or kess on a contmung hasis. [n
general the bank s an outrght buyer of short-dated secunties and outright seller of lomg-
dated securities and new issues. The benk does not currently purchase any security
againsl payment in cash except in stray cases;, purchases are made only in switch
transactions. Through its switch operations the bank meets the shifting preferences ol
mvestor's mainly commercial banks, m the securies marker. However, the secondary
market for government securities 15 very namrow, The RBI has no special dealer like that
of the Bank of England to beld inventory of secenfies with borrowed funds and or
brokers to undertake open market rate

GOP growth rate shoukd be higher than the real mierest rate 50 that the debu'GDP
ratio can be sustained. In addition, adequale primary surpluses are (o be gencrated 10
offset the gap between the nterest rate and the GDP growth mate, Under the current
Indian fiscal situation, thus, the size of government market borrowing and the interest
ftdes strecture crucially matters as major fiscal vanables in the pursuid of debi/GDP
stability of the country
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The fiscal operations of the government of India entailed an unusually high
proportion of the structural deficit component in the nsing magnitude of its gross fiscal
deficits over the years. The persistence of high deficit/GDP ratios implied high debt/GDP
raties m consequence 15 an mdicator of unsound fiscal management of the country. There
has been raising concerns like the problem of sustainability of debt in the wake of
declimng public mvestment i the long-run, crowding out of private savings for current
consumption of the government and towards high costs of debt servicing.

4.1.23 SELF ASSESSMENT QUESTIONS

What is Public Borrowing? Discuss in details.

Explain the trends in public debt.

Discuss the burden of pubhc debt.

Explain the economics of public debt.

Explain the methods of debt management

Explain the traditional debt and G/P debt,

Discuss the relation between debt management and economic stability,
Discuss the public borrowing and development finance.

B0 R O oy’ i s

NOTES
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Government Debt: The total amount of money owed by the government to creditors,
accumulated through borrowing to finance budget deficits and other expenditures.

Treasury Bonds: Long-term debt securities issued by governments to raise funds, typically with
maturities ranging from 10 to 30 years. Bonds pay periodic interest to investors and return the
principal amount at maturity.

Treasury Bills (T-Bills): Short-term debt securities with maturities typically ranging from a few
daysto one year, issued by governments to raise short-term funds. T-bills are sold at a discount
to face value and do not pay periodic interest; instead, investors earn areturn by purchasing them
at adiscount and receiving the full face value at maturity.

Government Securities. Financial instruments issued by governments to raise capital, including
treasury bonds, treasury bills, and treasury notes. These securities are considered low-risk
investments because they are backed by the creditworthiness of the government.

Sover eign Debt: Debt obligations incurred by a national government, often denominated in its
own currency but may also include foreign-denominated debt. Sovereign debt is typically backed
by the government's ability to tax its citizens and its power to raise revenue.

Debt Servicing: The process of repaying principal and interest on government debt. Debt
servicing includes making regular interest payments and redeeming maturing debt securities.

Credit Rating: An assessment of the creditworthiness of a government's debt securities,
assigned by credit rating agencies based on factors such as economic stability, fiscal policies, and
debt levels. Higher credit ratings indicate lower default risk and may result in lower borrowing
costs for the government.

Fiscal Deficit: The amount by which government expenditures exceed revenuesin a given
period, leading to the accumulation of debt. Fiscal deficits are often financed through borrowing.

External Debt: Debt owed by a government to foreign creditors, denominated in foreign
currencies. External debt exposes the government to risks associated with exchange rate
fluctuations and foreign investor sentiment.

Domestic Debt: Debt owed by a government to domestic creditors, typically denominated in the
national currency. Domestic debt may include treasury bonds, treasury bills, and loans from
domestic financial institutions.
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4.2.1 BUDGET

A budget is defined as the formal expression of plans, goals, and objectives of
management that covers all aspects of operations for a designated time period. The
budget is a tool providing targets and direction. Budgets provide control over the
immediate environment, help to master the financial aspects of the job and department,
and solve problems before they occur. Budgels focus on the importance of evaluating
alternative actions before decisions actually are implemented.

4.2.2 PURPOSE OF BUDGETING

(i) Communication: In the budgeting process, managers in every department
justify the resources they need to achieve their goals. They explain to their superiors the
scope and volume of their activities as well as how their tasks will be performed The
communication between superiors and subordinates helps affirm  their mutnal
commitment to company goals. In addition, different departments and units must
communicate with each other during the budget process to co-ordinate their plans and
efforts. For example, the MIS department and the marketing department have to agree on
how to co-ordinate their efforts about the need for services and the resources required.
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(ii} Co-ordination: Different units in the company must also co-ordinate the many
different tasks they perform. For example, the number and types of products o be
marketed must be co-ordinated with the purchasing and manufactunng depanments 1o
ensure goods are mvailable. Equipment may have to be purchased and installed.
Advertising promotions may need Lo be planned and implemented. And all tasks have Lo
be performed st the appropriate times.

{iii) Planning: A budget s ultimately the plan for the operations of an erganisation
for a period of time. Many decisions are invalved, and many questions mist be arsweread.
Old plans and processes are quesioned as well o5 new plans and proceszes. Managers
decide the most effective ways to perform each task They ask whether a particular
activity should =6ill be performed and, of 20, how, Managers ask whal resources are
available and what additienal resources wall be needed.

(iv) Control: Once o budpget is finalised, it 5 the pln for the operations of the
organisation. Managers have guthority to spend within the budget and responsibility to
achieve revenues specified within the budget. Budgets and actmal revenuves and
expenditures are monitored constantly for vanations and to determine whether the
arganisation s oa target. [f performance does not meet the bodeet, action can be taken
immediately o adjust activities, Without constant momitoning, 8 company does not reahse
it 15 mat on farget undil it 15 too late to make adjustments.

(v]) Evaluation: One way to cvaluate a manager is to compare the budget with
actual performance. Did the manager reach the targel revenue wWithin the constrainis ofton
targeted expendifures? OF course, other factors, such a8 market and general economic
conditions, aftect a manager’s performance. Whether a manager achieves targeted goals
ia an important part of managerial responsibility.

4.2.3 PRINCIPLES OF BUDGETING

A, Principle of Planning. This section focuses on the seed 1o ensure thal capital
assels support core/pnority missions of the agency; the asselz hasve demonsimated o
projected retum on investment that is clearly equal to or better than alternative uses of
available public resowrces; the risk associated with the assets is understoed and maraged
at all stages; and the sequisition is implemented in phased, suceessive segments, uniess it
can be demonstrated there are significam economies of scale ot acceptable risk from
funding more than one segment or there are multple units that need 1o be acquited &t the
SAME e,

B. Frinciple of Costs and Benefits. This section emphasises that the asset should
be justified primanly by benefit-cost analvsis, including life evele costs; that all costs are
understond in advance; and that cost, schedule, and performance poals are identified that

can be measured osing an carned value management system or similar sysiom.

C. Principles of Financing. This section siresses that usefisl segments are 1o be
fally funded with regular or advance appropriations or both, enforced by a proposed new
Budget Enforcement Act scorckeeping rule, thal as g general rule, planning segments
should be linanced separately from procurement of the asset; and that agencies are
encournged to aggregate assels m capital acquisition accounts and take other steps to
accommodate lumpingss or “spikes” in funding for justified acquisitions.

D, Principle of Bisk Management. Thiz section is o help ensure that risk is
analysed and managed carefully in the acquisition of the asser. Strategies can include
separale accounts for capial assel acquisitions, the use of apportionment W0 ENCOWLRAce
sound management, and the sclectiom of cfficient types of contracts and pricing
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mechanisms m order to allocate nsk appropriately between the contractor and the
Government. [n addition cost, schedule, and performance goals are to be controlled and
monibored by using an earmed value management syslem or a similar system; amd il
progress (owand these goals s not met there 15 a formal review process to evalate
whether the acguisition should continue or be terminated.

I. Core Value: The strategie wviswon of the College and its departments reflects a
commitment to core educational responsibilities. State budget allocabons 1o
departments and  other wumiis will reflect the commitment {0 these
responsibilities.

2. Budget Clarity: The Dean will provide departments with comprehensive
mformation on university and college state and non-state funding as well as
information concernimg their individual depanmenial budgets. Reasons for
changes in departmental allocations will be made explicit to departments.

3. Budget Flexibilitv: The College will seek o provide departments and other
units with the financial flexibility toc (i) pursue the umit's strategic goals,
(1) respond to routing intermal budget needs and (iii) help address departmeni
start-up and matching responsibalities. Sources of potential Mexibility are
mdicated with-an asterisk (%) below,

4. Authorised Budgets: The College and fs departments and other umts are
required o operate within their respective authorised budgets.

5. Baseline Budgeting Principles: The College's first budget prionty will be to
provide sufficient resources o depanments to allow them 0 meel core
educational responsibalifies. Peer benchmarks and ofher data will be used o
estabhizh department-specific baseline budgets.

6. Budget Expansion, Reallocation and Heduction Principles
() Budget expansions and reallocations  will e  directed towands

acoomplishing the College s siraiegic goals:
(b} To the extent possible, the College will sirive to be responsive 10
unexpected opporfunities that arse.

e} The College wall rmplement any required reductions by targeting cuts that
are consistent with the sirategic goals.

4.2.4 BUDGET AS AN INSTRUMENT OF ECONOMIC POLICY

There 15 @ growmg consensus that public expenditure management 15 a poliical.
rather than a simply technocratic, process. Stodying the polities of the bedget process
essentially means examining the ways in which the distribution of power within that
process affects the subsequent distnbution of pablic resources. From a social theory
pespective, this kas two key dimensions — power &5 formal stractures, and power as the
informal moorporation of dominant norms and values nto operating procedures and
practice. In any given process of budget formulation and execution, unequal power
relations may be expressed by inchsion/exclusion of proximity by different social
proups o the decision-making process, norms and values exphicily expressed in the
statement of purpose and implieitly embedded in the priorities and assumptions contained
within the process, structure ond content of the budget. Power also plays a signilficant role
in the legitimating of knowledge, and in determming who has accessd 1o nformation
which guides decision-making,

The prevailing balance of mleresis and pressures in oany svalem of public
expenditure management is unlikely to reflect a pro-poor, gender-equitable, orientation in
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any simple sense. It is also unlikely to reflect an uncomplicated commitment to sharing
information about the process, and meluding the excluded in decision-making. 1t 18 very

likely that attempts to move n this direction wall run mto both overt and covert resistance,

with adoption of formal commitments to policy goals by governments being insufficient
to guarantee meaningful change. Ideally, therefore. for a development actor to understand
the politics of a given budget process it would be valuable to have information about the
following:
() The formal structure of roles and responsibilities within the budget process;
(b) The formal rules goverming decision-making, political choice and
accountability within the public expenditure management system;
(¢) The networks of stakeholder power and influence, which influence the
outcomes of the budget process;

(d) Incentives for action affecting the decision-making of politicians and officials
during budget formulation and execution;
(¢) The latitude for independent discretionary action of bureaucrats at all levels of
the budgel execution process;
() The norms and values prevailing in key institutions within the budget
formulation and execution process.
Types of Budget/Programme Budgeting
Various types of Budget are as follows:
(i) Sales Budget
(i) Production Budget
(111) Purchase Budget
(1v} Expenditure Budgets
(v) Cash Budget
(vi) Master Budget
(vil) Zero Base Budgets
(i) Sales Budget: Sales budget is a functional budget: The product wise as well as
regional breaks up of sales estimates are incorporated n the sales budgel. The sales
budget begins with the previous year actual and mmcorporates the hikely changes.
(ii) Production Budget: The production budget is prepared based on the sales
estimate incorporated in the sales budget. The adjustments with respect te the opening

and closing stock positions that are policy decisions of the business are then made to
prepare the production budget.

(iii) Purchase Budget: The purchase budget is another functional budget that
estimates the purchase requirement of materials utilised in the production process. The
purchase budget is based on the production budget and the standard material
consumption requirement for the production estimates.

(iv) Expenditure Budgets: Expenditure budgets may be drafied as fixed/flexible
budgets. A fixed budget is one which is prepared keeping in mind one level of activity. It
is defined as one which is designed to remain unchanged irrespective of the level of
activity attained.

(v) Cash Budget: A cash budget consolidates all the cash inflows and outilows for
the business.
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The cash budget 15 also a functional budget. The cash budget helps the business 1o
plon the project purchases as well as to provide for the Ioan requiremenis, The cash
budgets also help in defining the repayment plans for short- and Tong-tenm loans of the
business,

(vi) Master Budget: The overall or master budget summarises the other functional
hedgets

Consolwlating  the functional budgets, an income and expenditure budget and
budgeted balance sheet are prepared. The master budeet 38 usually o one-year budget
expressing the expected assct position and capital and liahility positions for the projected
VEar,

(vii) Zero Base Budgets: A n illustrason of o lomg-term bodget i the Zero baze
bidget, Zero Base Budgeting process looks at reguerements’ plans anew each year
irrespective of project continuity. These are necessarily long-term project budgets.

A budget is a financial plan and a list of all planned expenses and revenues. It is a
plan for saving, borrowing and spending, A budget i an important concept n
microeconomics, which uses a budzel line 1o illustrate the tade-offs between two or
more goods. I other terms, a budiet 15 an organisationzl plan stated in monetary terms.

Economue policy refers to the actions that povemments take in the cconomic field. It
covers the systems for setting interest rates and government budget as well as the labour
market, nalwonal ownership, and many other areas of government miervenions ko the
economy. Such policies are ofien influenced by intemational instutions like (he
International Monetary Fumd or World Dank as well as polincal beliefs and the
consequent policies of parties.

Economic Policy 15 genemally directed to achieve particular objectives, like targets
for inflaton, unemployment, or economic. growth. Sometimes other objectives, like
military spending or natonalisation are important. These are referred 1o gs the policy
goake: the outcomes which the economic policy aims to achieve. To achieve these gnals,
povernments use policy tools which are under the control of the government.

These generally imclude the inferest rate and money supply, tax and governmeni
spending, tarifis, exchange rates, labor market regulabons, and many other aspects of

Bovernmenl

(i) Selecting tools and goals: Government and central banks are limited m the
number of goals they can achieve in the short-term. For instance, there may be pressure
on the government fo reduce inflation, redece unemployment, and reduce inlergst fanes
while maintaining currensy stability, 15 all of these are selected as goals for the shon-
term, then policy 15 likely to be imcoherent, because a nonmal conseguence of reducing
inflation and maint@ining currency stability is increasing unemployment and incressing
imierest rates.

(i) Demand-side vs. supply-side toals: This dilemma can n part be resolved by
using microeconoies, supplv-side policy o help  sdiost markes, For instance,
unemployment could potentially be reduced by altering laws relating o trade unions or
unempboyment insurance, as well as by macroeconomic (demand-cide) factors like
inferest rates,

Budget and Economic Policy

1. Gross Domestic Product (GDP) estimated 0 bave grown at 8.6 per cent i
2000-11 m real terms. Economy has shown remarkable resilience

2 Continued high food prices have been principal concern this year.
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3. Consumers denied the benefit of seasonal fall in prices despite mmproved
availability of food items. revealing shortcomings i distnbution and marketing
systems.

4. Monetary policy measures taken expected to further moderate inflation in
coming months.

5. Exports have grown by 29.4 per cent, while imports have recorded a growth of
17.6 per cent during April to January 2010-11 over the corresponding period
last year.

6. Indian economy expected to grow at 9 per cent with an outside band of +/-0.25
per cent in 201 1-12.

7. Average inflation expected fower next year and current account deficit smaller,

Sustaining Growth
(a) Fiseal consohdation
(1) Fiscal consolidation targets at Centre and States have shown positive effeet

on macroeconomic management of the economy.

(i) Amendment to Centre’s FRBM Aet, 2003 laying down the fiscal road map
for the next five years to be introduced in the course of the year.

(111} Proposal to introduce the Public Debt Management Agency of India Bill in
the next financial year.

Tax Reforms

(1) Direct Taxes Code (DTC) to be finalised for enactment during 2011-12. DTC
proposed to be effective from April 1, 2012,

(1) Areas of divergence with States on proposed Goods and Services Tax (GST)
have been narrowed. As a step towards roll out of GST, Constitution
Amendment Bill proposed to be introduced in this session of Parliament,

(11) Significant progress in establishing GST Network (GSTN), which will serve as
IT infrastructure for introduction of GST.

Expenditure Reforms

(1) A Committee already set up by Planning Commission to loek info the extant
classification of public expenditure between plan, non-plan, revenue and
capital,

Subsidies
(1) Nutrient Based Subsidy (NBS) has mnproved the avalability of fertilizer;
Government actively considering extension of the NBS regime 10 cover urea.
(11) Government to move towards direct transfer of cash subsidy (o people living
below poverty line in a phased manner for better delivery of kerosene, LPG and
fertilisers. Task force set up to work out the modalities for the proposed system.

People’s Ownership of PSUs
(1) Overwhelming response to public issues of Central Public Sector Undertakings
during current year.

(1) Higher than anticipated non-tax revenue has led to reschedulement of some
disinvestment issues planned for current year.

(1) Government committed to retain at least 31 per cent ownership and
management control of the Central Public Sector Undertakings.
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Investment Environment

Foreign Direct Investment
(1) Discussions underway to further liberahse the FDI policy.

Foreign Institutional Investors

(1) SEBI registered mutual funds permitted to accept subscription from foreign
investors who meet KYC requirements for equity schemes,

(i1) To enhance flow of funds to infrastructure sector, the FII limit for mvestment
in corporate bonds issued m infrastructure sector bemng rased.

Financial Sector Legislative Initiatives
(1) To take the process of linancial sector reforms further, vanous legislations
proposed in 2011-12,

(i1) Amendments proposed to the Banking Regulation Act in the confext of
additional banking licenses to private sector players.

Public Sector Bank Capitalisation

T 6,000 erore to be provided during 2011-12 1o enable public sector banks to
maintam a minimum of Tier | CRAR of 8 per cent.

Recapitalisation of Regional Rural Banks

T 500 crores to be provided to enable Regional Rural Banks to maintain a CRAR of
at least 9 per cent as on March 31, 2012,

Micro Finance Institutions

(1) “India Microfinance Equity Fund” of ¥ 100 crore to be created with SIDBL
Government considering putting in place appropriate regulatory framework to
protect the interest of small borrowers.

(ii) “Women’s SHG's Development Fund™ to be created with a corpus of T 500
crore.

Rural Infrastructure Development Fund
Corpus of RIDF XVII to be raised from ¥ 16,000 crore to T 18.000 crore.

Agriculture

{i} Removal of production and distribution bottlenecks for items like fruits and
vegetables, milk, meat, poultry and fish to be the focus of attention this year.

(ii) Allocation under Rashtriva Krishi Vikas Yojana (RKVY) increased from
¥ 6,755 crore to ¥ 7.860 crore.

Bringing Green Revolution to Eastern Region

To mprove rice based cropping system n this region, allocation of T 400 crore has
heen made.

Integrated Development of 60,000 Pulses Villages in Rainfed Areas

Allocation of ¥ 300 crore to promote 60,000 pulses villages n ranfed areas.
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4.2.5 SUMMARY

A budget is defined as the formal expression of plans, goals, and objectives of
management that covers all aspects of operations for a designated time period. The
budget is a tool providing targets and direction.

Purpose of Budgeting: (1) Communication, (ii) Co-ordination, (iii) Planning,
(iv) Control and (v) Evaluation.

Principles of Budgeting: (A) Principle of Planning, (B) Principle of Costs and
Benefits, (C) Principles of Financing and (D) Principle of Risk Management.

There 15 a growing consensus that public expenditure management is a political,
rather than a simply technoeratic, process. Studying the politics of the budget process
essentially means examining the ways in which the distribution of power within that
process affects the subsequent distribution of public resources.

Warious types of Budget are as follows: (i) Sales Budget, (11) Production Budget,
(i1) Purchase Budget, (iv) Expenditure Budgets, (v) Cash Budget, (vi) Master Budget
and (vii) Zero Base Budgets.

Sales budget 1s a lunctional budget. The product-wise as well as regional break-up
of sales estimates are incorporated in the sales budget. The sales budget begins with the
previous year actual and incorporates the likely changes.

The production budget 18 prepared based on the sales estimate incorporated m the
sales budget. The adjustments with respect to the opening and closing stock positions that
are policy decisions of the business are then made to prepare the production budget.

The purchase budget is another functional budget that estimates the purchase
requirement of matenals utilised in the production process. The purchase budget 1s based
on the production budget and the standard matenal consumption requirement for the
production estimates.

A cash budget consolidates all the cash inflows and outflows for the business.

The cash budget 1s also a functional budget. The eash budget helps the business to
plan the project purchases as well as to provide for the loan requirements. The cash
budgets also help in defining the repayment plans for short- and long-term loans of the
business.

The master budget is usually a one-year budget expressing the expected asset
position and capital and liability positions for the projected year.

Budgeting process looks at requirements/plans anew each year irrespective of
project continuity. These are necessarily long-term project budgets

4.2.6 SELF ASSESSMENT QUESTIONS

l. What is Budget?

2. Discuss the purposes of budget.

3 Explain the principles of budgeting.

4. “Budget as an instrument of economic policy.™ Discuss.

5. Explain various types of budget.

6. Explain how effective budgetary policy leads to economic development and

growth of an economy.

NOTES
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Budget: A budget is afinancial plan that outlines an organization's or individual's
expected income and expenditures over a specific period, typically one year.

Revenue: Revenue refers to the income or funds generated by an organization or
individual, often derived from sources such as sales, taxes, investments, or grants.

Expenses. Expenses are the costs incurred by an organization or individual in the
course of operations, including expenditures on salaries, supplies, utilities, rent,
debt servicing, and other obligations.

Fixed Expenses. Fixed expenses are costs that remain relatively constant over
time and are typicaly essential for operations, such as rent, insurance premiums,
and loan payments.

Variable Expenses. Variable expenses are costs that fluctuate depending on
factors such as production levels, sales volumes, or market conditions. Examples
include raw materials, utilities, and advertising expenses.

Capital Expenditures. Capital expenditures (CapEXx) refer to investments in long-
term assets or capital assets that provide benefits over an extended period, such as
equipment, buildings, machinery, or infrastructure.

Operating Expenses: Operating expenses (OpEx) are ongoing costs associated
with running a business or organization, including day-to-day expenses such as
salaries, utilities, supplies, and maintenance.

Budget Deficit: A budget deficit occurs when expenditures exceed revenue during
a specific period, resulting in negative net cash flow and necessitating borrowing
or drawing from reservesto cover the shortfall.

Budget Surplus. A budget surplus occurs when revenue exceeds expenditures
during a specific period, resulting in positive net cash flow and potentially
allowing for savings, debt reduction, or investment.
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5 ® 1 FISCAL POLICY

Chapter
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After completing this chapter, you will be able to:
Understand the concept of Fiscal Policy
Know the compensatory sending functional finance
Understand the fiscal policy and inflation control
Know the fiscal policy and economic development
Understand the budgetary policy and growth
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5.1.1 Intreduction
5.1.2 Meaning and Significance of Fiscal Policy
5.1.3 Objectives of Fiscal Policy
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5.1.10 Role of Fiscal Policy in Developing Countries
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Ohjectives
.1.12 Rules or Norms of Fiscal Policy
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5.1.14 Balanced Budget Multiplier

5.1.15 Drawbacks of Fiscal Policy
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5.1.18 Self Assessment Questions
5.1.20 Reference



Flseal Policr

511 INTRODUCTION

Monetary policy and fiscal policy are two major wings of macroeconomic palicy
which the government can adopt to influence the level of economic activity and in the
attainment of specific macroeconemic goals.

Fiscal policy, in a wider sense, comprises the deliberate changes in the size, form
and timing of taxation, government spending, and public debt operstions o influence
economic activity in the desired direction:

Fizcal policy 15 relaied to-an impoeiant pant of govermmeend Mmance bul not the whole
of it 1t does not deal with fax incidence, equity, cenire-state financial relations, budgetary
procedure, fiscal administration and many such other issues which come under the
purview of public finance. It is largely concemed with the effect of fiscal actions of the
government on such variables as employment, saving and mvestment, nationil ineoms:,
the price level and the bakinee of paymenis. Growth and stabiliy of economy ane the
universally recognised paramount goals of fiscal policy.

Monetary policy. on the ather hand, is related to the monetary system of the country.

Monetary mamagement §5 i3 main concem. Monetary policy comprises “all monefary
decizions amnd measurss irrespective of whether their aims are monegtary of non-monefary
decisions and mersures that aims at affecting the monegtary sysiem.™

Monetary policy is essentially the central banking policy as the central bank of the
country = the traditional agent which formulates and operates monetary policy. In
practice, the central bank and the Ministry of Finance together constitute the monetary
authorities. Drwiyme Wrightsman, thus, defines monetary policy as “the deliberate effort
by the central bank to control the money supply and eredit condition tor the purpose of
achieving certain broad economic objectives.” Like fiscal policy, in the contemporary
madern era, price siability and growih are also recognized as the prime poals of monetary
policy. Monetary policy i mamly conducted through central banking measires de:signai.'f
o anfluence the fnance vanables, the supply of money, the Mow of credit and nlerest
rales,

Though the paradigms of the monelary and Gscal policies are different in realiny,
these two arms of the macroeconomic policy are nod disjointed or tefally independent. On
i contrary, there exisis a considerable overlap beiween the two policies. A course in
fiscal policy may carry its effect on the monetary side of the economy, which may indece
changes n the monetary side of the economy, which may induce changes in the monetary
policy and this. in tum, may influence the results of the initial changes in fiscal policy.

[n the analysis of government s macrocconomic policy, thus, there is a linking of
fiscal with monetary measures, since the fiscal policy has a profound impact on the
financial varables; the supply of monev and/or the markel rates of inierest, as all
pavments between the aovernment and private sectors have monelary Fepercussions.
Particularly, management of pablic debt s pan fiscal, part monetary policy: the size and
gomposition of ihe govermment debt are the resuli of past lacal policy, which operalions
o changes the size and composition of the private sector™s holdmgs of existing public
debt are part of monetary policy, conducted by the central bank. Both money and fiscal
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policies, &5 such, have a strong link with meney which plavs a significant role is a
modern eeonomy.

S.1.2 MEANING AND SIGNIFICANCE OF FISCAL POLICY

Fiscal policy 15 an imegral organ of modern public finance. 1t relates (o governmeni
spending, taxing and borrowing and management of the public debt. Fiscal policy, thus,
comprises of budget instruments and government transactions designed to further general
economic development and allied objectives. It operates through both taxation and
expenditure programmes of the government. Evidently, Dscal policy fundamentally
concerns iksell with the aggregative effects ol public expendiure and taxaion on incwme,
oput and employment. The effectiveness of fiscal policy 1o exert a significant influence
upon the level of economic activity m an economy depends upon the perceniage of
aggregate natonal meome and expenditure reflected 1 the government budget.

Envmologically, the term ‘fiscal” has been derived from the Greek word “fisc,
meaning @ basket to symbolise the public purse. Fise, thus, refers (o the Treasury, Fiscal
policy, therefore, means the policy related to the treasury of the government.

Broadly speaking, fiscal policy is & pan of general economic policy of the
government which 15 primanly concemed with the budget receipts and expenditures of
the govermment.

According o Arthor Smithies, fiscal policy s "% policy under which the
Eovemnment uses its expenditure and revenue programmes o produce desirable effects
and avoid undesirable effects on the national incoms, production and employment™.

Fiscal policy, in short, refers to budgetary policy.

The term “fscal poliey™, embraces 1the tax and expenditure polies of (he
povernment. Thus, fiscal policy operates through the comirol of govemnment expenditures
and tax receipts. [t encompasses twio separate bul related decisions: pubbe expenditures
and the level and structure of taxes. The amount of pubhic outlay, the mcidence and
effects of axation, and the relation between expendiiure and révenie exert a sigmificant
iipeet upon the free enterprise economy.

The taxation pelicy of the government relates to the programme of curbing private
spending. Expenditure policy, on the other hand, deal with the channels by which
povernmenl resources aré pumped into the private cconomy. Government spending on
new goods and services divectly adds (o the agegregate demand and indirectly increnses
ingome through secondary spending which fakes place on aceount of the multiplier effect.
Taxation, on the sther hand, operates in reducing the kevel of private spending (on boih
comsumption and mvestment) by reducing the disposable income and the resulting
savings in the commumity. Hence, under the budgetary phenomenon, public expenditure
and revenue can be combined m ovanous ways o achisve the desired stimalating or
deflotionary effect on aggregate demand,

Fiscal pohey has quantitative as well as gualitative dimensions. Changes in tax rafes,
the structure of taxation, and its incidence, influence the volume and direction of privace
gpending in the economy. Similarly, changes in government’s expenditure, and s
siructure of allogation will also bave quantitaiive and redistribuative effects on nceme,
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consumption and aggregate demand of the community. As a matter of facl all
governmeni spending is an inducement o increase the aggregate demand (both volume
and component) and has an mllationary bias mn the sense that it releases funds for the
private economy which are then available for use in the course of trade and busmess.

Similarly, a reduction in government spemding has a defationary bias and it reduces
the aparepate demand (15 volume and relanve components i which the expenditure 15
curtailed). Obviously, the composition of public expenditure and composition of publc
revenue not oaly belp 1o mould the economic structure of the country, but may also be
expected o exert cortain effect on the economy al certain bimes and 8 quite different
impact af other imes,

It was Kevnes who populansed the interest in fiscal polity as a measure atfaming

macroeconomic poals like increasing the level of emplovment and income in an economy,

Prioe to Kevnes, the classical economists beligved in the prineiple of sound finance n
which small and balanced buadget was considerad 1o be the ideal one. Kevnes, for the first
time, siressed e need for state intervention in the eoonomic field and pleaded in favour
al the eriterion of unbalance bodpget Followmg Keynes, A P. Lemner gave the concept of
functional finence to modern budaetary policy. To quote Lerner, “the principle of judging
fscal measures by the way they work or function in the economy, we may call functional
Gnarce™, In focl, modern fscal policy is by and large an apphicaton of the principles of
functional finance. Tt has been recognized that budgetary messares carry signifvcant
influences mn the functioning of the economy and, therefore, modern public finance is
reparded as functional finanee.

5.1.3 OBJECTIVES OF FISCAL POLICY

Fiscal policy 18 essentially budget pobiey which encompasses all measures
pertaming to the level and structure of government's financial operations — pablic
revenues, public borrowing and poblic expenditire — intended fo servie certamn public
policy objectives.

Fiscal policy can exert powerful influence on a country's level of employment,
capital accumulation, relative price structure, consumption, resource allocation and thus
overall productive activily as well az the viability of its external sector. The fscal
activities of the government in a developing county bave far-reaching implications thai
affect the stability, growth, income dismribuiion, and the smecture of e eoonomic sysiem
through expansion of pubkic sector in evolving a mixed economy,

[n mature economies, the basic goals of scal policy usually are as follows!

o Toatam ol employment level of equalibriom,

o To maintain full employment level once it i5 attained.

e To maintain economic stabilisation, e, to avoid inflation or deflation — by
controlling tmde cycles.

Thus. m a mature economy, it 15 presumed that fiscal policy assumes the from of
compensatory financing thal would achieve full employment and price stability and avoid

busness eycles. In fact, a compensatory fiscal policy is the child of Kevnesign economies.

It refers to the vanations m the government budget created by the vanations in the private
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sector investments, so as o mamtain a high level of investment, employment amd mgome
stability.

Dunng deflationary o depreéssionary persods, compensatory spending implizs a
substifulion of the pubbic expenditure for the deficiency in the priviade expenditure in a
malure econommy, 5o as o maintain the effeciive demand at a high level. In inflation,
howevet, when private spending & excessively high, there 15 need for 4 negative
compensatory spending by curaiing public expenditure. That 5 to say, under
compensatory Ninance, during deflation, the povemment spending must be increased and
the budgets must be defiei 1o exert an inflationary pressure; while in inflation,
deflationary forees must be exerted through mimimum public expenditure and surplus
bdget policy, Compensalory fiscal policy may, thus, be directed owards the closing of
both an mllationary and deflationary gap. Hence, the implicit objective ol compensatory
fizcal policy 5 w0 maintain full employment with price stabiliy.

The role of fscal policy n a developed wonomy s e function a5 an anti=cychical
measure. It assumes a balanced budget anly in a mormal price stability period, During
recession of depression, however, the povernment must adopt a deficit budpet policy,
while & surplus budzet policy 15 to be followed (o combat inflation. During a depréssion,
b defici budged can be created mihe Tollowing ways.:

{1y The level of public expenditure i kept unchanged bun the taxation rates are
reduced.

{ii) Taxatson rates are kept unchanged but public expenditure 15 increased.

As an anti-depression measune the second method is reggrded as more significant.
This excess of expenditure may be financed through public bormowings plas deficit
fingncing, 1.¢., création of néw money.

Long-term Objectives of Fiscal Policy

Kevnes™ analysis was maostly confined to a shori-term view, Post-Reynesians like
Hansen, Hamod, Domar, and some others have sought to extend the Keynesian analvsis
to @ more comprehensive long-peried theory of income and employment. As such, the
long-term ohjective of fiscal policy m a developed economy is conceived to be
maintennnee of a steady growth of Tull emplovment income without mflation or deflation
soca 0 avord secalar stagnation of secular mflation.

Harrod and Domar emphasise that investment has a crucial role to play i the
prowess of growth, Further, in respect of secular growth, there might be a leng-run
disequilibrium in a mature economy, which arises when meome docs not grow of o rafe
Just suMicient (o ensure full capacity use of a4 growing capital stock. Tt may be noved that
keynes had in view the shori-term income creatmg effects of imvestment of & gven stock
of capital in solving the problem of depressionary unemployment. The post-Keynesians,
however, aptly point oul that in the long-run, the problem lizs in increasing the stock of
capial. Thos, the obyectives of growth and full emplovment with stability i the long-run
embody the problem of enlarging the capacity through investinenls i the capital goods
sector, Emplovmsent, in the long-run, obviously is o function of the rate of growth of
invesiment and Income.
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Therefore, in order o maintain full employment equilibrivm in the Jong-run along
with dymamic growih, income mnst grow at a rate just sufficiont which ensures the full
capacily use of a growmng capilal stock in a dynamic economy.

IL however, long-run dizequilibrium fakes place when incomes Buls to grow
adeguately 1w ensure full capaciy uwse of the moreasing capital assets in 8 dynamic
eciomevmy, Secular inflation may develop. T'o express in lerms of the Harrodian growth
mode, if Cr, the actual rate of growth, becomes greater than Cw, the warmnted rate of
growth corresponding 1o full capacity growth rate, there would be secalar inflation. This
15 because when 7 > G, the income 15 generated a1 a fster rate thon what iz allowed by
the growth in e produciive capacity of capiiol goods sector, This means money ineome
rises faster than the real income, on account of a relative scarcily of the capital goods.
Due to the growing money mcomes, then, the monetary demand tends 1o be in excess off
the supply of real goods, causing prices to nse faster. On the other hand, when Gw > (0,
excess capacity anses an the economy, because growth mothe productve capacity of the
capital sector would excesd the income generatad. Thas, the supply of goods will excead
the monetary demand, causing prices o fall. As such o defationary sumte of alfuirs may
tend 10 develop. Apparently, it follows that = Gw must be maintzined o sustain long-
run econormic stability, snee, G = 5Cr, where § 18 the saving-income rato (3/F, and
Cr the value of capial réquired to produce a uil merement of sutput

O = Gw g a recessary. comdition of leng-run equilibeiwm, bl it i ool a suflicent
eondition. For a dynamic equilibrium, Harmd introduces Gn, the natural rate of growth,
which i the maximum roteé of growth wiich will ensure full employment 1o a growing
labour force mn the confext of rsing productivity of labour due to technological
advancement. Thus, i Gn = Gw = 7, there 15 full employment growth equilibrium.
Evidently, the public policy must aim al equating these different growth rites Lo assure
stable economie growth, It must be divected to correct the maladjustment in the long-
term factons, causing disequilibrium in &, Gn and Gw, The maintemance of stability may.
hoswever, require the diversion of resources from mvesiment (o consumphion, when there
15 secular depression spelled oul by Gw = Gar = (7 in 4 maturé sconomy,

Further, in the process of secular growth, 8 is likely to be greater than G, the rate
ol consumption at a given actual rate of mcome growth. This cavses pessibility of secolar
stagnation. The stabiliy goal, thus, requires a reduction in the §, the ratio of savings to
mational income and increase in the proportion of total consumption. Similarly, when
there 15 an imflatonory tendency m the long-run, (F G > G, consumgtion has o o be
curiailed and 8 has o b2 moved up 10 achieve economic siability.

Fizcal policy, in a developmg economy like India, however, subsenbes to growth,
slability and social justce.

5.1.4 FISCAL POLICY AND ECONOMIC STABILISATION

Ecomymic stabality s andther prime mm of a sound fscal policy. This goal implies
mamtenance of growih and employment level with prece siabilisation. Price stability here
means refative price stability. Inflation should be curbed and defation should be avoided.
In shor, economic growth and stability are twin objectives jointly pursued by a
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developing country’s fiscal policy, The force stimulating growth process should be given
& boost at a time while mflationary pressures are (o be curbed.

In a growing economy, when huge investment 15 underiaken to construet social
overhead capital, imfrastruciures of the econemy and development of heavy industrics on
aotount of long gesmtion period, retums are nol immediaie, so scarcity of consumplion
poods ® lelt. This leads 0 a rsing price spiral. A demand-pull milaton thereby causes
wages, ete., 10 po up and a cost-push mflation s provoked. This vicious cirele of inflation
has 1o be checked through appropriate [iscal measures.

Fiscal Policy and Social Justice

A welfare state should provide social justice by giving equitable distnbution of
income and wealth, Fiscal policy can serve as an effective means of achieving this much
desired welfare state ideology in developed as well as developing countries, Progressive
fax syslem amd welfare oriented public expenditure help considérably in furthening the
goal of redistribution of ircome and wealth in the same sociery inan equitable manner.

5.1.5 FISCAL POLICY FOR FULL EMPLOYMENT COMPENSATORY
SPENDING

Followmg Keynes, modem ¢edanomists m general fiscal polcy as an instrument ol
securing and mamtaining full employment. For this, fiscal policy of the government will
have to be readjusted along the following fines:

(A) The budgetary policy of the government zhall have to be revised in order 10
fight defation and anemployment. Kevioes Tas suggested a deficit budget
programme, wherein expenditure of the government exceeds its revenue, which
will penerate expansionary effects in a stagnani economy.

{B) Taxamon policy of the government should be o designed as to simulate both
consumption and myestment together, This requires that the indirect taxes or
commedity taxation should be reduced o the mimmum so thal the people
should comsume more

A cul in excisc dutes, sales tax etc belps very mwch in increasing the
consumplion demand of the people. Likewise, corporation axes and faxes on
profits should also be lowered so that investment may be stepped up, because a
reduction m such taxes will push up the margmal efficiency of capital and thus
inducement o invesi,

(C} Compensatory public spending has a significant role to play in a modern state
desirous of attaimng full emplovment in the economy. A properly plamned
public mvestment will not only expand mcome, output and emplovment but
also will step up overall effective demand m the economy through multiplier
process and the economy will march progressively towards full employment.
The spending by the government can be two-fold: (1) expenditure on public
works, and {11} expenditure on socal secunty measures. For the first type,
government should plan public works such o5 roads, buildings, parks, school,
canals, hospitals, ete. This will stimulate the effective demand and the volime
of employment.
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(D} Pubbc debt management alse be effectively to achieve full employment geal m

an economy. In fact, public expenditure 15 partly to be financed through public
Borrowings.,

In this context, government should follow a cheap money or low milerest rafe policy
g0 than the burden of public debr will not be much, Secendly, government should try 1o
borrow from those sections of the communily with whom fands remaoin adle.

From this analysis Dllows Keynes main recommendation for a Gscal policy, which
gerves as a means of achieving fll employment: (1) devise a progressiveé tax syslem o
caplure the excessive purchasimg power ond 0 curb private spendmgs; () compensate
the deliciency o privale investment by pubic mvestment, and (3 ) pursae a policy of how
interest raves, ie., a cheap money policy, 50 that provate investor need not have any
difficuley in borrowing. Their inducement to mvest will be sustaimed and the burden wall
mot be felt mch,

Fimallv, & fiscal policy 10 be successlul in achieving cconoimic stabibiy at full
employment must be contra-cyclical im behaviour. The government should regulate the
timing and size of its fmeal paley,

However, fiscal policy alone cannol save a8 an offective means of achieving Fall
employment. It should be co-ordinated with some other means. Generally, it has been
prescribed that the monetary policy and the fiscal policy should be combined as 3 means
of achieving full éemployvment in an economy, For all practical purposes, however, the
achievemen! of full emplovment withowl inflaticn may nol be feasible. A price rise of
2 1o 3 per cent per annum may have to be tolerated for atisining near full emplovment,

Outwardly, therefore, price stability and attainmient of full employment appear as
confradictory  soals. Im practice, the povernmenl has to reconcile between  fall
emplovment and poce stababity, depending upon what 15 more imponant under a- given
CEFCmSlance,

51.6 THE THEORY OF FUNCTIONAL FINANCE (UNBALANCED
BUDGET APPROACH)

Keynesian revolution m economic thinking reconstituied the whole basis of public
finance and affirmed [unctional finance as a fiscal norm in modern mes. Though the
lead in the development of “functional finance™ concept was minated by Kevnes, credit
goes to Prof. AP, Lemer for coining the concept. Lemer puts it that: “The principle of
judging fiscal measures by the way they work or function in the economy, we may call
functional fimance.” He contends that the fiscal operation of the povernment — taxing,
borrowing, public spending, management of public debt, deficit financing, dc. should be
designed, with the objective of fifilling cenzin functions which have an immediate
bearng and far-reaching effects on the economic system a3 a whole. In ecomomic
philosophy, the term “functional finance” embraces public expenditure, pubic revenue
and debt management which are regarded as fiscal instruments effectively used o
achiove objectives like attainment and maintenance of full employment with economic
stability,
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As Professor Chelliah points out, the functional concept of fixed policy, thus
implies that: (1) the fiscal operations of the government should be conducted on a
functional basis, and public finance should not be considered as being induced solely by
the need for secuning social goods meant for collective consumption; and (1) the budget
need not always be balanced. As a matter of fact, the fiscal norm of functional finance 1s
the complete antithesis of the orthodox rule of balanced budget. The functional finance
norm suggests the formation of large budgets with a wider functional coverage of
government spending to promole basic economie goals. ez, (a) to obtain optimal
allocation and efficient use of scarce resources at full-employment level, (b) to achieve
economic stability and bring about an equitable distribution of income and wealth in the
best possible manner.

Quite contrary to the classical notion, the concept of functional fiscal policy
suggests that the state need not and should not assume a passive role in the economic
affairs of the country. It implies that public spending may be incurred not merely for the
sake of its direct benefits, but for the sake of the indirect effect it produces in raising the
level of income, output and employment; and the public revenue may be raised not 1o
meet an anticipated expenditure, but to curtail excessive demand and curb inflationary
potential in the economy. Taxation is, thus, regarded as an imporlant and effective
weapon in the hands of the government to promote economie progress with stability,

Lerner suggesis the following rules for government’s responsibility and activity
under function finance:

(1) The government budget should be directed towards the achievement of full
employment of full employment and price stability. For this purpose, the
government budget need nol necessarily by balanced.

(1) The government should incur public debt by borrowing money from the private
sector only during inflation when it is absolutely essential to mop up the
excessive purchasing power from the public, thereby reducing the pressure of
excessive monetary demand.

(iii) During depression only, public expenditure in excess of public revenue may be
met by deficit financing, 1.e.. printing additional currency notes.

In short, the main tenet of function finance is the formation of unbalanced budget
from time to time for perfecting the counter-cyclical goal of fiscal policy. A surplus
budget 15 recommended during inflation and a deficit budget for recovery through
excessive public spending during a deflation or depression.

Functional finance. thus, deliberately aims at unbalancing the budgets with a view
to atain and maintain full employment level in a developed economy. In an
underdeveloped economy, however, the main problem 1s not one of full employment but
that of rapid economic growth. In a developing economy, thus. the functional aspeet of
fiscal policy 1s to be conceived in the context of a planned process of economic
development.
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5.1.7 THE THEORY OF S0UND FINANCE (BALANCED BUDGET
APPROACH)

According to the classical economisis, fiscal pobicy should have the minimum range
of operations and the budget should be balanced annually. They firmly stuck to the
doctring of lamszez-fare and Say's law of markets. As such, they believed that when
supply creates its own demand, general overproduction or mvoluntary unemplovment 15
well migh impossible, According to Adam Smith, economic equilibrium and progress are
aitamed through the nberent and sellf~ormented endogencus forees of (he économic
system. In clossical opmion, thus, when full employment 15 supposed to reach
automatically, productivity of government services in the economic field 15 ml. And,
since povernment services sre rendered a1 the oozt of the national product (because any
povernment thercby causing reduction in the output of private enterprises), it amounts to
a cut in the aggregate national product. Thus, when government s production is #ero i a
Iree enterprise economy. It i desirable that government confines wself only o (s primary
fanctions of protection and secunty of life and property and does not interfere with the
free working of the cconomic systen. Even if govemmental efforts are productive. it
cannod increase national income and level of economic activity above the level reached
withowt its intervention, When full employment, optimal allocation of resources and
equitable distibution can be schieved awtomatcally throogh the dgperation of free
coonomic forces, fiscal operations have o be of & non-regulatory, non-inferfering natre.
As such, the smallest was considered to be the best in the classical era. Further, the
classicists condemned all budget deficits which necessimted borrowang by the
government for the lead 1o inflatnon and even if they did not, they caused reduction in
they accumulstion of private capital (hecause, the resources in private hands were
depleted due to government borrowings), thus, inlubitmg the rate of progress. The
classicists firmly advocated a balanced budget, in the sense that current annual revenue
and expenses of the government must be agqual I, thus, does not provide the borrowings.
The balanced budget prninciple was recognised as a primciple of sound finance in orthodox
ECONDMICS

Under the theory of sound fnance, classists: favoured a balanced budget criterion

for the following reasons:

(i} I the budget s unbalanced, the government has to borrow, The government ‘s
market borrowing cavse reduction in loanable funds avalable o private
productive employment and investment activitics.

in} Unbalanced budgets mply a wide extension of siate functions beyond the
capacily of the government, which may mvite irresponsible governmental
fction,

i(iii} Unbalanced budgeis may generate nflaton on account of [aree  and
unproductive pubhic sxpendiiure.

(1v) A balanced budget, on the other hund, cause economic uncertainty and promote
mnstability

(v} A series of unbalanced budgets imply an increase in the burden of public debt,

Forthermore, when the public debt matures, (he government will have fo impose
addiional taxes 10 obam resources for its repayment. Thus, additional tasation would
again lend to have an adverse effeet on the ncentive 1o work and save. It would akso

NOTES



iga

Principles af Public Finance amd Fiscal Policy

NOTES

couse the accentuation of income distnibution, Moreover, government borrowings cause
the rate of inlerest in the money market to rise, as the demand for ioanable funds rises.

A rize of the rateé of interest adversely affects mvestiment activity in 1 privire
SeCLoT.

In shod, according o the principles of sound lnance, & budeet must be balanced
annually and the zap berween revenue and expenditure should be minimum, That is, a
povernment should tax the least and spend the least, ond it should not resof o
borrowings as far as possible.

The classical economists Iirmly advocate a laivvec-faire policy and were confident
of the unhampered optimum operation of the free enterprse economic system. The nen-
classical economisis, however, realised the soecially undesicable effects of unregulated
free enterprise on the economic sysiem. Marshall staies that the conditions of laisser-
fre, maxamum socil advantage = hardly realised. It was argued that careful state action
for rmsing income and public spending was essental 1o attemn maximum social wellare
under the concept of welfare state developed in the neo-classical era.

Uinder the welfare siate criterion, it was accepied that the stie should take up the
responsibility of correcting the misallocation of resources puded by private. prolit motive.
The stote has, therefore, to discouraze private investment o cerlpm seciors of the
econamy throwgh fiscal restnctons amd encourage private as well as public investment m
essential sectors through appropriate publie spendmgs. Pigou and Marshall, i this regard,
favoured. eque-marginal social sacrilice and benefits as essential in the government
budget.

The coneept of fiscal policy, bowever, received a new vista with the meeption of
Mew Econpmics (Keynesian egonomics) in modem times. Keynesian theory shattered the
basic foumdanons of the classical doctrine, when the former asseried that the competitive
process of free enterprise économy does nol necessarily ensure an effective demand such
as to absorh all productuve resources al full employment, supply does nol operate 118 own
demand  amd  the economy may atfain  eguilibriom at  underemployment  Jevel,
Linemplovioen! may persist due o secular forces causing under consumpiion and over
saving in an advanced economy, thereby creating a condition of plenty in the midst of
poverty onaccount of deficiency of aggregate demand. Keynes, therefore, regarded the
inevitability of a positive fscal policy as ollows. AL o level of income corresponding 1o
full employment, the gap between total meome and total consumplion i 5o high in a
mature economy that private investment is inadequate o G i IF employment & o be
avourbed, the zap must be flled esther by povernment expenditure or by increasing the
propensity o consume, Bul, in o capilalist economy, which is characterised by wide
ingqualitics i the distribution of income and other nstituional factors which make for a
high propensity 1o save, the propensity 10 consume cannol easihy be raised enough 10
have a sipnificant effect upon employment. Therefore, the chiel responsibility for
maintaming high levels of employment falls on the public expenditure designed 16
parrow the gap between income and comsumption at full employment. Funher,
Keynes' wview, n depression in on advanced indusinal economy occurs due (o (he
deficiency of aggregate demand. Thus, during a depression, when the aggregate spending
i§ inpdequate 0 achieve fll employment, the governmenl must merease spending
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directly by undertaking public works programmes on a large scale and indirectly by
mnducing people to spend more.

In short, the Keynesian Gscal pohicy for attmming full employment mmphes a
technique by which total outlay is manipulated, ie., when private outlays are deficient,
public outlays should be increased, which ensures the full use of economic resources
available in the country.

5.1.8 FISCAL POLICY AND ECONOMIC GROWTH/DEVELOPMENT

Poor countries are entangled in the vicious circle of poverty. It should be broken.
Thus, rapid economic growth is the fundamental objective of fscal policy in a
developing economy.

Fiscal policy as a means of encouraging growth process has the following objectives:

I. To realise and mobilise potential resources into the productive channels. For
this, fiscal policy should aim at improving marginal propensity 1o save and the
consequential saving ratio. The following methods have been suggested by
Prof. Tripathy far raising the incremental savings ratio:

(1) Imposition of additional laxes.
(if) Direct physical control.
(ii1) Revenue and public enterprises.
{iv) Increase in the rates of taxation.
(v) Public Debt.
(vi) Deficit financing.

[

To accelerate the rate of economic growth. In this regard, fiscal measure must
be conducive to growth process. In no way should hiscal means adversely affect
the ability and willingness to work hard, save more and invest.

3. To induce and stimulate private sector investment.
4. To promote investments into socially desirable channels.

5. To alter the pattern of invesimeni and production in such a way as to improve
the general economic welfare and sustain egalitarian goals like equity in
distribution and eradication of poverty.

When growth is fostered, increased employment opportunities are automatically
provided. Thus, the growth objective contends provision of high productive level of
employment.

5.1.9 FISCAL POLICY AND INFLATION CONTROL

Deficit Financing and Inflation

It is commonly held that deficit financing may lead to an inflationary rise in price.
Since deficit financing increases the total volume of outlay, hence the monetary
aggregate demand for existing goods and services nse which poses a polential
mnflationary threat, thus causing prices to rise. Especially in the case of war finance, this
menace of deficit financing is greater, as war expenditures are by and large, not only
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unproduciive in nature bul also cause diversion of resources from the development secto
o the defence sector, so that civilian goods become relatively more scarce. Assuming
that the government covers up delicit budget either by running down W5 accumulated
halances or by borrowing from the central bank, in any event it creates new money. This
newly created stale money evidently forms the basis of credil creation by banks, lending
e an inerease n odal money supply in g grester proportion than the budgetary deficit.
Therefore, its impact on general prices will fend 1o be much more powerful

Much of this, however, depends on the nature of deficil financing. An unproductive
war finance is, of course, distorting in effect. But developmental deficit financing may
nid abways be infabionary o S0 disioring. Developmental delicit increases the
production in future and its inflationary effect is, therefore, meuiralised over a period of
time due to the expansion of outpel. Excessrve monetary demand for goods in future may
be mitigated by the expansion of supply of real poods, so that relative price stability may
e manmtamed.

Deficit financing in a developing ecomomy is nol likely to cause inflationary
pressure although it results in an increase in the money supply and aggregate expenditure,
especially when:

(1) Somke increase an (he mosey supply o cssential o meet the Diguidsny

requirements of an expanding economy,

(i) In @ poor country where & parl of the economy B pon-monetised, additional
money creation by deficnt spendings may be absorbed by the monetisation
progress in s subsisienee sector.

(1) The povernmenl spendings consist of quickly resulting productive efforts in the
publie secior industries,

{vi) The country has huge foreign exchange camings and accumulated resources, so
that supply can be adjusied (o the growing demamds through imports.

{v) If business is skack and capial equipment exchange is unutilised to a certan
exfent, deficit financing tends to mve hllip to the economic activity.

However, an inflationary price-spiral necessarily follows deficit financing under the
following circumstances:

. When ithere & no excess capacity existing in the svsiem, mmereased money
supply will tend to raise money income comulatively through consumption-
multiplier  effect, withow simullansous incresse in real outpul, s that
inflationary trends sel in

2. When the public sector expands al the cost of the private sector the rgid poliwy
of government and deficil financing would cause a decrease in total supply of
goods or no mmprovement as such agamst the potential excess demand, and this
will definitely lead to a rise in pnces.

3 A persistent deficit financing policy of the government 1s; no doubt, dangerous
tor price stability. The gestation period of capital goods being long. the output
todally fails to keep pace with the ever-increasing excessive monetary aggregate
demand, so that prices tend Lo rise cumulatmvely.

4. A continved deficin budget policy causes a vicious circle of deficit financing
which results in higher inflaton. That is, when the povernment Tails to control
prices tighthy. the rising prices increase cost, and to meet the rising cost, in
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view ol inadequate resources and saving, the government has to resort Lo more
deficit financing which then tends to push up the prices further. and so on,
Thus, in an unsound deficit financing policy, cost-push and demand-pull
inflationary lorces interact together to accelerate the price spiral,

5. Particularly when the government resorts to deficit financing for non-
developmental expenditures, or when the expenses are made lavishly and in an
unproductive way, there is not only an economic wastage, but inflation would
inevitably occur which would harm the economic progress as a whole.

6. In underdeveloped countries, some price rise, as a result of mild deficit
financing, 1s inevitable, due to hottlenecks in the economy which prevents the
actual production frontier to rise fully up to the exploitation of potential
resources, so that supply elasticities are low and relatively sluggish, while the

effective demand rises quickly on account of the high consumption propensities.

Thus, the real problem of poor countries is nol one of deficiency of effective
demand, but of the market imperfections, and lack of capital formation;
therefore, the growth of resources and savings are needed most in these
countries,

By resorting to deficit financing, in a less developed country, when the government
borrows from the banking or ordinary fiscal operations, there is diversion of resources
from productive investment to unproductive uses which results in inflation. Inflation of a
mild order may not cause a serious problem, but a ruming or galloping inflation
produces distorting effects. When such inflation n defieit financing 15 induced, the

economy moves into vicious circle of inflation and deficit [inancing as due to inflation,

will be used in increasing the losses in order to keep up the initial effect, which in turn,
aggravates the problem of inflation further.

To measure the inflationary impact of non-developmental deficit financing, a crude
formula 15 stated as follows:

AP = (I + D)nv

where, A = rise in price level
D = deficit financing as a portion of natural income
N = number of years
V" = annual velocity of circulation of money.

Regarding Indian economy, Prof. S.B. Singh has estimated that | per cent increase
m budget defieit met by deficit fimancing causes 1.75 per cent increase m the prices
general.

5.1.10 ROLE OF FISCAL POLICY IN DEVELOPING COUNTRIES

The fiscal policy in developing countries should apparently be conducive to rapid
econpmic development. In a poor country, fiseal policy can no longer remain a
compensatory [iscal policy. It has a tough role to play in a developing economy and has
to tackle the problem of growth-cum-stability.

The man goal of fiscal policy in a newly developing economy is the promotion of
the highest possible rate of capital formation. Underdeveloped counties are encompassed
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by vigiows circle of poverty on account of capital deficiency, in order o break this
vicious circle, a balanced growth s necded. [t needs accelerated rate of capital formation.
smnge private capial is generally thy in these countries, the government has to All up the
facuna. A mounting public expenditure 15 also required m buwlding socml overhead
capital. To accelerats the rate of capital formaton, the Gecal palicy kas o be desianed (o
raase the level of aggregate savings and 1o reduce the actual and potentinl consumption of

the peopls.

Anather objective of fAscal policy, in a poor country is 1o divert exisling resources
from the unproductive o productive and socially more desirable wses. Hence, fiscal
pelicy must be blended with planming for development,

An important aim of fiscal policy in & developing economy 15 e create an equitable
dhistrbution of income and wealth in the society, Here, however, a diffweulty arises. The
aims of rapid growth and attainiment of equality in mcome are wo paradoxical gonls,
because growth needs more savings amd equitable distribution causes reduction of
dggregate savings as the propensity to save of the richer section is always high and that of
the poor mcome group low. As such, if high economic growth is the objective, the
quéstion arises as (o what extent inequalites should be reduced. OF course, many a Ime,
under the goal of sacialism, the povernment unduly resorts o reduction of inequalities a
the cost of growth which may lead (o the disinibution of poverty rather than prosperity.

A reconciliation of these wo contradictory poak of growth and reduction ol
inequalities can definitely bring forth better resulis:

Furthermare, fiscal policy in a poor country has an additional role of protecting the
economy from high inflation domestically and unhealthy developments abroad. Though
wnflation o some extent & inevifable n the process of prowth, fiscal measure must be
designed to curb inflationary forces. Relative price stability constitutes an important
objective.

The approach 1o fiscal policy m an economy which is developing must be
aggressave as well as segmental The former may lead o overall economic expansion amd
recioce the peneral pressure of unemplovment, bul doe o the existence of bottlenecks,
though general price stabiliy may be mainiained, sectoral price rise may meévitably be
found. These sectoral imbalances are 0 be corrected by appropnate segmental fiscal
measures which would remove frictions and immobilites, wm demands mto proper
directions, seek to eliminate bottlenecks and other obstacles o growth.

For developing couniries such as India, the following main objectives of hscal
plicy may be restaied as follows,
(1) toincrease the rate of investment and capital formation, so as to accelerate the
rite of economic growth;
(i) Looingrease the rate of spvings and discourage aciunl and potential consumphion;

(i) todiversify the flow of myvestments and spendings from unproductive uses 1o
socially most desirable channels;

(vl o check sectoral imbalances;

{v] toreduce widespread inequalities of income and wealth;

(vi) 1o improve the standard of living of the masses by providing social goods on a
[aTize scale.
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[t fidlows (hat fiscal pelicy im0 a developing country may have a sumber of
interrelated pragmatic and cgalitarian macroeconomic goals such as high ecomomic
growth, high emplovment level, check on inflahon, social justice, reducing economic
mequalities and eradication of poverty, Basically, real economic growth moa less
developed country provide solution o many of s socio-economic problems. In the
absence of adegquate economic infrastructure and social overhead capital (SOC) 10 boost
up direct productive activity (DAP)Y of the private secion, a developing country needs (o
adopt =ome Kind of planning and programming for appropriaie structural adjustmenis in
the cconomw for which hscal policv—aespecially, s dimension on public expenditure
plays a key role in stimulating the development process, Ata time, the public sector may
have to become the captam of the economic plavers when domesiic enlrepreneur as shy
or unwilling to bear heavier risks, And, Foreign plavers generally will not come o play
on unsurfaced pitch,

Onee development imitiative 15 undertaken by aulonomous myvestment i dppropriale

channels by the public sector, private sector, private sector will be induced to play s part.

The government has a business to eater into the business — o be more positive in
preparing the ground work for smooth operation of the markes forces and growth of
private sector, with a transtormation of plan-driven developing economy [owards a
market-driven cconomy under the svstematised process of privatisabon and globali sation,

For mstance, Malaysia has done exactly the same. The <ouniry’s noble
government’s economic policy perception, svstematically changed plan and budgetary
exercises all reflect a purposeful and calculated steps under o definite vision,

For the purpose of development, nol only an expansionary but 4 deficit budgel is
desirable tor i a developing country. The govermment expenditure on developmental
planning projects must be increased. 1t may be financed even by means of deficit
Fmancing. Deficit fimancing, here, refers to the creation of new money by printing
additional sotes by the sovernment o by borrowing from the central bank which
ultimately means creation of additional meoney supply. However, the sovernmenl miust
wse the lechnigue of deficil financing coutisusly. An exceszive dose of deficit Nmaneing
may bead to inflation which may endanger economic growth. When there s a lack of
[scal diseipling by the government, mongtary policy lends 10 become ineffective i the
eounlry.

Public borrowing also 15 an impertant means of geiting resources Tor development
of the public sector. Extemal loans are useful w some extent when the country Bas o
import nmachings, capial goods, ete, from a foreign country and the country has scaroy
ol foreign exchange

Anvway the effectiveness of fiscal measures in promobing development i a pouor
country depends on the incentives administered 10 the strategic points in the productive
sel-up by virtue of the consequences of taxation and public spending.

It muist be notéd that fiscal policy i a developing economy has o operate within a

framework influenced by social, cultural and political conditions and instittions, which
may inhibat the formulation and implementation of good economic policies.
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Further, fiscal policy ina poor country may be used o reduce inequalities i moome
and wealth distribution by means of taxes and government expenditure. Taxation has o
b progressive and government spending must be welfare-oniented,

In shorl, for promoting econoime growth, the fiscal policy must be first formulafed
in such a way thal it will increase the rate of volume investment in the public and private
sectors. The lax policies must discourape unproductive and speculative mvestment.
second, fiscal policy must mobilise more and more resources for capital formation.
Hence, taxation musi be usad to curb excessive consamption. Third, it must encourage an
inflow of foreign capial,

Fiscal poliey, however, cannot be effective when there are loopholes in the taxation
laws the tax administration 5 cormupt o that there 15 large-scale tax evasion. Again, if the
povernment 15 extravagant n spending on non-developmental ftems, then a technigoe
such az deficil Mnoncing moay prove (o be inflationary. Agam, market imperfechions,
bottlenecks, shorfages of raw materials, and lack of entreprencurial skills, do not allow
fiscal policy to be effective.

A high population growth, and an octhodox socsedy also come in the way of
devedopment  and withowl a co-ordingted, sound, physical plan and 215 proper
implementation, fscal pelicy canmet be wery effective in reaching its goal of rapid
economic development with stability

Monetheless, of all the economic: polimes, fiscal policy loday assumes unigue
importance in realising general economic goals, depending on the size of the fiscal
measure adopted and their iming. The exact change effected in the national incomes will
depend on the form and the magmosde of public revenus, especally, the rates and
structure of laxation and the mode of public spending by the povernment. Further, when
prices wre nsmg, povernment has o adapt a surplus budeed at an apparopriate ime m order
o avoid secular inflation. But, there g practical difMeulty in knowing the changing
comditions or appearance of pree stability; hence it iz véry difficult o forecast perfect
timing. Political and adminiztrative delays tend 1o aggravaie the problem and the desired
elfect of hscal programme may not be reabised. Sometimes, even if the fiscal action 15
taken at the right time, in guantitative or qualitative lerms, it may not be adequate or
appropriate,

Cuite often, trade union activities come m the way of operating fiscal measures or
may demand high wages during inflation, and when the government i3 forced to raise the
wage level on account of & demand-pull inflation, cost-push inflation may also emerge o
make the siuation worse.

5.1.11 FISCAL INSTRUMENTS FOR MORBILISATION AND
ALLOCATION OF RESOURCES AND ALLIED OBRJECTIVES

In & mixed economy like India when planning @ adopted for the developmental
process, the state has o play a erugial role by incurring plan investment and oatlays o
stimmlate growih, This requires mobihisation of resouarces on a large scale and 1ts proper
allocation. Fiscal measures like taxation, public borrowings and deficit financing can be
effectively used for this purpose.
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Besides public sector, private sector has to play a significant role in a mixed
economy. Private investment is, apparently, an essential ingredient of planning in a
mixed economy. Hence, the methods of raising public revenue has to be so devised that
they do not impinge on the sources of private sector mvesiment

The crux of the matter is that taxation, public borrowings and deficit financing
which must be used in a harmonious combination so as to produce the best overall effect
in realising the macroeconomic goals.

However, taxation measures in particular may be used to accomplish the following
objectives:

(1) Cuntailing consumption and thus garmering resources for public sector

investment;

(1) Inducing the people to work hard, save and mvest in production:

(1i1)) Curbing the use of scarce resources in unproductive private mnvestment and
then diverting them to the productive public sector;

(iv) Reshaping the pattern of investment in a socially desirable manner; and

(v) Reducing inequahities i income and wealth through progressive taxation.

Since voluntary savings are insufficient i poor countries, the total volume of
savings is compulsorily raised through taxation and such resources are transferred from
private hands to the government for its most efficient use. Of course, the success is very
much condiioned by the productivity, efficiency and honesty of public sector.
Government can very well use taxed revenue for capital formation. And taxes are
generally non-inflationary in character. It is their unique merit. Lewis, in the context of
economic growth, suggests that the marginal rate of taxation should exceed the average
rate, so that tax receipts would grow faster than national income and thus the government

will autormatically get more resources for implementing further development programmes.

It would also tend to reduce the inflationary pressure in a growimg economy.

But taxation has its limits in a poor country where the taxable limit s relatively low
on account of general poverty and low per capita income. Excessive taxation may have a
distinctive effect on savings and investment. Further, indirect taxation is not only
regressive in effect, bul may also tend to have an inflationary pressure. Nevertheless, a
properly devised tax policy can certainly help in achieving the growth-stability objective
of fiscal policy.

Besides taxation, public borrowings also seem to be an important means of
mobilising savings in government hands. It 1s also a sort of non-inflationary method of
financing government programmes, as public debts divert money savings of the people to
government securities — less liquid assets. This tends to curb consumption and relives
mflationary pressure. Moreover, the resources so reahsed by the government can be
productively mvested for the criterion of economic and social overhead capital.

But, growth needs huge investments which cannot be fully met by taxation and
horrowings alone so that government in a poor country often goes for deficit financing,

NOTES
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5.1.12 RULES OR NORMS OF FISCAL POLICY

Rules of Fiscal Policy

While arnving al budgelary decisions, there are many altemative fiscal policy
norms of rules which may be taken into consideration. Professor Herbert mentions the
following altlemative fiscal mles or norms:

1. The Annually Balanced Dudget Fiscal Norm.
2 The Functional Fimance Fiscal Norm.

i The Cyelically Balanced Budget Fiscal Norm
4. The High-Employment Budget Fiscal Morm.

I. The Annually Balanced Budget Fiscal NMorm: The classical economists have
advocated for the annually balanced budget principle as a norm for public authorities
fizcal operations. They disfavourad unbalanced (deficit) budget for the following reasons:

(1) Defient budget implies transfer of resources from the private sector nse to the
government sector use. This retards private sector’s progress m 4 free
ENIErprse econamy.

(i) Defeit spendings have mbationary effect. Adam Smith was of the opinion that
povernment is fundamentally wasteful in terms of it financial operations. Thas,
when public debt is ¢reated to finance excessive government spendings, there is
unnecessary and enproductive diversion of money capital from the privabe
business to the public sector, This results into a deficiency of capital goods
which, in fturn, retards economic development. Ricarde and Mill alio
disfavoured deficit public expenditure criteria based on public debt oreation
and applawed the norm of annually balanced budget.

Kevnesian economic revolution, howewver, led to vehement opposition o the
principle of annually balanced budget. Under the Keynesian impact, it has heen
universally goccepted that in o ratonal democmitic economic system, the fiscal norm of
annually balanced budget 15 unduly reswictive and Seriously  deficient.  Modem
economists, have realised the worth of deliberate budgoet manpulation as an important
fiscal tool 1o achieve predetermined macroeconomie goals

2. The Functional Finance Fiscal Sorm: The functional finance fiscal norm is the
legiimate off spring of Keynesian economic theory, It was asserted by Abha Lerner.
Lemer viewed that various fiscal measures such as public spending, taxation, public debt,
deficit financing, etc. can be undertaken to influence the working of the economy as a
whole. Thus, the government financing should be deseribed as functional finance. The
budgetary operations should be manipulated to promete macrocconomic goals, Under
this principle thus the balanced budget criterion 15 disregarded, In short, the functional
finance fiscal rules is the complete antithesis 1o the annually balanced budget norm

Lermer preseribed the following tenets for the functional finance rule:

(1) The budget should be devised 1o attan full employment with prece stability.

The function of taxation should be basically to prevent inflation apart from
fetching revenue.
(i) Public debt created with excessive purchasing power from the peblic s 1o be

curbed voluntanly with a view to mininuse inflationary pressures.
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(i} Pubbe expenditure of public revemie-cum-public bomowings should be
financed through creation of additional money supply (deficit financing),

In short, Lerner claims that functional finance 15 applicable to any society m which
money 15 used as an mportant element mn the economic mechanism, as fiscal measures
can miluence money flow as required for the achievement of full employment and price
stabiluty.

OfF these two extreme fiscal rules, thus, we observe that annually balanced budget
mvolves a budpetary control in relation to inter-sector resource allocation; while,
functional fmance norm disregards budgetary control and inter-sector resounce allocation
1 given secondiry mportance ageinst the capacity of fiscal operations in promoting
macroeconomic pogls hke full emplovment, economuc growth and stabibisation m the
market-onented economy, We may, however, say that a rabonal Bscal nom should
reconcile these (wo extreme views and bear a reference o0 both control and
macroeconomic goals m o developmg sconomy, A rational fiscal poliey should contan a
mix of sound finance and functional finance approaches,

Hence, taking an infermediary position of compromismg step between these fwo
extreme norms, as discussed above, other fiscal norms may he framed as under

3. The Cyclically Balaneed Budget Fiscal Norm: This norm suggests that budget
should be balanced not anmsally but over the course of a complete business eyele. This
pays prime attention b G5cal policy as anti-cyelical policy. As per this rule, during
evelical peak or prospenty period, 10 curh the pressure of monetary inflation, & surplus
budgzet should be devised. Sinularly, during depression, o have quick recovery, a deficit
budeet should be implemented

However, there are cerlain difficialties arising in applying the evelically balmnmced
budpet fiscal rule. These are:

(i} Cyclical phases lack symmetny, Thas, the sizes of surphus budgel during
inflation and deficit budget dunng depression cannot be egual for effecting a
right balance. There is, thus, absence of built-in Aexibility m on automatic way.

fn} Every cyclical prosperity phase need not be inflationary. Inflabon is & post-Hafl
employment phenamenon. But, a price rise at an underemplovment equilibrivm
level proves (o be rellationary and i need nol be checked, A surplus budget
durmig reflection should be inapproprinte and irratioaal.

(iii}) In a democratic political set-up, there are certan mstiutional impediments
which may pose difTiculnes in the precise application of the cyclically balanced
budget nomm, especially surplus budget duning prosperity or inflationary phase.

4, The High-Emplovment Bodget Fiseal Morm: The [ull emplovinent balanced
budget or the high-employment budeet fiscal rule has received wide recognition i recent
yvears. This norm imphes the mechanism of autsmatic fiscal siabilisers in the financial
operations of the government, 1t eschews discretionary or arbitrary changes in tax raies in
the normal course. It asserls that tax collection has a posiive correlation with national
incame and Falls with s contraction. This means baili-in flexibihity o the budget
fumctions at putomaiic and rational snti-cyelieal measune. Advocates of sutomatic built-in
Mexibility, bowever, admits that wunder certain circumstances occaseonal discrelionary
fiscal #coons are warramed. For instance, under severe inflation discretionary action of
changes in 1ax rates needs to be undertaken. Critics hke Heller, therefore, express doubis
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about genuinely automatic fiscal mechanisms devoid of discretionary decisions,
Furthermore, automatic built-in flexibility of a fiscal policy may mvolve consideration of
a number of assumptions and forecasts regarding macroeconomic vanables like price
levels, population growth, labour supply. demand, productivity, ete.

It follows that a mix of automatic as well as discretionarv fiscal tools should be
adopted to achieve various predetermined macroeconomic goals,

5.1.13 TECHNIQUES OF FISCAL POLICY

To appreciate various fiscal policy techniques, it is essential to grasp the following
two concepts:
e Automatic fiscal stabilisers.

o Discretionary fiscal stabilisers.

Automatic Fiscal Stabilisers

Automatic fiscal stabilisers can be measured on the basis of functional relationship
between changes in income levels and the corresponding changes in tax revenue in any
tax function; since, tax yield is the function of tax rate and the tax base.

In this context, assuming tax revenue as the funchon of income, we may define the
concept of marginal propensity to tax as the ratio of proportion of tax revenue to the
proportion of income. In symbolic terms thus:

ATR ¥

MPT — X —
IR AY

where, MPT = The Marginal Propensity of Tax
TR = Tax Revenue
AY = National income
A refers to a small or & unit change.
Depending upon the kind of tax and the nature of tax system in the country, the
MPT may either be mereasing, constant or decreasing with meome.

For instance, a lump-sum tax being a per capita tax has zero MPT. A proportional
tax on income means unitary marginal propensity to tax (MPT = 1). A progressive tax
imphes elastic margnal propensity (o fax (MPT = 1). A regressive tax rate imphes less
clastic marginal propensity to tax (MPT < 1). Obviously, a tax with elastic MPT has a
greater significance as an automatic [iscal stabiliser.

Discretionary Fiscal Stabilisers

Discretionary fiscal policy refers to deliberate changes in taxes and/or expenditures
to Fulfill certain sums. To realise objectives of full employment, and growth with stability,
discretionary changes may be undertaken in either tax rates or tax bases, or new taxes
may be imposed or some tax may be deleted. or public expenditure may be changed.

Herber puts that under the course of discretionary hiscal measures there tends to be
an interaction between the marginal propensities to consume and save and the marginal
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propensity to tax in causing the multiplier effect on the generation of national income.
Such a multiplier coefficient may be measured as follows:
” 1
1=h+hH1)

where, K= Multiplier coefficient
h = Marginal propensity to consume
t = Marginal propensity to tax.
Suppose b =10.5,
t =02,
K =1.66

It can be seen that in the absence of tax, the multiplier value is 2. But it is lowered
when tax leakage enters in the flow of income-expenditure stream.

Indeed, the fiscal multiplier should be taken into account while forming a budgeting
policy.

In short, various techniques of fiscal policy—especially tax and public spending
techniques, can be effectively employed to achieve macroeconomic goals. Modern
governmenis also devised fiscal policy to promote growth. The pattern of public
expenditure significantly influences the pattern and pace of economic growth. For
instance, creation of social overhead capital through increased public expenditure can
help a long way in accelerating tempo of overall economic progress. Public mvestment o
education and health care helps in improving human capital and its productivity so that a
higher rate of growth is effectuated in turn. Government subsidies programme can reduce
risk in private investment and push it up. In this way, various tax and public spending
policies may be used by the government to crate favourable impact on growth activities
in the economy.

5.1.14 BALANCED BUDGET MULTIPLIER

Keynesian concept of compensatory finance explains that budgetary deficits (public
spendings exceeding public revenue) cause an expansionary effect on the economy due to
the aperation of multiplier. Logically, it was therefore, inferred that a balanced budget
will have a neutral effect upon the level of incomes in the economy. The modern
economists, however, contend that even a balanced budget has compensatory aspects.

In this context, they put forward a balanced budget multiplier theorem stating that
the balanced budget has an expansionary effect. It has been advocated that an increase in
public speedings financed by an equal increase in taxation, will not have a neutral effect
upon the level of income, but it contains an expansionary effect. The expansionary effect
of a balanced budget i1s called ‘the balanced budget multiplier’. The expansionary effect
of a balanced budget takes place due to the fact that when government imposes an extra
tax of rupee one to finance the additional expenditure of one rupee, the entire taxed rupee
does not come at the cost of consumption but a part of it paid through downward shift of
the saving function (i.e., dissaving). As such, the expenditure flow increases when the
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government spending takes place and it generates income from which further
consumption expenditure is generated, which leads to an expansion of income level,

Based on certam simphfied assumptions, the balanced-budged multipher theorem,
however, coniends that the multiplier coefficient of balanced budget would be unity, so
that the national income (GNP) would rise in proportion to the increased public
expenditure. If the expansion of income induces a change in investment expenditure, the
acceleration effect will lead the multiplier to exceed unity. Similarly, if initial increase in
public expenditure 1s competitive with private sector rather than bemng compensatory,
then the multiplier value may become less than unity also.

Mathematical Formulation of the Balance Budget Multiplier

Let us assume a closed economy. The equibbrium income equation 1s thus:

Y =C+I+G
where, ¥ = National Income;
C = Consumption;
I = Investment; and
G = Public Expenditure
Assuming a linear consumption function,
¢ =€a+hF
where. Ce¢ = The amount of consumption when income is zero;
h = The marginal propensity to consume; and
¥' = Disposable income, L.e., income left after tax.
Ewvidently, = Taxation on income.
In the absence of taxes on income, thus,
y =Y
Then, C =Co+ly
Since, investment expenditure is assumed to be autonomous, we may put:
I =1
Where,
I'= autonomous investment independent of the level of income.
Similarly, we assume:
G=G
Where,
G’ = autonomous government expenditure.
Thus,
Y= Cot+bY +1+G
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By manipulation, thus; NOTES
Y-bY =C; +1+G
Y(I-b)=Co+I+ G
Y =Co+!1+G/(I-h) A1)

Suppose, now the government nereases s expenditure by AG. In the process of
balance budget tax 1s increased by T, so that T =G.

If we put G = ¥, then,
T=x
Hence, the new consumption function will be:
C=Co+b(Y-x)
And, new government expenditure is:
G+AG =G+x
Y =Co+b(Y x)+7+G+x
Y =Co+tbY=-bx+/+G+x
Y-by =Co+I+G+x—bx
Y{{-b)=Co+I+G+x(/-b)
Y =Cotl+G+x{[-b)/(/-b)
For brevity, this new level of income may be designated as: Ya
Hence,
Ya =Cp+I+G+x(I-by(I-b) - {2)
Since,
AY=Ya-Y

That is change in the income level is measured by the difference between new
mcome and original meome level

Y=(Co+tI+G+x(I-D)I-b)(Co+I+GNI-h)
Y=x(/-b/-b)
Y =x, Since, x = AG; AY = AG.
Evidently, the balanced budget multiplier coefficient is:
BK=GK=TK

Where,
BK = Balanced budget multiplier coefficient.
GK = Government spending multiplier coefficient.
TK = Backward operating tax multiplier coefficient.
Thus, as multiplier is based on the marginal propensity to consume,
GK =/{I-b):
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And,
TK =1— (il —b) = bi(J - b)

! b
K= - =(/-b)/{I-b)=1
(f=h) (/-h) ( L :

Thus, the balanced budget multiplier is equal o unity.

5.1.15 DRAWBACKS OF FISCAL POLICY

In the course of aggregate demand management through fiscal poliey, there are
certmn difficulties or drawbacks which make accurate stabilisation or “fine-tuning’ of the
economy hard to achieve.

In a rationally devised fiscal policy, budgets are to be atientively unbalanced for the
purpose of aggregate demand management. During recession, planned budget deficils are
called for. During boom period, planned budget surpluses would be essential to maintain
economic stability. In a theoretical sense, assuming a markel economy model. the size of
the planned budget deficit should be tuned to the magnitude and amplitude of the cyclical
behaviour. The budget deficits should correspond — increase steadily — with the fall
the level of aggregate demand (C + /) n the private sector and reaching a maximum at
precisely the time when the cycle is at the trough point. Similarly, when the aggregate
demand tends to rise above nonnality during boom conditions, the budget surplus should
steadily rise and reach a maximum at precisely the time when the cyele is at its peak
pomnt. Figure 5 1.1 demonstrates the argument.

It 15, however, nol that easy to get the two curves 4 and B into the correct
juxtaposition, m practice. This is because there are many practical hmitations or
drawbacks to the actual working of the fiscal policy.

First, there is a problem of forecasting. Following Keynesian analysis of the
aggregate demand function in a regulated market economy, it may be said that for
successful stabilisation the government invention should be able to increase the level of
total expenditure (C+ T+ G) 1l it appears likely to fall short of the full employment level,
and Lo reduce it il it appears likely to overshoot. For this purpose, the government has to
forecast two critical magnitudes: (i) the full employment potential output of the economy
at some point in the future, and (ii) the expected level of future demand and aggregate
real supply on the basis of current policy setting. The basic ditficulty here is of practical
dynamism and uncertamty in future, since forecasts would be based on statistical trends
observed in the past.

When projections are based on statistical probability, we may expect the
contmuation of trend. but there 18 no guarantee that the trend will be maintained into the
future. There are possibilities of sudden shocks, which may disrupt the whole thing, but
these cannot be estimated or expected well in advance due to their randomness. Moreover,
the behaviour of private sector investment cannot be accurately visualised since business
psychology and expectations are highly sensiive phenomena. This 15 very true even m
case of a mixed economy like India where economic planning has a significant impact on
business activity of the prvate sector. Paucity of data and informalion gap in a
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developing country make the problem of accurate forecasting even difficult for the
policymakers.
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Fig. 5.1.1: Cyelical Model

Secondly, there is a problem of time lags, Time lags refer to delays or time involved
in the sequence of stages between the formulation of the policy and its implementation.

Time lags in policy-making are basically of three variants such as: recognition lag,
action lag. and outside lag.

‘Recognition lag® refers to the time elapsed between the direction of economic
change (such as recession, for example) and the government’s identification of this fact
and realisation of need for a change in fiscal policy to correct the disorder. Recognition
lag depends on time factor pertaining to collection, compilation and reporting of data to
the concerned authorities and their interpretation and identification of a definite trend m
the economy’s move. In a country like United States, at least six months is assumed for
recognition lag. In a developing country the recognition lag tends to be longer than in a
developed country, for the obwvious reasons of the difference n efficiency and
organmisation of data collecting machinery in these countries.

‘Action lag’ or decision lag refers to the time gap and delays involved in the
decision-making process in decidimg the best course of action. The democrabic
government cannot adopt quick decisions on fscal matters. Besides a technical
discussion, it has to also seek public opinion and party’s consent before undertaking a
decision for some radical changes.

“Outside lag’ or execution lag refers to the time gap and delays involved m actually
implementing a policy change. Even when a fiscal change 1s executed, 1t takes tme to
work its way through the economy to produce its full effect in effecting the desired
alterations for ‘fine-tuning’ the economy. The success depends on how quick people
respond and make adjustments to the impact of a policy change. This may be referred to
as the response lag.

NOTES
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The existence of lags makes it diflicult o adopt timely successhul fiscal policy as a
stabilisation device for fine tuming of the economy. Indecd, a badly timed Ascal policy
measure may lend o ageravate rather than mitigate fectuations in the economy, thus,
creating more destabilizing effect

In Indi@, bowever, mo such official anemprs have been made so far in the
computaion of time lags mvolved i fscal policy, This 18 also o virmn area for the
researchers i the held of public finance,

Inflesibality is another drawback of fiscal policy. In comparizon (o mometary palicy,
fzcal policy is characierised with relative inflexihility: because fiscal measures lend (o
opérate in inflexible ways. Firstly, as the povernment budget 13 iraditionally set on annual
hasis, it becomes an inflexible nstrument for fine-tuning the economy at a short notice.
mecindly, the budgetary proposals nead approval of the Parliament in a democratic sel-up
of the country. There may be polineal constraints (oo, As such, frequent changes in fiscal
policy mwasure cannof be made independently by the fiscal authorities. There is also
danger of causing insufficiency in resource allocation by frequent changes in fiscal policy.
Thirdly, shori-term fscal changes m taxation viewed on shori-term  stabilisation
objectives aré less hkely 1o have a dount on permanent consumplion or spending
behavionr, thus, aggregate demand in the econamy.

Nonetheless, of all the economie policies, fiscal policy (oday assumes umgue
imporiance i realising general cconomic goals, depending on the size of the fGseal
measures adopted and thetr timing. The exact change effected in the national income will

depend on the form and the magnitude of public revenue, especially the rates and
sirigiure of 1axation and the mode of public spendings by the government.

Further, when prices are rising povernment has to adopt a surplus budget at an
appropriate time n order o avoid secular inflation. Bul there 15 o practical difficulty in
knowing the changing condition of appearance of price instability. hence it 18 very
difficuli {0 forecist the approprateness of iming. Further, political and admimistrative
detays tend o aggravaie the problem and the desired effect of fiscal programme may mol
be realised Sometimes, even if the fiscal action 15 aken ol a righl iime, 10 quantifative or
quabtative terms it may not be adequate or appropriate.

Chrite often, trade union activities come in the way of operation of fiscal measures.
Fhe workers may résist cerain @xation measures or may demand high wages during
milation, and when the povernment i85 forced to rmse the wage level on account ol
demand-pull inflation, cost-push infation also may emerge o make the situation worse.

sometimes, when public borrowings tend 1o raise the rate of interest, the priviate
sector investment might be discouraged and the problem of unemployment ageravates
further so that fiscal policy may fail to realise i8 objective of mamtaning full
employment. Particularly, the growth of public debt in depression tends o reduce
business comflidence and prvate mvestments. Therefore, Keyvnes advocated deficit
financing, ¢, creabion of new money Lo combat depression.

It w5 unemimously sgreed that Dscal pelicy snd menetary  pelicy must be
co-ordinated m osuch a manner a8 o achieve the desired goal, ee, m a period of
depression, an expamsionsry monetary policy must be pecompanied by oo budget
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deficit — fiscal measure — and during nflaton, the sumplus bedget must be
accompanied by dear or resiriciive monetary policy.

5116 CO-ORDINATION BETWEEN MONETARY POLICY AND
FISCAL POLICY

Management of economy 15 the broad function of a modem govermment by cnacting
and implementing general economic policies. For macro-management, in particular. the
task mvolves a host of macroeconomic and sectoral policies among which monetary and
fiscal policies are accorded a place of pnde. Tradibonally, monetary and fiscal policies
are reparded as two scpamte policy-making issues of economic analysis. Monetary policy
15 supposed 1o be the citadel. the central being the raditional monetary awthority. Fiscal
policy 18 the fort of the fiscal authorties, that is, the Minstry of Finance.

On analyncal grounds, economests wsually distinguish monetary policy from fiscal
policy and hanking policy. In a sirect theoretical sense, monetary policy encompasses all
monetary measures of the central bank which mfluence the cost and avadability of
money in the financial system of the country; while fiscal policy pertams o the finances
of the government. that 15, the budgetary actnvities such as revenue, expenditure and
borrowings {including deficit financing). Banking poliey, on the other hand, addresses
itselt io the credit development aspects. In practice, however, there 15 a grest deal of
overlapping between monetary, banking or credit, and fiscal policies and it i5 not casy 1o
draw a shamp demarcation line in determiming their powers, scope of and impact on the
working of the monetary system ai large. In most countnes mcludmg India, the central
bank 15 no longer a todally independent sole monetary authority, The Ministry of Finance
has also an pqual say in the financial matters of the country. Rather, the Minstry of
Finance 13 perhaps more powerful as a super monetary authority these days.

In fitness of things, therefore, the best course, on practical considerations, 15 1o term
the whole phenomenon as “menetary-fiscal palicy™ which is & blended subset of
macroeconomic policies comprising monetary-cum-credit’banking  pelicy and even of
financial policy in a broader sense along with fiscal policy under the point responsibility
of the central hank and the fiscal authonties, which ingether constilule monetarny financial
authorities.

Monetary-fiscal policy is an mtegral pert of economic policy which attempis to
achieve the browd objectiives, such as price stabilisanon, economic growth and GEyvowrable
balance of pavmenis, through direct and indirect management of 1he monetary sysiem
and the functioming of the money economy by operating on such monetary vanables as
the supply of money, availability of credit, the level and structure of nterest rates,
inferacting with the monetary impact of the budgetary exercises of the government
mvolving public barrowings and deficit financing. Monctary-fiscal policy, in a wider
spectrum  implies  the complex  interrelatonship berween  the govemment™s  fscal
policy — the public sector bomrowing requimements, monelary and credii policies of the
central bank — money and finance, price and output in the economy. Monetary-fiscal
policy, in a stnet sense, 15 a bipartite aggregative policy. It specifically relates to credit
and finance for the private sector and public debt for the government sector in a mixed
economy like that of India which i embarking on planning for the sttainment of
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macroeconemic goals. Mongtary-Nscal policy, m a wider context, has w assume the role
of financial policy.

The perception of monetary-fiscal policy is essentially based on hnking fiscal with
monglary measures in the anabysis of government’s macroeconemic policies — the
former having a direct bearing on money supply and’or mierest rates. A budgen deficit,
for mstance, when met with deficil fmancing will have the effect of aupmenting the
money supply and of ot 1 financed through market borrowings by the government, the
market rafes of interest may end to rse (i ool admansstered. ) This explains why
inflationary (loose) fiscal policy almost invariably entails o high growth of money supply
thereby weakenmng the very Foundation of anti-inflationary {tighl) monetary policy. To
#void such a malaise, in the present thesis, we fave argued for @ "monetary=fiscal policy
mix” o be adopted by a developing country such as India in the course of policy-making
under the framework of planning, Indeed, the monetary-fiscal policy mix plays a crucial
robe in shaping the economic destmy of the naton, for the quanium of money and Dnance
and its allocation have profound mifluence on the course, nature, pattern and volume of
the economic attivities i the money economy — whethér planned or unplanned.

A Case for Monetary-Fiscal Policy Mix in a Developing Economy

Indeed, monatary pdicy and fzcal pobicy are two mmjor mscrosconomic policy
kevers available to the awthorities for the management of aggregaie’efMective demand.
Fiscal policy involves changes in taxation o government expenditure for influencing the
level of aggrezate demand. Through reduction in direct faxes, therehy increasing the
disposable ingome of the people and by increasing government spending, the level of
aggregate demand can be mised in an expansionary fiscal policy during a recession
mmmilardy, an expansionary monetary policy helps i augmenting the evel of ageregate
demand by indreasing the stock of mongy and lowering the ntersst raes. To restrain
inflation, on other hand a tight money policy & regquired — rasing of interest rates and
reciucing the siock of money. To curh inflation, fiscal policy has 0 be contractionary
throgh increasing direct taxation and reducing government spending

Misguided and ungo-ordinated monetary and fiscal policies do a ol of damage o
the developing economies by seriowsly dismapiing their growth process, Many developing
couniries meluding India appear o have slipped into financial repression inadvertently as
their oniginal policies did not aim at indiscriminate repression but rather at financial
control. When these policies are followed singly, then these are likelv to contradict or
conflict with each other. To avoid this, we suggest 3 monetary-fiscal policy mix devised
to achieve the desired macroeconomic goals, particularly, growth with stability and social
BOuiry.

Sole dependence upon moneliry policy as 4 means of promoting growth and
development and coping with inflation is dangerously one-zided in the macreeconomis
set up of 8 developing econgmy. This resulis in macro anbalances. In a rational approach,
the monetary policy has o be devised in a way that works effectively as an miegral par
of the total economic policy. Instead of segregating monetary policy from fiscal policy, a
monetary-fiscal mix would be better to maintain a delicate balance between growth and
stability in adevelopimg economy,
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The central bank and the govermment should net clash with cach other, since central
hank is a part of the apparatus of the government and i that condexi, it has (0 express ils
autcnomy and use is powers effectively for the monetary control without uadue political
interference. The central bank's autonomy does not mmply its total independence from the
government, il 5 an independence within the povernment with the nlerdependence of
both. A central bank has (o be always cavtious 1o give timely waming 1o the government
of the emergence. of any condition which may endarger the countey’s monetary stalality.
The central bank should mot be treated as a subordinate bul a5 an egqual partner in the
decision-making and execuling of mongtary-fiscal policy mix,

[T the central bank 55 0 aecept the sole responsibility, it would be asked io
compensate Tor the oucomes of any mistakes or deficient policies in other Gelds,
especially the fiscal policy. This 18 what has happened i India and elsewhere i the
absence of co-ordination and sharing of joim responsibility. Inadequate monetary and
fscal pohcies senwusly hamper the process of growth. On the other hand, éven the most
poweriil monetary or fiscal policy in isolation can never be a substlute for each other as
well as for the many other economic, social and politkcal measures essentinl for rapid
growth and development. Monetary-fiscal policy 5 essentally ihe economic policy of
povernment m the hields of monetary and financial activities.

The term “monetary-fiseal policy”™ iz used to make the broad concept of monstary
policy - more mwaningful by incleding . fiscal measures with significant  monetary
implications, thus, reflecting the complementary character of monetary and fiscal policies
m practice. The concept of monetary-fiscal policy mix mvolves nol merely a mutual
recopmition of the respéctive role of the central bank and the povernment but also an
adjustment of atitsdes, co-operation and co-ordination towards policy making with a
inteprated approsch m the best mierest of the natson's soonomy.

Monetary-Tiscal poley is fundamenially concerned with monetary management and
monetary-fiscal macro balonces. Monetary mamigement, v a broad sense, implies the
management of money supply, credil and Anancial conditions in the working of the
moaetary svslem. Monetarv-fiscal macrd balaness refer 1o the balancing of the monstary
impract of lscal operations co-ordingted with monetary operations by (he treasury and the
central bank mn pursuil of chosen macroeconome 2oals. The goals of monetary policy
and fiscal policy are largely commeon since both are macroeconomece stabilsabon 0ols.
Both the policies operate in the management of ageregate demand. Hence, the best
resulis wiould be obtaimed of both are co-ordinaled soitably, rather than operating
disjointedly, where there may be chances of conflict or contradiction between the two.
Both the polices arg alse interrelated because of the government budget constrami. When
fiscal deficit 15 monetised by the net central bank credit to the government, money stock
increases which 15 to be agam controlled through devices of monetary management.

The use of menetary policy mstruments sech os bank rale, cash rigerae mtiod and
open market operations directly affect the bank reserves — their lendable resources, thus,
avallabiity of credit and the rates of interest, that 15, costs of credit. Changes in flow of
crodit directly affect the changes m private mvestiment and spending, and real output and
employment, The total direct and indirect effects of monetary policy cover a long fime
Epan.
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Fiscal policy affects directhy the level of employment, cutput and incomes through
Eovernment’s budgetary operations — taxation, expenditure and bormowings. The
averape tme lag for (scal policy is somewhal shorter than that of monetary pelicy in
producing s direct and ndirect effects. Thus, imiial mpacts of the former appeor 1o be
fueite dhiferent from those of the latter. Bat, as indiree! effects take over, in the longer run,
the difference in the time length of effects lessens rapadhy,

In planmng ¢o-ordmated monetary-fscal poboy mix it 18 essenhal o recognse that
linkage channels between these macroeconomic policy instruments are comples and time
lags are psuslly long Hence, il there 1z a loose highly flexible co-ordination in the
monetary-fiscal pobicy mix, where authoribies fogus on different infermediale target
varubles, discretionarily aiming at “Nine-uning ™ the economy would Emount 10 creaie a
mess of the whole thing dnfing away from producing optimal results.

The elements of monetary policy and Ascal policy m & “mix™ never change, bt
their appbeation must be re-orented 0 the changmg needs of the eovironment with a
flexible monetary=fiscal policy mix avoiding contradictions. This obviously calls for a
common decision-making in joint sitlings by the respective authorities of the central bank
and the treasury. For achieving stable economic growth with high-level employvment with
price s@ability 1 8 oécessary b have effective use of monetary and Nscal policies as a
boeng arm of macroeconomic policy in a developing economy like India.

In fact, the very concepl of monetary-fiscal policy “mix” presupposes thai the
central bank and the povemment enjoy some freedom of chodce, seme diseretionary
power within limiis, that they can set moneiary and fiscal mstmiments independently b
gl eontradictorily when these two major pobicies (namely, mobetary policy and Gscal
policy) are co-ordinated. Unfortunately, this condition s not met o any significant

degree in most developing countrigs.

A n evaluation of the efMectivensss of altemative monetary and Gscal policies
their different combinations snd co-ordingtion in sekling & policy “mix” would be
necessary (o make a choice of the optimal combimation. The optimal combination choice
will not be an easy lask, smee different policy making armngements may predictably
show dafferent policy combmnations yieldimg different results 1o serve dilferent purposes
in different modes with vanant degrees of successes. The ax-expenditure policy las o
be used cautiously o cregte § positive impact i counteracting destabilising forces an the
path of growth and development and mantenance of price stabiliy.

Monetary policy-making is more fexible than fscal policyv-making. To minimise
desubilising forces, a primary ohjective of monetary policy should be o envisage a
reasonable stable growth in the basic monetary aggregnie and moderate the impact of
Fiacal deficit on the banking activity, The policymakers” capacity 1o choose a policy mix,
which depends on conditons such as government budget deficits, need not be totally
Mnanced by the ereation of additional money — whether “high-powered” money created
by the central bank™s credit fo the government or ‘low-powered” money crested by other
banks. Deficn propels government borrowings. Hence, there must be instruments of
pubbic debi of such a nature that they are nedher monetary nor the ones automatically
monetising the debt These nstruments must nof be perfect substitutes for base money.
Iheir prices and interést males must be freely detemmunable i the markel and not
admumstered. In the absence of such borrowing mstruments i an eéconomy, budget
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deficits  determine  the growth of money supply amd  Gscal  policy  becomes
indistinguishahle from monetary palicy.

Conscious political means and will are the preconditions for evelving a pragmatic
monetary-fscal policy mix. In most developmg countres ingluding India, however, a
conducive political environmen: simply does nol exist. Usually, there are gquasi-
constitutional provisions which insulate the central bank from the povernment and
serving the political end of providing the means and will to break the hscal-monetary
links. Ostensible outcome of arrangements which assign monetary and fiscal decisions 1o
separate policy g ever made in these countries.

It is imperative that the developing countries should aspire o mitigate the situation
through constitutiomal of legislative reformation It is necessary (o think of an accord
between the povernment, fscal and monetary authorities. In a developed country like the
USA, this has been there since long — the Bamows accord of 1951, il is heartening to nofe
thait in India such an understanding has been made between the Finance Minister and the
Reserve Bank Governor through ik September, 1994 Agreement, that the governmeent
will ot excead its borrowings from the RBI bevond T 6,000 ¢rores.

Indeed, under a monetary-fiscal policy mix, the prime ohjective of development
with stability in a developing economy calls [or a combination of sets of policies
povermng laxation, public’ expenditure, public debt and monetary management. In a
policy mix only can i be feasible and possible to work out the growth of modey supply
in a targeted range in relation 1o bedget delicis-and link it wp with fiscal policy which is
an integral part of macroeconomie pobey of the povernment. In this way, through
monetary-fiscal policy “mix”, we think of & reconciliation of “monetarism” and
“fiscalism™ — the two distinet theoretcal frameworks of monetary and (scal policies on
practical considerations.

In shorl, monetary-fiscal policy mix implies that fizcal policy needs 1o be judzed
alengside the mongdary policy, When an expansionary [acal policy with o governmeént
deficil canses macroeconemic imbalance, itis nsually redressed by o resiticiive monetary
policy. But, to a developing country this proves 1o be a costly affair. Under a restnctive
monetary policy, if may increase CRR andfor SLR as 1n India and thereby seek to control
the growth of momey supply. Under a shallow Tnancial system, this may tend to push up
interest tooa very high level. To avoid this, interest rates ceiling ane (o be presenbed. This
in turn leads o repression of the Dnancinl infrastructure and wenkening of the banking
sysiem. As such, a tight mosey policy is d poor substitute Tor facal dsciplime.

The Problem of Co-ordination

The poliymakers should bave o ¢lear understanding of the meanmg of policy
cr=erdination in framing a suitable monetary=-fscal policy mix. We theow some light on
ihis concept and process of “co-ondimation.”

. Co-ordmation does not imply mere joimng of two different policies,

2, Co-opdmation does not imply bestowing co-ordinating power solely ona single
O supreme authority or the government,

3. Co-ordnation implies avoadance of contradictions and conflicts by seeking

mufial harmonisation of the related policies and measures in achieving
commaon goals.

NOTES
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4. Co-ordingtion in monetary-fiscal policy, on practical conssderntions, means
parallel expansionary and restnctive movements m monctary-fiscal and reloted
macroecoamic policies as far as possible 1o serve parallel ebjectives. But,
when there are conflicting goals, the ‘policy mix™ involves different approaches
in refated policies. Say, for example, if there is an over expansionary fiscal
palicy likely to generate mflation, the monetary policy has to be restrictive
primarily to offset the inflabionary poteniial of the former,

3. Co-ondination does nost oamply ngdity. I should provide for Desibility since 1be
economy involves dynamic changes and uncertamtics.

. Co-ordination m monetary-fiscal policy mix calls for inter-agency discussions
yontly and exchange of ieas and information of the two different groups of
policymakers — central bank and treasury.

1. Co-ordination means broad consensus, thongh not necessanly agreement on the
policies 1o be followed when circumstances do not permit s0. For example, in
the USA m late 1963, despite inter-agency discussions, the Federal Reserve
Bank enhanced the discount rate agmnst the expressed desire of the treasury.

2. In a sincter sense, however, co-ordhnation inodetermining a monetary-fiscal
poliey mix, of course, implies discusson and agreement on the course of action
and steps to be taken by the central bank ond the treasury when one poes for a
unified monetary-fscal pelicy mther than for their separate workings as 3
commonly found so far. We rather favour a unified monctary-fiscal policy fora
country like India n its planned process of development, where these two
policies as separate entifies have failed 1o keep a comamon rack.

Last but not the least, we would Tike to drive the point home that there s no single
formuds o @ ser of prnciples which provide: setlled conclusions for framing of
menetry-Nscal policy mix. Thus, there can be no ngidly formed econometric model of
monctary-Tscal policy mix that would serve all fime, in all cases, for all countries.

For econometricians, therefore, i ® a challenging task 1o design on appropriate
modes of monetary-fiscal policy mix o suil a particular country, at o paricular ime, in
given economic environment to deal with specific burning problem amd masroeconomic

gls.

5117 SUMMARY

Monetary policy and fiscal policy are two major wings of macToeconomic policy
which the government can adopt to influence the level of economie activity and m the
attaiment of specific macroeconomic goals.

Fiscal policy is related 10 an important pan of government finance bat not the whole
of it. It does not deal with tax incidence, equity, centre-state financial relations, budgetary
procedure, fiscal admmistration and many such other issues which come under the
purview of public finance. It is largely comcerned wath the effect of fiscal actions of the
povernment on such variables as employment, saving and investment, national ineeme,
the poice level and the balange of paymenis.

In the analysis of government s macroeconomic policy. thus, there 5 a lmking of
fscal with monelary measures, since the fiscal policy has a profound impact on the
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fnancial variables; the supply of money amdor the markel rates of mierest, as all
pavments between the government and privale sectors kive moneiary repercussions.

Fiseal policy iz an integral organ of medern public Gnance. (1 relates @ povernment
spending, faxmg and borrowing and mamigement of the publc debi. Fiscal policy, thus,
comprises of budgel instrumenis and govermment wansactions designed to further general
econtmic development and allied ohjectives.

The taxanon policy of the government relates 1o the programme of curbing povite
apending. Expenditure policy, on the other bamd, deal with the channels by which
BOVETMIMETE resources are pumpad info ihe private economy,. Government spending on
new goods and services direcily adds to the aggregate demand and indirectly increases
income through secondary spending which takes place on account of the multiplier efTect.

Uneder the theory of sound finince, classeists Mvoured: a balamsed budged criterion

for the following reasons:

(1) 1 the budget is unbalanced, the government has (o bormow.

(it} Unbalenced budgets mply a wide extension of state functions beyond  the
capacity of the government, which may iovite  irresponsible  governmental
action,

(iii} Unbalanced budgets may generate mflation on account of large and
unproductive pubhe expendiure.

{1v} A balanced budget, cn the other hand, cause econamic uncertaimty and promote
instability

(¥} A series of unbalanced budgets imply an increase in the burden of public debt.

The classical economists firmly advocate a lasses-fare policy and were confident

of the unhampered oplimum eperation of the Fee entérprise economic svstem, The neo-
classical econmmists, howevern, realisad the socially undesirable effects of unregudated
free enierprise on the coonomic svsiem. Marshall siates that the conditions of laEsez-
faire, maximum social advantage are hardly reahsed It was argued that careful state
action for rmsing meome and public spending was essentml to attain maxmum social
welfare under the concept of welfare state developed in the neo-classical era

Keynesian theory shatiered the basic foundations of the classical doctrme, when ihe
former asserted that the competiove process of free enferprise cconomy does not
mecessarily ensure an elfective demanid such a5 o absoch all productive resouarees at full
employment, wupply does nol operate iz own demend and the economy may attain
equilibrium at underemplovment level.

During a depression, a deficit budget can be created i the following ways:
{1} The level of public expenditure 5 kept unchanged but the taxation rates arc
reduced.
(i) Taxation rates are kept unchanged but public expenditure 15 mcreased.
Eevnes™ anplysis was mostly confined to o short-term vigw, Post-Keyvnesians like
Hansen, Harrod, Dromar, and some others bave sought o exiend the Kevnesian analysis
10 a more comprehensive long-peniod theory of income snd employment.

The approach fo fscal policy in an economy which s developing must be
ageressive as well as segmental. The former may lead 1o overall economic expansion and
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reduce the general pressure of unemployment; but due to the existence of bottlenecks,
though general price stability may be maintained, sectoral price rise may inevitably be
found.

Public borrowing also is an impoertant means of getling resources for development
of the public sector. External loans are useful to some extent when the country has to
import machines, capital goods, etc., from a foreign country and the country has scarcity
of foreign exchange,

The term “monetary-fiscal policy™ is used to make the broad concept of monetary
policy more meaningful by mncluding fiscal measures with significant monetary
implications, thus, reflecting the complementary character of monetary and fiscal policies
in practice. The concept of monetary-fiscal policy mix involves not merely a mutual
recognition of the respective role of the central bank and the government but also an
adjustment of attitudes, co-operation and co-ordination towards policy making with a
integrated approach in the best interest of the nation’s economy.

5.1.18 SELF ASSESSMENT QUESTIONS

What is Fiscal Policy?
Explain fiscal policy as an instrument of stabilisation of growing pump-priming,
Discuss the compensatory sending functional finance.

Explain the fiscal policy and inflation control.
Discuss the fiscal policy and economic development.
Explain the budgetary policy and growth.

WA R TR e



5.1.18 Key Terms

. Government Spending: Government spending refers to the expenditure by the
government on goods and services, such as infrastructure, defense, education,
and healthcare. Changes in government spending can impact aggregate demand
and economic activity.

. Taxation: Taxation is the process by which governments collect revenue from
individuals and businesses to fund public expenditure. Changes in tax rates, tax
credits, and deductions can influence disposable income, consumption, and
investment decisions.

. Budget Deficit: A budget deficit occurs when government spending exceeds
government revenue (taxes and other sources of income) during a specific period.
Deficit spending may require borrowing through the issuance of government
bonds.

. Budget Surplus: A budget surplus occurs when government revenue exceeds
government spending during a specific period. Surplus funds can be used to
reduce government debt, invest in infrastructure, or provide tax cuts.

. Government Debt: Government debt, also known as public debt or national debt,
is the cumulative total of all past budget deficits minus surpluses. It represents
the amount of money owed by the government to creditors, typically in the form
of government bonds.

. Expansionary Fiscal Policy: Expansionary fiscal policy involves increasing
government spending and/or reducing taxes to stimulate economic growth,
increase aggregate demand, and reduce unemployment during economic
downturns.

. Contractionary Fiscal Policy: Contractionary fiscal policy involves decreasing
government spending and/or increasing taxes to reduce inflationary pressures,
cool down an overheating economy, and prevent excessive borrowing during
periods of economic expansion.



8. Automatic Stabilizers: Automatic stabilizers are features of the tax and transfer
systems that automatically adjust government spending and taxation in response
to changes in economic conditions. Examples include unemployment benefits and
progressive income taxes, which increase during recessions and decrease during
expansions.

9. Discretionary Fiscal Policy: Discretionary fiscal policy refers to deliberate changes
in government spending and taxation enacted by policymakers to achieve specific
economic objectives, such as stimulating growth, reducing unemployment, or
stabilizing prices.

10.Crowding Out: Crowding out occurs when increased government borrowing to
finance budget deficits leads to higher interest rates, reducing private investment
and potentially offsetting the stimulative effects of fiscal policy.

11.Fiscal Multiplier: The fiscal multiplier measures the impact of changes in
government spending or taxation on aggregate demand and economic output. A
higher fiscal multiplier indicates that fiscal policy has a more significant impact on
GDP.

12.Laffer Curve: The Laffer Curve illustrates the relationship between tax rates and
tax revenue. It suggests that there is an optimal tax rate that maximizes revenue,
beyond which higher tax rates may lead to disincentives to work, invest, and
innovate, reducing tax revenue.
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5 @ 2 FISCAL FEDERALISM

Chapter

Objectives
After completing this chapter, you will be able to:
e Understand the Fiscal Federalism

o Know the distribution of revenues with special reference to India

o Understand the co-ordination of financial policy between Centre and State
Governments

Strueture:
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5.2.1 THE NATURE OF FEDERALISM

A federation is a political set-up constituting a union of two or more states.
According to the federal principle, the power are divided between the federal government
and the federating units in such a way that the central and the state governments are,
within one’s sphere, co-ordinate and independent.

Federahsm has evolved over the years i two ways: (1) by aggregation and (i) by
devolution,

A federal state may be constituted by aggregation or linking together of several
sovereign states, through a treatv, for achieving certain common economic and/or
political objectives. The United States of America, Canada and Australia are examples of
such federal states. The USA is regarded as a classical form of federation.
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After the First World War, however, a new type of federal state has sprung up. In
such type of federatiom, several nationalities having different ethnic background,
language and culiure voluntanly join together 1o form a federation. Since ndependence,
Indian and Pakistan have also adopied this form. Such federal siates have a strong unitary
siructure.

I'he saliemt feature of a federal state, whether established through aparepation or by
devolution, 15 that, it 15 composed of two types of povernments: (i) the federal or the
central government; and (i) the constiluent of federatling unils or st@le povernments.
Functional powers and authority in a federal set-up are penerally divided between the tao
forms of governmenis through constitutional provisions,

The fundamental principle underlying a federation s that it envisapes a fr
distnbution of powers between the ceniral and the state sovernments. The functions
which are of nalienal imporance or of general interest such oz foreign affairs, defenca,
transport and communications and currency regulation, ae nonmally relained by the
cemiral government ardd those subjects like educaiion, public health, mamtensnce of
mternal law and order are left to the state povernments.

Inn the strict sense, federalizm, thos, the o authorities, the centre and the states, are
mere or less independent of gach other, and their jursdictions are well defined by the
consiituton, In the recent past, especially during and after the Second Wordd War, there
has been u strong tendency towards centralisation in all federations of the world

The classical concepd of Tederation has become somewhat obsolete, The central
Eovermnment has become stronger wWi=d-viy the state govemments. In imes of emergency
or lor common mierest, the ceéntral povemment may eveén enmcroach upon the state
subjects. Thus, the state govérnments in parhicular are oot fully sovereign within their
assined sphere activities. But 1o recent years the state governments have also assumed
mikch more imporiance becanze of (he functions they are ealled upon to perform

In practice, modern federalism 15 a co-operative lederalism, where the two layers of
povernment do not have completely exclusive functions. Quite ofien, certim subjects of
state umsdiction are co-ordinaisd on a mational kevel ke that of abour legislation and
Mocd control messures, and the power of co-ordinations 13 vested in the central
gOVErnment.

In the Indian Union, the division of functions s based on a three-fold scheme:
(1) the Union List {(comtaming 97 subjects); (i) the Starte List (comigining 66 subyecis);
and (i) the Concurrent List {coplaining 44 subjects), The enumerated powers are, (hus,
viery elaborate; yet the residuary powers, F any, are reserved wilth Union Government
Further, the Union legislative authonty can be extended (o any subject piven in the Stane
List by a resolulion of the Council of States.

A mongsl the mpodant functions assigned (o the Union Government are defence,
foreign affairs, shipping, navigation and aviation, national highwavs, posts and telegraphs,
telephones, broadeasting ete., means of communications, currency and coanage. banking
and insurance, foreign rade, inter-state trade and commerce, efe, The siates huve been
mssiimed police, public order, public kealth, samiaton, hospitals, education, irmeation,
forests, inter-state trade and commerce, e, The spheres of coneurrent jurisdiction are
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criminal law, bankruptey, and insolvency, economic and social planning, industrial and
disputes, labour welfare, social security and social insurance, price control, ete.

A federal constitution defmes funchions and authorities of the two governments. As
a result there is decentralization of power followed by decentralisation of finance and
resources. The study of federal finance, thus, relates to the principles and problems of
finance — the division of resources in a federal system of government

5.22 PRINCIPLES OF FEDERAL FINANCE

In a federal state, division of function leads to the division of resources between the
two layers of govermment. The immediate question in federal fnance is what sources of
revenue should be allocated to the different authorities so that they may discharge their
functions efficiently. But the division of taxing powers and adjustment of functions is a
complicated affair. Whatever be the basis of resource allocation or division of taxing
powers, 1t 1s unlikely that the needs and resources of each government can be exactly
balanced. There may be either surplus or deficit of funds. Hence, the other problem in
federal finance would be of adjustments and compromise. There is need of spirit of give
and take principle in the realm of finances. There must be sufficient elasticity in the
division of functions so as to adopt it to the changing circumstances. In practice, the
division of function and resources has depended more upon expediency rather than upon
the scientific base of the principle of federation. The power assigned to the federal
government varies with the intensity of the urge and the need to unite.

In tackling the problems of allocation and adjustments in federal finances. however,
care must be taken to see that the interests of the area or state and also of the country as a
whole are given due consideration. Financial resources placed at the disposal of any
authority have to correspand to the functions and obligations assigned.

Broadly speaking, the following guiding principle have been suggested by a host of
economists in determining the financial policy regarding the division of resources and
adjustments) of a federal government:

Autonomy and Responsibility

Each government in a federation should be autenomous and independent in its
internal financial matters. This is to say, each federating unit should have its own means
of revenue and scope of expenditure m order to carry out its functions effectively.

The principle of autonomy and responsibility also implies that as far as possible the
centre should not interfere in matters which are exclusively the responsibilities of the
states.

This, however, does not mean that every state in a federation will have complete
independence of autonomy as far as functions and finances are concerned. Because if this
were to be so, there will be some states with large surplus funds which are unusable and
others with paueity of resources. There will, thus, be mequality and imbalance between
one state and another. A certain measure of co-ordination and control by the federal
government 1s essential for a healthy and sound financial system in a federal set-up.

NOTES
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Hence, the federating states recognise the sovereignty of the federal government in
financial matters.

Adeqguacy and Elasticity

The resources of each vt should be adequate to meet 1ts immediate needs of the
present and should be elastc enough as well 10 meet the growing needs of the future.

It may so happen that the states are called upon to neur heavy expenditures on
education, public health and agricultural development, etc., which requre huge and
growing resources, and the revenue raised by them may not be sufficient to meet them. In
such cases, the central government assists them by way of grants etc., or by transferring
resources from surplus states 1o defieit states. Similarly, the central government itself
may need huge resources during emergencies, war time or for planning development. The
centre must have the power to pool the resources of the various states to meet such
requirements.

Allocation of resources between the central and the stale governments should be

such that;

(1) The centre will get enough resources to meet ifs normal requirements as well as
to mainiain additional reserves to meet emergency.

(i1) The states will get sufficient funds to meet their normal requirements and
additional and increasmg expenditures on social services hike education, public
health famuly planmng, etc.

(ii1) There 1s possibility of alteration in the distribution of resources according to
changing needs. The financial framework must be flexible.

Uniformity and Equity

This principle implies that the contribution by different federating units towards
common burdens is on an equitable basis. Thus, the contribution of each state in federal
taxes should be according to its ability or economic condition, The creation of uniformity
also implies that there should be no discrimination between citizens of different states in
the lederation. However, some concessions given to the weaker sections and backward
states for the sake of eguity and justice are guite compatible with the prninciple of
untformity. Further, in order to achieve equuty in taxation, a proper balance between
direct and indirect taxes should be maintained.

Some kind of supervision by the central government over the [mancial policies of
state governments is, however, deemed essential for creating uniformity and equity in the
interest of the nation as a whole.

Administrative Efficiency and Economy

The taxes assigned to the different federating umits should be such that they can be
efficiently and economically admimstered, Further, the cost of tax collection should be
muinimum. Similarly, there should be no scope for fraud and evasion of taxes. Double and
multiple taxation should also be avoided.

For instance. income tax cannot be efficiently administered and economically
collected by a state government. It must, therefore, be assigned to the central government.
Similarly, it would be difficult, inconvenient and uneconomical to collect property taxes
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at the central level. So, land and propeny taxes are to be kept under the purview of the
state gﬂ\"ﬁ[‘l‘l[‘l‘lEﬂES_

In practice. however, the allocation of resources in most federations s based upon
historical reasons. Thus, the main consideration has been expediency, rather than any
adherence to scientific principles.

5.2.3 THE PROBLEM OF DISTRIBUTION OF REVENUES
FINANCIAL RESOURCES WITH SPECIAL REFERENCE TO
INDIA

Division of sources of revenue between the Union and the State governments, are
generally based on the functions of the two authorities and the expenditure required to be
incurred by them in discharging these functions. The underlying principles is that such
taxes which affect the economic hife of the entire nation should be levied by the federal
government. For example, in India, custom duties, laxes on business mcomes and
corporations etc., are levied by the centre. This prevents the chances of double taxation
and tax evasion. Taxes which have no effect on other states, such as land revenue, are
assigned to the governments.

There are certain obvious advantages of the system of allocation of resources
between the different units of the federal government. These are:

(1) Each unit will be self-sufficient to some extent,

(1) Each povernment will be m a position (o adjust its fiscal system to 115 own
fiscal needs.

(iii) The financial autonomy so realised would create a greater sense of
responsibility in each unit in discharging its functions.

(iv) It would be possible for each unit to discharge its functions more efficiently
and vigorously as a result of such financial autonomy.

In practice, however, there are severe limitations to the allocation of resources and
the financial independence of each umt First of all, 1t 18 not always possible to demarcate
between the various sources of taxation suitable for the centre and for the states. For
example, sales tax levied by a state creates complications in inter-state trade which may
adversely affect the healthy growth of trade as a whole. Secondly, a complete segregation
of sources may lead to financial difficulties also. Sometimes, 4 resource assigned o a unit
may prove Lo be inadequate or it may exceed its needs. Some adjustments are, therefore,
very essential, so that the statutory principles of distribution need not be strictly adhered
to, Sharing of common taxes has, thus, become a normal phenomenon in a federal
financial system. Adjustment of resources 18 undertaken to ensure that “economic
eguilibrium™ is maintained in the nation as a whole. It is generally experienced that the
central government has more funds than the state governments, but at the same time, the
latter have more [unctions. Hence, the excess resources from the centre should be
distributed among, the various states according to their specific needs. Moreover, transter
of resources from the rich areas to the poor ones 18 also essential for correcting the
mequalities and imbalances between different regions of a federal stale.

NOTES



210

Principles of Public Finance and Fiseal Policy

NOTES

5.2.4 METHODS OF ADJUSTMENT

Financial adjustments between the central and state governments can be made in the
following ways:

1. Tax sharing.
2. Reallocation of functions,
3. State contributions.
4 Supplementary levies.
5, Grants-in-aid.
Tax Sharing

Under this method, the proceeds of cerlain selected taxes, imposed and realized by
the centre, are apportioned between the centre and the different states, In India, the
income tax and some Union excise duties are such shared taxes. This method of sharing
1ax yield is, however, confronted with various difficulties such as: what should be the
critena for determumng the share of states out of the toal tax yield of the centre? What
portion of the total national share should be assigned to the state? etc. basically, the share
of the centre should be reasonably large to meet its nation-wide functions. The share of
each state can, however, be determined on the basis of actual yield form a particular state,
its population, total revenue and its total expenditure needs, etc. Nevertheless,
adjustments to the complete satisfaction of the different states may not be possible and
states are bound to feel a sense of frustration. Arbitrary decisions are thus, inevitable. In
India, for instance, a Finance Commission is appointed every five years by the President
to determine the share of each state of the divisible taxes.

Reallocation of Functions

Sometimes when it is found that certain functions. though assigned to the state
government, can very well be carried out by the central government with the same
efficiency, it is desirable for the centre itself to take over such functions, thus, relieving
the state government of the administrative burden.

This may need necessary constitutional amendments. For mstance, i Canada, m
1940, by a constitutional amendment, unemployment insurance was transferred (o the
Dominion Government to enable it to set up a national system of unemployment
insurance and reliever the federating units of the burden.

State Contributions

There may be a provision for contributions or pavments form state governments to
the centre, when the latter is in need of large resources. This was practiced in the at the
time of its first constitution, when the national government had no powers of taxation and
was solely dependent upon states’ assistance. Such a system has been discarded in
modern times, for it will not only make the centre weak and subordinate to the states, but
hinder the progress of national well-being and create immense difficulties for the centre
In meeting emergencies.

Usually, when a centre is strong and has more funds than the states, the adoption of
this method is not only unsound but impracticable too.
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Supplementary Levies

Supplementary levies may be of two tvpes: (1) mposiiion of addiional levies by
slate on federal taxes and (i) impositien of additonal levies by the cenlre on stale laxes.
However, as the alates have their own rates of taxation, the latter method may not be a
praciical proposition. The first method = more desirable and practicable, because in all
federalions, it 15 the sates who need additional revenues to meel ther growing
commitments and as such they should be authonised o impose supplementary levies on
liederal taxes

However, this system has the following drowhacks:
I It mvolves the nsk of making the tax hurden foo heavy
2. This may cncourage tax evasion, causing loss of total revenue.

3. It would vield more revenue to nicher states. Hence, the problem of inter-state
disequilibrium would be aggravated.

Of all the abowe tour methods, therefore, the sharing method seems 1o be the best.
e rants-in-aid

For making the necessary adjustments i state resources, the central govemment has
the constitutional power 1o make granis o the state governments 11 most federations of
todayv. Undoubtedly, the prants-in-aid from the centre constitfule a maore definite and
dependable source of revenues (o the state governments than the method of sharing fax
yvield of the cemire. Further, the grami may be regarded as an effective instrument for
bridging the gap between fiscal capacity and financial needs of the stale govermnmenis.
Whike allocating grants, the centre takes into account the economy and need of the states.
[t generally decides to give more financial help 10 backward states as compared to the
rich and advenced siates Through grants-in-gid, thus. the federal government can
proinote imter-state redistribution of natonal income, which would help i stimulating the
evoneimic development of backwand regions, thereby improving the geveral welfare of
ihe nation as a whole.

The ceniral granis (o states can be of two vpes: (i) those made n lieu of
compensation for the loss of revenue resuliing from the lederalizafion of cerfam laxes,
amd (ii) those made for specific purposes or as general aid. The former type grants usually
statulory pavments (o the states, This is made for avouding budgetary incomveniences of

the state fill the state itself is able to make adjustments by tapping new sources of revenue.

However, federal grants for specific purposes or general aid to the states are made to
cormeel  siate-federol  disequilibrium  or resources, as well as reducing  statewise
inequalities by favouring the backward states i the allogation of grants.

There are, however, no completely satsfactory cntena devised for deciding the
proporion of grant-in-aid allocated to a perbcolar state. It has been suggested (hat per
copital income may be regarded as o reasonably adequate measure of the relapive
goonpmie capaciy of the different states and should be vsed as an important gnilecion for
determining the allocation of federal granis. Nehru-Adarkar Ropon, however, states that
m the allocation of grants, apart from the per capital meome and wealth of states, fullest
consideration must be given o all relevant factors such as the size of population, the
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wealth of natural resources, the existing backwardness of the areas concerned, the
eeographical density of population, and the basic needs of the vanious states.

It 15, however, difficult to take mmto account all these factors at one time. From &
practical point of view, however, it has been suggested that total population an per capita
income should be the main criteria for determining the financial needs of each state,
according to which the allocation of grants should be made. Thus, the amount of central
aid should vary directly with the population of the states and inversely with their per
capital income, afler due allowance has been made for the scarcity of population.

Federal grants, thus, should not be arbitrarily determined They must he based on
some specific criteria as suggested above. In India, a Finance Commission is appointed
every five vears to recommend to the Centre the allocation of grants, Mareover, the
allocation of federal grants should be determined well in advance and should be valid for
a period of time; otherwise a great deal of uncertainty and dissatisfaction may be caused
to the states.

Conditional and Unconditional Grants

Federal grants may be conditional or unconditional. Conditional grants are made for
certain specilic purposes. Therefore, the state governments have perforce to use such
funds only for the purposes for which they are allocated.

Conditional grants are, thus, provided on the basis of the expenditure needs of each
state, irrespective of its financial capacity. For instance, educational grants may be made
according to the number of students of school going age in each state. Sometimes,
conditional grants are also made by the Central to states for meeting the expenditure of
some projects initiated by the Centre, such as the community development project. In
such cases, the state governments are called upon to ael in a supervisory capacity to
implement the projects.

Although, under conditional grants, the states lose their freedom of action, such
grants are justified on the ground that the receiving states are made conscious of their
financial responsibility and functions and observe finaneial discipline and check unwise
spending.

Unconditional grants are generally made on the basis of per capita income and
relative poverty of the different staies. They are devised o bridge the gap between
revenues and expenditures of the state governmenis.

Such grants are also known as equalizing grants, there is no check or supervision by
the Centre, the receiving states have full authority to use them in any way they like.
However, the state governments generally do not use them for projects which benefit the
nation as a whole: they are used only for local pumposes.

It will be observed from the above that conditional and unconditional grants have
their own merits and demerits. However, a combination of both the systems seems to be
desirable and practical.
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5.1.5 FEDERAL FINANCE IN A DEVELOPING ECONOMY

The basic goal underlying federal finance in a developing economy 15 1he promation
of rapid economie development rather then the correction of regional disparities as such.

A prowth-oriented fiscal policy, thus, aims at ransfer of resources from a line
maving lower marginal productivity 10 one baving a higher ome. Thus, the two objeciives:
{1} growth and (1) equity, are conflicing n effect in a developing economy, which s
characterized by a low level of economic development as well as high mequalities among
regions on account of lopsided development and unequal supphy of productive resmmrces.
It has o promote growth and eguality teo. But the priocity should be given o growth
while inifiating inter-regional transfer of resources through fiscal operations of the
federal government. As such, while determining the policy of grants-in-aid, ihe cendral
government has 0 give prionty to those development projects of the s1ates which yield a
higher margmal productivity.

A developing economy needs the evolution of an optimal ax system which would
help in moblising he maximuem amount of resources for growih. It must be such that
extravagant consumption and unproductive mvestment are discouraged and the resources
are divented 1o genune investments in economic @nd social overhesds and capital
formation. In a developmg economy, the central authorty must be strong and powerful
andd must be empowered o kéep vigilance and control over the state activities in order o
LTy Oul s eponomic plans

Further, in a federal country, wath large regional variations in resource endowments,
regional planning is very essential for the development of mational aconomy as o wholé
But regional plamning must fom iniegral part of national plannmg. The central authority
bas, thus, to assist the regional governments in the formulation and implementation of
iheir development plans by proper ¢o-ordination, There should be co-ordination of
budgetary policies of the vanous state governments, directed towards the developmenial
needs of coonomic plEnning.

In & developing economy, different regions of the same country may be at different
stages of ecomomic development. An underdeveloped region, thus, possesses a higher
potential for development. Hence, the federal grants must be used conditonally for the
developmental purposes in backwand regons, 5o as o ackhieve maximisabion of national
ingaine through o regonal balanced growith. When the production curve of backward
region is browght te s existing prodection possibility frontier, a substamial growth is
visualizsed in the natonal income of the country. Povenly anywhere cndangers prosperity
everywhere. Thus, lack of remonal balance m a country refards national progress as a
whole. When there is over investment of capital in one siate and under investment n
armther, there will be low averaoe productivity im the country as a whole. Hence, the
federal granis maust play the role of supplementing the invesiible resources of the
backward arcas 1o achieve interregional equilibrivm and regiopal balanced growih of the
couniry,

The aim of accelerating sconomiie growth through federal finance, however, comes
inte conflict with the objective of achieving a regional balanced growth, The former
demands a mwansfer of resources from low margingl productivity areas to high marginal
productivity areas. If, thus, suggesis that the rch states should be favoured more than the

NOTES
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e oS On the other hand, the regional balanced growth objective calls fow iransfer of
more resources o backward states, which is incompatible with the objective of achieving
maximum rate of econome growth in the nation as o whaole.

It must, however, be admitted that this conflict of objectives has been the root cause
of poverty in many backward countries. Hence, Tor the eradication of poverty and tw put
the backward states on o the path of rapd économic development, some equitablbe
redistribution of resources 15 essential. Owr fiscal policy must be so designed as o
reconcile the twin objectives of rapid development and regional balarce. It s, thus,
necessary that the allocation of resources by the central planning suthonties should be
guided by the pnngiple of equalzng marginal productvity in the different lines of
invesiment.

Further, the system of federal groniz in a developmg economy must conform to the
crilerion of allocative efficiency, Therefore, the states which are rich in resources bit
financially deficit, mist be assisied by the Federal gramts. Morcover, federal should be
made anly o those development projects of rich bul backward states which conform o
the criterion of highest margmal rate of return,

In shod, the poliey of federal grants allocated for financing the state plans, as in
Iedia, faces ome danger, thar it invelves the risk of weakening the incentive of the states
1o mobilise sullicient resources al regional level, when they are nduced to lean heavily
on the central grams tomeel ther deficits.

5.2.6 COORDINATION OF FINANCIAL POLICY BETWEEN CENTRE
AND STATE GOVERNMENTS

Since India has a federal constitution, inter-governmental financial problem s
fundamental to Indian public finance

The Constitution of India specifies the followwng allocation of re-sources between
the Union and the State Governments.

1. Unionn Seurces of Revenue

(] Taxes on iscome other than agreulural income, (1) Corporabion  iax;
Ly Custemns duties (except those on aleoholic lguors and marcotics), (iv) Estate and
succession duties other than on agriculiural land; (v} Taxes on the capial value of assets
lexclusive of agneultural land) of individuals and companies; (vi) Rates of stamp duty in
respect of certain financial documents; (vii) Taxes (other than stamp duties) on
transacliions on stock exchanges ond futures markets, (vin) Taxes on sales and purchases
of oewspapers and on advertizements therein; (ix) Taxes on railway freights and fares;
() Terminal taxes on goods or passengers camied by railway, sea or air; (xi) Taxes on
the sale or purchase of goods in the course of ner-state trade. Moreover, ithe residuany
powers vest with the Union Government

2. Sources of Revenue of State Governments

(1) Land revenue; (i1} Tax ¢son the sale and purchase of goods, excepl newspapers,
(it} Taxes on agriculivral income, (iv] Excise duties on liguors, opium and oilser narcotics
and drugs; (v} Tazes on land and buildings; (vi) Imigation duties; (vil) Succession duties



Fiveal Federalism

215

and estate duty on agricultural land; (viii) Taxes on betting and gambling, entertainment
and amusement; (1x) Taxes on animals; (x) Taxes on professions and trades; (x1) Taxes
on road vehicles; (xi1) Taxes on consumption of electricity; (xn1) Taxes on the entry of
goods mto a local area; (xiv) Tolls.

There are, however, duties levied by the Union but collected and appropriated by

the slates, e.g., stamp duties, duties or excise on medical and toilet preparations. Likewise,

there are taxes which are levied and collected by the Union but which are assigned to the
states within which they are levied, e.g.. succession and estate duties m respect ol other
than agricultural land, terminal taxes on railway fares, elc.

There are taxes which are levied and collected by the Union but the revenues from
these taxes are shared by the Union Government with the state governments.

For example. income tax and Union excise duties are such taxes. The proportion in
which the revenue from these taxes is to be shared is determined by the Finance
Commission. The Constitution provides that for this purpose, a Finance Commission
should be appointed every five years by the President of India.

Now, let us critically examine how far the disinbution of resources between the
Centre and the States, as has been laid down, 1s in conformuty with the principles of
federal finance. The basic criteria of a sound federal finance are: (1) fiscal self-reliance,
elasticity, (ii) operational efficiency, and (iii) administrative responsibility. The above
allocation i1s defective in so far as fiscal self-reliance is concerned, because the state
resources are inadequate Likewise, state resources are relatively stationary too. But,
from efficiency and responsibility poinis of view. the allacation seems (o be satisfactory.

It 15, however, obvious that the allocation exposes central domination. The states are
financially weak and have to rely on central assistance to balance their budgets.

5.27 FINANCE COMMISSIONS

The functions of the Finance Commission are to make recommendations to the
President in respect of: (i) distribution of net proceeds of taxes to be shared between the
Union and the States:; (i) allocation of shares of such proceeds among the States:
(iii) principles which should govern the Centre’s grants-in-aid of the revenues 1o the
States; and (1v) any other matter concerning financial relations between the Union and
the States.

Since 1951, six Finance Commissions have so far been appointed.

First Finance Commission

The President of India appointed a Finance Commission on December [, 1951, The
following were the important recommendations of this Commission:

1. The States’ share in the proceeds of the income tax should be 55 per cent of the
net proceeds.

Regarding distribution among States, the basis should be 20 per cent, should be
distnbuted on the basis of relative collechions of States and 80 per cent on the
basis of relative population according to the census of 1951

-2
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The percentage shares for the more important State have to be as follows:
Bombay (17.5), UP (15.73), Madras (15.25), West Bengal (11.25). Punjab
(3.25), Rajasthan (3.5) and Assam (2.25).

40 per cent of the net proceeds of the duty levied on tobacco, matches and
vegetable product should be distributed (o the States.

Grants to four jute-producing States (W. Bengal, Assam, Bihar and Orissa)
should be increased, in lieu of their share of the jute export duty.

The Centre should make conditional and unconditional grants to the States.
Considerations in fixing the amount of these grants should be the budgetary
needs of the States, the standard of social services. special burdens such a due
to floods, famines, etc.

The First Finance Comnmussion’s recommendations were criticised on the ground
that a much smaller importance was given lo the sources of collection than what was
desired by economically stronger states.

Second Finance Commission

The Second Finance Cormmission was set up in June 1956, Its recommendations
were as follows:

-

The share of the states in the net proceeds of income tax should be increased to
60 per cent.

The actual distribution of the share assigned to the States should be on the basis
of population. Thus, 90 per cent of the amount of the divisible pool should be
distributed on the basis of population and only 10 per cent on the criterion of
source of collection.

The number of excise duties to be shared by the Union with the States is
increased from 3 to 8, but the share of the States mn these duties 1s reduced from
40 per cent to 25 per cent, Even then, there was an increase in the absolute
amount of revenues accruing to the States.

One per cent of the proceeds from the estate duty (imposed in 1953) should be
given to the Linion territories.

174 per cent of the total proceeds of the ralway passenger fares tax (imposed mn
1957) should be given to the Union termtories, on the basis of actual road-
miles of the different states.

The special grants-in-aid paid to the jule-growing States should be stopped
after 31st March. 1960,

Unlike the First Finance Commission, the Second Commission recommended
unconditional grants.

Om the whole, thus, the distribution made by the Second Commission was fair and

Just.

Third Finance Commission

The Third Finance Commission was sel up in December 1960. The maimn
recommendations of the commission were as follows:

66-2/3 per cent of the net proceeds of income tax should be distributed among
the States.
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The distribution of the States’ share should be to the extent of 80 per cent on
the basis on the basis of population and 20 per cent on the basis of collection.
(Thus. the recommendation of the First Finance Commission was revived.)

The number of excisable commoedities in the divisible poel eof proceeds is
raised from 8 to 35. However, the percentage of States” share is reduced from
25 to 20.

Since the tax on the rallway passenger fares was abolished an amount of
T 12.5 crores should be distributed among all the States in such a manner that
the State Govemment get an equal amount of revenue (as grants instead of
share of taxes).

In order to remove the wide disparity in the development of the different
regions, Special Purpose Grants for the improvement of communications
should be given to the backward States.

Grants-in-aid should be given for meeting the planned revenue expenditure of
the States.

It was, however, felt that in view of the rapid increase in the expenditures of the
State  Governments, the Commission did not properly adjust their requirements.
Nevertheless, the Commission was more generous and quite fair,

Fourth Finance Commission

The Fourth Finance Commission was constituted by the President in 1964 It had
miade the following important recommendations:

L.

b

75 per cent of the net proceeds of income tax should be distributed among the
States.

For the Union Territories, 2.5 per cent of the net proceeds ol the income tax
should be allocated.

The excise duties on all commodities should be shared by the Union with the
States. The share of the individual States should be determined on the basis of
8() per cent on population and 20 per cent on relative economie backwardness.

A liberal Grant-in-aid of ¥ 140 crores per annum (as against ¥ 64 crores in the
Third Finance Commission) should be made to the State Governments,

A competent body should be formed to study in detail the entire problem of
mdebtedness of States and allied matters.

The Planning Commission should be made a statutory body independent of the
Government and the relative scope and I unctions of the Finance Commission
and the Planning Commussion should be clearly defined by amending the
Constitution.

The Government of India has accepted the recommendations of the Commission
with some modifications.

Fifth Finance Commission

The Fifth Fimance Commission was appomted m February 1968, under Article 280
of the Indian Constitution. Shri Mahavir Tyagi was its chairman. The financial report of
the Commission was submitted on July 31, 1969. It put forward the following
recommendations:

NOTES
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1. 75 per cent of the net proceeds from income tax should be distributed among
the States. But, 90 per cent 1s to be disinbuted on the basis of population and
rest on the basis of collection. It, thus, revived the scheme suggested by the
Second Finance Commission.

The States” share in the Union excise should be continued at 20 per cent of the
actual collection. The criterion of distribution should be 80 per cent on the
basis of population and 20 per cent on the basis ol social and economic
backwardness.

3. The share of the Union Territories in the net proceeds of estate duty has been
raised from 2 per cent to 3 per cent

12

4 The balance of estate duty is to be distributed among the States. Revenues
collected from immovable properties should be distributed on the basis of
actual location of such properties in the different States. The revenues from
movahle properties are to be distributed on the basis of population.

5. In considering the guestion ol grants. emphasis should be shifted from
budgetary needs to broad fiscal needs of the States

6. A tax on newspaper advertisements should be imposed.

7. There should be resources mobilization in the agricultural sector through the
imposition of agricultural income tax.

8. The States should not indulge in deficit financing.

9. Balanced budgets and expenditure control should be the basis of the fiscal
palicy.

10. The Centre should urge the States to clear their overdrafis and achieve fiscal
discipline.

In this way, the Fifth Finance Commission tried 1o make keen efforts in solving the
problem of allocation of financial resources between the Centre and the States. But, it
could not make any appreciable headway because: (i) the role of the Finance
Commission vis-g-vis the Planning Commission was not clearly defined; (ii) the Finance
Commission could not pay due attention and devote sufTicient time to the issue of the use
of Centre-State transfers of resources m an optimum manner. Moreover, the Commission
assigned less importance to grants vis-g-vis devolution of taxes. Furthermore, while
rewarding backwardness, the Commission overlooked the obstacles in the way of
progress and improvement of advanced regions. It has unduly shifted resources from the
more developed states to the less developed states.

Sixth Finance Commission

On June 28, 1972 the Sixth Finance Commission was appointed under the
chairmanship of Shri Brahmananda Reddi. A pant from the vsual terms of reference
regarding the distnbution of tax proceeds and grants-in-aid. it had the following
additional terms of reference:

To assess the non-plan capital gap of the various states for the period 1974-79

R

To review the policy and arrangement relating to the financing of relief
expenditure by the States.

3. To examine the possibility of establishing a national fund for financing reliel
expenditure.
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To review the indebtedness of the State Governments (o the Centre, and
suggest a sutable debt relief scheme.

By the end of 1973, the Comimission submutted its report. [ts recommendations have
been fRully accepted by the Governments. The following are the important
recommendations of the Commission:

L

The share of State in the divisible pool of revenue from income tax should be
revised to 80 per cent. (The Fifth Finance Commission had suggested 735 per
cent),

While allocating the share of each state in this pool of mcome tax proceeds,
90 per ecent should be distributed on the bass of population and 10 per cent on
the basis of collection. It, thus, retained the scheme as suggested by the Fifth
Commussion.

It did not suggest any change in the existing scheme of distributing proceeds of
estate duties.

Similarly, it retained the principle that the States’™ share in excise duties should
be 20 per cent of the actual collection. But it modified the basis of distribution
as under: 75 per cent on the basis of population and 25 per cent on the
condition of States™ backwardness. In fact. unlike the previous commissions.
the Sxth Compussion put more weight on the backwardness of the States n
sharing excise duties and dropped the consideration of sales tax contribution
while distributing the proceeds of the additional excise duties on sugar, tobacca,
and textiles.

It recommended that the amount of (otal granis-m-a1d of the Centre (o the states
should be of the order of ¥ 2,510 crores during 1974-79 for the 14 states to
cover their non-plan deficit. A gain, during this period, the Centre should
transter ¥ 9,609 crores to the states, by way of their sharing in tax proceeds and
grants to them. Seven rich states — Maharashtra, Gujarat, Haryana, Punjab,
MP, Karnataka, and Tamil Nadu — were not recommended for grants-in-aid
by the Commission.

In its recommendations, thus, the Commission has adopted fair play and tried
to reduce the regional imbalances in the State finance to some extent.

Further, the Commssion m its Report also chalked owt the norms for
improving the standard of administration and social services such as police,
jails, education, pubhic health, etc., in the backward states to reach the level of
average ol all States at T 838 crores.

The Commission estimated that the aggregate indebtedness of the State to the
Centre will be to the tune of T 8,400 cores by March 1974, It, thus, suggested
that the repayment process should be consolidated and spread out over 15 to 30
vears.

Seventh Finance Commission

The Seventh Finance Commission submitted its report on 1978. It looked into the
financial needs of the State for adeguate maintenance and upkeeping of their capital
assets. Its approach was towards tax sharing by the States rather than grants in fiscal
federation. It recommend that the practice of mechamecally filling the revenue gap of the
States showed be stopped and a benchmark date should be adopted towards s
commitment for additional expenditure and securing additional grants.

NOTES
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The 7th FC raised the states share in excise revenue to 40 per cent of net collection.

Eighth Finance Commission

The Eighth Finance Commission w as appointed in June 1982 under the
chairmanship of Shri Y B. Chavan Its Final Report was placed in 1984 The 8th FC,
despite reahizing the ncreasing fiscal needs of the states, did not increase their shares in
the divisible pool of income tax. It, however, increased the share of states in excise
revenue from 40 per cent to 45 per cent.

The 8th FC’s approach was to reduce the inter-state disparities through progressive
distribution/allocation of resources. It also favoured tax shaning rather than grants as the

made of resource transfer. It laid down that grants should reflect the State efforts in their
fiscal/financial management and should not merely be a gap-filling phenomenon.

Ninth Finance Commission

The Ninth Finance Commission was constituted in June 1987. It was chaired by
Shri Salve. It submitied the first report in July 1988 and the second repori in December
1989

The Commission was asked lo adopt a normative approach and look into the
desirability of expenditure and also to deal with the problem of revenue deficits.

The 9th FC suggested that the fiscal needs of the states showed be judged through
tax efforts and expenditure economy. Secondly, there should be equalisation of the
standards of social services provided by the states.

In short, it recommended grants on the basis of normative gaps rather than Fscal
gaps in state finance.

Tenth Finance Commission

The Tenth Finance Commission was appoinied i June 1992 under the
chairmanship of Shr1 K.C. Pant. Its Report was submitted in November 1994, covering
the period 1995-2000.

There was no binding on the 10th FC to adopt & normative approach. It was,
however, to look into the targets for additional resource mobilization by the states,
potential for raising additional tax revenue. and strive for better fiscal management.

The 10th FC tool note of the growing revenue expenditure and deficit on revenue
account as well as growing inter-regional disparities in the country's finance both ai
Centre and State levels.

The Commission recommended that the share of State in the divisible pool income

tax revenue should be 77.5 per cent and that of Umion Territories should be 0927 per
cent. it enhanced the States” share in excise revenue to 47.5 per cent of net divisible pool.

Regarding debt problem of the States” the 10th FC opined that states should make
prudent use of borrowed money and loans should not be written off. Incentives for better
fiscal management should be provided.
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The commission provided a broader definition to the pool of divisible tax-revenue
covering income tax, Corporation Tax, Union excise duties, additional duties on excise
on excise and grants in lieu of tax on railway passenger fares.

10th FC laid down that fiscal disciple requires to avoid deficit on revenue account
and expenditure control.

It also adopted normative approach n assessing the revenue-expenditures of the
governments.

Table 5.2.1 entails a nutshell review of the shares of states in net proceeds from

income tax provided under different finance commissions.

Table 5.2.1: Finance Commissions Division for Shares of States in Net Proceeds for
Income Tax

Finance Commission (Per cent) Share
First 55
Second 60
Third 66.6
Fourth 75
Fifth 75
Sixth 80
Seventh 85
Eighth 85
Ninth 85
Tenth 77.5

Eleventh Finance Commission
It was appointed in July 1998 with A M. Khusro as the chairman. lis report was
submitted in July 2000, covering the period 2000-2005. Its term of reference confined to:
e Distribution of tax proceeds hetween the centre and the states.
e (rants-in-aid principles.
e Measures towards consolidation of funds.

I 1th FC recommended that the show of states in the net-proceeds of all central taxes,

and duties be fixed at 28 per cent. Besides, 1.5 per cent of all taxes revenue be allocated
to the states separately. This means states slurs totally to 29.5 per cent.

Twelfth Finance Commission

The 12th FC was appointed in November 2002 under the chairmanship of
C. Rangarajan. Its report was submitied in 2004, covering the period 2005-10. Its specific
terms of references pertained to:

e Balancing the revenue accounts of the center as well as states with a view to
reduce fiscal deficits.

NOTES
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e Taxation efforts.
e Commercial viability of various projects undertaken by the states.

The 12th FC suggested to increase the share of the states to 3().5 per cent in the pool
of central taxes.

The Commussion claimed to have followed the principles of equity and fiscal
efficiency in assigning the criteria and relative weight for determming inter-se slur of
states. The commission recommended the continuation of the scheme of calamity relief
fund established made with suggestion of the 1 1th FC,

The Commission blamed centre’s fiscal policy for the increasing indebtedness of
the states over the years.

The commission observed that the Fiscal Reform Facility introduced of the center
failed to play any significant role in the improvement of states finance.

Concluding Remarks

The fiscal federalism in India should evolve a flexible and efficient and equitable
sysiem of resource transfers from the Centre to States. Profligacy of sending should be
stopped. Prudency and fiscal discipline should govern the mode of public finance in India
at all levels of the government.

Thirteenth Finance Commission

Finances of Union and States

1. The Ministry of Finance (MoF) should ensure that the finance accounts fully
reflect the collections under cesses and surcharges as per the relevant heads, so
that there are no inconsistencies hetween the amounts released to states in any
year and the respective perceniage shares in net central taxes recommended by
the Finance Commission for that year.

The states need to address the problem of losses in the power sector in & time-
bound manner

12

3. Inmitiatives should be taken to reduce the number of Centrally Sponsored
Schemes (CSS) and to restore the predominance of formula-based plan
transfers.

4. A calibrated exit strategy from the expansionary fiscal stance of 2008-09 and
2009-10 should be the mamn agenda of the Centre,

Goods and Services Tax

5. Both the Centre and the states should conclude a *Grand Bargain® to implement

the Model GST. The Grand Bargain comprises six clements:
(i) The design of the Model GST is suggested in paras 5.25 to 5.35.
{11} The operational modalities are outhned in paras 5361w 541
(i1i) The proposed agreement between the Centre and states, with contingencies
for changes, is in paras 5.49 to 5.51.

(rv) The disincentives for non-compliance are described in Para 5 52.
(v) The implementation schedule is described in paras 5.57 to 5.59.
(vi) The procedure for claiming compensation is in Para 5.6(0.
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6. Any GST model adopted must be consistent with all the elements of the Grand

Bargamn,

To incentivise implementation of the Grand Bargain, this Commission
recommends sanction of a grant of T 50.000 crore. The grant would be used to
meet the compensation claims of State Governments for revenue [osses on
account of implementation of GST between 2010-11 and 2014-15, consistent
with the Grand Bargam. Unspent balances in this pool would be distnibuted
amongst all the states, as per the devolution formula, on 1st January, 2015

The Empowered Committee of State Finance Ministers (EC) should be
transformed into a statutory council. The compensation should be disbursed in
guarterly mstallments on the basis of the recommendations by a three-member

Compensation Committee comprising of the Secretary, Depariment of Revenue,

Government of India; Secretary (o the EC and chaired by an eminent persen
with experience in public finance.

In the unlikely event that a consensus with regard to implementing all the
clements of the Grand Bargain cannot be achieved and the GST mechanism
finally adopted is different from the Model GST suggested by us, this
Commission recommends that this amount of ¥ 50,000 crore shall not be
disbursed.

The states should take steps to reduce the transit time of cargo vehicles
crossmg their borders by combining check posts with adjoining states and
adopting user-friendly options like electronically issued passes for transit
traffic.

Unien Finances
10. The policy regarding use of proceeds from disinvestment needs to be

11,

liberalised to also include capital expenditure on critical infrastructure and the
environment.

Records of landholdings of PSUs need to be properly maintained to ensure that
this scarce resource is put to productive use, or made available for other public
projects, or else, sold.

State Finances

12. The practice of diverting plan assistance to meet non-plan needs of special

category states should be discontinued.

13, With reference to public sector undertakings:

(1) All states should endeavour to ensure clearance of the accounts of all their
Pubhe Sector Undertakings (PSUs).

(ii) The states should use the flexibility provided by the Comptroller and
Auditor General (C&A G) to clear the backlog of PSU accounts.

(ni) All states need to draw up a roadmap for closure of non-working PSls by
March 2011. Divestment and privatization of PS Us should be considered
and actively pursued.

{iv) The Mimstry of Corporate Affairs should closely monitor the compliance
of state and central PSUs with their statutory obligations.

(v) A task force may be constituted to design a suitable sirategy for
disinvestment/privatisation and oversee the process. A Standing
Commitiee on restructuring may be constituted under the chairmanship of
the Chief Secretary to operationalise the recommendations of the task

NOTES
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force. An independent techmical secretanat may be set up to advise the
finance departments in states on restructurmg/dismvestment proposals.

14.  With reference to the power sector:

15

17.

(1)

{i1)

(iii)

(1v)

(v)

(vi)

Reduction of Transmission and Distribution (T&D) losses should be
attempted through metering, feeder separation, introduction of High
Voltage Distribution Systems (HVDS), metering of distribution
transformers and strict anti-theft measures. Distribution franchising and
Electricity Services Company (ESCO)-based structures should be
considered for efficiency improvement.

Unbundling needs to be carried out on priority basis and open access (o

transmission strengthened. Governance should be improved through State
Load.

Proper systems should be put in place to avond delays in completion of
hydro projects.

Instead of putting up thermal power plants in locations remote from
sources of coal, states should consider joint ventures (JVs) in or near the
coal-rich states.

Case 1 bid process should be extensively used to avoid vulnerability to
high-cost purchases during peak demand periods.

Regulatory institutions should be strengthened through capacity building,
consumer education and tariff reforms like Multi Year Tariff (MYT). Best
practices of corporate governance should be introduced in power utilities.

Migration to the New Pension Scheme needs to be completed at the earliest.
States with large cash balances should make efforts towards utilising these
before resorting to fresh borrowings.

With reference to accounting reforms;

(1)

(i1)

(iii)

(1v)

The Government of India (Gol) should ensure umformity in the budgetary
classification code across all states. The list of appendices to the finance
accounts of states also needs to be standardized.
Detals of contra-entries as well as the summary of transactions between
the public account and the consolidated fund should be provided as a
separate annex to the finance accounts of the states.
Public expenditure through creation of funds outside the consolidated fund
of the states needs 1o be discouraged.
Expenditure through such funds and from civil deposits should be brought
under the audit jurisdiction of the C&A G.
The following statements need to be provided with the finance accounts of
states:
{a) Comprehensive data on all subsidies.
(b) Consolidated information on the number of employees at each
level, along with the commitment on salary.
This statement should also include information on employees and
their salary where such expenditure is shown as grants or hooked
under other expenditure.

(c) Details of maintenance expenditure.
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Sharing of Union Tax Revenues

I8

19.

23.

24

The share of states in net proceeds of shareable central taxes shall be 32 per
cent in each of the financial years from 2010-11 to 2014-15. Under the
Additional Duties of Excise (Goods of Special Importance) Act, 1957, all
goods were exempted from payment of duty from 1 March 2006 Following
this, the Centre had adjusted the basic duties of excise on sugar and tobaceo
products. In view of these developments, the states™ share in the net proceeds of
shareable central taxes shall remamn unchanged at 32 per cent, even in the event
of states levying sales tax,

In the event of notification of the 88th Amendment to the Constitution and
enactment of any legislation following such notification, it should be ensured
that the revenue acceruing to a state under the legislation should not be less than
the share that would acerue to i, had the entire service tax been part of the
shareable pool of central taxes.

. The Central Government should review the levy of cesses and surcharges with

a view to reducing their share in its gross tax revenue.

The indicative ceiling on overall transfers to states on the revenue account may
be set at 395 per cent of gross revenue receipis of the Centre.

The share of each state in the net proceeds of all shareable central taxes in each
of the financal years from 2010-11 to 2014-15 shall he as specified m Table
521

The revenue deficit of the Centre needs to be progressively reduced and
ehmmated, followed by emergence of a revenue surplus by 2014-15.

A target of 68 per cent of GDP for the combined debt of the Centre and states
should be achieved by 2014-15. The fiscal consolidation path embodies steady
reduction in the augmented debt stock of the Centre to 45 per cenl of GDP by
2014-13, and of the states to less than 23 per cent of GDP, by 2014-15.

. The Medium Term Fiscal Plan (MTFP) should be reformed and made a

statement of commitment rather than a statement of intent. Tighter integration
is required between the multi-year framework provided by MTFP and the
annual budget exercise.

5.2.8 SUMMARY

A federation is a political set-up constituting a union of two or more states.
Federalism has evolved over the years in two ways: (1) by aggregation and (i) by
devolution.

A federal state may be constiuted by aggregation or linking together of several
sovereign states, through a treaty, for achieving certain common economic and/or
pohlitical objectives.

In a federal state, division of function leads to the division of resources between the
two layers of government. The immediate question in federal finance is what sources of
revenue should be allocated to the different authorities so that they may discharge their
functions efficiently.

NOTES
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NOTES The principle of autonomy and responsibility also implies that as far as possible the
centre should not interfere in matters which are exelusively the responsibilities of the
slates.

The resources of each unit should be adequate to meet its immediate needs of the
present and should be elastic enough as well to meet the growing needs of the future. It
may so happen that the states are called upon to incur heavy expenditures on education,
public health and agricultural development, etec., which require huge and growing
resources, and the revenue raised by them may not be sufficient 10 meet them. In such
cases, the central government assisis them by way of grants ete., or by transferring
resources from surplus states to deficit states.

Allocation of resources between the central and the state governments should be
such that:
(1) The centre will get enough resources to meel its normal requirements as well as
to maintain additional reserves to meel emergency.

{(i1) The states will get sufficient funds to meet their normal requirements and
additional and increasing expenditures on social services like education, public
health famuly planning, etc.

(1i1) There 15 possibility of alteration in the distribution of resources according to
changing needs. The fmancial framework must be flexible

Federal grants may be conditional or unconditional. Conditional grants are made for
certain specific purposes. Therefore, the state governments have perforce to use such
funds anly for the purposes for which they are allocated. Conditional grants are, thus,
provided on the basis of the expenditure needs of each state, mrespective of its financial
capacity. For instance, educational grants may be made according to the number of
students of school going age in each slate.

Unconditional grants are generally made on the basis of per capita income and
relative poverty of the different states. They are devised to bridge the gap between
revenues and expenditures of the state governments.

The basic goal underlying federal finance in a developing economy 15 the promotion
of rapid economic development rather than the correction of regional dispanities as such

A growth-oriented fiscal policy, thus. aims at transfer of resources [fom a line
having lower marginal productivity to one having a higher one. Thus, the two objectives:
{1} growth and (1) equity, are conflicting in effect m a developing economy, which is
characterised by a low level of economic development as well as high inequalities among
regions on account of lopsided development and unequal supply of productive resources,
It has to promote growth and equality too.

The functions of the Fmance Commission are to make recommendatons to the
President in respect ol

(1) distribution of net proceeds of taxes to be shared between the Union and the

States;
{u1) allocation of shares ol such proceeds among the States;

(11) principles which should govern the Centre’s grants-in-aid of the revenues to the
States: and
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(iv) any other matter concermning financial relations between the Union and the
States.

The Commussion claimed to have followed the principles of equity and fiscal
efficiency in assigning the criteria and relative weight for determining inter-se slur of
states. The Commission recommended the continuation of the scheme of calamity relief
fund established made with suggestion of the 11th FC. The Commuission blamed centre’s
fiscal policy for the increasing indebtedness of the states over the vears. The commission
observed that the Fiscal Reform Facility introduced of the Centre failed to play any
significant role in the improvement of states” finance,

5.2.9 SELF ASSESSMENT QUESTIONS

What is Fiscal Federalism?
Explam the distmbution of revenues between Umion Government and State
Government with special reference 1o India.

3. Examine in India the co-ordination of financial pelicy between Centre and
States.

b
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Key Terms

Federalism: Federalism is a system of government in which power is divided
between a central authority (the federal or national government) and constituent
political units (such as states, provinces, or regions). Fiscal federalism focuses
specificaly on the division of fiscal powers and responsibilities.

Vertical Fiscal Imbalance: Vertical fiscal imbaance occurs when there is a
disparity between the revenue-raising powers and spending responsibilities of different
levels of government within a federal system. This can lead to issues such as
overreliance on transfers from the central government or inadequate resources
for subnational governments to fulfill their mandates.

Revenue Assignment: Revenue assignment refers to the allocation of tax-
raising powers among different levels of government. It involves decisions
about which taxes are collected by the centra government and which are
collected by subnational governments, as well as the sharing of revenue from
shared taxes.

Tax Sharing: Tax sharing, also known as revenue sharing or tax assignment,
involves arrangements whereby revenue from certain taxes is shared between
the centra government and subnationa governments according to
predetermined formulas or agreements. This can help address vertical fisca
Imbalances and ensure that subnational governments have adequate resources to
finance their expenditures.

I ntergovernmental Transfers: Intergovernmental transfers are payments made
from one level of government to another to help finance expenditures or address
fiscal disparities. These transfers can take various forms, including
unconditional grants, conditional grants tied to specific purposes or policy
objectives, and equalization payments designed to reduce fiscal disparities
among subnational governments.

Fiscal Decentralization: Fiscal decentralization refers to the devolution of
fiscal powers and responsibilities from the centra government to subnational
governments. It can involve greater autonomy for subnational governments in
revenue raising, spending, borrowing, and fiscal management.

Equalization: Equalization refers to mechanisms designed to redistribute fiscal
resources among subnational governments to ensure that all jurisdictions have



