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INTRODUCTION

Public finance studies the role of the government in the economy. It is the definitive
branch of Economics which assesses the government revenue and government
expenditure of the public authorities and the adjustment of one or th.e other to achieve
desirable effects and avoid undesirable ones. Public finance is a subject vs{hlch he}s the
distinction of intimate interaction between theory agd practice. As such it acquires a
meaning and usefulness only in the context of institutional framework c?f the economy
with reference to which it is being studied. The theoretical conciepts and pohf:y applications
in public finance feed upon and grow out of each oth.er. No §mg!e t1.1eoret1ca1 model can
adequately fit in the framework of every economy since its fnstltu.tlonal ﬁ‘am?work isa
thing unique to itself. It is important, therefore, that the discussion of public finance
should be in the context of a single economy.

Recent years have witnessed a heated debate on several theoretical and pol.lcy
issues covering several segments of public finance, includipg the role c:f fiscal pohf:y.
Pleas are being made for a thorough restructuring of its various theoretical apd policy
premises and the framework within which these should be conflucted Exponential growth
and transformation in global financial system and worldwide r.neltdowp caused by.lt
have fuelled rethinking on the role of fiscal policy \.vvith a spef:lal foqus on economlct:‘
stability and growth—both in developed and developing countries. India, like the rest o
the world, has also been deeply affected by these developments.

Statistics is considered a mathematical science pertammg tothe c.ol.lection., analysis,
interpretation or explanation and presentation of dam S@lf;tl@l analysisis very important
for taking decisions and is widely used by amde@c stitutions, naml and soc.lal‘scxec:lncelx
departments, governments and business organizations. The suby?ct of SFatISthS- e.:zaj
primarily with numerical data gathered from surveys or collected using various statisti y
methods. Its objective is to summarize such data, so that the summary givesusa 800
indication about some characteristics of a population. or phenomenon tha.t we wish to
study. To ensure that our conclusions are meaningful, it is necessary to subject our de.\ta
to scientific analyses so that rational decisions can be made. Hence., the field of statistics
is concerned with proper collection of data, organizing this data into manageable and
presentable form, analysing and interpreting the data into conclusion for useful purposes.

This book, Public Finance and Statistics, has been written in the Self-lnstructional
Mode (SIM) wherein each unit begins with an ‘Introduction’ to the topic .follo.wed byan
outline of the ‘Unit Objectives’. The detailed content is-then presented ina simple and
an organized manner, imf’erspersed with ‘Check Yogr Hogress’ questions t,o test the
understanding of the students. A ‘Summary’ along with a list of ‘Key 'I:erms and aset
of ‘Questions and Exercises’ is also provided at the enfi of each unit for effective
recapitulation.

Introduction
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UNIT 1 PUBLIC FINANCE

Structure

1.0 Introduction

1.1 Unit Objectives

1.2 Meaning of Public Finance

1.3 Differences between Public and Private Finance
13.1 Public Goods and Private Goods

1.4 Dalton's Maximum Social Advantage

1.5 Summary

1.6 Key Terms
1.7 Answers to ‘Check Your Progress’

1.8 Questions and Exercises
1.9 FurtherReading

NOTES

1.0 INTRODUCTION

Public finance is the branch of economics which deals with the income and expenditure
of the govemment of a country. It performs various functions like revenue raising, financial
administration and financial control. It tries to protect the society against internal disruption
and foreign aggression and brings together the various constituents of the public finance
| market. The constituents could be financiers, consultants and research professionals. In
: this unit, you will study about the meaning of public finance, difference between public
and private finance, Keynes theory of public finance and Dalton’s maximum social

advantage.

| 1.1 UNIT OBJECTIVES

i After going through this unit, you will be able to:

‘ o Interpret the meaning of public finance

l | o Differentiate between public and private finance
| * e Define public and private goods

| e Explain Dalton’s maximum social advantage

1.2 MEANING OF PUBLIC FINANCE

|

|

|
J I The main difference between public and private goods as well as the concept of the
é public sector leads us to explore the vast field of public finance. Publi(f finance i§ clearly
| related to the financing of State activities, and canbe fleﬁned asa sul?Ject that discusses
t the financial operations of the public treasury of a nation. Earlier, writers on the subject
\ defined public finance in a much narrower context than the writers of today. Public
finance helps us study the financial aspects of the gOV_ernme.nt. 'It helps us study the
government policy; especially the expenditure and tax policy, which impacts the economy

and the welfare of the country’s citizens.

| Self-Instructional
Material 3
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‘Nature of Public Finance

Tounderstand the meaning of public finance, itis first important to understand the meaning
of the words “public’ and ‘finance’. The word ‘public’ stands for a collection of individuals,
whereas the word ‘finance’ means money resources or revenues. Therefore, ‘public
finance’ means the resources of a public body.

. Boundaries of the subject of public finance have undergone repeated revisions in
line with developments in State activities and corresponding economic philosophy-
A(':corc.iingly, over the years, the definition of public finance has expanded to cover ever-
widening areas. In the early days of capitalism, it was widely believed that the private
sector was always more efficient than the public sector. It, therefore, provided @
theoret1<fa1 bas'is. for laissez-faire (doctrine of individuali sm). By implicati(;n almost all
economic decisions were to be guided by the market forces of demand and s’upply- The
r'oleT (?f the government was not to interfere with the working of market forces but {0

limit its own activities to the barest minimum, including the following:

* Protecting the society against interna] disruption, and ensurin g that effective

law and order situation_prevailed. For this, the State was to maintain itst‘sllczuld
create the needed administrative, judicial and police set-ups
. I";I]:)tg?mg the societly against any foreign aggression that might take plac®”
€ State was to maintain armed forces to meet this objective
* Stepping forth and assumip i .
- Ster the re ili i intaini
social overheads, where thegprivat: Sl Ofcreatmg SR

eads or infrastructura] facil:s:

Jtwag
sector of the €conom

; Mainly congiq ripti©
reasury in : nsidered a descriPY, ¢

an i erfere : i
¥ and the way iy Which it ¢q With the working of the P* e

minimum,
uld keep such interference

Similarly, Carl C. Plehn, author of Introduction to Public Finance, says that the

term public finance ‘has come, by accepted usage, to be confined to a study of funds
raised by governments to meet the costs of government.’

Scope of Public Finance

The scope of public finance involves a complete discussion of the influence of fiscal
operations of the government at the level of overall activity, employment, prices and the
growth process of the economic system as a whole.

Taylor says that—‘Public finance deals with the finance of the public as an
organized group under the institution of the government. It thus deals only with the
finances of the government. The finances of the government include the raising and
disbursement of government funds. Public finance is concerned with the operation of
the fisc, or public treasury. Hence, to the degree that it is a science, it is the fiscal
science; its policies are fiscal policies, its problems are fiscal problems.’

These days, the fact and need of interaction and interdependence between state
and private sectors is duly recognized and, therefore, in a modern economy, the public
sector is assigned a significant role, both in theory and in practice. This has meanta
corresponding widening of the scope of public finance including the following:

e Measures for social security

e Checking trade cycles

e Reducing unemployment

o Bringing about distributive justice

e Helping capital accumulation and economic growth
e Removingregional disparities '

Many governments also resort to formal planning and an extensive use of the
public sector. Therefore, in line with this new approach we come across much wider
definitions of public finance. Richard Abel Musgrave, author of The Theory of Public
Finance, for example, says— The complex of problems that centre around the revenue
expenditure process of government is referred to traditionally as Public finance ...
While operations of the public household involve money flows of receipt and expenditure,
the basic problems are not issues of finance (emphasis supplied) ... we must think of

our task as an investigation ... into those aspects of economic policy that arise in the
operation of the public budget.’

Thus, the subject matter of public finance is logically, though not solely, concerned
with the financial aspects of the business of government. Similarly, American economist,
James M. Buchanan says—*The government, considered as a unit, may be defined as
the subject of the study of public finance. More specifically, public finance studies the
economic activity of government as a unit.’

The subject matter of public finance, thus, deals with not only the way in which
public treasury operates, it also deals with the repercussions of alternative policies which
the treasury might adopt and accordingly deals with the question of choice of these
policies and operations. Musgrave has advocated an approach in which the state sector
is viewed as a public household. Sucha public household has certain objectives which
can be grouped into categories of the following:

e Allocation of resources

Public Finance
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e Adjustments in the distribution of income and wealth
o Stabilization of prices and employment.

These refer to the three objectives of budget policy, namely, the use of physical
instruments:

 To secure adjustments in the allocation of resources

e To secure adjustments in the distribution of income and wealth
¢ To secure economic stabilization

. We may add that the objectives covering capital formation, economic growth and
the _hke should also be there. In any case, a detailed study of public finance brings i
various aspects connected with the formulation and execution of budgetary policies
such as the effects of taxation. Relevant conclusions in the theory of public finance cat
be drawn by bringing in the detailed discussion of not only the way in which public
household should itself operate (such as in the field of public sector undertakings) but

also the way in which private sector would react to alternative fiscal measures. Such
fiscal measures would include, for exam

Since a modern govern
' ment often o
local), the subject matter of public finance |

nt at different levels and

pera?es atseveral levels (federal, stat® api
ooks into the financial problems and poic'®
T also studies the inter-governmental finas®!s
The subject matter of i
_ public fi i
unavoidable areas of gver] Sl o

- S to : g with
apping and interdepen alternative subgroupin

-

group admits furt : ence. Mo or sU*
her details, It should also pe kept in minéiﬁvf:fmh gl—Orlalcl:jonomlc
at the socio-

dynamism of a typical mod
2 €In econom
financial system and globaliyat: Y> Supplemented with ¢ jal growth ©
e globalization, has adde tothe respmsib.l.}fponentlal gr ate "
_ ilities ofa modern ¢

of'its disbursem £ P Increas . €
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revenues, public dep Sources of pyy not!
A Binc and creation of additiong) CUIIT:;;I;V?HUG’ taxan]z{l;ttef‘ﬁ rlf
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in particular, Policies ofthe ‘ D o

OVemment in general and of fiscal P°

e Inmodern times, it is helpful to study public debt problems separately.

e Resorting to the printing press by the authorities has its own advantages and
disadvantages, dangers and limitations and deserves special attention.

e Insome economies public sector undertakings provide a crucial policy and
regulatory instruments in the hands of authorities. In such a case, it is imperative
to ensure that they happen to be a source of strength rather than a weakness.

e With modern governments, public debt has become an important source of
revenue, but that is not all. Its servicing causes disbursement of public funds
and belongs to the side of public expenditure. Moreover, public debt has assumed
the role of an important instrument for regulating the working of the economy.

2. Theory of public expenditure: Through public expenditure the government
participates in and contributes to financial flows of the economy and influences
its demand and supply patterns. It is also a major tool for implementing welfare,
growth stabilization and other policies of the government,

3. Financial administration: All financial activities involve issues of financial
administration including public budget, its passing, implementation, auditing and
similar other matters. Without a study of relevant dimensions of financial
administration the subject of public finance remains incomplete.

4. Stabilization, growth and distributive justice: These have become leading
issues in economic policies of modern governments and, therefore, their financial
implications deserve a separate treatment in the discussion of public finance theory.

5. Federal finance: Existence of a multilayer (or multi-level) system of government
necessitates a corresponding division of functions and resources between different
layers as also issues and problems relating to intergovernmental financial flows,
financial imbalances and their rectification. Federal finance has, therefore, been
an integral part of modern public finance.

6. Issues of public policy: A modern government is expected to deal with a host
of socio-economic issues that keep cropping up continuously. Such issues are of
diverse nature and financial implications. They may be treated on a standalone
basis, or integral parts of other issues.

Public Finance and the Economic System

The state sector is not just a necessary evil to be tolerated. It can be designed and
operated as an effective set of tools for improving the performance of the economy in
several ways.

The classical approach to the study of public finance did not accept this viewpoint.
It assumed that private sector was always more efficient than the public one implying
that to the extent possible, the economic activities should be entrusted to the private
sector only. It was argued, accordingly, that the ‘sound budgetary policy’ of the
government was that of balancing the budget. Running into deficits and creating public
debt causes a financial burden upon the future public budgets and an ‘undue’ interference
with the working of the economy. Therefore, any unavoidable deficit such as during a
war should be redeemed as quickly as possible. There is another danger in the practice
of budgetary deficits. It creates an atmosphere of financial indisc ipline and imprudence
within the government itselfleading to irresponsible spending and inflationary pressures.

Similarly, one can argue against surplus budgets. A surplus budget implies a heavier than
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Check Your Progress

1. What does the term
‘public finance’
denote?

2. What dOes the
Scope of public
finance incluge?

. Self-lnstrucrional
Materigl

needed taxation, reduces effective demand in the market and results in unemployment
and depression.

It was realized, in due course, that the market mechanism, which guides the
working of the private sector is not an unmixed blessing. It leads to certain undesir::'ll_ﬂe
results also. These considerations strengthen the case for the public sector as an eﬁ'ectlve}]
alternative to the private sector in many ways. Accordingly, the old dictum that the:
government must try to balance its budget as a sound budgetary policy stands discreditefi‘f
It has given place to what is called the functional finance, According to it, what ‘s,'i
needed is not a balanced or unbalanced budget as such, but stability and growth of
income and employment in the economy. For this purpose, it may be necessary to add °r"1
sul?iract from the effective demand created by the private sector. Ifa particular tendency
suchasa fieﬁciency of effective demand, persists in the private sector, there would b
no harm if the state sector repeatedly incurs a deficit. The emphasis here is on th®

relevance of the aggregate effective demand created b . X 5l
i y both public secto
mnstead of surplus or a deficit budget as such P and private

The concept of a balanced budget in whatever way defin . ”
. . A X d ay de irre evat
m a policy of using financial operations of y ed, becomes irrel t?

. the gov . . tsof
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Byprivate ﬁnance, wW/

: 0
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One may also point out that both sectors are engaged in satisfying the wants of
the society by sharing economic activities. Both have limited resources at their disposal
and try to make their best by taking decisions such that the ‘most important’ wants
are satisfied first. In that sense, their problems and decisions are similar.

But the similarities between the two types of finances almost end here. In contrast,
the differences between the two are quite sharp.

Dissimilarities .
The dissimilarities between private and public finance may be summarized as follows:

1. To begin with, it may be stated that a private economic unit has to live within
its means. Its deficit budgeting (that is spending more than the income) can be
only for a limited period and only up to a limit. Given its economic standing, it can
accumulate outstanding debt liabilities up to a limit and no more. But this constraint
hardly applies to the State. It can plan to add to its outstanding debt with every
budget, and may also succeed in doing so. A number of governments are virtually
doing this. The result is that the public debt in many countries has become a high
proportion of national income. ‘

2. The distinction between private and public borrowings does not end with only
amounts of possible borrowings, but extends to their forms, rates of interest
and other terms and conditions. A private firm cannot raise non-repayable
loans, but the State may and sometimes does. The State can borrow both
internally and externally, that is, it can borrow from those who are subject to its
authority and from those who are not. But a private economic unit (suchasa
firm) cannot raise an internal loan; all its loans have to be ‘external’. Furthermore,
high creditworthiness of the State enables it to borrow at rates much lower than
the private economic units have to pay. It has the support of the central bank of
the country as an agent and as an underwriter when its loans are floated in the
market. It can draw upon the facilities of the banking and other financial institutions
more liberally. In some cases, it may adopt indirect coercive methods to borrow
at lower rates, as was done in India till the early 1990s.

3. The government or a competent authority on its behalf can create legal tender
currency, that is, money which the creditors cannot refuse to accept in discharge
of their claims upon their debtors. With the introduction of paper currency, the
authorities in many countries have acquired an unbridled discretionary power to
add to currency supply. Often the formal technical restrictions can be waived if
the government so wants. Such types of restrictions mainly indicate procedural
handicaps and not essential checks.

The upshot of the argument is that the government can just create purchasing
power and add to the demand side of the market and take away a part of the
national produce. It can leave the rest of the economy with more money and a
smaller supply of goods than before. A private economic unit cannot do so. Its
obligations can never become legal tender. A private economic unit is always
expected to pay back its obligations. In contrast, obligations of public authorities
via issue of currency need not be redeemed at all.

4. Itis claimed that private finance follows the ‘market principle’, or the principle
of economic rationality; but public finance follows the budget principle. 1t
means that private economic units are guided by market signals and of market
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hanism i ic interest; In contrast, the essence of the budget r e
Ir,r'lr‘ia::iciple ist;l;?tg:ee :el(')v\;l:ese?lzltll?ilsnsl;lllnerzr:re determined not by profit expectaﬁons good deal of mutual transferring of resources. The policies adopted by the

the public and private sectors are interrelated and interdependent and involve a Public Finance

and the willingness of the individuals to spend their money for the purchase of authorities have to be analysed in the light of these observations.

such services, but by decisions reached through political and administrative
procedures and based on common social objectives. The State does not go by the

In order to understand the nature of public finance and its principles, one

has to be equipped with the knowledge of the way the economy as a whole NOTES
principle of quid pro quo. works, the way various financial flows take place in the economy and the
. I . . ding economic activities that are there. The activities of the State bring
5. Quite often, in private finance, the view taken is a short-term one. In contrasty correspon ) . . ) .
g; Stat]z is expzcted tojzake a long-term view of the interests of the economy a5 about c}langes n these ﬁnal}cml ﬂovs.rs n th_elr own ways ar.td tl;e S“,bJ ect matter
~awhole and be ready to suffer commercial losses for that purpose, both in the of public finance has to be discussed in the light of all these implications.

short run and in the long run. Also the State would keep in mind the fact that t.he’
society is a perpetual entity and for its welfare many activities are needed which

have no immediate economic return, even to the society. An example in case is
the investment of the State in removing untouchability.

. . i i ted in several
6. Itis generally pointed out that while a private economic unit proceeds by firs! gained widespread currency and has been refincd, extended and clabora
ascertaining its income and then determining its expenditure, the governme”t ways.

Jirst decides about its expenditure and then goes round to seek revenue fo" . i isti
it. But, it is an erroncous idea based upon the outmoded thinking that thél of presence or absence of the following two basic characteristics.
activities of the State would be confined '

State would then find out the best ways o
itisnot so. It is realized that the acti

i also going up. fore, b# a priced good. Only those users who have the capacity and willingness to pay its price
to expand its activities thoy ghsuch 8 'gup The government, theretor®: p g

. would e Liend deprived of enjoying its benefits. Defence services provided by the State cannot be
the fabric of the €conomy is not oversltlrseetigf; epl‘)o wers only within lumt;;ﬁg prilc):ed and rest;]ic)t,::dgto only those who pay for it. Simll?larly, in so);ne cases a consumer
the Sta{e c‘ould starve the capita] market and iy examp le, °Vefb°“9 uch 01 cannot surrender the use of a service even ifhe wants to. An individual cannot ask tobe
note printing would lead to inﬂationary re ivate Investment. Too 7 in 19 left undefended by the defence arrangements of the State, or refuse the benefits of a
coonomy. Excessive taxation may discoura 2 e and other pmblemsducti 1 reduction in air pollution or those of street lighting and so forth.

activities and so on. Therefore 8esavingand investment and pro

;  aprivate ¢ _ ity ‘overcrowding’ of its users irrespective of their number. For ex?mplf:, any number of
about deciding hoy, much to spepd conomic unit does pot mechanic@’ persons can tune in radio or TV programmes without reducing their availability to others.
would also be generally 1o, man bend. The Wants of a private econ0™® . The use ofa rivalrous good, however, reduces its availability to others.

ways of increasing its income, Y and within limjgg 1thas to work out the PO

' Thus, we note that
private finance, theye
between them. In order ¢

of private finance will no a

. Pplyto pub);
of private finance and public):, ﬁlfal:at::tc ’I;m
, Or

money, to borra the abil o cré? through its sales proceeds and can, therefore, be left in the hands of the private sector.

the b;gic n:ur:row’go t%ll)x and so o Cannot he ignlolrtgdogh: aut%on:lezppreci; contrast, a public good is both non-excludable and non-rivalrous. Once it is provided,
: © ot public finance, i ; - 2Utin order 10 it is accessible to all. Consequently, its provision cannot be financed through its pricin

public sector isa part ang Parce] :ti tlltlést equally essential to remember %" g T IBP ghits pricing

are g
0

V1

in spite of Some similqy.
ome very i . ceoreh’,
: study publ. Portant fundamental diffe’
differences in minq, since it s obvioyg th:tfci)nance, we have to keep the?

ities of the State are not fixed ones. They a™ The first characteristic is that of excludability of a good. It means that it is possible to

- ’_I‘hough the State, theoretically Spea'king , -has
. ditional receipts thro

1.3.1 Public Goods and Private Goods

The concept of public goods was introduced by Paul A. Samuelson in his famous
contribution titled ‘A Pure Theory of Public Expenditure’!. Over time, this concept has

A distinction between private and public (social) goods can be made on the basis

to the minimum possible and that th°

: 1. Excludability
ffinancing them, However, these day*

omplexity and growth of the societys % restrict the availability of a good to select users on a certain basis, such as, by making it

g% can have it. In contrast, a non-excludable good is either available to all or to none. A,

good example of a non-excludable good is the defence of a country against foreign
A On’ . . . . . . N . .
ugh taxation, ¢ onfiscat! !_ aggression. Once the country is provided this protection, no section of society can be

Al
 the government does not Use th

o 2. Rivalry

% The second characteristic to be taken into account is its being rivalrous or not. When a

exteﬂ‘ good is non-rivalrous, its use by some does not reduce i.ts availability to others. In that
sense, its use cannot be rationed between its users and it is, thus, indivisible. There is no

Those goods which are both excludable and rivalrous are termed private goods
athor pure private goods. Their use can be rationed between their potential users. In

¢#contrast, goods which are both non-excludable and non-rivalrous are termed public
oods or social goods.

ities between the public

ntheirac b fprmcl The issue of financing the provision of a specific good or service is closely linked
Count a number O P R . . . . .

: iectwith it being a public good or a private good. Provision of a private good can be financed

ance. l?lﬁerences like the very obJ® a‘] gap g

aol %
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and there is a risk that its users would not pay for it voluntarily. For example, in the &%

of defence service, every individual can argue that he would have access to it

does not pay for it. Its provision for him would not be affected by his not payingf?f

Consequently, very few or even none may p:
of the service

phenomenon
financing the
agood or servi

ay for it voluntarily hoping that the

by th_c members

It must be noted that the

imply that all members sh, Jon-exclydability of a public good does not 1

2y, depend
people living near politicaleb?

comparatively less protect

all member of society (or a section there

be. equally entitled to the use of the good

willingness to pay for it. The

"trast, pure public goods with ma*

}would be ensured through the contributions and efforts of 0thef§'_
isteferred to as the problem of free riders?, that is, the non-feasibiliy §
provision of a good on a voluntary basis. Therefore, the provision of sU

cehas to be financed through compulsory contributions (like "a’fano
ofthe society. Their financing cannot be left to market mechanis®

attack may, to some extery are it equally® Tn case of a war, protection against €%
. t, upon one’s places of residence and work. S
oundaﬁ.e s of the country may, for obvious reasons:
them even when all members Peom? living near public parks derive more ben®
criterion of" non-excludabj S 9fsoclety are equally entitled to their use. Thuss th
_ ility is that

good in question irrespective of their
public expendityre and not throy, ancing of the concerned activity has to b

| effects may be left in the hands of the private sector (though even here their characteristic

o A pure private good is supposed not to have any externalities. In its case, there is
provisi®h no Pween inal costs . :

is| price represents its social supply cost also. By implication, even in the hands of private
il sector, its supply would be at the socially optimum level. Ordinarily, therefore, the provision
of pure private goods should be entrusted to the private sector. But on account of various
reasons this may not be adhered to in every case. The government might decide to step
in where merit wants are concerned or for other relevant considerations like the cost
conditions, resource availability, social and political philosophy and so on.

ecessart’
) Marginal Cost

o A likely characteristic of a pure public good is that its marginal cost is zero or close to
zero. It means that an additional member of the society can be benefited by its use
tﬁ"alﬂ without appreciably adding to its total cost. To put it differently, the use of a pure public
et ui good by one more member of the society does not reduce its availability to the others. A
of) s good example of it is the tuning in of your radio set. Still another example is that of a
aziﬁhglff bridge, over which an additional vehicle may pass without any additional cost to the
e

| society. Note, however, that mostly this principle applies, in reality, only to a limited

- v market pricipg ¢ | extent. We cannot keep adding to the number of vehicles that may use the same bridge;
Additiona] Characteﬁsﬁ% & | we cannot have the same defence budget if our population keeps increasing and so on.
This leads. | Also it may be added that a large part of the society may not l?e 'c.lble to enjoy thc.: l?eneﬁts

: us to look at some additional chagacgersc: “ | ofa public good without adding to the cost of its supply. Similarly, the provision of a
Externalities cteristics of public goods .| public good may be increased or decreased for budgetary reasons or due to some

| extraneous factors. Pure public goods which possess this characteristic have a strong

Pure pub]jf; goods characte o oﬂ” case for inclusion in the public sector since public goods are indivisible also. In the case
effects “{hlch flow from thejy pr edby the CXistence of externalities, that 15, e?ts S @ of private goods, on the other hand, the argument is basically in favour of large scale
€conomic effectg may alsg he call. Onoruse to third parties or econ ‘ production for which either the society should agree to a monopolistic type of private
l;:;ylfrf:g;’t;smcy arise on g, edz 11111;:;";1’ €liects, neighborhood eﬁ?f:iia mp\‘ enterprise or should go in for public sector enterprises.
€CO] RN T te . . externa . "
oth:: gﬁ,ﬁlﬁmmm NStit thcelilrn:é?eggah An €xternality affects tl'fe pric ) Anothef likely vcharacte‘ristic of a pure pub}ic good isits decreasigg average cost. Beil?g
social margina] oq t:S - causes 5 iver Production and consumptio? . v 0 lumpy, 1t. would be subjec; to the economies of scale. If the public good is provided in
‘caused by factorje (or benefitg e gen'Ce between the internal (0 Pe 01]11“ | small units, @en the average cost is l.1kely tobe much. more. For ex:flmple, the average
society but not to th:" PO.W'er ho es, raiﬁSOd 1n question, Thus, for exa{np ’ ost 19 ‘ f:ost of operating a sewerage sys.tem is mucfh smallerifiit serves a wide area than'when
overheads like roads Individyg) ) ays,. aI}d transport vehicles 15 'a'eS of s it serves only a portion of 'th.e city. When it comes to.‘the choice l?e'fween ppbhc .and
benefits, and so forg, Cause, 8. Similarly, beneficial extern@l® | g | private sectors for the provision of goods possessing this characteristic, considerations
These externg divergence between private and soci? | similar to the ones mentioned above in the case of marginal cost characteristic apply.

() market ex‘: are of tyy, types s |Impure Public Goods

(i) non Mmarket ey, (or Marketap)e external) ey It would be noticed that it is highly difficult to come across goods which fully satisfy all

Inthe cage al or Ilon-marketab oects; and |the characteristics of pure public goods. Similarly, it is ec!ually difficult to come across
identified apq COn:) Enon. exte le €xternal) effects. e aﬂﬂot {pure private good§. In general, most goods possess a mixture of both publicness and
8AInS. In coptrag for logg n:;"al effects, individual economic Ut * oot privateness. The division between the two types is mostly one of degree and not ofkind.
beidentificd anq gy 25 Of mapyy. - (EY be identified and charged 17 ) #Such goods which are neither pure public goods nor pure private goodsare called impure
By imp OMpengy, char el-externg) effects, the losers (beneﬁ"l 4 ubl}c goods (also calle.d quasi publlc_: goods or quasi pn.va.te goods). If the elements of
be preferab) Plicat PrOvision 8ed) for the same, " ublicness are predommar_lt inthe mixture of characteristics of a good, then it may be
oftheip oo e hands g " OfPublic : aleffect®” gittermed a public good; and in the opposite case, a private good.
€1r co €rcia] € public aul gOOds With non-market extern iﬂespﬂ y
Droﬁtability_ o thorities since they can provide themket s

of non-excludability demands that they should be in the hands of the public sector only).

no difference between private and social marginal costs of supply. Therefore its market
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Local Public Goods

Overtime, the subject matter of public goods gained in depth and coverage. Additionall

1ssues associated with their nature and relevance were identified for policy-making;

ofa public good, s pro P subject when issues like the geographical coverag)

publicg .visi,oninacomtryhaving two or more tiers/layers of government;
determination of public preferences and their aggregation for it gained proriinence-
Tiebout—Oates Model

... othesi : .
recogaition of the contribution e s, Tiebout Sorting and Tiebout Migration.

b - .
also referred to as Tie bout_Oatur Mod); :Nallace E. Oates’ to this line of reasoning, it1*

r is area is entitled t i
ts, scaven. ighti ez putl
8Ing, street lighting, and g on) irrespectlzve of

At i
i n;gz i:lam; time, every such person can bé
: g of their Provision. This solves th¢

aggregated. In other wops
s 111€ pr Oblem is that the VOlume ofin divi d
the preferences of th Vidual services provide

emlnthe fOrm Of

by authorities may devig

' te fi
a theorgtlcal solution of th;g g?;bl

In his model, the users reveal their preferences by migrating between municipal areas.
This process of migration continues till there is complete matching and the above said
problems get solved.

Tiebout model is based upon some strong assumptions including the following,

e Individuals possess perfect information and they are free to move from one
municipal area to the other.

o There are enough areas and communities to choose from.

¢ Problems relating to migration (employment, earning, quality of living associated
with some areas, language, culture and other factors) do not come in the way
of actual migration.

o Migration is costless and without any disruption.
o Each municipal area has a set of services which are not revised over time.

o The quality of public services is same everywhere. .
o Communities do not suffer from negatives like poor law and order, orundesirable
habitants. :

¢ The individuals must consume all the goods (both public and private) at the
same location, and there are no spill-over effects from one community to the
other. :

e The model ignores the availability and consumption of national level public
goods.

e Itassumes that the extent, quality and financing of local public goods are not
affected by changing numbers of their consumers.

As stated above, these are highly unrealistic assumptions. A growing economy
and society, with changing urbanization and inter-country roads, communication, rail and
other facilities and infrastructure is abound to change the scenario over time. The model

3| does not take into account these changes. It is set within the framework of a static

economy. It loses relevance in a country like India where every locality is not served by
municipal bodies and quality and type of services provided by municipalities widely differ
from each other. In several cases, even a large number of basic amenities are not
provided. Moreover, in any case, public expenditure in India suffers from a high degree
of inefficiency.

Club Goods

The concept of club goods (also termed artificially scarce goods) was introduced by
James M. Buchanan® They are a sub-set of local public goods and are characterized by
an artificially created scarcity. They are distinguished from local public goods by the fact
that they are fully excludable. They are public goods embedded with full excludability.

Potential users of club goods are not excluded on the criterion of geographical
residence, but on the basis of some other criteria which can vary from case to case.
These criteria normally culminate themselves in the form of club membership which, in
turn, may be subject to one or more criteria like financial contribution, some academic or
professional qualification/accomplishment, social status, religion, community, nationality,
political views and so on. The list is inexhaustible.

Club goods are neither fully rivalrous nor completely non-rivalrous. By their very
nature, the number of their consumers can be increased but only up to a limit.
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Public Finance It may be noted that suppliers of club goods are in the nature of monopolies- Budgetary activities of the govemnment results in transfer of purchasing power Public Finance

These goods are characterized by artificial scarcity created by the suppliers in one of! from some individuals to o@ers. Ta?(ation causes tran'sfer OfP“fCt}aSing power from tax

more ways. For this reason, club goods typically suffer from under-supply as is the case| Payerstothe public authorities, while public expenditure results in transfers back from

with most merit goods. the public authorities to some individuals, therefore, financial operations of the government
cause ‘Sacrifice or Disutility’ on one hand and ‘Benefits or Utility’ on the other. This NOTES
results in changes in pattern of production, consumption and distribution of income and
wealth. Therefore, it is important to know whether those changes are socially
advantageous or not. Ifthey are socially advantageous, then the financial operations are
| justified otherwise not. According to Hugh Dalton, ‘The best system of public finance is e
that which secures the maximum social advantage from the operations which it conducts.’ B

The principle of Maximum Social Advantage (MSA) is the fundamental principle
| of public finance. It states that public finance leads to economic welfare when public
! expenditure and taxation are carried out up to that point where the benefits derived from
| the MU (Marginal Utility) of expenditure is equal to (=) the Marginal Disutility or the
| sacrifice imposed by taxation. |

: Hugh Dalton explains the principle of maximum social advantage with reference

NOTES

. Over space and over time, the category of club goods is subject to a wide variation.
It is also note.worthy that the precise nature of club goods is shrouded in a blanket of
, haziness and in some cases, it may be difficult to decide when a specified good becomes
aclub good and when it ceases to be so, In India, for example, we have roads built an

| . ip. It is pertinent to note that the ﬁee,if
w b
’l . nature, impuso publc gzzdsmzs;sLocaﬁpubhc goods and club goods are by their very §

’ > . um . . y
| such that goods provided by local autll:o ons made in Tiebout model and club theory 2

rities and .
reason, the problem of free ridership ceasesatr:) e(:;l:ﬁ:;zilr :af:é ly excludable. For thlSl:
| Merit Goods )

to:

(i) Marginal Social Sacrifice (MSS)

(i) Marginal Social Benefits (MSS) -

This principle is, however, based on the following assumptions:
(i) All taxes result in sacrifice and all public expenditures lead to benefits.

(ii) Public revenue consists of only taxes and no other sources of income to the
' government.
o oronly bem."ﬁts their consumef’| (iii) The government has no surplus or deficit budget but only balanced budget.
> health services, (iv) Public expenditure is subject to diminishing marginal social benefitand taxes
" are subject to increasing marginal social sacrifice.

0 the hands of their potential consymers)| Marginal Social Sacrifice (MSS)

sic ob : : | Marginal Social Sacrifice (MSS) refers to that amount of social sacrifice undergone by
< ovjectives of the societ¥'| uplic due to the imposition of an additional unit of tax. |

Every unit of tax imposed by the government taxes result in loss of utility. Dalton
says that the additional burden (marginal sacrifice) resulting from additional units of
taxation goes on increasing i.e., the total social sacrifice increases at an increasing rate.
Mixed goods are th This is because, when taxes are imposed, the stock of money with the community
© b ch comprise e] ' .| diminishes. As a result of diminishing stock of money, the marginal utility of money goes
dislike a private £00d in that ; e'ements of both private and pubh,a | onincreasing. Eventually, every additional unit of taxation creates greater amount of

at1tis rivalroyg and excludable, bt} impact and greater amount of sacrifice on the society. That is why the marginal social
| sacrifice goes on increasing.

Check Your Progress || defined as mixed

3. State two
dissimilarities ) 5;
between private and 14 DALTON 'S MAXI J : /

public ﬁnance‘

MUM soc
4 Whatareimpure || The principle OMM ANTAGE _

Public goods? Dalton. Accor ding Um Social Adya

. to Hy tage was introg . ey
expenditure of pubic authc%:]itg: :;)n, Public fip tedby British economis,

. d

. ance is er s an”!
d . concerne come€ & |
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ial benefit was OB, and when the public expenditure is OM,, the marginal social Gabiicnange
The marginal social sacrifice is illustrated in Figure 1.1 S - 1
St o benefit is reduced at OB,.
Y A
W Mo iCurve The Point of Maximum Social Advantage
3 : : . NOTES
= : : - i 1 sacrifice cuts the
NOTES L'é S, Social advaqtage is maximized at the point where marginal social sac
fﬁf marginal social benefits curve. , - .
B This is at the point P. At this point, the marginal disutility or social sacrifice is equal
= S to the marginal utility or social benefit. Beyond this point, the marginal disutility or social
< ] g . >
‘% \ sacrifice will be higher, and the marginal utility or social benefit will be lower.
o
= 0 Y A
o M, M, M, T MSS
Units of Tax (Rupee) %‘
" : =
Fig. 1.1 Increasing Marginal Social Sacrifice Cupve 3 9 "
cE:
The above diagram indicates that the Margina] Social Sacrifice (MSS) cur"* g g .
1;153? UP‘;’MdS from leftto right. This indicates tha with each additional unit of taxatio® e eyl :
soi;lv sea OfisiaCnﬁceglsso Increases. When the unit of taxation was OM | the margin® & 8 ' :
crilice was OS , and with the incre ’ 3 g : . MSB
sacrifice rises to OS . Asein taxation at OM,, the marginal s0! = ! :
Marginal Social Benefjt (MSB) 'Sy : . X
While imposition of tax ¥ 2 SR
The benefit conferred onlzllf Sbu{d;ngn thepeople, public expenditure confers benefit® Units of Taxation and Expenditure
. ) Ociety, by an additiona] yn; : i .
as Marginal Social Benefjt (MSB), unit of public expenditure is know Fig. 1.9 Maxdiun Social Advaniage i Obigtned oF the Point o THonaben o
i N SB Curves
o J;lstt asfitgf marginal utility from 4 commodity to a consumer declines as more and  etnsroniti m
1 : i ) y :
Sidiannal fu(])i , ofe flghmcn;:dlt); are made' available to him, the social benefit fro:)n cad At point P, social advantage is maximum. Now consider Pomt.P1 .Atthis point
Ty bI:: o P;zl iture dechneg asmore and more upjtg of public expenditu marginal social benefitis P,Q,. Thisis greater than marginal social sacrifice §,Q,. Since
Nt Sgubse qgl; i;lmts of public eXpenditure are Spent on the most egsent”  the marginal social sacrifice is lower than the marginal social benefit, it ma}l:es more
: et doses of public expengi . ftaxation and public expenditure. This is due to the reason
Important social gcti penditure are spep 0 Je* sense to increase the level of taxation and p p . _ .
doxlzrnward fromllgigcttmnes ik resul‘t, the curve of marginal sgcial l:nn 193; an(fopas that additional unit of revenue raised and spent by the government lead§ e |
orightas shown i Figure 1.2, chelits s the net social advantage. This situation of increasing taxation and public expenditure
i continues, as long as the levels of taxation and expenditure are towards the left of the
z point P. _ ; .
5 At point P, the level of taxation and public expenditure moves up t(? QQ. At tl‘.us
% B point, the marginal utility or social benefit becomes equal to marg1_nal d1§ut111ty or social
mg B] sacrifice. Therefore at this point, the maximum social advantage is aChle"edl- |
Ties . : inal social sacrifice S,Q, is greater than marginal social
o LT At point P, the margin _ gyt e el et
gﬂ benefit P,Q,. Therefore, beyond the point P, any ﬁl}'thf:t Increase in t ¢ level of taxation
= MSB and pubI-ic expenditure may bring down the social advantage. This is be.cause -each
ERE— subsequent unit of additional taxation will increase the marginal disutility or social sacrifice,
° M M which will be more than marginal utility or social benefit. This shows that maximum
Units of pypjie Ex2 : " social advantage is attained only at point P and tl‘ns is thg point _where margmal social
Fig. 1.2 iy Penditure ( Rupee) benefit of public expenditure is equal to the marginal social sacrifice of taxation.
* 4:¢ Diminjgp; " , ; : . .
b1 g Marginq, Sociql Benefit Cypye Maximum social advantage is achieved at the point where the marginal social
el, . : . . : :
leftto rightgl”ll‘ s ,d t.he Margina] Socig] Benefit fr‘ﬂﬁ benefit of public expenditure and the marginal social sacrifice of taxation are equated,
reducing at 5 g; . ICates that th S0cial b (MS_B) curve slopes downward ¢ Le., where MSB =MSS.
1mm1shmg rate, Whe Cnefit denVed out of public expendituf‘ 51
S“‘.'f';’m.'u'm'lfrma/ 0 the publl(} ex di argl Self-Instructional
18 Materig Penditure wag OM,, the m Material 19
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be Thclls shows that to obtain maximum social advantage, the public expenditure should
carried up to the point where the marginal social benefit of the last rupee or dollar

spentb . . :
tel;xad ecomes equal tolthe marginal social sacrifice of the last unit of rupee or dollar

Limitations of the Principle of Maximum Social Advantage

The simple expositio inci
n of the principle of maxi i
Imum s an : \3
suffers from some obvioyg limitations, oealadvantage as described abg

can explain thig pointwith a req] life €Xampl ;z{i)endimre is a benefit for it
€. on the COnsuIn 4 tics
ption of narco

ot
Ot be called 5 burc_len‘ upon the society, though?

® Moreover, the benefits and i
_ > Ul-effects of 5 i
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e The effects of public finance operations are complex, widespread, and often
indirect. They are not quantifiable in simple and direct terms as is done in the
principle of Maximum Social Advantage. An imbalanced budget is often an
effective weapon affecting various remedial and welfare measures and
thereby maximizing aggregate social advantage. For example, indirect taxes
often change relative prices of commodities leading to changes in demand,
consumption, production and investment patterns of the society. Thus, it is not
possible to link welfare and growth effects of public finance operations with the
amounts of taxation and public expenditure and ignore other aspects of budgetary
measures and policies.

e To assume that the government budget should always be a balanced one is a
highly unrealistic restriction. If the objective of the budgetary policy is to be of
maximum advantage to the society, such a restriction is most likely to hinder its
attainment. Contracyclical budgetary measures to offset fluctuations in demand
generated by the private sector are often suggested. Similarly, in an underdeveloped
country, a deliberate deficit budgeting may be needed to stimulate savings and
capital accumulation.

e Logically, it is incomplete to determine an optimum level of State activities in
terms of budgetary aggregates only. Full potential of budgetary operations is
revealed only through their detailed study and associated policies. This fact brings
in a host of relevant questions regarding institutional and economic framework of
the country such as income and wealth inequalities, regional imbalances and the
like. To put it differently, the question of determining an optimum level of State
activities leads us to consider in details the effects of alternative budgetary policies
at different levels and in all their details; and without such an analysis no meaningful
answer is possible.

The Principle in Practice

The question arises that since the principle of maximum social advantage suffers
from so many limitations, should we not discard it totally to which the reply is an
emphatic no. Instead, we should try to make it more realistic and capable of yielding
policy conclusions. For this purpose, we first show that it is highly undesirable to limit the
State’s budgetary activities to the minimum possible. And then we try to find out the
tests which should tell us as to whether the budgetary activities of the State are of net

advantage to the society or not.

The Case for State Activities

The case for confining State activities to the minimum rests on the assumption of superiority

of market mechanism. It assumes that the market is able to generate full employment,

and is always more efficient than the public sector. Therefore, within its narrow sphere,

the State should only make a judicious choice between alternative taxes and items of
expenditure. But we note that these assumptions are highly unrealistic. In reality, market
mechanism fails to generate full employment, leads to cyclical fluctuations and creates
income and wealth inequalities. It need not succeed in realizing high enough rates of
capital accumulation and economic growth. Therefore, it is a duty of the State to remove
these drawbacks.

Furthermore, we must remember that though competition is supposed to guide
the economy according to consumer’s sovereignty, in reality it is not so for two reasons
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Public Finance Firstly, on account of inequalities of income and wealth " Animprovement in the distribution of national income covers both ‘efficiency’ Public Finance
generated in the market does not really display true needs of the s 4 and ‘equity’ dimensions thereof. Efficiency in distribution relates to aggregate of
_ of luxuries are demanded at the cost of necessities which the po il satisfaction only, while equity relates to the sharing of aggregate satisfaction
’ to buy for want of purchasing power. There is also a short p o| between members of the society. Normally, the two aspects are so intermixed and
NOTES their non-profitability, ' ortag || interdependent that a decision involving efficiency also.affects equity and vice versa. NOTES

- Secondly, the market competition ; i . . The welfare aspect of distribution of national income, therefore, does not lenfi itsel.ft.o an

competition in which there is a lof of 1, I practice, tends to degel.lemte intoa mon0p<.>1.15u.;r1 easy treatment. Quite often, we are n'ot even able to find out whether certam.demsmns

productive capacity, hoardin, wastage on account of selling expenses, unutilizZ#l would add to the efficiency of distribution or not. In other cases, the .efﬁ.mency and

’ & speculation and so on. equity tests might clash, so that improvement in one leads to a deterioration in the other.

The Tests It is not, therefore, possible to lay down full-fledged objective criteria of social advantage.

i But we can recommend some common-sense steps about which, on general grounds,
ﬁ:’s:m,g;:l;?::g::iﬂtl:t] ;hi ?tate cannot remain indifferent to the working of thﬁ there is not much c'h_ance 9f a difference of opinim}. We can, for example, a.d\.rocate
these tests realistio y treat(:h cér the tests of maximym social advantage. To mak¢ reduction in inequalities of income and wealth, reduction inunemployment, uplifting the
50, the sweeping statements hl:e tlt:: ZEZ: Partand parcel of the economy. This being| standards of livjng of t.h.e pgople, bringing about a higher rate of economic growth, bringing
€conomy’s resources and that a[] public e:;?;(tilinn%rthat ol texesare leakages frort th:ﬁ ehosteconomio by in he economy andso on
‘;‘ilizg i:)lts’t:;ld, tlltl b;comes relevant to analyye theensea:r t | 2. Hicks’ Tests

e
and associated bzdgegiztﬁge:ggregates assuch, but % Mrs Hicks has also suggested two sets of criteria for judging whether a parﬁf:ular public
However, this is not an ¢ ' | finance operation or policy adds to the net sos:i.al benfzﬁt or not. The first is called the
quantified. As examples, we ¢ a?lslbl’]taslf. The effects Ofmany State activities cannot tit| production optimum and the second is the utility optimum.
education, mprovement in heajty emmn.the remova] OfuntOUChablh spreadmg According to Mrs. Hicks, an optimum in production is achieved if through
has widespread effects and it g and sanitation and v iviff| reallocation of productive resources it is not possible to increase production of any given
words, it is very difficyj to devj coany Mpossible 1¢! commodity without reducing that of some other. Obviously, this criterion is not only .
and thereby determine (esﬁmatese Objective tegts 0 ambiguous but may also be misleading. Increasing production of one commodity may
activities. ) the Quantum of Social advantage generated by Sta'@[ necessitate reducing that of the other, but the total output may increase. Mrs. Hicks’
1. Dalton’s tests } production optimum may apply in a situation of full employment and complete utilization
: | ofexisting productive capacity. However, it must be noted that budgetary operations and

; . Evenunder difficult (but realis; /| policies are not always successful in achieving even these conditions. If they could,

i tests according to whie hite c) Conditions, Professg D ' ) b tﬂ’g many of the economic ills of the world of today would not have been there. Again, this
adding to the socia] adVantag:n be ascertaineg whetl'fer altOn‘ gives us certain o! yec , test of production optimum applies in short-term only. In the long run, it is always possible
are certain generally accep Or00t. These tegts are fonﬁslbhc finance operatlont; | to augment productive potential of the economy such as through creation and expansion
achieve, namely the follOWing~ irable Objectiveg whicﬁtfl(li oy a§suming that ta_i of social overheads, capital goods sector and investment in suman capital.

* Preserving the society: If i : © society should trY Utility optimum of Mrs Hicks isrelated to the .COanO'SiﬁOI.l ofthe nat.iqnal output

Preserving then s Syste1;1 flt is agreed that thé $0Ci . A and relative importance o.f 1.ts chpongnFs. A \{anatlon in this compos@on would

| the society against bogt fo0 pubhc finance whic Ciety, as it exists, is v‘vo df automatically ]ead.to 'a vqnanon m the ut‘lllty derived from it. Whe:n astageis reac?ed

? to social advantage anq is "C18N aggression and intensure§ adequate protecnoz d5 whereby s'uch avariation in the ut.111ty denved. from GDl? cannot be 11.10reas.ed, the utility

® Economic welfare. Worth pursyp : Tna] distuption certainly ® optimum is said to have been achieved. ’I.‘he fllfﬁculty with this criterion arises out of: the
improvemen are of ”{e Commyp; | fact that utility and, therefore, the relative importance of: various goods and services
income {2 Production, and (b) ap j Welfare inVOIVes tw. ts: (@ 9-”.\ cannot be quantified. Furthermore, such measures of rela.txve utility are always subject
Impr OVement i the dice: ° a.Sp ects: 0 3‘; to revision over time and place and as also between individuals.
Animprovemen rod edistribution of 88" | . - e L
as such, byt baslcaIlJ] oduction shoylq hotbe . Al sa.1d. and done, we find that th.e l?as1c ¥dea cont?m§d in this p rmm.ple su seful
Sustainable pgg;s Y an incregse 4, th ento ANingreace : : outp“‘; even when it is not poss1b},e’to adopt it in strict quantitative terms. In line with the
termed ap i An InCrease Curren Prodyctiy, cap acity ase in curren on’| reasoning of this idea, we can proceed with the aim qf 1ncreas1}1g the usefulness of
roved pro Provement i Productigy: Utput thy, pital of the ef'OnOmy Otbﬁ[’ overall budgetary policy of the govemment for the someﬁy. To th}s end, we first equip
Tesources, ang Clive capac; plies cap; tisnot s'ust f{Onsumptxon caﬂl; qufj ourselves with adequate theoretical .knowledgt‘a and empirical evidence relating to the
€ s0cial ’ad anIncregg, Produc; P ion, be aln.a.b]e in the lon. cﬁvﬁj’ immediate and long-term repercussions of various budgetary measures. We have then
Vantage ity of orkers Wit’h tter utilization of profi'jloﬂ 9l to choose between various alternatives which budgetary policy may offer including, for
" Self-Instructiong) 2 COrresponding addit™ | example, the level of State activities, the composition of tax and non-tax revenues, tax
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Check Your Progress

5. What are the
activities dealt with
by the principle of
maximum social
advantage?

6. What are the
aspects of economic
welfare of the
community?

7. Name the factors

that are requireq for
Improving the
distribution of

Self-] nstrictiong]
Materiqgy

rates, and.sirnilar other considerations regarding the expenditure side of the budgét.{\ﬂ
these decisions have to be taken in the Ii ght of our objectives and the extent to whict

they can be achieved in practice, The optimum size of the government budget is not!

ﬁxed quam?ity. I.t depends upon several relevant considerations, for example, the objectives
their practicability, their relative co,

; sts and benefits, the administrative capability of
government including the accountin

BRI gsystem and programme and performance budgetiné
the institutional and economic framework of the society and the like.
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o Itis claimed that private finance follows the ‘market principle’, or the principle
of economic rationality; but public finance follows the budget principle.

o Quite ofien, in private finance, the view taken is a short term one. In contrast,
the State is expected to take a long-term view of the interests of the economy as
a whole and be ready to suffer commercial losses for that purpose, both in the
short run and in the long run.

e The first characteristic is that of excludability of a good. It means that it is possible
to restrict the availability a good to select users on a certain basis, such as, by
making it a priced good.

e Those goods which are both excludable and rivalrous are termed privqte goods
or pure private goods. Their use can be rationed between their potential users.
In contrast, goods which are both non-excludable and non-rivalrous are termed
public goods or social goods.

e Pure public goods are characterized by the existence of externalities, thgt 1s,
economic effects which flow from their production or use etc. to third parties or
economic units. Such economic effects may also be called spill-over effects,
neighborhood effects or third-party effects.

o Another likely characteristic of a pure public good is its decreasing average cos_t.
Being lumpy, it would be subject to the economies of scale. If the public good is
provided in small units, then the average cost is likely to be much more.

e The concept of club goods (also termed artificially scarce gooc%s) was introduced
by James M. Buchanan. They are a sub-set of local public goods and are
characterized by an artificially created scarcity.

e The causal relationship between changes in the supply of money at_ld the level (?f
prices constitute the core of the quantity theory of money. In the classical economic
theory, money has no inherent utility and it is exclusively demanded for the
transactions purposes.

e The principle of maximum social advantage was introduced by British economist
Hugh Dalton. According to Hugh Dalton, public finance is concerned with income
and expenditure of public authorities and with the adjustment of one with the
other.

e The principle of Maximum Social Advantage (MSA)is the ﬁmdgmental principle
of public finance. It states that public finance leads to economic welfare when
public expenditure and taxation are carried out up to that point where the bene?ﬁts
derived from the MU (Marginal Utility) of expenditure is equal to (=) the Marginal
Disutility or the sacrifice imposed by taxation.

e While imposition of tax puts burden on the people, public. e.xpenditl.ne confers
benefits. The benefit conferred on the society, by an additional unit of public
expenditure is known as Marginal Social Benefit (MSB).

e Social advantage is maximized at the point where marginal social sacrifice cuts
the marginal social benefits curve.

e Maximum Social Advantage is achieved at the point where the marginal social
benefit of public expenditure and the marginal social sacrifice of taxation are
equated, i.e., where MSB = MSS.
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* The question arises that since the Principle of Maximum Social Advantage suffers |

from so many limitations, should we not discard it totally to which the replyisan
emphatic no.

* Animprovement in production should not be taken to mean an increase in current

output as such, but basically an increase in the productive capacity of the'
economy on a sustainable basis. ‘ '

* Mrs Hicks has also suggested two sets of criteria for judging whether a particular’
public finance operation or policy adds to the net social benefit or not. The first is)
called the production optimum and the second is the utility optimum. |

1.6 KEY TERMS

B/

* Laissez-faire: It is the theory or system of government that upholds th"o‘i
autonomous character of the economic order, believing that government should!
mtervene as little as possible in the directi

‘ on of economic affairs.
* Taxation: It is a means by

. i which governmient finance their ex enditure by!
Imposing charges on citizens ’

. and corporate entities.
. Re?'e.n.ue: Itrefers to an income that a company receives from its normal businessv
activities, usua}ly from the sale of goods and services to customers,
* Public goods: Itis a good that is both
.individuals cannot be effectively excl

u
doesnot reduce availability to others,

6. The aspects of economic welfare of the community are as follows:
e Animprovement in production.
e Animprovement in the distribution of national income.

7. The factors required for improving the distribution of national income are efficiency
and equity.

1.8 QUESTIONS AND EXERCISES

Short-Answer Questions

1. What are the similarities between public and private firiance?

2. List the characteristics of public goods.

3. Write a short note on club goods.

4. State the limitations of the principle of maximum social advantage.

Long-Answer Questions

1. Discuss the nature and scope of public finance.
2. Explain the principle of marginal social sacrifice with the help of diagrams.
3. Interpret the following:

(a) Dalton’s test (b)Hicks’ Test

1.9 FURTHER READING
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Public Expenditure

| UNIT 2 PUBLIC EXPENDITURE
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2.10 Questions and Exercises
| 2.11 Further Reading

’ 2.0 INTRODUCTION

Public expenditure is spending made by the government of acountry on collective needs
A l and wants such as pension, provision, infrastructure, etc. It is supported by taxation. Its
' main objectives are to provide security to the country or states-and promote the.well-
| being of the citizens by proper allocation and efficient usage of resources according to

; strategic priority. .
| The revised estimate of fiscal deficit in 2016—17 was 3.2 per cent gf the G]?P,
lower ﬁ'om a budgeted 3.5 per cent. It is expected to stay at 3..2 per cent in fmfmmal
j year 2018 and then down to 3.0 per cent in the following yeari)m tia;ccqrdflmce Wl.th thg
| t fiscal deficit for the next three years by the newly constituted
| recommended 3.0 per cen e o nince, The FRBM

P .1+ and Budget Management (F ;
| Fiscal RCSPOHSlblhty a sustainable debt target with a debt-to-GDP ratio of 60 per

'1 ittee recommended .
zz::tl?;r cent by 2023 and the fiscal deficit to come down to 3.0 per cent.
i i i d scope of public expenditure,
is unit, you will study about the meaning an ' .
In;h : Sblic e)zl enditure, Wagner’s. Hypothesis, growth of public expenditure and
oot ofpul g distribution of income.

‘ effects of public expenditure on production and

UNIT OBJECTIVES

241

i After going through this unit,
e Explain the meaning and scope @ .
the canons of public expenditure

you will be able to:
fpublic expenditure

e Discuss

) is
o Analyse Wagner's Hypothes
. : Self-Instructional
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* Interpret growth of public expenditure

* Evaluate the effects of public expenditure on production and distribution of incom

I

2.2 MEANING AND SCOPE OF PUBLIC
EXPENDITURE

I

Public expenditure refers to the expenses which a government incurs f

ty and the economy, and (iii) helping other countrié
g S.tate activities, it is becoming increasingly diffict

Historica i :
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more, the public authorit
Cxpenditure, Tt mygt als

Way of raising addition

r .
eXample, cap plan to rais®

additional tax or nontax revenue, or borrowing or even raising taxation in various forms.
There are, therefore, problems of overall efficient and integrated management of finances.
They are related to the alternative ways in which finances can be raised, the efforts
needed to raise them, the effects of such revenue efforts and the corresponding benefits
of the expenditure which are to be incurred. It is also obvious that depending upon
circumstances prevailing at the time, the net equilibrating solution will differ. While in
some cases, a larger tax and expenditure level would be desirable, in others the amount
indicated will be smaller. Similarly, in the case of private finance, we have different
levels at which the solutions will be found. '

However, while private and public expenditures are similar in their overall and

.complex ramifications, the dissimilarities between them are also quite glaring. The first

such dissimilarity is the objective with which the expenditure is incurred. In the case of
an individual economic unit, generally an exchange relationship determines the mode,
pattern and volume of expenditure. As a consumer, an individual equates the marginal
utility of the good (or service) purchased with the disutility of expenditure. A commercial
economic unit compares private marginal returns from an expenditure with the amount
spent. Public authorities, however, cannot and do not always adopt a commercial attitude
towards their expenditure plans. They have to consider social benefits generated in the
process of their expenditure activities. And in quite a few cases these benefits are vague
and immeasurable. The State has to impute social valuation to these benefits and decide
whether it is worthwhile undertaking these expenditures or not. Also, certain state
expenditures are directed at bringing about social and economic justice. The benefits of
such state expenditures cannot be evaluated directly.

Keeping in view the fact that the State is the guardian of social welfare and
economic and social health of the society, provision for many public services is not
decided on the basis of their cost effectiveness. Moreover, an individual has a limited
horizon covering only a foreseeable future. The State, on the other hand, takes a much
longer view. For this reason, the State may adopt even a policy of permanent budgetary
deficit. A private economic unit cannot do so. The objectives of public expenditure are
now far wider than imagined earlier.

2.2.2 Kinds of Public Expenditure

It is conventional to classify public expenditure into various economic categories.
Accounting classification has been there for centuries because it enables the State
executive to maintains an effective control and check over public expenditure and possible
leakages and wastage, diversions and misappropriations. It may be departmental
classification or classification according to heads of expenditure. Such a classification is
good for auditing and for safeguarding against misappropriations and so forth, but it does
not help us in understanding its effects. It is, therefore, difficult to formulate an appropriate
expenditure policy on this basis. In the same way, a distinction between obligatory (or
legally committed) expenditure and optional expenditure can only highlight the constraints
under which the government’s budgetary policy has to work. It cannot bring out fully the
possible effects of different expenditure policies. These days, however, an increasing
need for useful and effective classification of public expenditure is felt. It is only through
such classification that the economic effects of various State activities can be gauged
and proper policies formulated. Here, however, we can take up two classifications of
public expenditure, each of them indicating an area of possible effects on the economy.

Public Expenditure

NOTES

Self-Instructional
Material

31

B T



Public Expenditure relations and other factors, the working population of the country can add to its productive Public Expenditure

Public Expenditure Classification power, the expenditure on such items should certainly be termed productive. Even if

some of these expenditures do not add to the productive effort and national income, they
will be adding to the enjoyment of the people. Of course, just as some tangible assets
NOTES (I can be useless, so can be some expenditures on particular types of education and NOTES
i luctive and Plan and training. But that is a question of choosing proper forms of education and training which
=GRl Non-Plan would be useful for the economy.

__Transfer = ‘ Fourthly, there are certain pt'xb_lic expend‘itures without which the economy cannot

‘M-Tr\amgar live and cannot maintain its productivity. Rather in many cases such expenditures indirectly

help the economy in attaining higher levels of productivity. Example_s are thos&_a o_f defepce

Fig. 2.1 Classification of Public Ex o expenditure, expenditure on research and 50 qn. Even efficient admmlstra'non,

. o-Sxpendiare * communication and other infrastructural facilities indirectly add to the health and efficiency
Productive and UnproductiVe EXPEHditur og of the economy. Similarly, some institutions and work culture enhance the economy’s

h . productivity while others retard it. Therefore, a precise distinction between productive
Sthat whi] i : ump™ i i iture is not an easy task. Each case has to be judged on
ture of iy ©Some expenditures are in the nature of cons it and unproductive public expenditure y Judg

i Vestment .. . ite IO i its. Basically, we may take the position that any wasteful and avoidable
Capacity. Under the Ig; : and help theeco ving its PIY°0 o 1ts own merits. Basically, y ;
1S5ez-faire mh: nomy in 1mpro i T ' i d relevant expenditure is productive.
are those which gre incurreq Orfrehllosophy the only productive public expe? 50 expenditure isunproductive, while all the necessary and relevant expen p
a

. a 1 :
c : N4 maintain social gyerheads. EXPED te ® Transfer and Non-transfer Expenditures
e .]UStlce, laW Sta il

d Order and : Of the
maintenance ¢l . . . L7l e diture
t : . ive caP® “« This classification was favoured by English economist Pigou. Transfer expenditure is a
'at an €conomy added to its produc:tl‘/?C p o0y 1S l y=ng

f . 0ugh addjtj 1 : i . : ds and services by the State. Examples
We extend this 1o A 0ns to jtg capita] stock and production oftal’lglb (¢ ubl'c payment without corresponding receipt of goods and servi v p

€Xpendi ublic ; i nts, oldage pensions and unemployment benefits. In these cases, the
o ures are py Oduct; - “Xpendityre, j¢ will follow that only 0% fi 2o interestpeyme o i i lai the goods and services to

enable it ¢ Ve whic Create / o oW Onoﬂ1 g government is simply transferring the right or claim to use the gog san

classica] thipp. . . MOre in f;; g “0me tangible assets in the € the v ud certain sections of the society. In contrast, non-transfer expenditure is that by which the

i -0 . 0 ; si s
alien to the econglnw Chthe goye enr:le PeOPle would like to adhe_re tforeig' . State pays for its purchases or use of gogds and services. While in the case F)f transfer
; iy Sectorig considered as something roduct,1 ¢ expenditure, the beneficiaries are to decide apout the use of real resources, in the case
tangible aqg ets o hngl ©assets of i only thoge public expenditures ar° 1’6 yl‘gldﬂi:; of non-transfer expenditure, itis the State which uses the resources straightaway. Such
governmentw -5 Cment ing] ¥ emmellt, or more precisely iﬂCO'rrl e a use of resources by the State, of course, may be for consumption purposes or for
epending upoo Ld be arging fo, th Mg public enterprises of commerc? fof {8 oesiment purposes. Expenditure on defence, education and such like things are all of
i : lcing Policieg , €Serviceg of those enterprises 0 pa SmaY, . non-transfer or real expenditure type as are the investment expendlturgs. It must, of
. self—hquidaﬁn d other factorg suck hiblie expendiﬂ‘re Lhori“ course, be remembered that when the government incurs a real expenditure, it is not
115 0bvigyg ¢ tthe f Y could even be z;s Ourcl; ofprofit for the? )l implied that the government will necessarily purchase at the market rates. For one

nll . :

COnsidereq °nt sector is 2 ;agolng Malyticy fram ) P Alistic: 511151 ' reason or the other, the government may be purchasing at concessional rates or at non-
4 suc ftang Parce Ework is totallyum: i and fﬂof  economic rates.
: or 7 € econo a who i il
dEC]dmg abo t 0 that of th y Whether an as my as

shiP ! . . 6 :
Utthe progyep.. . Plivate 0 set is added to the oW_ﬂ?; fac”  Expenditure classified as Plan and Non-Plan Expenditure
Se Conjie ctlveness org Or. Should not be the determi™

a 1Se ofan i ditur¢- ; dﬂ” Plan expenditure in the goyennnent,.generz;‘ly, S\i;gniﬁ;s exlgnditure. taken upfuilder
0 Mmey, SE fo low ¢ the Y public expen i pnot )ﬂeotjxfﬂ development schemf:s during a part1c1‘1]ar ive ear ean. ?)W?Ve'lfl some 0 [; ese
) o > DUt s R It are Mmany assets which prod” g" olT gchemes canbe contmue.d froma prev1lousp an .or some may be spl. -overs’. ' che
MMmerciy o S?" Such aSsetg o ould pe Ieally necessary for the ot ; o initial stages of the exercise of preparation ofa Five Year Plan, Pletnnmg Comm_lssm}]
Productjy, Which adq t(:derations they Ught to he termed productive eve il 56 #'issues detailed instructions directing what slhopld be cquSIﬁed ?S Plan Expendlture _
eXpeng; ©ssets nd the pr,, Ut are not, Parks, waterworks and 5 ie" ¢ The plan schemes are mostly expected to be limited to a Five Year 'Plan period. However,
e S -Peng e op :Ve.e lcierlcy ofthe economy must be rodﬂifec' they may have implications that may extend beyond the plan period.

Cr A ther” . 1 sbinel
re j “4lion and majntenance as an g Major issues relating to plan/non-plan distinction
n W. mcreas . s, t eref X . .ng ]n 1 lbe

; e . - : :
tan blT hir dly, it is not T the tax r:? tlong Product and the authormes re"eﬂu ¢Due to the complex nature of Government, the pghcy regarding what should get classified
the g _efO only eCessary h CSort eir cove rage, an additifma i 50 glas plan expenditure and what should get classified as non-plan expenditure has been
fOrmOCIIety can resids- as buildin “the g, calleq d ’ ts must bﬁp o\ﬁ‘? glosing clarity. Besides, a notion has widely gained ground among the policy makers and
Self. S.If In th &s : Productive asse A
Self-Inggy, et thr()u € fo > Mg i cttv ffe f
Materiq) 04! ¢h education i Ofhupg, "C1y and the Jike, The pr gl [fin dllab"‘ Sel-Instructional
> raipj, h Wealth 15, It can manifest 15 116" Material 33
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Public Expenditure officials across all levels that plan expenditure is good and non-plan is bad. This biasi! objective of the government being achieved through that particular expenditure. Below Public Expenditure

favour of Plan expenditure and against non-plan expenditure has led to a situationif  the minor head are the two tif:rs of sub heads (fourth tier) and detailed heads (fifth tier).
which essential non-plan expenditure like maintenance of assets is neglected. This h# The sub head indicates SPECIﬁC schemes or activities of the government under which
also led to a motivation for showing higher plan expenditure and higher plan sizes bothd the expenditure has been incurred and the detailed head indicates various components
Central and State levels. Further, several factors su chas shift ofplan focus from capit of l.‘.he schemes or_.sub schemes. The sixth tier of qu ect E'lead provides details about the NOTES
to revenue expenditure and the process of transferring expenditure of old schemest object gf ex.pendlture. Thus, this forms a two dlmegsmnal classiﬁcz_ltion where the
non-planatthe end of each Five Year Plan mean that correspondence cannot be draw expenditure is classified into object heads for éach functional head. The division provided
between plan and development expenditure. by plan/non-plan classification is laid over the functional and object classification. This
The plan/non-plan bifurcatio division cuts across the entire classification hierarchy into two columns.

view of resource allocation to varig

NOTES

n of expenditure has contributed to a fragment®
Us programmes/ schemes, With fragmented view!

2.3 CANONS OF PUBLIC EXPENDITURE

lan : - : ¢ Like canons of taxation, people have propounded canons of public expenditure also
el hiture which constitutes about 307 which should govern the pubIIi)c expenditure decisions. They reflect the philosophy of a
isfactory classification of developmental and no judicious use of public funds with associate@ legal propriety. Some ofthese canons are in
mment expenditure noy P the nature of administrative safeguards while others are expected to help the economy
e dysfunctional. and society in achieving their diverse objectives. It, of course, goes without saying that
these canons are only broad generalizations and detailed guidelines have to be worked
out in each specific case.

1. Canon of economy: The resources of the economy are always scarce compared
with its needs. No wastage should, therefore, be permitted. Public expenditure is
the financial counterpart of the resources which the government uses up directly
or places at the disposal of certain sections of the society for this purpose. It is,
therefore, essential that the process of public expenditure should not involve the

;2511;25 d?ggéﬁ;‘:gﬂgzgdinance. The annual budgeting progess r?abaseddo?o use of resources more than what are just necessary. Utmost care must be taken
; utcome-based budgeting withip 4 multi-ye yf? -y of to avoid wasteful usage of public funds. And as the sphere of government activities
Revenue and Capital Expenditure year framew increases both in coverage and quality, it becomes all the more diﬂicult to judge
Another way to clasgi : the exact type and extent of wasteful expenditure. Thcreforfa, still greater care
Sy Capitzs;jy publlxc €Xpenditure ig t, Categorize th i al anda SClen‘uﬁc’ approgch towards the assessment of the required expenf%lture is
school building) or reducxpfll_ndl.tl'lre. An expenditye which eitherem as either reve needed. chhmqpes like those of programme and perfom}anc.:e budgeting and
On the other hand, the coei 1ability (e.g., Tepayment of loan) is caj] Zreat?s an asset (“3' zero base budgeting have been developed to meet thesg objectives.
puT malntenalice eXpZ Ifsz]z;i(? Specific revenye transactiofs Oiacl’iltal expen(;i j One fom_l of wastage of pub]ic expend.iture is the dela}f that often ficcompgnies in
of India, revenue expenditure OWn as reve Perating p formulating the plans of p]:lbllc expend1tgre, their sanction 'and their execution. On
payment on loans takey Byfhio oo €5 0f governmeng 4 account of the faulty‘ plmg and execution and the delays mvolvefi,_ some benefits
education and health il ég Veﬂlm-ent, Pensions, suhs; s , employees, mmeﬂ are lost; or to put it differently, for given l?eneﬁts t_h.e authorities pay more.
year. Capital o e, ete. Itisg short-term expen di’tﬁran s, nllrall develop g, Furthermore, on account of: delays, when prices are rising, costs th.emselves g0
purchasing land, investin ?ncgmpasses things gych as bujl dr‘e that is incurred e’t 1 up. These days, various costing m;thods have‘ been evolved for continuous check
expenditure wil] be discusieg's ares? Plant Machinery, o Ing Sch.ools, hosp* ﬂ on various cost elements of projects, especially the manut'"acturmg ones. The
In detai i Unit4, ’ Soon. Capita] and rev® authorities also use these methods in a number of such projects. In quite a few

projects, the cost benefit approach is adopted in which the social cost and socia]

fits of a project are estimated (including an imputed valuation of the intan ib
The expe . bene proj : e intangible
classiﬁgat?dlmre (?fthe government ig Classifieq i © 10 India , social costs and benefits) and then the worthwhileness of the project is decided.
been mcun‘;fcllﬁ"lgmﬁes broadly the nction of g functiong) heads. The ﬁmctif’ﬂ; It must, however, be noted that the techniques of costing and cost benefit analysis || Check Your Progress
S 8 Erld the activity on ich the y gov*_}mmﬂnt forwhich th e-ex enditur® i are not applied to all the items of public expenditure. And there are certain 1. Define public
i3 eing followeq as ofnow, 5 4 p.enc_htllre hasbeep, incurred TI; 5 funcﬁ 1 expenditures which are contractual. The authorities are under oblj gation to incur expenditure.
classific at’ionn:;)r,l?us‘l;]ead’ detailed he:;ds anscllx E_er Structure wigp 5 h ier'arch y of m? i them (such as interest on public loans) and the question of economy intheiruse || 2 Name the kinds of
: > Called the ma; O0ject _ 0! ' i blic e; i
discharged through the exn;ajg o head denoteg thé] n?:?d- The first tiey ofthe ﬁmctltﬂl Justdoesnatarise. | g
Self-tnstructionay the description of sub iy p ‘Nditure, The second i 10nS.of the government that I
3 Material 1600, The thirg o> 0o O fNCtional ol s o proY
- The thirq tier, denogeq il nal classification p p | Self-Instructional
€ miIlOI' head, indiCa Material 35
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Public Expenditure

2. Canon of sanction: This canon asserts that no public funds should be used
without proper authorization and further that funds must be used only for the
purpose for which they have been sanctioned. In a democratic set up, it is the
legislature which sanctions the expenditure on demand by the executive authorities:
The idea is that such a restriction would avoid unscrupulous and unwanted
expenditure and will also be a check against misappropriation of funds. Given the

authority by thef legislature, detailed authorisations are worked out and at each
stage t!af: spellldmg unit has to have the sanction and approval of the appropriate
authorities. Since, however, there can alwa

. . ys be emergencies and delays in getting
the sanction of the legislature for additiona] funds, a certain flexibility is granted in
anumber of cases up to a margin. '

3. Canon of benefit: This is clearly related to the canon of economy. Actually

economy of expenditure is a relative term and not anabsolute one. Any expendituré

atwill accrue from it Canon of benefit also

and so on. In the fina] analysis, thi
principle of maximum socia]

In recent years, some academicians have added to the canons of expenditure. A brief
description of these canons is as follows:

1. Canon of maximum social benefit: Ideally, each component of public expenditure
should aim at maximizing aggregate social benefit, that is, satisfying one fundamental
principle of Maximum Social Advantage. In practice, application ofthis criterion
poses several difficulties including the identification and quantification of the
expected benefit, the efficiency with which public expenditure is incurred, the
alternative ways in which it could be spent, the conflicting interests of different
social groups, and so on. In general, a good deal of subjectivity (discretion) is
involved in deciding the best way of spending public money.

2. Canon of elasticity: This means that there should not be any rigidity in spending
public funds. It should be possible to bring about necessary changes in it in response
to changing circumstances and situation. This objective, however, comes in conflict
with the fact that there has to be an overall and tight control over each piece of

- public expenditure and functionaries of the government cannot be given complete

discretionary powers to use public funds as per their personal judgement and
preference.

3. Canon of balanced budget: This principle does not command universal
acceptability. In a way, it says that the government should allow the market forces
to work without intervention. In contrast, some thinkers recommend that the
government should take active part in modifying the working of demand and
supply forces and thereby aim at facilitating the achievement of some of the
socio-economic objectives like accelerating economic growth, improving income
and wealth distribution, stimulating employment, helping some specific economic
sectors, and so on. To this end, therefore, if the government requires a surplus or
a deficit budget, it should proceed with it. However, it is also recognized that
persistent high surplus or high deficit budgets go against the objectives for which
they are adopted. It should be remembered that even a balanced budget is not
neutral and can interfere in the working of market forces because of (i) the size
and manner of collecting revenue and (ii) the size and manner of public expenditure,

Public Expenditure

ears will tak it . 4. Canon of optimizing production and distribution: It is claimed that public
years will take care of Ieasonable byt unavoidah € surpluses durin g sof expenditure must work out a proper control on both production and distribution of
onaccount of war, or other factors, a1 vle deficits during other years income and wealth in the society. ‘
government should v a large deficit hag ¢, be i th : 1 W Pl
i Tytopay offits debis a5 500N as ficurred, then It is noteworthy that several of the canons of public expenditure conflict with each other.
0 - canml], however, no longer findg favour with g, fi possible The starting point for formulating these canons is to decide whether the government
ho‘g;r\l;rat.hThls clanon Was an offshoot of the /, t-e SC‘? authorities o with economs”  should pursue a policy of total non-intervention and let the ill-effects of ‘market failures’
I, the regulatory rq) awssez-faire : : e Frubli ,
and, therefore, i Iyrole ofthe government jg reqq Phllosophy These day”  gounchecked, or whether it should adopt a specific set of objectives of public expenditure,

Self-Instructiongl
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e ora deficit b gﬂlze?d inan iIlCreasing meas¥”"  Even in the latter case, it is not necessary that the public equnditure policy should
oo 1case. Tl_lus, during depression inad udget is left to be decided on th¢ always aim at a balanced, a surplus or a deficit budget and the size and composition of
St f[’_We ltorunintg 5 deficit to stimulateé1 eveloped country, the gov emmeﬂf this imbalance. Every government would therefore, take decisions in the context of || Check Your Progress
- obilizz tl.on and economic 8rowth may neceg ‘f Mand and Production Objectives various detailed objectives, legal provisions and its own capacity. 3. What does the

i0 : si : :
ok conceal:deg;rtts' In al?r underdEVe]()pe q counn;z:ven recm-rmg deficits. Res Ourci canon of elasticity

ation t ; en . - 1. denote?

ofthe €conomy which Ca(ﬁ] %h Which the g0vernmen ap;: CeS'Sltate deficit financin® ¢ 24 WAGNER’S HYPOTHESIS 4. What does tt

; eu . 0 tes (s : e
barter sector of an underdeve] ot Capita] fOHnati()n l;rla}tles additional resouft 10 canon of optimizing
economy itself grows ip ¢ oped econopyy ge1s increa. ‘1 the growth process: ¢ Thereare twoimportantand well known theories of increasing public expenditure which Production and
financial anq credit structyre Tplexltles In ordey to hel gsmgly monetised whil® ¢ we shall be discussing below. The first one is connected with Wagner and the other with ?lsglbmiou A
i i . or!
lines. To this en, deficit s CCOnomy muygt a1, dep 14 sustain this process: " | Wiseman and Peacock.

(

ﬁnanCing thro velopal i
! - ongh fficic’
ssary credit basgh esuliant incre &healthy and & I

debt, provides the nece
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1. Wagner’s Law of Increasing State Activities

Adolph Wagner (1835-1917) was a German economist who based his Law of Increasing |
State Activities on historical facts, primarily of Germany. According to Wagner, there
are inherent tendencies for the activities of different layers of a government (suchas
central and state governments) to increase both intensively and extensively. There i3
functional relationship between the growth of an economy and government activities
with the result that the governmental sector grows faster than the economy. From the
original version of this theory it is not clear whether Wagner was referring to an increasé|
in the following;
(1) Absolutelevel of public expenditure

(i) The ratio of government expenditure to Gross National Product (GNP)
(iii) Proportion of public sector in the total economy

Musgrave believes that Wagner wag thinking of (¢) above. F. S. Nitti not only

. _ , Itrespective of the
Intentions (peacefu] or warlike), and siz

public expen diture,

A number of reasons
recorded in history,

() An expansion in the tradi‘tional functions of the State: Defence becar.ﬂe

Incri i

et Vit st

T B crageand intensity, The government machine!y

TR et 5 é)neuns in thelr_ ﬁelds: With the progress of societ) f

more extensive, cump ent, and its serviceg had to become increasing?”
: ersome and €Xpensive so ag to retain efficiency.

ir levels (say, the central or state govermnents)'
e had exhibited the same tendency of increasing

can be enumerated for this inheren; long-term tendenc
|

da definite long-term trend: 1 i’
Me n its way, Byt in the long~!

desire for development of a progressive people will always overcome these financial
difficulties.’

Thus, Wagner was emphasising long-term trend rather than short-term changes
in public expenditure. Moreover, he was not concerned with the mechanism of increase
in public expenditure. Since his study is based on the historical experience, the precise
quantitative relationship between the extent of increase in public expenditure and time
taken by it was not fixed in any logical or functional manner. His contention that public
expenditure had been increasing over time, could not be used to predict its rate of increase
in future. Actually, it is consistent with Wagner*s law to state that in future the state
expenditure would increase at a rate slower than the national income though, factually
speaking, it had increased at a faster rate in the past. Thus, in the initial stages of
economic growth, the State finds that it has to expand its activities quite fast in several

| fields like education, health, civic amenities, transport, communications and so on. But
- when the initial deficiency is removed, then the increase in State activities may be slowed

down.

Growth of

economy /capital
‘accumulation

Increasing
coverage of state
activities

Factors
contributing
to Increase in

Public
Expenditure

" Increasing cost of
debt servicing and
repayment of
loans

Increasingneedto
provide and
expand the sphare
of public goods

~ Anticyclical and

regulatory
measures adopted
by government tc

protect the

economy
Increasing
urbanization

suchas old age pensions and g, Vision of socia] security to the pe? ¢
Various mep ;s 8oods alsg registeong SubSldleS for and direct prov151° 0 Fig. 2.2 Factors Resulting in Increase in Public Expenditure
took active gte f€d an incy
Pstoen, : case. Most governments , , ' \ . .
inequalitie Sure distribytiye Justice by reducin 1gn co?n e and We Additional Factors which contribute tq the tenc.iency ott increasing Pubhc expep@tme
(i) The neeq to provig 5 relate to a growing role of the State in ever-increasing socio-economic complexities of
Increasing fclttenno:]3 ?1?}? €Xpand the Sphere of public — ivﬁd 3‘; modern society. '
J : ic r oy 4 s s ; . ;
produce in Bolhr ub]'e State tried to shift the com go‘o- ? oF nati® 5!1 ‘ e Many societies are experiencing a growing population which becomes a major
Ol investmen actwip ¢ goods, and this, jp, turn, p951t13n expa? | contributory factor in the growth of public expenditure. The sheer scale of
Wagner’s Law w Wofth g0vernment. Foestlalee an ‘ state services has to increase to kfeep pace Wiﬂ:l population growth, including,
compulsiong under j, _az based Upon hiStOriCal " ; ﬂﬂéf f for example, more schools, hospitals, and police stations.

: ic acts, 0 4 ‘ 2 . ; : . 2 .
Xpenditure qs fj Passes, 1t 80Vernmey, 0 B It ‘_jld hot " e})eal t‘]d Pl bl‘i Most countries have registered increasing urbanization, Existing cities grow
Which were Iterested i gy 3 applicg only to edase iis acuviies ane 6f‘[f‘ and new ones come up. Urbanization implies a much larger per capita

S general tendep,, ofex a“q"'g Public seo, of th o D prugteseiye govll bcﬂ"’ﬁ | expenditure on civic amenities. It necessitates a much larger supply of incidental
i the Shoft*ﬂln, inancig] z??fflm e activitieg ha © €conomy for jts overa 01191 services like those connected with traffic, roads and so op.
Hiicultjeg
Co
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Public Expenditure e Prices have a secular tendency to go up. This also adds to public expenditut actively. Thus, the government decision-making has become a complex phenomenon Public Expenditure
even if the scale of state services remains unchan ged. and has multifarious tendencies to increase public expenditure.
* The size and nature of public services necessitates an ever-increasint Buchanan and Tullock, in the context of US experience, have viewed Wagner’s
NOTES spetialization. The quality of the services improves, both as a historical fa¢ theory in terms of increasing discrepancy between growth of government expenditure
b as also due to circumstantial compulsions. Better qu;ﬂity services and hight and government output and termed the phenomenon as ‘Wagner Squared’ hypothesis. NOTES

qualified administrators, technicians and so forth, imply a higher cost? 1y t_>ase e argumienort two facts. Lifstly, 10 ottt Cie gl DR T
providing public services. Alsosthiepovernment has ,to purchasez qumberd the private sector, expenditure on civil servants grows faster than the corresponding
goods and services for its own mainten increase in their output. Secondly, with increasing social security and other measures,
on them also goes up. the proportion of population receiving transfer payments from authorities keeps increasing.
This way, public expenditure increases both in absolute terms and as a proportion of
national income. It may be noted that even if the expenditure on civil services as a
e nalaor proportion of expenditure on employees in the private sector does not increase, and even
wi;llth mrzqualiﬁzie;jzgi;ifiif:ﬁ :;Z :;ade to ‘re.duc_e the i{lcomeﬂ if the proportion of population receiving transfer payments remains st_al?le, the Wagner
add o public ARt onomic justice which, in Squa.red hypothesis would hold. The major limitation of this hypothesis is that output of
public servants cannot be measured with any degree of accuracy.

n(‘iency. torun into debt and this leads" Alan Tait Peacock does not agree with this explanation of Buchanan and Tullock.

debt servicing and repayment of fhe lnodalltlure in the form of increasing cost! He saysthata typical individual does not relate his tax payments v._rith the recetai‘pt of

® Popularity ofthe A T 53 . gove_mmenF serv1ces..He considers his tax l_iabilitles as they are and st.nv.es for additional

government activities ?nytﬁ planning and cconomic growth as alsg increast! PUbI'IC services; that is, he‘ﬁghts for add1t1on‘a.1 opportunities fo‘r milking government

grov e 8 !N the areas of capital accumulation and econom! Services and not for reducing taxes. .The politicians, to win their votes, try to ex;_:a.nd

contributed to the growth of public sector. government services and, therefore, impose more taxes. The government expenditure

' keeps on increasing without any reference to productivity/cost ratio of government
services.

ance. With rising prices, expendifu!

° Amodern government considers it 4 part of its duty to protect the econom

from the “failures’ of market mechanism. Accordin gly, anticyclical and ofhe

° Modem governments have shown ate
asubsequent increase in public expe

growth in public expendityre services also increases witha correspondiIl ; 4 e ad th'a g 5 g have St i b t.o

. increase their expenditure even without collecting more taxes. They now own public
undertakings which can be a source of revenue to them. But more important than that
is their capacity and willingness to resort to deficit financing. Even in advanced
countries deficit financing has become a common occurrence. The public opinion is not
get. strong enough to check this sort of policy even though it has disastrous inflationary
inherent tendency to exp? effects,

. 2. Wiseman-Peacock Hypothesis

s p;gsinlf and pl:lblic undertakjngs asalso the mﬂﬂn‘ The second thesis dealing with the growtl} of publi.c exgenditure was pu.t forth by
——— P public expendityre, Specifi ion Wiseman and Peacock in their study of public exp'endlture pilciostc p e LA
prodUCtmty]ags advancedl, ¢ men % 2l 1955. The main thesis of the authors is that public expenditure does not increase in

Y Allan Peacoc id a smooth and continuous manner, but in jerks or step like fashion. At times, some

| social or other disturbance takes place, creating a need for increased public expenditure
¢ which the existing public revenue cannot meet. While earlier, due to an insufficient
pressure for public expenditure, the revenue constraint was dominating and restraining
( anexpansion in public expenditure, now under changed requirements such a restraint
gives way. The public expenditure increases and makes the inadequacy ofthe present
revenue quite clear to every one. The movement from the older level of expenditure and

Is can voluntafﬂy% taxation to a new and higher level is the displacement effect. The inadequacy of the
DecentraliZability fallacy. The myth j government interventio™  revenue as compared with the requlreq publiz expendlmre.c.reates R
by Fundamental The government and the people review the revenue position and the need to find a

solution of the important problems that have come up and agree to the required adjustments

overstaffed). Sim|gy| N, and tends ¢
cost (termed e an element of avoidable
responsibility,
of government services, 1vidual emplo

n IMportant . ) .
o Hinshticy analyticq| lmntati(m whic} b emO"e ’. to finance the increased expenditure. They attain a new level of fax tolerance. They
s - ) '
: and associate Institutiong g Onolithic epg I e of arenow ready to toleratea greater burden of taxation and as a result the general level
40 f"lf-!u.a‘u'm-rr'rmul als0 do not observe governm t . OUSeholdS and byg; oLt prsesia i @Gll
Material €n it SIn fa s X svT
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5. What was Wagner’s
law of increasing
state activitieg?

6. What is the
Wiseman-Peacock
hypothesig?
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i 1 ' ic priori rational
of expenditure and revenue goes up. In this way, the public expenditure and revenueg o Ege(i::;s a)nd efficient usage of resource according to strategic priority (ope
stabilized ata new level till another disturbance occurs to cause a displacement effec SLHGISH
Thus, each major disturbance leads to the gov

ernment assuming a larger proporti%’ The role of public expenditure in the fiscal policy goals of growth, equity and stability,
of the total national economic activity. In

other words, there is a concentrafidl has varied across different phzflses oi? ecc_)nomic c%evelopment in Indc1la.1 Tlcqle htlsfionf;:al
effect. The concentration effect also refers to the apparent tendency for cent® importance Of_ PUbh_C expenditure lies in the mixed ecc:loEomy rr;o :esa o?i if) iIiEtly :t{
government economic activity to grow faster than that of the state and local 1e¥ Independence n India v&_rhereby the government assumed the prim r\};t ¥ E[)'h Pl
governments. British data are consistent with this hypothesis, but its application to ot building the capital and 1ﬁasMg@e base to promote economic growth.

i ificati i : : ¢ regarding equity and poverty alleviation after two decades of Independence added another
countries needs verification. Moreover, this aspect of concentration effect is also clos regarding equity and poverty a aftert ey 4o ok ke dodleni (g age:
connected with the political setup of the country. important dimension to pulbhc expenditure in terms of redis i o Nin.e n

On the face of it, Wiseman Peacock hypothesis looks quite convincing. But W m'fac_iequate rfegiurn;on T?jp ga!to;t_lfatlys gidfii;n:fcrsgﬁsg;r:; cici fure'to efficiency i its
must remember that they are emphasising the recurrence of abnormal situations whié| 4018118 i s B i dp " Al Al ST

) ..+ management for facilitating adequate returns an r'estormg m . ”
and revenue. In all fairness to the histor While the fiscal policy goal of stability could be achieved, the modus operandi of public
, ; expenditure management through curtailing capital expenditure I‘aiSf?d concerns about
j infrastructure investmentand its impact on the long~te.rm growth potential of the economy.

Furthermore, stagnating revenue mobilization in particular and some.upward movements
in expenditures led to a reversal of the fiscal stabilization- process since the second half
of the Nineties. An improved fiscal performance durmg 2003-04 enge.xtl'der.ed by
ward movement of public expendi _ ' containment of the non-p]an_e).(pendinues and supported by high revenue mobzhz;tl;ﬂ (;r;
i i e foan extent . the back of buoyant real activity paved the way for renewed commitment towards fisc

O]n . 'ICFEd:DLIIltIles ! . . . s s .

us tax efforts, Evenin devel fjrelevantas:

and structural changes in the economy.
India, the State is deliberately trying t
finance those activities through vario

State finds that it has to perform a i oped countries;

‘ i iati that the character of expenditure, rather
Rt 1 Creasing regulato ol e There is need for appreciation of the fact : it
against instability and excessjye inequalities ofgilricomrz :U;y ) robut s econmﬁ than the size of the deficit is more important and that the composition of the
recacock hypothesis s still g descripiion ) i ity SN b S e BN e of GDP and that the
isolate all the releygn; causes at wopk. it fendency and does level and patterns of expenditure as well as the means through which resources
It must be ¢mphasized that apart from varjoy £ ol are raised directly affect the income and expenditure streams.

defence expenditure, Urbanization, rising prices ang OsthaCtOI s like Population g (;I e Analysis of transactions on revenue and capital accounts, at the Centre reveals
PUSI;(UP public SXpenditure, ap important addiio, 1 e factors Wwhich by theﬂ?zfef that revenue surplus covered to a significant extent the capital deficit till ‘Fhei
ijnaf{ = me.tchamsm I achieving various $0C10-econg " -Cont.nbl.ltow force is the fail ofd eighties. However, the trend reversed in the nineties with the emergence of capllta

cliciencies of market mechanismy make the ok mic objectlves of the country. mhiliﬂ surpluses and revenue deficits, reduction in capital expenditure and increasing
ﬁzoﬁi i yealth "equalities, defectiye paﬁer;l On}y aPrey of economic insta” borrowings and debi liabilities in the latter years.

€stment a; S0 0
N Ourdfs'o e ofcases, the Market Coﬂsumptlgn employmeul #2.5.1 Growth Trends and Causes
}’ OL1ts vicipug circle of pove mechanism is not able to p¥” j 2+3-

€Conomic growth Therefore i I'ty an launCh ;

-Viti’ The fundamental strategy for boosting growth in the Indian economy was to assign a

_ 1 : in building the capital base of the country. The effect of
: lead role for the public sector in building the cap RnEet

j “Xpenditure, Mahalanobis model, adopted in Second Five Year Plan (1955-56 to 1960-61) is visible in

2.5 GROWTH OF p UBLIC the capital formation in the public sector comprising central government, state governments

EXPENDITURE and public sector undertakings.

0 y ) s0¥ | Public sector investment and consumption expenditure have constituted important
Create incentive for better ¥ o - : i di Thei

icy an, _“ Manageme. Th HEBIIOE od 0" constituents of effective demand in the In‘lan cconomy. 1he investment process was

R newly Mtroduce insti‘u‘lt' €s¢ objectives are bas b ec" initiated in the planning period with the public sector being in charge of the ‘commanding-

W €as follows 1onal development. The © height’ of the industrial sector, representing infrastructure, heavy industries and defence

ISCIpline :

that required heavy dozes of capital formation,

traditiong] fiscal po}
of public Cxpendity

® Resource allocati
Ocation accord;
"ding to i alegic Priority (allocative efficiency)
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The spurt in public investment during the late Seventies reﬂected goyemmuillgﬂ‘
response to the second oil shock by expansionary adjustment throu gh m‘crea_sed inves o
and reorienting investment for boosting oil production and removing mfjraStI’UC
constraints. However, in the wake of two successive monsoon failures in 1986 _al:
. penditure cuts that affected capital formatio
public sector capital formation slackened which, howeve
investment gap of the public sector as the public sector savif
wise distribution of public sect
ment in construction rather th
ton infrastructure . A notewOf_‘h
in the gross fixed capital format!

1987, the government had to resort to ex
Since the mid-Eighties, the
did not narrow the saving-
deteriorated more rapidly than investment. The asset-
capital formation shows the predominance of invest
machinery and equipment reflecting its greater accen
feature has been a decline in the share of construction
in the public sector with a corresponding increase in t

to the Nineties which has somewhat
on infrastructure.

Up till the mid-eighties, public sector consum
that reflected the overa]] i

to the need of aligning tax rates with in

: ternationa]
restrained and, therefor

e, the fisca] correction wa

ntinued with j¢

sTeflecting a r,
dium Te P

Ibe the : AED

the medium terp i €Y mechanism, f,, Coordingt

Conomic policy objectiveg,
Government exXpendj

ture Patterp
Government €xpendityr,

The pattern in 8OVeImen oy Xpenditure o econ

‘ Penditure gjpq ighti
a change in role qf the 80vernment i, thg e -
Process,
. eed for
A . scal
N 'Wwa MStraineq by the nee

e.rnatlonal Standar,

Crease ip ¢, CXt, the

U0yancieg g
Crage of

7 Per cent during the Eightic®

Standards revenue enhancement
s done mainly from the expendit!

S and enhance the qu*
s three-year Public 5
Hing three-year invesmll
licy Framework (M,T I
ing the implemeﬂtano

Omic, social and general se“gdr
es has been mainly influe?® el
financing patter® ooii
consolidation. A5
d for rationalizﬂt'i?nﬁ ﬂ':
ds. Despite the iﬂl“a6 o
typical ‘Laffer curve”
dnot occur, The tax-t ol

per cent in the first half of the Nineties. In this scenarig, the only way out fﬁ);lethe
macroeconomic crisis was to undertake an expenditure coz;prft:ss)l(:; Sendi tfr);
Accordingly, the overall size of the govenunegt sector (centre and sta; es::l d};dine e
after reaching a peak 0f 32.3 per cent of GDP in 1986—37 showe% as ea}ttzd exA an
first half of the Nineties. However, on account of predor.nmance of commi p ;
curtailment could not take place in the revenue expenditure.

As noted above, there has been a slowing down of pub}ic sector capf1ta1 formanem:
since the Eighties which is also reflected in the switch in pe‘lttern 0 gloveg]j:n :Ie
i s in
i expenditure. The sharp increase '
expenditure more towards revenue : :
exgendirure reflected continued growth in non-plan expenditure on account of interest
payments, subsidies, administrative and defence expenses.

The Plan Expenditure of the Government of India was X 82669 crores during the

| year 2000-01. It increased to ¥ 465277 crores during the year 2015-1 61(613?1 shouzgi 32
; ilcrease 0f 382608 crores during the period from 2000-01 to 2015-16. In percentag

t during the period. The annual rate of
t rall growth was 462.82 per cen : ) ; :
tgergn\;“stil i1:16p2¥§enw§; terms was 30.85 per cent during the period from 2000-01 to 2015
16. .

The Non-Plan Expenditure of the Government of India was I 242923 crores

| during the year 2000-01. It increased to X 1312200 crores during thg g%&llr t20021 gi }5(-31(??1
Ttp showilg an increase of ¥ 1069277 crores during the period from 2000- :

percentage terms, the overall growth was 440.17 per cent during the period. The annual

ate of growth in percentage terms was 29.34 per cent during the period from 2000-01
dr

t02015-16.

The total expenditure of the Government of India was I 325592 crores dull;ing jthe
year 2000-01. It increased to X 1777477 crores during the year 2015-16 (BE) showing

] . o : -16. tage

4l anincrease of T 1451885 crores during the period fron? 2000-01 tc_a 201 ihl 6 In}illzrlcfafllte i .
s, the overall growth was 445.92 per cent during the penod. e am;}1 e

g‘ tg(:'z.\r:ft’h in percentage terms was 29.73 per cent during the period from 2000-01 to §

16.

¢ Interest payments

ise i i two
The widening of fiscal deficit and consequent rise in debt stocks delrrflln% ;l;;_lti‘ftG ity
decades have resulted in mounting expenditure on interest payments. The

inni ighti 62 per
{ ratio rose from 46.4 per cent of GDP at the beginning of the Eighties to around 62 p

idati i If of
cent by the beginning of the Nineties. The fiscal consolidation process u: t?[eo \ﬁ::, 2? t }(l)e
the Nineties facilitated some control in the deb_t bm@en of lgoxéell;lili()ls;ldén .
fiscal stress in the latter half of the Nineties again built up the de :

i ts
esult of the mounting debt burden of the‘government, interest paymen
re gistef;fl :tfbsstantial increases during the Eighties. The interest burq;neli%teocr; ;ngcrlfgls)igt
even in the second half of Nineties despite a soﬁc?r interest rate regi e
of sizeable outstanding liabilities contracted at higher mtc?rest ra'tes ( u_ru;g t y 5 t
of the decade and also a return to rising deficits. Tht? persistent rise in interest payments
since the mid-Eighties has remained a cause of serious concern.

According to the Economic Survey for 2016-17, Ind'ia will have a favcfurable debt
dynamics for the next decade as its nominal QDP g‘TOWth is expected to be in the range
of 11-14 and interest rate of 7-7.5 per cent with a d1ffe{“ent1a1 ofaround 4-6:5 per ce.nt.
India needs to significantly improve its tax to GDP ratio to be able to serve its running
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cost without borrowing and, thus, maintain a primary surplus. India also has to maintal Electronics Systems RS APTIGS
a high growth rate while interest rate has to ease down sharply for significantly bringing * Aerospace
: arply gn
down debtto GDP ratio. ' Key Objectives under the Twelfth Plan
NOTES Subsidies * Progressive increase share of domestic procurement from 30 to 75 per cent NOTES
: s ; ) ; innext 10 years.
Expenditure on subsidies is a crucial element of government expenditure particularly )
the light of targeting poverty alleviation and the growing need to rationalize expenses fol * Ensure that 8-10 largest weapons programmes in the country have a targeted
fiscal consolidation. The total burden of subsidies on government finances should taki large percentage of locally manufactured content.
4 ;nto account,h in addition to the explicit subsidies, several implicit subsidies in the form?  Build local IP in critical defence areas.
OWeET user ¢ i : : - ( (] dan, : '
Ly arges fO_T economic a}ld social services provided by the government. Th »  Promote and track civilian applications of technologies and material developed
major element of explicit subsidies is food subsides which is determined by the minimu . '
rt price of food grai i : Y during defence research.
Support price ol food grains, operational efficiency of public distribution. i 4y
Table 2.1 Public S ] » Support local defence manufacturers in building export capabilities.
able 2.1 Public Sector Capital Formation and Subsidies : i i indi i i :
to Agriculture (Centre and States) * Enable cregtlon of one million new direct and indirect jobs in the defence
fin ¥ crore and a tt0GDE b manufacturing space.
e T Crore S Per centto D {ron iculture dallie curre riced! . . ‘ . A .
«;ihnlﬁm(f :mi sl.ti?éijge?(a&m Food Subsidy Tl Fetiliser : Jgnﬁtk::tl: :n e _:lr:..:i:: » Monitor implementation of Government’s offset policy in letter and spirit for
Allied Z s Subsidy Indigenous Urey ;\gncuilufﬁ large contracts.
Tenth Plan Subsidies
2002-03 9563 10 43397 90 a7 sg 1015 23 ' == i
ABDLF (B8 205 0 A7 D USIR) [1 4 iLger . “‘:‘: L6 16,19 ‘s 2.6 EFFECTS OF PUBLIC EXPENDITURE ON
2004-03 6,187 - 55 i b i ey 16 15058 2
L T T PRODUCTION AND DISTRIBUTION OF
2y T R e N T I S g | e -
2006-07 25,606 35 510 82 24 Syl ; 33 L7 2008 3
‘Fleventh Plan W33 6 36 e 17 294 30 INCOME
b LTI T AT R . : ! !
WO 6 2 em 16 gy o::i .:u 1295015 msw 42 [deasregarding the need and the effects of public expenditure pave valned over time.
‘ :g?l": o R R U O Y Sl it il g 2 §3 The earlier approach was closely linked with the philosophy of laissez-faire according to
‘ 2 pl - WA W M B 68 50 g 19 150 1_<: ::; ':1 which the best government was the one which governed the least. It was argued that
Note: Public sector agricul 1CE and S e ke = 3 i . .
3 ha;dpu l;lc‘c?on;ﬁ:;i :ng;:?}i'z[:lid:;;! -fmlm i,:x.‘ﬂ.. National Accounts Division: budgetary subsigies are also fro ¢ everyone was the bBStJUng ofhis own interests and that the gOVGI:nment could not be
:';’;;3""“'-’ o d‘i"" Central Gorerment, “All pther ZZ‘ri”ﬂﬁi'.f‘ZLLﬁ?&‘ " “';‘"““;Ll'w Food and Fertiliser subsidics are fyop pud expected to take any decision which was basically superior to the private ones. The only
ubsidy on indigenous s e prictture § tes in the table are defined as budoerare e J ¥ '
subsidies on lndti-gcnnusutff:AJ:;':.l;uf:lordt:liilljsdlj:{n-mli s et S0 csies o i::b:jxd”“ag ;mtjjbl: i 's-ul;”m M—lﬂ;gi‘ sphere where the government could legitimately operate was the preservation of the
G ' ¥ ' i S s society and undertaking those activities which were needed by the economy but were
a i . : ; ] e , o
ges, salaries and pensigng commercially unprofitable. It was this logic which delimited the Sctlate % lc;gmm]i\te Zzs)here
The rising bill in respect of wages, salar of activities to defence, law and order, justice, administration and social overheads.
. » Salaries and 1 z 5 . : : -
element in the fiscg] health of the govennnenltjenmo_ns 18 considered to be an irnporff"1 However, the fact that the market mechanism fallF}d in tmany tr_especttsh to bring
Z‘;@P‘;nems partly represent the committed exp, particularly in the recent years. T2 about the desired results in the economy, forced an increasing in ew‘:n 10? on ;’ part of
i ‘:lil ertemporal analysis of the behavigyy IJ}‘?Ildlture obligations ofthe govern™® | the State. This not only led to a rapid growth in the governmen SEC' or and public
¥ S periodic SPUrts Co-termjpyg With the 10 the €Xpenditure on thege compoﬂe 4 CXpenditure but also fed various analytical 11yp9theses concerning pu lic expenditure.
e grslgacft of Flffh Pay Commis s AwardI]; ef?lentatlon of wage revisions. For instd” | However, we find that on account of the basic differences in the ;Piroailll_es adopte.d by
Otspending on wageg Y the central goyern, entcould be $¢%  Various writers, we have no general agreement s to thet}NaY n whic If;lh 1c exp;nc(iilnue
After the Sixth Pay Commjec: ] can be used and the way it would affegt the worlfmg ofan ec;on?tmyi ; 1;)8,:‘”9_ n bthat Check Your Progress
doubled to ¢ Pereentin 200g 1s810n wag implemente d 1k . hat ¥ Some authors have characterized public expenditure as a potent too lorbringing about 7 Kt s
: e ’ e in ility in the economy. eptical about the ve .
Defeng 09 Partly due to the resulting ; Pilsoal defieitt Income and employment stability in th y. Others are sceptic 1 : bo t_th ry of public Jectives
e g1ncreases, possibility of using public expenditure usefully. To them public expenditure is a sheer expenditure.
The centra] governm Waste and, therefore, a burden upon the economy. St111‘ others would look at public || 8. What s the
PuIposes which i :nt also-undertakes fevenue d cani i 61;0 expenditure as a major weapon for bringing about an egalitarian society through various znglﬁrtte of
L Thendin g Ot g o oP8l xpenditures or & Welfare measuresand soon. T
- ¢Indian defen, equipmen allevel, Let us, however, proceed with the recognition of the fact that the government government
Land Systemg Market cap be divided iilto four large ared®  sectoris a part of the economy and that it should be treated as such. It is a different expenditure?
* Navg] S thing, of course, just as different sectors of the economy are interdependent and influence
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each other,- similarly, the govemnment sectoralso is interlinked with the rest of the economy:
But there is one major difference. It is that the private sector of the economy is guided
bythe market mechanism while the government sector can be used by the authorities®
bring certain changes in the economy. Within limits, the government sector can flout tf#
laws of the marl‘cet. Itis also an important means of directing the workin gofthe rest !
the economy. It is this intricate relationship between the government sector and the és
of the economy which spells out different possible effects of public expenditure.

2.6.1 Economic Stability and Economic Development

Itis a well-known fact that the m ired
-the field of economic results. Thzrf; tforces by themselves leave much to be desired”

of the 1930s causeq : :
market economy Wa;‘sltih?zll:fs' i d]agn()SIS ofthe basic cause of the ills of a develop®
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that such spreading out of effects should be even enough and without undue time lags.
And if'a depression is to be cured through stepping up of demand, then there must be
adequate unutilized excess capacity in the economy. If these assumptions are satisfied,
then the authorities have to concern themselves only with the aggregate demand and not
with the particular directions in which it is flowing, since through the interaction between
demand and supply flows an automatic adjustment takes place. In a market, where

there are technical and other rigidities, the effect created in one sector may not evenly

spread to the others. It must be noted that such rigidities are not absent even in developed

countries. As a result, under such circumstances, public expenditure no longer remains a

simple and easy tool.

The authorities have to regulate not only the total magnitude of demand in the
economy, they also have to ensure that the subdivisions of the demand flows match the
supply flows. Public expenditure as an anti-cyclical tool will have to be devised in a
detailed manner. If this care is not taken, and if the authorities use public expenditure just
to stimulate demand in general, then such a stimulating effect will be felt only for certain
items while many other industries and areas would remain unaffected, or would be
affected only partially. Actually, it is quite possible that while some sectors of the economy
are suffering from lack of demand some others might be groaning under inflationary
pressures on account of too much demand. Similarly, it is also possible that when the
government reduces its expenditure to curtail over-all demand, the effect is more or less
concentrated in the industries for which the government reduces the expenditure directly.

As is well-known, an underdeveloped country suffers from far greater rigidities
than do the developed countries. Shortages of particular materials, are common. There
are gaps in the form of absence of certain industries or adequate productive capacity
therein. Various kinds of institutional and legal restrictions prevent a proper and quick
market response on the part of different sectors of the economy; and it may be the case
even with those sectors to which public expenditure is applied directly. As a result, the
problem of bringing about economic stability is far more complex in this case.

Another factor which contributes to the complexity of the problem is the fact that
anunderdeveloped economy is having, generally speaking, inelastic demand for essential
maintenance imports while demand for its exports is quite weak. The result is that if the

{ world prices for its exports fall, it is forced to distress sales; while if its import prices

increase, its cost price level is pushed up. Ordinarily an u.nderdeve.loped country does,
not have much defence against this type of instability. Public expe.ndlture ca1.mot. remedy
the situation to a sufficient degree. Normally, through export and import duties, it should
be possible to bring about desired changes in exports and imports; but under unfavourable
conditions, this is generally not effective enough. And for some countries, recurring
balance of payments problems add to their difficulties. :

In summary, we may say that in underdeveloped coun.trif':s, public expendltur'e as
a general weapon against economic instability has only a limited use; a very detailed
Programme has to be worked out to meet the specific problems on hand and even then
public expenditure alone may not be adequate to overcome the difficulties. A careful and
Judicious combination of the import and export subsidies, duties and other steps has to be
used for achieving effective results.

2.6.2 Effect of Public Expenditure on Production

Public expenditure can help the economy in numerous ways in attaining higher levels of
Production and growth. The ways in which such effects might be brought about are
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obviously inter-related. The analysis of these effects can be taken up separately in-the
context of developed and underdeveloped economies.

; Let us first take up the case of a developed market economy. Such an economy
has enough of flexibility but may be suffering from a deficiency of effective demand
Public expenditure can add to the effective demand directly and thus generate conditions
favourable for the market forces to push up production. Actually such public investment
need not be productive in the sense of adding to the supply side of the market also. This

public investment can just be a means of disbursing purchasing power to those who)
would spend the same and add to the effective demand.

. But the technique of increasing production through increasing demand becomes
ineffective once the level of full employment is reached. Money income goes up but real
income does not increase correspondingly because real income
real resources. If, therefore, demand is pushed b
to the inflationary pressures. It may be noted

ity. Thus the authorities %
extont o "

fecono Xtent this capita] formatio®
Tic growth i accelerated.

Several investme.

, nt pro; "
time before the ¢ projects have long gestatig

)

- encement , N period is. i alo
expenditure (such as on 1 of outpy, Similarly, somesétﬁg lgc;;:;:lffs publif-
eneficial effects on productwﬁ

education) exert only long-term

But there is an addition to money income right from the beginning. In the short run,
therefore, such public expenditure generates inflationary pressures. Hence, care must
be taken to ensure that inflationary pressures remain within manageable limits.

A sizeable portion of public expenditure is wasted due to faulty planning and

execution. This must be avoided. :

On account of inherent scarcity of productive resources, care must be taken to
determine appropriate investment priorities and stick to them. A proper cost-benefit
study should be taken up for each project as also its relationship with other industries in
terms of input-output coefficients. Emphasis must be laid on industries to which, for
various economic and social reasons, a high priority is accorded and which satisfy the
cost-benefit criteria. ' '

Creation of additional productive assets is meaningful only if adequate public
expenditure is devoted to their maintenance and operation. .

Public expenditure is known for its sub.-opt‘imal output. In the very nature of
things, it is not possible to fully remedy this situation, but efforts shpuld be made to

| ninimize the wastage of public expenditure. )

The authorities should carefully allocate public expenditure over various projects
and schemes meant to stimulate private investment. An mderdeeloged economy has
some untapped resources, but the extent to which they can be utilized in the near future
and the extent to which they can be shifted from one use to the other faces several
constraints, Accordingly, the size and compos.mqn of public expendnm are closely linked
with the way it is financed. Resorting t0 printing pressor borrowing from the central
bank of the country will add to aggregate de;nan.d in ﬂ}e country. Such a course, therefqre,
hasto be kept under observation forits possible inflationary effects. In contrast, financing
of public expenditure through market borrowings ot ta:satlon may drain Fhe private sector
ofthe corresponding investible resources, thatis, it may ‘crowd ou:‘h the private investment.
Therefore, the net effect of public expenditure depends upon ; ut‘;es tot;vhl.c.h these
funds were being put by the private sector l.w:fore their af:qult}O.n. y Ail a‘tlaj 1:11:;2’1 an.d
the uses to which they are put by the authoriiesafier thelr S6ERHO. 218 B ana VoI
of the flow of funds and the changes therein on account of all th else puul o policies must
be made on an ongoing basis in order 0 achieve the best possible results.

An increase in the rate of investment undoubtedly helps in accelerating the rate
incre

s ol ed not be in the form of direct

. r, all additional investment ne AR
glf;te)(lzior}omlc glrowttl;.l H;:lvbel‘i’c expendituremayalsobeused for helping private investment
¢ nvestment ony. .cies which reduce the cost of production, or push

. i licies
and production through 8PS o es and bottle-necks. Creation and maintenance

icular shortag . .

‘(:I; derpand o remo;/ . g::l a‘ilmall-round reduction in cost of’ proc.iuctlon and improvement
o social oyerhezjldsthea fore, InCreases profitabilityand production. Als9 social overheads
efficiency. This, theretore, I fan economy in closer contact with each other and

bring different regions and sectors 0 “o ol
. mic growth. Also public investment can go directly
thereby stimulate the process of chfel;oind ufifn @ powies, iigation and mines etc. Through

into nt of basic an . .
thesih:t g;:etlﬁg:fonomy can add to its infrastructure and thus provide a firm basis for
H

sowh te d d for various products, and thus

: ; an be used to create deman . »and
stimu] Ptubllf’ e)tcpell_l:;gfg:n. Apolicy of purchase preference in favour of domestlcz.lll'y
produ:ecei I;lgggseal:ld services helps domestic enterprise and employment. However, 1t s
Doteworthy that internationa

| commitments such as towards WTO can come inthe way
ofa policy of purchase preferences.

Public Expenditure

NOTES

Self-Instructional
Material 51




'ublic Expenditure

NOTES

Self-Instructionq)
52 Materia

Public sector investment can be specifically directed toyvards creation of speci:ﬁe:
supplies and facilities, which form important and necessary mppts for other }ndusmi e-
Imports of essential raw materials can be arranged and special labour skills can

' it differen i i ilised as a means to remove |
- developed. To put it differently, public expenditure can be ughs ' .
| numerous shortages and bottlenecks in the way of production. Public expenditure can

be effectively used in reducing regional disparities also. Strategies ?ndusi.:ries ca.lzi 2:
subsidised and otherwise helped through loans, etc., if they are estabhshefi in spect. adsi'l
regions. In the same way, a larger proportion of public expenditure on social overhe !

. l,
can be devoted to these areas. Education and training facilities can also be provided as!
afurther aid in reducing regional disparities.

Research and development are important and helpful activities which must bé;

| accorded ahigh priority. New, effective and cheap methods of production can be found

whereby local resources are used and a savin
effected. New products can be invented whic
‘productive activities. In these diverse ways,

re-allocation of its resources and in the proc

To summarise, public exp
These are as follows:

h will help the economy in its variOus’:
the economy can be helped in effecting 8
ess of economic¢ growth,

enditure affects the level of production in three way®

(a) Capacity to work and save

(b) Desire to work and save

According to Dalfon, pl_lblic expenditure promotes the will to work and save, As®
consequence of this, the income and standard of living of people increases,
(¢) Productive utilization of resources

Public expenditure re-establishes
of production which generate m
their productive utilization, Acc
from unproductive a¢
in production,

a !)alance inthe economy by focus:ing on those are|

a:;mt;m linkages effect. It attracts idle resources |
.- eeordingly, production leve] teng i urc®
tivities to producti  oraise thereso |

Ve ones. As 3 consequence there is an incre®

2.6.3 Economic Distribution
Ani

g in imports and foreign exchange_is-!’_ﬂ

that arli)se orli1 aiiﬁfggfaﬁzriii?; :ll:ramsm isthe inequalities ofincome and Wealdj
inheri : ou institig: o 4
nfhentg_nce get widened with the passage of 511:1 Lh; Institutions of private property ald"
dispatiiesnot oy Spella social ang e Yurthermore, such income and We J
employment patterns,

economy. Without such a check the upward movement of the t.rade cycle mlgpt de;/elop
into areal inflation. Similarly, during a depress.ion, consumption refuses .to dipbe ow::
certain level and as a result the economy is provided a firm base.b.elqw which on acc.oun]f
of a minimum demand it would not go. Furthe:rmore3 such a stability in the econtofi;y 1tseb
is helpful to economic growth. Private investment is affected, amongst qthe:h gz,thy
safety and expected rates of return. With economic stability and expgctatlon erelic;Il tee
risk of loss is reduced and this has, therefore, a healthy effect on the investment climate.

iderations also favour an equitable distribution of: inc.:ome and v&tealth.
The pmv;zf;:g Eif:(iic policy should be ?o c9um13ute towarqs achlfal\izmg ;l}e max;mfaullll;
social benefits. Though we cannot prove objectively that marginal utility o ﬁi??lf hat
as income increases, such a statement may be accepte.d on COPn}gnésem;mcoﬁle o
is agreed, it follows that any movement towards equitable distribu f;‘ roner e
wealth would increase the aggregate sansfachqn n the c.:ommpllinty. fincomne falls with
that even if we do not know the exact way 1n }Nthh marglnal ut ty 0 mci‘u tility, still a
arisein incorhe and even if we cannot have interpersonal cqmpagson; t(})J A s
shift towards equality would probably add to the aggregate satisfaction of the community.

Such a shift towards equality, of course, may be achieved through various forms

of public expenditure especially those which are meant to help the poorer sections of the |
P

ike free education, health, water and other
soc.ic.et.y. A numbeir of xilfa;:i;:i:;sgj;iﬁim social security sc%xem.es canbe adopted
facilities can tl>e glve::titl eé)to old-age pensions, unemployment relief, sickness allowance
whereby Pt T are; on consumption like food can be subsidised, and the production
andsoon. Artx;:l es of W‘}?‘:‘t supply can be takenup in the public sector. .Leﬁ to m?lrket
Ofthose.whlc o mls of‘ merit goods’ is likely to be insufficient. Public eyfpendlmrg,
mechamsm, the supply o ublic production or subsidies can ensure that th.elr supp‘ljf is
through direct purd;:;:;tin t. Similarly, public expenditure, through appropriate subsidies
augmented‘to thehdesse and stores’ policy can encourage labour-.mtf:ns1've techniques of
:trlt()jdztcl:(:nlvovul:iihareduce unemployment and improve income distribution.

. : : amme of bringing about income and
However, wh:::iﬁf;‘;‘;ﬁlsl:)gf':;iﬁ: g;icﬁon between fiistributive justice arid
wealth faquaht_les, cefthe economy must be kept in mind. To begin with, poorer peog le
other dimensions 0 iy fully the additional income be,c?use of ignorance. Butt thls
may not bfe able fO fl:)I;J Yn] if suddenly large amounts of income start flowing to 1e
argument is applicable only 11 In an underdeveloped country (to whose poor people
Poorer sections of the COIE'IT:‘CI:;%. this argument does not a}?ply becaus-e tperg is not
this argument could be lrrove the lot of everyone. Through income redistribution tl:e
enough tosignificant’y I;TIPI a marginal relief. Even if there was a lot of income 1?1
Poor masses can Ot'llyb'fiiy of reducing inequalifi3§ WO}lld not be disproved. Iste\;vt(i)(l)lns
;?11:;?;: :égl:rgzstﬁ: nleed for going slow in this direction, so that the poorer

. i 1 i that

: isi troversial field, and clear-cut

- i ¢ and invest. This1sa con
the Wl.ll and capac1tglto ‘:I?;l:,alsizﬁons are difficult to make Ina po?t;, cti)luﬁg],] gt;lelzz rtlh;:
and widely acceptable gene the greatest, saving potentla.l is only with the oome
aveo toreduce inequalities S ities, such a saving potential is much reduce

. 1
. With a big shift towards equa ; d to consume away a
E:g:gzll‘;v g:czusleg the poorer sections of the community are boun
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government (such as central and state governments) to increase both intensively = Public Expenditure

Public Expenditure and capacity to save on the part of the members ofthe society are likely to suffer whet :
- and extensively.

a shift towards income and wealth equalities is made. An underdeveloped country|
therefore, is faced with a difficult choice. ' i

 Thirdly,the distributive effects of public expenditure must be viewed in the contex!
NOTES | picoom , . e
of its method °fﬁn?n°mg- For example, ifthe tax system of the country is regressive,
~_ would n.lﬂltalie against the distributive effects of public expenditure. Similarly, ifPUbh‘-’é
expenditure s ﬁnanced.through deficit financing, or through such borrowings as a%|
mﬂauonaxymcharacter,'meqt'lalities would widen. However, deficit financing to almnted‘ : !
extent need not generate inflationary pressures. Similarly, public borrowings out of genuit? Squared’ hypothesis.
savings of the economy are expected to be only mildly inflationary. While the long-te™® o The second thesis dealing with the growth of public expenditure was put forth by
sabution of1t§ economic difficulties cannot be i ‘ Wiseman and Peacock in their study of public expenditure in UK for the period
- of income distribution also cannot be postpo:

ned indefinitely, i {0} 1890-1955. The main thesis of the authors is that public expenditure does not
be worked out wherein both these object tely. Amedium, therefore, has®. p P

_ ; ives are pursued co i cdl
manner. And to the extent the hithefto un- P ncurrently in a balanc®”

e Wagner’s Law was based upon historical facts. It did not reveal the inner
compulsions under which a government has to increase its activities and public
expenditure as time passes. NOTES

¢ Buchanan and Tullock, in the context of US experience, have viewed Wagner’s
theory in terms of increasing discrepancy between growth of government |
expenditure and government output and termed the phenomenon as “Wagner

| increase in a smooth and continuous manner, but in jerks or step like fashion.

P . exploited resources can be tapped, or foreig’) Wi P k hypothesis is still a description of a particular tendency and
aid is received, the task of ursuin . 1 be pped, or 1017z ¢ Viseman Peacock hypothesis 1s still a description of a particular te: yand
become less difficult. P gboth the gO%lls (of equitable distribution and growth does not isolate all the relevant causes at work. ‘

' o ' ~ @ The objective of contemporary public expenditure is to focus on improving

2.7 SUMMARY — institutional arrangements and management practices to create incentives for
: : ‘ C better resource allocation, resource use and financial management.

. Public expenditure refers to the €xpenses whic o Expenditure on subsidies is a crucial element of govemment expenditure particularly

: ! _ ha.government incurs for (;)i
ownmaintenance, (ii) the society and the economy; and (iii) helping other cgtnftlzx

¢ Historically, public expenditure hasre
Ci : . .
almost every country, However,.haditiolfarlde(.l 3 continuous increase over time

this trend because it rated market ‘

in the light of targeting poverty alleviation and the growing need to rationalize
expenses for fiscal consolidation.
o Ideas regarding the need and the effects of public expenditure have varied over

time. The earlier approach was closely linked with the philosophy of laissez-faire
according to which the best government was the one which governed the least.

o It is a well-known fact that the market forces by themselves leave much to be
desired in the field of economic results. The more advanced and free the market
mechanism, the more prone the economy is to fluctuations in income, employment

and prices.

thirking and philosophy did not favoY.

arket mechanis . e
the economy and allocation of g . ;n as abetter guide for the working®

Acco penditure into o Animportant aspect of the market mechanism is the inequalities of income and
1 State :;Iet:;?,ﬁ :;izslfazzgzlalza:ﬁbeep there for cent‘:lill:;u;:::ss?::(;fgﬁ? anltlfthat arisep on account of itand w!lich through the igstitutions of private
and possible leakages anq wastagg m{ico]?tml and check over public exl'aendit“[g property and inheritance get widened wx.th the p.ass.age.oftmfe.
* Transfer expenditue i N ersions and Misappropriations, o Welfare considerations also faV(;Pr anhqu;:it%blf dlsmtl;l}ll)uc:n ;af mcc(;lrsne ahtild wealth.
Services by the State xamples Wwithout corresponding receipt of goods af The purpose of an economic policy should be to contribute towards achieving the
unemployment benefits, are interest Payments, o]q age pensions d maximum social benefits. . . '
* Plan expenditure i the G p e The distributive effects of public exl?endlnue must be viewed in the context O,f its
under development schemoe‘;ec?uu;: o genquy’ Signifies €xpenditure takenuv Fnethod Of-ﬁ~n ancing: o exa@p!g, g\izzgcisyz?;llgﬁzh:xcﬁzlx: e
Check Your Progress * Dueto the compley ature of 8aparticular Fjye Year Plan, it would militate against the distribw p :
9. What steps should classified a Plan eXpendltmeoafg vemmem’ the POlicy regardi h uld &
2; ifk;:vgz) e hasbeen losing Clarity, Whatshoulq get classiﬁedasngi;:i,s{pzndi 2;8 KEY TERMS
. [ ]
::::ct::ji f:’;bmty ‘ gg:zg?&?;:)::g of eXpenditure jg 5 relative A”” o Fiscal deficit: It is an economic phenomenon, where the government’s total
and development? « Adolphw, € Viewed against the bel'leﬁt:rtl:: anq not an absolute one- expenditure surpasses the revenue generated.
10. Wh;t are aspects of Increqsin a,sgn er (1835-19] T wasa G atwill accrue from it. A o Monetisation: The process of converting or establishing something into legal
i agnef tl:ateActl:VitieS on historicalerman €Conomist who based his Ly tender is known as monetisation.
> TIeTe are inheren tendencieg ;;:ts,h nmaj‘my of Germany. Acco” ﬁ‘ e Subsidies: It refers to assistance to a business or economic sector for producers.
s ﬁ:ﬁir;;;rucxianal I'the activitieg of different layefs ﬁlf-lnsl,ructional
| lateria 55
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B Egalitarian: It is a belief that all people are equal and should have the saﬂ@
rights and opportunities. _ -

.

2.9 ANSWERS TO ‘CHECK YOUR PROGRESS’

L. Public expenditure refers to the expenses which a government incurs for (1)‘ts
ownmaintenance, (i) the society and the economy, and (jii) helping other countries
2. Thekinds of public expenditure are the following:
* Productive and unproductive expenditure
* Transfer and non-transfer expenditure
. » Planand non-plan expenditure

3. The canon of elasticity denotes that there shoul
public funds. It should be possible to bring
to changing circumstances and situation,

4. The canon of optimizing production and distribution believes that public expendiﬂi@

must work out a proper control on both production and distribution of income 8¢
wealth in the society.

d not be any rigidity in spendi®t
about necessary changes in it in 1"38[30"s

e

!ayers.of a government (such as central and State governments) to increase bo}
mtensively and extensively. There isa functional relationship between the groW']

ofan economy and government activities with the result that the governmen®
sector grows faster than the economy.

6. '_I’he main thesis of Wiseman and Pe

The objectives of public expenditure

_ are as follows:
* Fiscal discipline

10.

2.10 QUESTIONS AND EXERCISES

| Short-Answer Questions

1. Prepare a short note on the similarities and dissimilarities between private and
public expenditure?

2. What are the factors responsible for the growth of public expenditure in the

country?
3. Define coarse fallacy.

4. How can public expenditure be used as a weapon for economic stability and -

development of the country?
Long-Answer Questions

1. Discus the scope of public expenditure.

2. Discuss in detail the types of public expenditure.

3. Describe the cannons of expenditure. |

4. Critically analyse the Wiseman-Peacock hypothesis.

2.11 FURTHER READING
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UNIT 3 PUBLIC REVENUE
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‘ 33.1 Goods and Services Tax (GST), 2017
3.4 Canons of Taxation
3.5 Benefit Approach of Taxation
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3.6 Effect of Taxation on Production
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3.7 Summary
3.8 Key Terms
3.9 Answers to ‘Check Your Progress’
3.10 Questions and Exercises
3.11 Further Reading

NOTES

3.0 INTRODUCTION

Public finance is a concept that includes public expenditure, public debt, public revenue
and public income. Public revenue is the income generated by the government from
various sources to meet the requirements of expenses of public. It usually refers to
government revenue. Some important sources or concepts that are included in public
revenue consist of taxes, fees, sale of public goods and services, fines, donations, and so
forth. These sources are divided into two broad groups: tax and non-tax revenues. The
chief source of public revenue is tax, which is a mandatory imposition of duty on public
authority by government organizations to meet requirements of general public asa whole.
Tax revenues include revenues received by the government by way of income tax,
Central excise and customs. Non-tax revenue includes all revenues other than taxes, -
accruing to the government, such as administrative revenues, commercial revenues, and

grants and gifts.

In this unit, you will study about the meaning and classification of public revenue,
sources of public revenue, canons of taxation, benefit approach of taxation and effects

of taxation on production and distribution.

3.1 UNIT OBJECTIVES

After going through this unit, you will be able to:
¢ Define public revenue
e Discuss the classification of public revenue
* Identify the sources of public revenue
¢ Explain the canons of taxation
o Interpret the benefit approach of taxation
* Analyse the effects of taxation on production and distribution
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i ' Public Revenue
Tax revenue itselfis divided into three sections: ic Revenu
et MEAN AN i on il jture: This section covers all those taxes which
| | : i) Taxes on income and expenditure: D . ,
| L ASSCNNE: NG D 0 are levied on receipts of income and expenfht}lres such as corporation tax,
CLASSIFICATI'ON income tax, expenditure tax, interest tax, and similar other taxes, if any, in force. NOTES
i j tions: This section covers taxes on
NOTES ey Bovernment needs funds (o finance is actvities, Such funds are raised frof ® Taxe:vﬁonfpmpe";y wZZﬁlf:ﬁg ?t{st:rZZZ?:r;OZSCh as estate duty, wealth tax, gift
v ———— oo ool the sources of public receif speclll . ot'rzrinxs l(:md revenue and stamps and registration fees and so forth.
| - | Butthe important ones include taxes, income from currency, market borrowings, saled fax, house tax, . jces: This section includes taxes on production,
/, public assets, income from public undertakings, fees, fines, gifts and donations, &% (iii) Taxes on commodities and servzces.d SS ot atods ad e
Professor Dalton makesa distinction between public receipts and public reven sale, purchase, transport, storage, and consump '
While public receipts include receipts from all sources '

ubli ; is divided i e sections:
, public revenue is a narrOwd Non-tax revenue of the goyemment is divided mtq thre

; int: Thi r the receipts of Currency
i ¢y, coinage and mint: This category covers
® gzg?reyss at Nasik, Security Paper Mill at Hoshangabad, Bank Note Press at

i 1 . 3 . 3 . . l de d
. Itisa ?ormal practice with a government to divide 1ts receipts Dewas and of the Mints. Profit from circulation of small coins is also inclu:
a}:l;im (;zg)’lt:l‘ ca;egot{llle;s. Broadgi Speaking, revenye receipts include here. " . e
nartios, but o they do ot include borrowin : j ividends and profits: This section comprises, ap (o)
gs and recovery of 108% t receipts, dividends and p - compr

from other parties, but they do include tax Teceipts, donations grants, fees and fin® (W illrl?tt::::t receipf; on loans by the government to other parties, dividends apd proﬁts
Capzttlctzl recelg(s, on the other hand, cover those items which are b:zsica’lly of not from public sector undertakings run by or as government departmef;its mrgll.ldmg
ety T4 nom-Touting X 1iti® - ; are contributions from railways
assets. variety and change governmens s Jinancial liabthﬂ&';‘ other income generating departments. Examples arec

and posts and telecommunications, and surplus profits of the Reserve Bank of
India transferred to the government.

i Other non-tax revenue: This section covers revenue from various govemmc?nt
@ ctivities and services such as from administrative services, public service
-a

e ice. jai iculture and allied services, industry and minerals,
cat.egonef‘" namely revenye fr:rmspr::ﬁ: ;scsllf:\ig“blg: revenues into cor:n:i:ls(;or(l), 52?3:",2 a;:)l;;]alt egnmcsl;lmces, raspor am.l commupjcations, sup.pl.ies
This classification 1S very narrow; itdoes not serve the Pur‘:)s;::; State prop® y wadedis ol; al, public works, education, housing, .mfm.'matlon and publicity,

* Bastable’s classification: Professor Bastable also classified ;Odem i :?Oadcal;ﬁng” grants-in-aidand contrbueons, Flowe ttlﬁl  exenss ;Itl‘d pmﬁ: fmn}
two f:ategories, namely income recejyed bythe government £ pu ICrevenue the creation of currency by the govemmt?nt, ie., the excess 0 :ce value o
and income received by the government in the capacitynof t?\lcl: “:tmtm’ls funct rits cost of creation are also included in this group of revenue. |

’ ate’.

o currency ove
* Seligman’s classification: Seligman clagsif

categories: (i) gratuitous re rrublic tevenue into 14 33 SOURCES OF PUBLIC REVENUE

revente, A major drawba:?gi‘e; 18;) glomgglsory revenue and (ji) contract!
. a ion i oo
unambiguously the differences g o s that i fails to deso

; of public revenue, namely tax revenue
etween fees, pri - .1, there are two SOUICes 0 _ Y
¢ Lutz’s classification; Lutz has ojgec » Prices and taxeg As shown in Figure :jxtax is a compulsory levy imposed by a public authority on persons
commercial revenye administrati assified public fevenue into six categori’ and 1on-tax reverne: ¢ public expenditures. 1t is the compulsory payment made to the
bookkeeping revenue, Ofthee ative revenye, taxation, pubic debts 18| andorganizations to Tf: I;y the tax is a punishable offence. Every tax involves some
in the category of pupli. ©SIX categories, the last three areno] ) glanclu §l government. Refusaltop avers. A tax is not a fine or penalty. Non-tax. revenue
* Dalton’s clggsi fevenue. Olongerin sacrifice on the part of ta P );axes accruing to the government. These are internally
Dbl :VZ assification, According tq Dalton, th s“i includes all revenues other th?n‘su'aﬁ\,'e rovenes, commercial revenues, and grants and || Check Your Progress
nue e . admint '
finance: taxeg t;xes and prices. He hag ; enti;'led tr:’are o main sourc” ji Sonerated funds, suches I. What is the
enterprises bgl Sand €parations, Compuyls elve Categories of U ff gifs. difference between
profits) dutf < LSproperty, fees other payme e ans, fines in courts, P | revenue receipts
. » GULES, special assessment, volunt gr:t;’ pu Cmonopolies (monOP" receipg?
eal daSSIfication of Flnd[ay Shi Sandmint, 2. Mention the types
All the af; . Iras of non-tax revenues
. lg alorementiopeg ClaSSIﬁcatlo h of the government.
assification of : § have sopme (¥
Classificatiop frz:f‘“e into tax apq non-tay C;(;me ¥Pe of lacuna jp them. Sh‘“j
Public reveny, gories i accepted as most conv??” Self-Instructional
Self-Instructionqy ! Material 61
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Public revenue

Tax revenue

.

Indirect taxes eg,
Central excise,
customs, VAT

Direct taxes eg,
Income tax, wealth
tax

Non-tax revenue

Interest receipts,
dividends and fees
from licenses,
passports

Fig. 3.1 Sources of Public Revenye

A. Tax Revenues

Let us discuss the various sources of tax revenueg,

1. Direct Taxes

¢ Income Tax:

yon the taxpayer and paid
[) on whom it is imposed.

Income T; N : '
the individuals or Hindu?;ﬁj(:t-’ 1961 (as amended) imposes tax on the income?

tan companies) and trusts (id
orevery artificial juridicy p
Income of a person for in

There are three residenti
(Residents) (ii) Resident but

ere are several steps nvolved i determining t
me, incly

India. Not ordinarily regiq
or income acc
from India_

ents are tax :
Tued in India an

i
® Property Tax: py,

4ppurtenant |4
and it s deleg

band and ¢o]

- Operty tax o ‘ho
nd, and IMposed o
0 Owp

ated by law 1, the locg) bod; i
N procedyreg I . o

] ase 15 th
r'OCCuDled

and othe,

vided familieg or firms
entified as bodieg of indi
erson. The inclusjon of
come-tax in Indig i
al status, Viz., (i) Res

not Ordinarily Res

: S, tax | ; .
usiness try ot 3 : 'S ]e‘“edﬂnthe income whi¢”

ax’is g loca] tax on b
E':I‘S. The tax

Or cooperative societies (ot
vidual associations of person’ !
aparticular income in the to*
ased on his residential Stawsql
ident & Ordinarily Reside”
idents ang (iii) Non-Residen”
h.e residential statys of a Persoﬂ)

. cv
a0r any other Indian sou!

. b
uildings, along ™.
POWer is vegted in the St? {0
gthe valuation method; rgﬂ
€ Annyg| Ratable Value (4 gl

TOperties not producing y

essed on cost and then converted into ARV by applying a percentage otf
ot 1ly six per cent. Vacant land is generally exempted from the assessment.
THe usua;:rﬂes I)l::ing under control of the central government are eX(?mpted from
gltetap;?lgon. Instead a ‘service charge’ is permissible under executive order.

i : These taxes are levied on the demise of a
i Ao fl:/(ilef Zflattlforsl;a\}:;ls(; i?lherit from the deceased person is terpleq_as
e A i (: and is usually assessed with reference to the oxferall tax liability
of mh‘?ﬂtam_?e ahxln contrast, an estate duty is levied on the entire wealth of the
?lﬁhe 1112?;2; before anéi after the tax balance is inherited. Note that both
ecease
¢ levied simultaneously. . '
s C'anb tate duties came into existence in 1957 and were abollsheld 1rrln t:ﬁ
T 86 because of their widespread ill-effects and extremely s
budget_ vy ies were imposed and collected by the Centrf:, the net proceeds
Collectl‘OI.l- Ve the States. Similarly, estate duty on agricultural lands can
iy betweeillle States. Some States were doing so and the CentreT\;lfas
be impose.d only b_y halfand distributing the net pr_oceeds between them. eyf
S X oivever the 1989-90 budget imposed a tax on transfer o

werf{ ilslo abogsi}rlitrli_tlance and this tax was not shared with the States.
wealth throug

: b
me ingredients of erstwhile estate duty have been replaced by
In recent years, SO

some forms of wealth tax.

i i constituted
x: Gifttax n [ndia is regulated i}y the Gift Tax Act which was
e Gift Tax: G1

i f the country except in Jammu
into effect inall partsp : ;

on 1 April 1958. It came lI-ltOAc:t 1958, all gifts in excess 0f 25,000, 1n theblong

and Kashmir. As per the Gift d from one who does not have bloo

eive _
of cash, draft, check or others, r:ai(able However, with effect from 1 October
3 e 4

i ipient, wer . date were free
e thedr e;ig:sl‘;led and all the gifts mzde c;tn 011;; f}f;::s plz‘lovision was
L98, ST 0LT S t was againrevived partia’ty: ding to it, the
from tax. But in 200% ﬂ;erfi;(:Act, 1961 under Se.ctllon 5155 (2)1.1A((:§){]F) ixces’s e
introduced inthe oM T, - dual or Hindu Undivided Family

ifts received by any .
5505000 ina year would be taxable

2 Indirect Tax . cermediary (such as a retail store) from the
an

An
i tax (such as the cus,lton.ler).

e Oi:rhti) sorgeone else. An indirect tax
e ctually paying the tax by paying
imposed in India are as follows:

b
Anindirect tax is a tax C.OHGCtegon};m
Person who bears the ultimate E'ﬁe d by the taxp
indirect tax is one that can be Sd ;0 that consumers are a
. : [8] .
May increase the price of a 004 t indirect taxes :
More for the products. The some nnport:n t was formulated in 1962 to Pbr eve‘;};lﬁia;
; oms AC y ht to be su
® Customs Duty: The ?usgds, Besides, all mports ar;(;(l);ltfies aswellas to keep
imports and exports © (gﬁn protection t0 indigenous rine the exchange rate of
duty with a view to affor ugm in the interests of secu - sgimp() rted or exported
the imports to the AL’ oms are levied on  FAct, 1975 as amended
Indian currency. Duueseciﬁed under the C.ustom_S ain e ei Under the custom
from India at the rate SP other law for the time being
from time to time or any 9= ¢ leviable.
laws, the various types of duties -

i import
Basic Duty: Thisdutyislewedonunpo e
0 Basic :

1962.

d goods under the Customs Act,
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.0 Educaﬁ()n Cess:

payable. If the product is leviable at different rates, the highest rate am0ﬂ3

those rates isthe rate applicable. Such duty is leviable on the value of goods
plus basic custom duty payable.

o Additional Duty to compensate duty on i
n inputs used by Indi#’
- manufacturers: This is levied under Section 3(3 4
; , of the Customs Act. (|
Anti-dumping Duty: Sometim (3) ofthe Custo

es, foreign sellers abroad may export into Ind’
in order to capture Indian m, charged by themin their domestic mark?

. . arkets to the detriment of Indian industry. T0”
1slmownasdt_nppmg. In order to prevent dumping, the central vernmeé
may levy additional duty equal go

Favoured Nation Status’ under agreement

o Protective Duty: If the Tariff Commise:
. : Ifthe mmission set up by | |
1n order to protect the interests of Indian industrp; tsllleare;::lrgme?gsmt:%

’ ove

may levy protecti . . . :
mmods protective anti-dumping duties atﬂzemterecommendedonspeciﬁeg

of the Agricultufal%
(3 0f1986), 0.5 per ¢,

ad valorem as the rate o /
dand collected as cess”

f
;prort ofall schedyleq pgol:ithoti customsbe levie
0 aﬁona] Calamity Co . .
134 of the Finanog 480t DUty: This gy v, o
also leviable on I:l(‘;‘gtr’ 3003.0n imported pe “3:1?; imposed under tS;::: o
and mobile phopeg ats, Imported Multi-utility v‘;fl?iifeollgm ‘Svheele"
: s, tWo

Educatj . ‘
of duties of Cyg 10n cess js Jey; ¢
toms Vlable 2 L
underSecﬁong CXcept safeguarq du@ Percent on the aggreg )

anﬁ'duml’ingdutyuﬁ 4 under Section 8B and

5). Items attractj o Section 9A of the CuST'yg

International comyn: ust
© Secondary an.;nm.l tments are exem Oms Duty at bound rates W

Higher Educag; P'ed from this Cess. §
S

aggregate of dyie ess: [ ev: i
0 separate Point Ri:(t;custom : Leviable @I per cent 0° |

. Ce .
Is leviable anq Additionals ;SI?S(EHSMI
ustom

o
ty OfC}lstoms on Motof Sgl i
Son High Speed Diesel “

leviable by the Finance Act (No.2), 1998. and the Finance Act, 1999
respectively.

o Surcharge on Motor Spirit: Special Additional Duty of Customs
(Surcharge) on Motor Spirit is leviable by the Finance Act, 2002.

e Central Excise Duty: The central government levies excise duty under the
Central Excise Act, 1944 and the Central Excise Tariff Act, 1985. The Central
excise duty is a tax which is charged on such excisable goods that are manufactured
in India and are meant for domestic consumption. The term ‘excisable goods’
means the goods which are specified in the First Schedule and the Second Schedule
to the Central Excise Tariff Act, 1985. It is mandatory to pay Central Excise duty
payable on the goods manufactured, unless exempted eg; duty is not payable on
the goods exported out of India. Further various other exemptions are also qo@ed
by the government from the payment of duty by the manufacturers. Various
Central Excise are: ‘

o Basis Excise Duty: Excise Duty, imposed under Section 3 of the ‘Central
Excises and Salt Act’ of 1944 on all excisable goods other than salt produced
or manufactured in India, at the rates set forth in the schedule to the Central
Excise tariff Act, 1985, falls under the category of Basic Excise Duty in India.

o Special Excise Duty: According to Section 37 of the Finance Act, 1278,
Special Excise Duty s levied on all excisable goods that come under taxation,
in line with the Basic Excise Duty under the Central Excises and Salt Act of
1944. Therefore, each year the Finance Act spells out that whether the
Special Excise Duty shall or shall not be charged, and eventually collected
during the relevant financial year.

o Additional Duty of Excise: Section 3 of the ‘ Additional Duties of Excise
Act’ of 1957 permits the charge and col!ection of excise duty in respect of
the goods as listed in the Schedule of this Act.

o Road Cess: '
(2) Additional Duty of Excise on Motor Spirit: This is leviable by the

Finance Act (No.2), 1998. |
(b) Additional Duty of Excise on High Speed Diesel Oil: This is leviable
by the Finance Act, 1999.

o Surcharge: .
(a) Special Additional Duty of Excise on Motor Spirit: This is leviable by

the Finance Act, 2002. I
Pan Masala and Tobacco Products: tion ty
(&) Surchasge n imposed on cigarettes, pan masala and certain

ise has bee .
:;‘::i{g:e?tobacco products, at specified rates in the Budget 2005-06.

Bidis are not subjected to this levy. .

- i .- sent Duty (NCCD): NCCD was levied on

° Nanonall;::rllzncl;tr’t,aﬁos:):gigﬁed tobatc}:,co products vide the Finance Act,

ggg ;n’;;l Finance Act, 2003 extendefl this 1§3vy to polyester filament yam,
moto;r car, two wheeler and multi-utihty'vehlcle and crude petroleum oil.

o Education Cess: Education Cess is leviable @2 per cent on the aggregate

of duties of Excise and Secondary and Higher Education Cess is Leviable

@] per cent on the aggre gate of duties of Excise.

o Cess : A cess has been imposed on certain products.

'
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e

o Service Tax: The service providers in India except those in the state of Jamm®:
and Kashmir are required to pay a Service Tax under the provisions of the Financt;

Act0f 1994. The provisions related to Service Tax came into effect on 1stJ ulYiI
1994. Under Section 67 of this Act, the Service Tax is levied on the gross %
aggregate amount charged by the service provider on the receiver. However, ill}"
terms of Rule 6 of Service Tax Rules, 1994, the tax is permitted to be paid on th®

purchase,

* successive sales of an item on the full sal : : a1
’ e val . id
effects p ue. This system had its own 1/

. ‘ . ;
: accordar?m cularly in the form of adding to the costs and prices. Therefore, )
ce Wlth.What several other countries had done, in India. States W%,
persuaded to switch over to another fo »1In s

. levied on successive transactions of an item
the preceding transaction. Ifimplemented pr

over sales tax such as avoidance of taxation of the already paid tax
es.

In addition, the Centre levies Central Sales Tax on
net proceeds go to the States,

isapplied on each sta.

pglicable on purchase orsd dj’

and equitv.ne: I

f . quity-oriented mutua!

Sale of shares g et Daymeny OfZI"II’E;“thy shareis 0,075 per cent. A pcfﬁ!
erl atthe time OfSeuing securities (Sh "

S X or tax on long-term £

onths is termed short-ter™

1,2 gain op selling of 00t attract g

rm of salg:s tax, termed VAT, It is als!|
but only on the ‘value added’ afi?
operly, VAT has several advantag®

inter-state transactions and iﬁfl.
!

* Value Added Tax (VAT): The practice of VAT executed by State Govemmené;

X ge of sale, wi i . ;
VAT pai 4. VAT inlndty CIassie;i with a particular apparatus of credit for the mpllj

and attracts a tax at a flat rate of 10 per cent. Further, for a trader, all his gains are
treated as trading (Business) gains and he has to pay tax as per tax sables. In this
case, the transaction tax paid by him can be claimed back/adjusted in tax to be
paid.

The above mentioned indirect taxes have been subsumed under GST with effect
from July 2017. Let us now study about GST.

3.3.1 Goods and Services Tax (GST), 2017
The introduction of Goods and Services Tax on 1 July 2017 was a very significant step

in the field of indirect tax reforms in India. By amalgamating a large number of Central -

and State taxes into a single tax, the aim was to mitigate cascading or double taxation in
a major way and pave the way for a common national market. It is being held as the
largest tax reform by a number of renowned economists after the Independence of
India. GST has brought radical change in the taxation system of India. From the
consumer’s point of view, the biggest advantage is in terms of reduction in the overall
tax burden on goods, which was estimated to be around 25-30 per cent. Introduction of
GST has also made Indian products competitive in the domestic and international markets.
The system has been evolved as anew regime against the different categories of taxes
imposed by the State Governments as well as th‘e central government. The new tax
system known as GST has been imposed asan mdlref:t tax system to encouragea single
market under the single tax system. The Indian Constitution has also been amended with

this effect.
Salient 'Features of GST

The salient features of GST are as follows:

(i) GST isapplicable on ‘supply’ of goods or services as against the present concept
of tax on manufacture of goods or on sale of goods or on provision of services.

(i) GST isbased on the principle of destination based consumption taxation as against

the present principle of origin-based taxation. o
T levied by the Centre is called Central GST (central tax- CGST)
(iii) The GST tobele ity 2}’16 States (including Union territories with legislature) is

levie mon et | .
221?35?22 éseT (State tax- SGST). Union territories without legislature will levy

Union territory GST (Union Territory tax- UTGST)'_ o
. ST (integrated tax- IGST)is levied on inter-State supply (including
(iv) .::1; itgifna;?:rg of(goodgsr:)r services. This is collected by the Centre so that the

credit chain is not disrupted.

(v). Import of goods is treated as inter-State

addition to the applicable customs duties.

(vi) Import of services i treated as inter-State supplies and is subject to IGST.

i is levi be mutually agreed upon by
i GST/UTGST & IGST 1s levied at rates to |
" t(lfgg’nst’re and the States under the guidance of the GSTC (Goods and Service

Tax Council). .
(vili) GST has replaced the following taxes currently levied and co

e Central Excise Duty
e Duties of Excise (Medi

supplies and is covered under IGST in

liected by the Centre:

cinal and Toilet Preparations)
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* Additional Duties of Excise (Goods of Special Importance)
e Additional Duties of Excise (Textiles and Textile Products)
. ® Additional Duties of Customs (commonly known as CVD)
' Special Additional Duty of Customs (SAD)
¢ Service Tax |
. o Cessesand surcha;ges insofar as they relate to supply of goods or servic
(ix) State taxgs that are subsumed within the GSTare: ' |
e State VAT
o Central Sales Tax
¢ Purchase Tax
@ Luxury Tax
"o EntryTax (All forms)
Entertainment Tax (except those levied by the local
¢ Taxes onadvertisements
e Taxeson lqtteries, betting and gambling |

_Statc.e cesses and surcharges insofar as the
services.

bodies)

y relate to sﬁpply of goods ¢

. usedfor Payment of G i:trtre and the States t0 3“2%

. ST ansferred by the origin? ]
Stination State used for Payment of SGSyT is tfansferrtj
e SGST por flec
y e portion of IGST c0!*” ¢/
Outon the bagjg of inforﬁrri3 t(? the destination State. The tr dflj

the taxpa
yers.
ation contajned in the returns fil°

(xvili) Input Tay Credit
taxes paid on any

1)t pey '
To

fusrltlgply °fsoods1r b:rs:id by making it available in resl’ec;j%'

Crance of busineg “esorboth used or intended to b€ |

(xix) Electronic filing of returns by different class of persons at different cut-off dates.

- (xx) Various modes of payment of tax available to the taxpayer including Internet
banking, debit/ credit card and National Electronic Funds Transfer (NEFT) / Real
Time Gross Settlement (RTGS). :

(xxi) Obligation on certain persons including government departments, local authorities
and government agencies, who are recipients of supply, to deduct tax at the rate
of 1 per cent from the payment made or credited to the supplier where total value
of supply, under a contract, exceeds two lakh and fifty thousand rupees. The
provision for TDS has not been operationalized yet.

(xxii) Refund oftax tobe sought by taxpayer or by any other person who has bofne the
incidence of tax within two years from the relevant date.

(xxiv) System of self-assessment of the taxes payable by the registered person.

(xxv) Audit of registered persons to be conducted in order to verify compliance with
the provisions of Act.

(xxvi) Limitation period for raising demand is three years from the due date of filing of
annual return or from the date of erroneous refund for raising demand for short-
payment or non-payment of tax or erroneous refund and its adjudication m normal
cases. ' _ _

(xxvii) Limitation period for raising demand is five years from, Fh.e due date of filing of
annual return or from the date of erroneous refund for raising demand for short-
payment or non-payment of tax or erroneous refund and its adjudication in case
of fraud, suppression or willful mis-statement.

(xxviii) Arrears of tax to be recovered using various modes including detaining and sale
of goods, movable and immovable property of defaulting taxable person.

(xxix) Goods and Services Tax Appellate Tribunal has been constituted by the central
government for hearing appeals against the orders passed by the Appellate Authority
or the Revisional Authority. States will adopt the provisions relating to Tribunal in
respective SGST Act.

(xxx) Provision for penalties for
has been made. 3 o N

. ling Authority has been constituted by States in order to enable the
(xxxi) 2;1;:;:: tlj:eekga binding clarity on taxation matters from the department. Centre

has adopted such authority under CGST Act. |
g clause has been provided in order to ensure that business
incidence on goods or services or both to the

contravention of the provision of the proposed legislation

(xxxii) An anti-profiteerin
passes on the benefit of reduced tax

consumers.
(xxxiii) Elaborate transitional ‘
existing taxpayers to GST regime.

Benefits of GST

provisions have been provided for smooth transition of

(A) Make in India
(i) Ithashelpedto creatca unified common national market for India, giving a boost
d ‘Make in India’ campaign.

to foreign investment an .
(ii) It has prevented cascading of taxes as Input Tax Credit is available across goods

and services at every stage of supply.
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|
Public Revenue (i) Harmonization of laws, procedures énd rates of tax. Let us now go through the highlights of Union Budget 2017-18. Public Reverne
@) It ha: given an impetus to export and manufacturing activity, generated more| s Overview of the Economy and fiscal deficit '
employment and, thus, increased GDP with gainful employment leading o) o Economic growth expected at 6.5 per cent in 2016-17.
substantial economic growth. ‘ j '
. (v) Ultimately, it will help i d, o IMF expects India to grow at 7.2 per cent in 2017 and 7.7 per cent in 2018. NOTES
f} mpo i { { . . .
more financial resouI: . esp verty eradication by generating more employment lf; o CPI inflation has come down to 3.4 per cent in December 2016 from 6.0 per
_ . 4 tin July 2016.
- (Vi) More efficient neufralizati i ; f een '
oduc - Zation oftz}xes espe cially for exports thereby making (.)\II;, o Current Account deficit declined from about 1 per cent of Gross Domestic
products more competitive in the international market and eivi India?
exports. etand giving boost to [ Product (GDP) last year to 0.3 per cent of GDP in the first half of 2016-17.
' (vii) Tthas improved the overall nves o _ | o Foreign exchange reserves have reached US$ 361 billion as on January 20
tment climate in the country which will naturall A ’
benefit the development of the Staf fry which will natut= 2017.
tes. |
(viil) Uniform SGST and IGST rates will ' | o Revenue deficit of 2.3 per cent (of GDP) in Budget Estimates (BE) 2016-17
will i : . . e gl - . . A
rate arbitrage between neighbo rin:éd;::sﬂle :incentwe for evasion by e]nnmaﬂn%,g stands reduced to 2.1 per cent in the Revised Estimates (RE). The Revenue
sales. . and that between intra and inter-Sta% deficit for next year is pegged at 1.9 per cent.
: I ‘
(X) Average tax burden on compani "% Budget Estimates 2017-18
pamies will decline which ! e Budget Es _
xd lower Prices mean more consumption, which mtlsrzﬁzaed toreduce pﬂcfyl o Total receipts (excluding Borrowings and other liabilities) estimated at ¥ 15.16
; I\Z::lﬁ,‘a helgmg in the growth of the industries This W?lrllsc?:-,oie ;ﬁ)ductls a lakh crore (US$ 224 billion), a growth 0f 6.48 per cent.
’ a )
Hacturing hub’. e India a o Revenue receipts comprise of ¥ 12.27 lakh crore (US$ 181 billion) of tax
(B) Ease of Doing Business revenues and ¥ 2.88 lakh crore (US$ 42.7 billion) of non-tax revenues.
' @) Simpler tax ree] . . o Total expenditure estimated atT21.47 lakh crore (US$ 317 billion), anincrease
) Redzc tioﬁ .regnne with fewer ¢xemptions. of 6.57 per cent over previous year.
in multiplicj . .
system 1 eadin;nglgphc-lty of.' taxes that are at present governing our indirect 14 o Plan/Non-Plan classification to be done away with from 2017-18. Instead,
(iii) Reduction i llllnphﬁcanon and uniformity. ff, expenditure will now be classified henceforthinto ‘Scheme’ and “Non-Scheme’
01 compliance costs -- : o i ew scheme sanctioned to have a sunset date and an
so lesser investment of reso?n'ce;1 :ntgu;]tﬂe reeord-keeping fora variety oftax? Zﬁlt)c?rg:gfrie%vvery ’
~ power in maintaini | ' -
() rSelmphﬁfél ﬁgs automated procedures for various pro. taining records. ﬂi[ o Total scheme expenditure expected to be T 9.45 lakh crore (US$ 139.7 billion).
» C 0 ' ’ .
© Altlminnsteracﬁon t;t:x Ezymems and so forth €sses such as registrat! ;r o Total non-scheme expenditure expected to be ¥ 12.02 lakh crore (US$ 177.6
¢ through th i -
between the ¢ common GSTN i o ¢ billion). .
0 Tl i taxpay.er and the tax administration, portal- 5o Jesg public interfd : o Expenditure onrevenue account is expected to be ¥ 18.37 lakh crore (US$ ‘
credits to%r: ve §2v§onment of compliance as a]] 271.5 billion), or 85.57 per cent of total expenditure. |
veniied onlj returns t
(vi)) Common Procedures f; - tobe filedontine, I : o Financial Performance 2016-17 |
Or registraty ; . j
of tax return, co Elstration oftaxpayers Receipts ' |
Services will lenr(;lmon tax base, common Yy ) »refund oftaxes, uniform for®” ) . xcluding Borrowings and other liabilities) stood at ¥ 14.24 |
greater certajny System of classificat; ds o Total receipts (€ 1g Borrowing , A
(viii) Timelines to be py, 1ty to taxation System cation of goo lakh crore (US$ 210.5 billion) in Revised Estimates (RE), which is more than
and so forth provided for IMportantactivitieg lik the Budgeted Estimates (BE) of¥13.77 lakh crore (U S;B 203.6 billion) by ¥
©B ¢ obtaining registration, ref* 46,540 crore (US$ 6.88 billion), led by higher tax collections.
enefit to Consumerg : o Tax revenues stood at¥ 10.89 lakh crore (US$ 160.9 billion) in RE, which
() The final prj ‘ than the BE of % 10.54 lakh crore (U S$ 155.8 billion) by X 34,691
price of . were more than the ) ) . .
credit between thf ?1;);11?1::" ©Xpected to he |, ower d o crore (US$ 5.13 billion), led by higher excise and service tax collections.
(1) It is expect, Acturer, Tetailer ap ue FO seamless flow of inf" There was an substantial increase of 21.6 per cent in collection prnjon
Pected that g rejas; dsupplie > o There ‘ i RE
€xempted from rWﬂ%;’tlvely large segment T of services. o Excise Duties which stood at Z3.871akh crore (US$57.2bi u}r%) ;n . 1’ Zﬁ
purchases from such entjt; ° very low rat;)f Small retailers will be @ increase of T 68,700 crore (US$ 10.15 billion) over the BE 0fX3.18 la
(@) Average tax burden op 188 will cog less for thselnlder acompoundings®” crore (US$ 47 billion).
Self-Instructional reduce prices apq low. COMpanies i like} sonsumers. kg Self-Instructi
eI priceg Y to Come 4 o el elf- n'structtonal
e rec own which is exp€ Material n
Onsumption, |




‘ Public Revenue .
,f Expenditure . o A 100 per cent village electrification target looks achievable by 1 May 2018 Public Revenue
! [\ Zi?;zgen&me was 20.14 lakh crore (US$ 297.7 billion) in RE, Whicﬁf 0 PMGSY roads cqnstruction accelerated to 133 km roads per day in 2016-17,
] (US$537t§§1?E of 19.78 lakh crore (US$ 292.4 billion) by X 36,347 cro® against 73 km during 2011-14.
/ | NOTES | o Tout 21 on).‘ . l,’ 0 - Women participation in MGNREGS has increased to 55 per cent from less ) NOTES
, ~ . thalslf:z::lfmendlm e:xpectcdto be9.45 lakh crore (US$ 139.7 bﬂlion)’?,Jf than 48 per cent.
Toal o s expenditure expected to be 12.02 lakh crore (US$ 1776  Youth |
i . o oy . . .
o Expense on defe f o Skill Acquisition And Knowledge Awareness for Livelihood Promotion program
pLaene efence sector was lower by 0.4 per cent or e (USS (SANKALP) will be launched at a cost of X 4,000 crore (U S$ 591 million
million) in RE, while th, TP 31,094 crore (U2 )
Significantly, Subsiciies exe ':112 on pensions was higher by 3.89 per cent| providing market relevant training to 35 million youth. :
’ e . K
e Farmers - : _ p ture RE was lower by 0.5 per cent than BE. J o Pradhan Mantri Kaushal Kendras to be extended to more than 600 districts
o Targetfor agri ' ' : i across the country for imparting skill education. About 100 India International
105akh cr:r?(tluslfsuﬁ%c;edit in2017-18 has been fixed ata record level ofii Skills Centres will be established across the country. )
8hilli cord 1e I
o Farmers will also b bﬂhm_l)' : (If o SWAYAM platform to be launched with at least 350 online courses enabling
Decomber 2016 0 benefit from 60 days’ interest waiver anno don Sﬂ students to virtually attend courses taught by best faculty.
. un |
o Coverage under Fasal B ) » ge f o Next phase of Skill Strengthening for Industrial Value Enhancement (STRIVE)
cent of cropped ar ::?n];(l)ti? \1{03 ana scheme will be increased from 30 pé ) will also be launched in 2017-18 at a cost 0f ¥ 2,200 crore (U S$ 325 million).
2018-19 for which a budget -17 ?0.40 percentin2017-18 apgq 50 O;rrl c entiﬁ o Incredible India 2.0 campaign will be launched across the world to promote
 beer'made, get provision ofX'9,000 crore (US$ 1.33 lgllion) haﬁ,[ tourism and employment. '
kit .
0 . The Long Term Irrioati i e The Poor and the underprivileged: .
: at1o; . ) ’
by 100 per cent gafion Fund already set up in NABARD to be au '“ o Mahila Shakti Kendra will be set up with an allocation of X 500 crore (U S$
o to take the total ¢ . gmentV,
billion). orpus of this fund to ¥ 40,000 crore (US$ 5 73.9 million) in 1.4 million Integrated Child Development Scheme (ICDS)
‘ 0 Dedicated Micr (r Anganwadi Centres. This will provide one stop convergent support services
! crop’ with an 1m:) Ilmgatlon Fund in NABARD to achieve ¢ ,é for empowering rural women with opportunities for skill development,
| o Coverage of N fal corpus of 5,000 crore (US$ 730 milr - Y me employment, digitallteracy, health and nutrition.
250 markets to ?;Wlal Agricultura] Marketk(e_N AM ") ’ﬂq o Under Maternity Benefit Scheme ¥ 6,000 (US$ 89) each will be transferred
be provided ¢ 5 APMCs, Assistance up to ) to be expanded % directly to the bank accounts of pregnant women who undergo institutional
' 0 every e-N pto 75 lakhs (US$ 110 872) . . . ldre
o Dairy Proce : : 3 _, delivery and vaccinate their children.
NAB \:lstlll:i and Infrastructure Developm i o National Housing Bank will refinance individual housing loans of about 320,000
. increasedto T § oogcgu's Of < 2,000 crore (UpS$Zn9tGFund fo be et lMl) crore (US$2.9billion) in 201715
s T ree 1 ; . . . e .
¢ Rural Population. Allocati e(US$1.2 b11110n) over3ye Million) and wil " o Governmenthas prepared anaction plan to eliminate Kala-Az_ar and Filariasis
o Over?3 gt Ocation: ¥ 1,87.773 crore (US ars. by 2017, Leprosy by 2018, Measles by 2020 and Tuberculosis by 2025.
for rural pogr. crore (US$ 44,3 bi11i0n) We $277 billion) y o The allocation for Scheduled Castes has been increased by 35 per cent
o Accondin . . I€ spent o rural areas every y& " compared to BE 2016-17. The allocation. for Scheduleq Tn‘Pes has peen
poverty aﬁ(tlosl\/hssion Antyodaya, 10 i ' increased to ¥ 31,920 crore (US$ 4.7 billion) and for Minority Affairs to
0 Unde : 0000 p"m"hayat;nl l‘hon Bouseholdg will be brought out? 4,195 crore (US$ 620 million).
P brthe_ Prime Mini will be made Poverty-free by 20! 9. | . o Actionplan hasbeen prepared to reduce Infant Mortality Rate (IMR) from
expe:tz’zll%cated along with Sf:tdak Yojana 3 19 000 ¢ eey g bill ) 39 in 2014 to 28 by 2019 and Matemnal Mortality Rate (MMR) from 167 in
) : »>WU0 cr g
© Underth ; espentinFyg, 27,000 cro?;e(IJaé$$$421;illiOﬂ) / 2011-13 to 100 by 2018-2020.
e N
allocted oy 201 L j ¢ Infrastructire 2017-18 %
- a Ry _ 7 billion) i
| and those living in kuttohcomplete 10 iy 23,000 crore (US$ 3.4 billloﬂg o Provision hasbeenmadeof3 241.,387 ;rore (l.,:S$ 1337;1)1‘(111:1?11) uiln 17-18 for
| O Asum of% 43 Chahouses, Onhouses by 2019 for the housel transportation sector asa whole, including, ratl, 10 ! PP g
| ationa] 000 crore U i the total capital and development expenditure of Railways has
| R $7.1 billi db! o For2017-18, the total cap lion), This includes Z 55,000
| 0 Rural I Mployment Gy - 00) allog G been pegged at T 1,31,000 crore (US$ 19.4 billion). This includes 55,
Self-Instructiong] ural hVelihOOd ol ual‘antee S ated for Mahatma AL N - ded by the Government
N Material ission hg Cheme (MG crore (US$ 8.1 billion) provided by the '
Sbeen allog, NREGS). g} Self-Instructional
ated ?4,500 crore (US$ 665 rnillloﬂ Material 73
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* Digital economy

o For passenger safety, a Rashtriya Rail Sanraksha Kosh will be created Wifh?

corpus of X 1 lakh crore (US$ 14.8 billion) over a period of 5 years.
o Railway lines 0f 3,500 kms will be commissioned in 2017-18.

o Itis proposed to feed about 7,000 stations with solar power in the mediufl
term.

0 Inthe.road sector, Budget allocation for hi ghways increased from ¥ 57,976
crore m BE2016-17 to 64,900 crore (US$ 9.6 billion) in 2017-18.

0 Total length of roads, including those under PMGSY, built from 2014-15 till ¥

current year is about 1,40,000 kms which P o il
three years. significantly higher than pre

0 Second phase of - iy
P ;)ac_l t; .0 Solar Park development to be taken up for additional 20,00U
o For creating an eco-system to make Indi ic
: h India a global hub for electroni®
manufacturmg aprovision of X 745 crore (US$ 110 million)oil;l ;0 17-187
incentive schs:mes like Modified-Special Incentive Package Sch SIPS
and Electrpmc Development Fund (EDF). SSReeme (M-

e Financial sector

o Lending target under Pradhan Mantri

crore (US$ 36.1 billion). Priority wil]
Classes and Women,

0 Inline with the ‘Indradha ,
recapitalisation of BankSI;)];Sh roadmap, 3 10,000 crore (USS 1.48 billion) fo

: ovided in 2017-18.
0 Foreign Investment pr,

: : omotion Board
further liberalisation of Foreign Dir

Muc.!ra Yojana to be setat 3 2 44 1a¥
be given to Dalits, Tribals, Backv.'f!rd

(FIPB) to be abolished in 2017-18 a’

consideration, ect Investment (FDI) policy is und?

0 AComputer Emer
i ; gency R [
Fin) will be establisheq Y Response Team for our Financial Sector (CERT

Government wil] yyt :
¥ - WUHIputin place a rey: ; '
time bound listing of idenifieq revised mechanism ang Proceduzetn enslﬂ;

stock exchanges, The ed Centra] Public Sect i 0
: - Lhe sh - or Ente SEs)Y
will be listed i stock oL Raily prises (CF o

exchanges; %Y PSEslike RCTC, IRFC and IRCY

0 AMission wil] e se .
tup with ,
18 through Up; atarget of 25 bigi o i
Service I%ata I(ILIIf;%dDI;aymem Interface (U : 110{1];11g1tal i3 forﬂﬂof /
. ] |
debit cards, A taq »Aadhar Pay, Immediafe Pasmlctufed Supplem;) o
. yYment Service (I:NIP 5j‘

terminals by \pp duce 5 ditional | gy 0
Aadhar baseq nghbi 17. They wil g gy 001w Point-of:Sales C

e
Septembey 2017 ehcouraged o introduce 2 ™

ErchantVGr . ]
. sion of Aadhg, Enableg Payrﬁe N wiﬂv*
nt Systemn,

12,5 milliop
People hay
app so far, Th 5 adopted th l\A
¢ Governrnent will lau‘ilg??;at terface for Money (BPS‘“‘

0 Ilew Schemes to promo

]

° Promoting affordable housing and

0 Under the scheme for profit-

- cities while for the rest of the country 1!

® Measures for stimulating gmwth

0 Concessional

usage of BHIM; these are Referral Bonus Scheme for individuals and a
Cashback Scheme for merchants. i

e Public service

o A Centralised Defence Travel System has been developed through which

travel tickets can be booked online by our soldiers and officers.

o Web based interactive Pension Disbursement System for Defence Pensioners

will be established.

o Prudent fiscal management
o Capital expenditure allocation has been stepped up by 25 per cent over the

previous year.

Total resources being transferred to the States gnd the U_nion Territories with
Legislatures is T 4.11 lakh crore (U S$ 60.8 billion), against ¥ 3.60 lakh crore
(US$ 53.2 billion) in BE 2016-17. .

Fiscal Responsibility and Budget M_anagement (FRBM) Comnnttefe h?s
recommended 3 per cent fiscal deficit for the next three years, keeping in
mind the sustainable debt target and need for public investment, fiscal deﬁ.cnt
for 2017-18 is targeted at 3.2 per cent of GDP and Government remains
committed to achieve 3 per cent inthe following year.

mment restricted to X 3.48 lakh crore (US$

Net market borrowing of Gove wer than ¥ 4.25 lakh crore

51.4 billion) after buyback in 2017-18, much [0

(US$ 62.8 billion) of the previous year.

Revenue deficit of 2.3 per cent in BE2016- 17. stands reducecf to2.1 pder cglengt

in the Revised Estimates. The Revenue Deficit for next year 1s peggedat 1.
evise dated by the FRBM Act.

per cent, against 2 per centman
real estate sector

linked income tax deduction for promotion of

affordable housing, carpet arca instead of builtup area of 30 and 60 Sq.mtr.

will be counted.

The 30 Sq.mt. limit will apply only 11 €as€ of municipal limits of 4 mefropolitan
e g.mir.

cluding in the peripheral areas of

L - will apply. \
metros, limit of 60 Sq.mfr wil ' _ &
. 1 in the holding period for computing long tem;;z“;ll eg;ii y(;:;
ReducthI;_ ovable property from 3 years to 2 years. 200’1 e T
;l‘al}sger (a)ltig:llrilslproposed o be shifted from 1.4.1981 t0 L4,
or index ;
of assets including immoyAe I)Ir)operrtnyl;)er 2016, deposits between X 2 lakh
ece ; . L
Eriapeeilis Novemberl algl(lj(ﬁ) g% 118,263) were made in about 10.9 m1_1110r}
(US$2,957) and T 8012 £% 5.03 lakh (US$ 7,436). Deposits 0

: it size O :
accounts with an average deposi i 148,000 accounts  th avere

more than 80 lakh (US$ 1 18,263) \zgrge ;nla?)).
deposit size of X 3.31 crore (US$ 489,

interest earned by
i i 5 per cent charged on
withholding rate of. _ . s
: naly 1thte nal commermal borrovsf}ngs orinbonds a.nd gg Mmamsalé)
oo ' 'em'lt]estenfi);d to 30 June 2020, including rupee denomina
securities 1s €X

Bonds.
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0 Inorder to make Micro, Small and Medium Enterprises (MSME) companies

more viable, income tax for companies with annual turnover upto ¥ 50 cror,

(US$ 7.4 million) is reduced to 25 per cent.

o For the purpose of carry forward of losses in respect of start-ups, the condition

of continuous holding of 51 per cent of voting rights has been relaxed subject

to the condition that the holding of the original promoter promoters continues

Also the profit (linked deduction) exemption available to the start-ups for?
years out of 5 years is changed to 3 years out of 7 years.

Minjt‘num Alternate Tax (MAT) credit is allowed to be carried forward up ©
aperiod of 15 years instead of 10 years at present.

0 Basic customs duty on Liquefied Natural Gas (LNG) reduced from 5 per cen!
t0 2.5 per cent.

0 Allowable provision for Nop.-

from 7.5 per cent to 8.5 per cent.

* Promoting digital economy

0 Underscheme of presumptive income for small and medium tax payers whos’
658) at present, 8 i
Pl 03¢ » 8 per cent of the
turnover which is counted as presumptive income is reduced tg 6 per cent it
sh means.
0 Notransaction aboye %300,

to certain exceptiong,

° Transparency in electoral funding

0 A political party can recejye

0 Under scheme f; ' : ’ < lakhs (US$ 3,696
50 lakiy Ay 7;)r;)1r2§umptwe taxation for Professig (I $ ’ )_- uptoi
e 914)p.a. ag nals with receipt V" |

- advance tax .
Canbe Paid in ope instalment inst®

L at par wit the t; g reduced tg 12 months fr0
©me period for filing of rett”

0 EXiSting rate of :
taxation for jpy ;. . 4
lakhs (US$ 3 69 or Indiyig )
> 5) to§ ual asses . 7 2
the present rafe of 10 ;Zlil::iﬁ?% 7,39 58 between income of f

A8 been redyceq 1o 5 per cent

Performing Asset (NPA) of banks increastd

000 (US$ 4,435) will be permitted in cash subjec!

amaximum of¥ 2,000 (USS 30) in cash from 0%/

)y -

o Surcharge of 10 per cent of tax payable will be levied on categories of
individuals whose annual taxable income is between< 50 lakhs (US$ 73,914)
and T 1 crore (US$ 147,829). The surcharge of 15 per cent for annual taxable
income above ¥ 1 crore remains.

o Individuals having taxable income upto< 5 lak.hs (US$ 7,391) other than business
income can file a simple one-page form as income tax return.

* Goods and services tax (GST) . "
o The GST Council has finalised its recomendatlons on almost all the issues
based on consensus on the basis of 9 meetings held.

i is also on schedule.
o Preparation of IT system for GST 1s .
0 The extensive reach-out efforts to trade and mdustl_'y for SS:; will start from
1 April 2017 to make them aware of the new taxation system.

: y A
* RAPID (Revenue, Accountability, Probity, Information and Digitisa ion)

: ing year
0 Maximise efforts for e-assessment in the coming y'

t for specific
o Enforcing gréater accountability of officers of Tax Departmen p

act of commission and omission.

B, Non-Tax Revenues

ayvment made to the
1. Non-tax sources of public revenues are defined as paym

e of goods or services,
Government for which there is a quid pro q;o (anj;;{;gigi e i R i
Where one transfer is contingent upor the (')f' Z?I.lto g ey
4o not have similar features and are classtie sory and requited payments.
® First, there are some sources that are Cﬁmpuenalties on non-compliance of
These sources include penalties (other thanP
taxes) and fines.

i ntary @
® The second category 09n51sts dof (;ftlrlilbutigl :
payments include donations c

. emment. : Y
unclaimed funds lying withthe GOIV il X fis e payments, thlfu(j:;gg
ises voiul ch as forest,
® The third category comprises Y wned by the Government su
revenue earned from the 1€

d
sources 0 ; ory also has revenue earnc
dlife. This cate8 i d rental
marine, riparian habitats and Wlldllf as the royalties an
by sale of usage rights, admi

sion fee, as Well od in the form of dividends
: Govemment' Jnecime earbn the Government also fall
Payments received by the nvestments m?de y  ine from the States”
and the interest receipts from ofits and dividends & i
into this category. Interest: P Jso included in this catcg

A S
commercial undertakings ar¢ %

nd unrequited receipts. These
made to the Governmentorany

dministl"atiVe non-tax I’BCEipts n-tax revenue. Inthe

i nues for
hig sOur.ce accounts for about three-fou;til: z?nd - ‘ esof[ ?an—it;g:ervice&
the Se;?;lss Esiiikdy to be the mzit gtz ;j;admini : ;
e ropen o
(i) Receipts from general services: Thejfiics;osals, Stationery 27
OMmigsjon, Police, Jails, SUPPPeS oI
Works, Other,admjnistrative services, -0 scellaneod

ther ol
d other retirement benefits: and O

om Public Servic'e
d printing, Public

recoverics towards pension

S general services.

ris€ [‘eCeiptS
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4. What is an indirect
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(ii) Receipts from social services: The major items that come under this class fz"l]'e'
(2) Education, sports, arts and culture, (b) Medical and public health, (c) Fam y1
welfare, (d) Water supply and sanitation, (¢) Housing, (f) Urban developmen

(g) Information and publicity, (h) Labour and employment, (i) Social security and
welfare, and (j) Other social services.

(iif) Receipts from economic services: Major items under this class are (2) CTOP'
husbandry, (b) Animal husbandry, (c) Dairy development, (d) Fisheries, (¢) Foresth
and wild life, (f) Co-operation, (g) Other agricultural and rural programﬂ}es'
(h) Special area programmes, (i) Major and medium iri gation, (j) Minor 'Ll’l’iganolg
(k) Village and small scale industries, (1) Industries, (m) Non-ferrous mining an

metallurgical industries, (n) Roads and bridges, (o) Tourism, a&
(p) Others.

User charges

The_, non-tax revenue in lieu of the provision of goods and services by the Government :
derived through ‘user charges’. Th

\ ese charges indicate payments that inistrativel)
determined for the goods and servi : paym atare adminis

OECD, these are requited paym

. ents. However, the link between a rvic?
provided may vary consider i - o

ably i¥1 terms of degree of cost recovery. These include

n-capital goods and services—e, g. charges for educa’(i"ﬂ

museum, parks, etc.; and rent for housing.

e Howg\t»;lelr, th; OECD t‘ieﬁmtlon is subjel?t to some ambiguities as it distinguisl155
een capital, and non-capital goods and Services. The Government is providine capi®

£0ods in the form of urbap infrastructure, p e

industrial purposes and accordingly, the yser charges should alsg vary.

Current status of 0n-tax revenues jp India

Non-tax revenues grew ata com

2009-10. The spurtin 2010-11 pound annual rate of 7,6 Percent in the 10 years endiﬂg
owed to hj gher-than-budgeteq realization from the proc® d

12 (BE; Ctiless Spectrum, As against the estin’latel
, the reah.zatxon fell marginally ghort i

31@ high reserve price in the current
ownwards. As such the

the .actual fisca] outcome f(irggfgdlsfom i\ ooneit leasyetani -t o

which have also inthe past exhibite(i glhe i Bdhidens {:‘

uggish grthﬁ,omponem is dividends and P’

. S OF TAXATION
N
1

4
Tachiey; e 5
c are termeg ; Ng certain Objectives,choose o

i o

ebags gy o CHstics. A good o Syss”c:l
0stly, hoy Dappropy; inciples” o
5 , howe e ate set of princip 7
I8¢ S negdeq Theref;fer, Objecti p 9

as equality anq Certa
other and 5 Comprom

wh €Y

, , 1

¢, Usuaj Ves of taxation conﬂlCthtl rf‘qﬂ
CConomistg select some i

These are used for domestic as well as

3 ik 2e - dadhere
objectives and work out the corresponding pl’lﬂfflples which the téax S,f}it?;nhsil:?ﬁlle iallee d
to. The first set of such principles was enunciated by Adam Smi

Canons of Taxation).

, : increase its
Adam Smith was interested in the ways by which an economy can

; . her, he was ofthe
productive capacity and thereby achieve a higher rate of growth. Furthe

i i d, therefore, the
' i i than the public one and, _
i (o e —y i est with the private sector. Economic

primary responsibility of economic growth i i tment. It is also essential that the

P eolen g ot saving e, therefore, he was of the view that
investment should be along productive lines. All told, )

; - ic responsibili
the private sector should be entrusted with the maximum Poiséﬁlgzzzﬁ?::;possiible. le
foran efficient discharge of which it should be givenas mfrevenue for the State (for its
only additional consideration should be the adequacyg for social overheads) and an
OWn maintenance, for defence, for law and ordet, an w. he laid down those principles
equitable distribution of the tax burden. With i S
of taxation which were to satisfy these conditions.

: ith
The four canons of taxation as pr escribed by AdAT Slmought to contribute towards the
L. Canon of equality: ‘The subjects oy S]f:;: in proportion to octive

ssi ) 3
SUpport of the government, as nearly &3 poue which they respectively enjoy under
abilities; that is, in proportion to the reven e opjective of economic

the t fth a J . . ¢ taxes because
prote i e State. This canor 1d pay mor :
ction o p

icher shou
o ; i lute terms the 11 e
justice, It dictates that in abso 1d not have earnce: :
Without the protection of the o tll-iii(:p()lz in terms of disutility Whlf : th;;la;
; . ret this pr1 1d impose equal mar,
A M A mttilrfes it follows that the tax ips ein tlljlis case. If incomes
S?lyers SuEet by paymtg ay:er Two POSSibihtles (:hm;r'ih and the poor should be
i X Hy g :

ISUtIhW UpBIEVEY ta msrginal utility, then bt ?ng a given percentage gt
“SSibjeshindonsit | taxation eachpersenP i ore realistic proposition
Subjected to pr()pol'thrltji;1 ahand \Fweagree with thethmn the richer should pay a
3 er 4] » Hh A e .
Income as tax. Onthe 0 hing margmai ;;tl:llgtaxes should be progressive).

atis,

that income is subject to dim i

_ e sas taxpayers from

larger n of their income rotect the tAXpaysra
gerproportio S meaflt‘;‘;]ftax which each individual is

: on 1
2. Canon of certainty: Thlih(;a‘rtlax officials’ - The time of payment, the
miECessary harassuict g 1tain, and not afbltrars{i to be clearand plain to the
bound to pay ought to be ¢€ ity to be paid, ought2 s should not be subjectto
Mmanner of payment, the quallller o The taxpﬁ_lyge that breeds a corrupt tax
. . ln 5 .
contributor, and to FveYY_ Ot1 of the tax officials, Sn s mach}nefy will
arbitrariness and discretior for ar itrariness aye inciple as to claim ‘thata
administration. With a scOP® great an evil as a very

are the following:

taxes (th

1S pr
. about this P
+h 1 emphatlc i ear SO
become unpopular. Smith 15 S_O ity.. 18 not 1
Very Consi(l;erljible degree of mequall i
small degree of uncertainty- Jnd Gimings of tax
€ : 0
+ Canon of convenience: The ayer. ThiS canon rer\;ise
as possible, convenient to the taxge avoided; othe
tr0ub]e to ,the taxpayer ShOl.lld
result,

payment should be, so far
mmends that unnecessary

od .
w various ill effects may

tion of taxes
st of collec
ends that co Lanes which are too

- on 1€€0 impos
* Canon of economy: This cﬂl} tis useless :; entzil an unnecessary burden
Should be the minimum POS°™ ter, These tax
Widespread and difficult 102
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Public Revenue upon the society in the form of additional administrative expense. The productive| ~ What the members of the society pay are the fees and the prices and not the taxes in  Public Revenue
efforts of the people suffer due to this wastage. Realizing that the tax collections| strict sense of the term. Taxes are by definition compulsory payments without quidpro
are being wasted, the taxpayers also tend to evade them. " quo and this condition is not satisfied in this case. . |
NOTES These canons of taxation have a sound philosophy behind them and exhibit an insight The Benefits Received Theory has a long dated origin and its roots lie in the ~ NOTEs g

into the practical aspects of tax administration and its effects. However, in view of| ~ contracttheory of the State. A fuller survey ofthe evolutiqn of this theory is ava.ilable in
developments in economic philosophy and problems of a modern State, a few additionsl| Professor Edwin R. Seligman’s Progressive Tt wxation in Theory and Practice. The

principles were also suggested by later writers. A brief description of these is as follows: theory was in vogue with German, French and other writers like Grotius, Hobbes, Locke,

P . : i i tractual relationship between
1. Canon of productivity: It is also called the canon of fiscal adequacy. According Hume and Rousseau. Its main theme is that there 1sa con

is princi th i : des various goods and services and the
to this principle the tax system should be able to yield enough revenue for the cifizs tateﬁa;]d its SUb? ects Sl.lc.h that the $tat;1:;(;Vl
treasury and the government should have no need to resort to deficit financing ens finance their provision by paying '

2. Slam“ qg’uoyancy + Thetax revenue should have an inherent téndency to increas® Hurdles |
ong with an increase in national income, even i : ini tical application.
e motrevised. venifthe Asin the case of other theories, several problems crop up 12 its practica b

i i i benefits
Since tax b deni - stributed between taxpayers o proportion t0 the nef
3. Canon of flexibility: It should be possible for th ” : urden is to be distribu s identify the beneficiaries

. _ e autho, i dué| Tecej ; quthorities have to 1dent
delay, to revise the tax structure, both with res rities, without uo ved by them from State services the his, however, is notan éasy task.

: \ S pect to its covera tes, | and quanti ived by them. T
suit the changing requirements of the econo geandra Auantify the benefits derived by Josely related to the distribution pattern

my and of the treasury, .
implicity: ’ 1 ; cesarec o s
4. Canon of simplicity: The tax system should not be too complicated, That mak® ® E; ;Zﬁi::zzg ef;;ﬁmniz tg:z:un;luyl Itis so because amongst other things, income

rates and coverage of tax®

itdifficult to understand and administer and breeds including demand for State
. . . Lo ! . g dem
legal disputes. problems of interpretation asd distribution is a major determinant of d:gltal‘:::gf::xr?sﬁng distribution of income
e oL services. Therefore, it has to be assumet = it.
> gt?l:ll?: r:flgll:lzm;?éhlzl: niky fPr ;he State to depend upon too few sources o and wealth is an appropriate 0ne and there 1579 et tosllzllllga:&:ly a subjective
e, ystem is boun . . ices is :
treasury. It s also likely o bo inequitab;iet: l:)reed a lot of uncertainty for ) @ Benefit derived by an individual from St;:t ::xces enjoyed by the individual
society. On the other hand, if the tax s between different sections of t* thing and jt i conditioned not 01y by the St Fthese sérvices toother members
then any reduction in tax revenye onreVCnue comes from diversified source® under consideration, but also the 2 ilabity (]);;en:ﬁciaries. There is no standard
very small. However, too much myls; E;fcpunt of any one cause is bound to b Ofthe community as also the a.ttitudes ogthel; result, depending upon the set of
leads to unnecessary cost ofconectiosa;:ity Pf;taxes is also to be avoided. TH? fox?nat or pattern of these attitudes an é;samount and variety of State services
Tn general, we must remember that Violates the canon of economy. attitudes of community members: 2 &' vd benefits:
ofasociety and should, there fore ﬁteiltlaixtssh'ucture isapart ofthe economic orga nizaﬁon; may yield divergent measures of deer‘: toa n ot addition to Of reduction in
. ] 0 . . 4 N . .
| tl;at does not satisfy this basic condition can‘tl,zr:? economic philosophy. No tax systﬁ‘u @) Xt is possible that State services ma;; . :ﬁ us what to do in this ¢ase.
\ 1deas regarding what shoulq form a good tay Sys?enecll, agood one. Qver time, theref© national income. This theory does no . ond fie quently it is very difficult to
; 3 . mHave undergone an evolution- () Several State services have SPillozerufafr{;ny ‘heir losses and gains. For example,
S BENEFIT APPRO ACH\___,/ pinpoint the losers and gainers 4 dgnts ofa locality islikely ©0 havea beneficial
This OF TAXATI ON Provision of health services t0 r‘?;;lbouring coloniesas well. Agailﬁ ifasium ar;a :
theory proceeds : impact upon the health of the 1€ 2. - in nearby palatial houses may be
relationship betweel(l) l::xh;:s zum PHon that there ig pag; call is improSed by the State, some Ofﬂlot%eeilthw;gtheir comparatively ‘higher’ status
services to the memberg ostCir S aud the State, e State yan exchange of contl; / happier for it, while some others may
in proportion to the beneir, reety' and they contribute tg thprowde.s certain good> . has been compromised. osers are 10 be compensated by the state
place for issues like €quitable cfie;:ied oy them, In thig Quizﬁnancmg of thes® supf o’ (V) This theory does not tell us whether the 105
recei Stribu . Yo ere ) t. ) IR
el‘;d ’I;ries taken to represent the batlfm ofincome apg wfa]tl?zizsset uP;l:h b erleﬁi _ ornot, and if so, who pays fof that: {from State services is a subjective thing,
InannA . theory over] S1s for distribyg; - Instead, the % Since ; . : efit denve : be possible to consider
Check Your Progress growth or econom: r.o.oks the possibley uting the tax burden in a SP° ! 4| thers In the ultimate analys1S, beﬂ. . it Atthe most, it may be po
5. What does the _omlestabilization iy g co % oftax po icy for bringing about €60%° sf“’ i 10 scientific way of UARYY” ) g,
canon of simplicity Services supplieq untry. gingabou ™e proxy variables or widely 8PP . or of the benefits received from
* tand for? category consists Y the State may pe g s oftenusedasanipAeTH d without
6. Whatis a good this case oy of those Services to wy; Y be divideq into . The th For example, income is often and its economy cannot be preserve
; taxation system? o o member of the oo . o0 (e pringp two categories- I Bl 2 State, This is because the s0Ci€ 5o earn and consume 1ncome and possess
l conmbut? o the State Teveny ety “Onsumes P ©ofexclusion does not 2} o‘lld fate Protection. Members of the society can] ws to that effect and enforces them. By
category is the op ©Inaccor . °S€ Services and. therefor® > 4| °d enj ' e State makes @ . \nal to their income and wealth.
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This was the stand taken by Adam Smith when he said that each individual oug.ht 10 |
contribute to the public revenue according to his ability. Smith equated relative abillty i
pay off the taxpayers with incomes which they respectively enjoyed under State protectiol:
Thus, in due course, the benefits approach gradually came to reflect a philosophy that
taxation was basically a payment for the protection provided by the State.

It is, of course, interesting to note that even this narrow reasoning peﬂnitt"jd‘
contradictory results. Diametrically opposite opinions were expressed as to who was in
greater need of State protection, the rich or the poor. Thus, while Rousseau and Sismond
argued that the rich needed greater protection of the State, John Stuart Mill and othe®
thought that the poor were in greater need of protection from exploitation by the I iCFl‘

Thus, while one group of thinkers advocated progressive taxation, the other was g
favour of regressive rates.

In late nineteenth and early twentieth centuries, the Benefits Received Theo
was put to an additional use in simultaneously determining the optimum level of St
activities and optimum distribution of tax burden. To this end, the concepts of dema?
and §upp1y schedules were extended to demand for and su{nply of Stali ervices 4
varying details. In each model, taxpayers were treated as buyers of State - ices Wi
respfactive demand schedules and the government was treated as the gy S?v £ thes*
services. The basic problem was that, in several cases, it was not possibll?z(: Zlfenniﬂf

demand schedules with any precision and taxes had to be ch 0
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and the richer less. It is the equitable distribution of sacrifice which leads us to recommend
that the richer sections should pay more taxes.

Voluntary Exchange

In 1896, Knut Wicksell (a Swedish economist) provided an ethical footing for the Benefits
Received Theory in the form of voluntary revelation, by taxpayers, of their demand
schedules for State services. He defended the Benefits Receive Theory on the ground
that it allowed taxpayers to opt out of a State service. His basic tenet was that a tax
system should be based upon voluntary and unanimous action of the taxpayers.
However, this suggestion suffers from some inherent drawbacks.

(i) Self-contradictory: If division oftax burden is to be‘based iny upon vollunta_ry
disclosures by the taxpayers, its role to bring about ec!mtablf: dlStI'lbuFlor,.l ofglcome
and wealth is ruled out. Wicksell admits thatan equitable income distribution is a
precondition for his theory to be applicable.

(i) Revealing demand schedules: As of now, there is no eﬂ"ecti\_re and reliable
mechanism whereby the taxpayers can be forced to reveal their true de'mand
schedules for each State service. Various voting models propounded by thinkers \

end up as theoretical exercises only.

Lindahl’s Solution

benefits received approach was provided within

Aformal and rigorous formulation of the e it Ttk b Sweddi

aframework of voluntary exchange theory 0 :
i rvices, say A
in 1919. He assumes that the society has only two consumers of State se y

i hthatif
and B. They are to jointly bear their entire supply cost 1n0urrgld llaly tliisitlz :L;:l b bz; tlh
A pays more for it, B has to pay less and vice versa. He.d Sriafer o e
consumers reveal their true demand schedules for the sai
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Public Revenue Firstly, it starts with a case of two individuals in which each individual bases his Public Revenue

Self-Instructiongj

I.
| |

Lindahl’s theory has been explained by Howard R. Bowen with the help Ofag'é
simple diagram (see Fig. 3.2). Let SS” be the supply schedule of the State services i theji’
sense that this is the per-unit cost of their alternative amounts. Let there be two member)
of the society, A and B. A has a given demand schedule for the public services. Keepio§,
in mind the fact that whatever be the supply of State services, they would be consumed
jointly by both A and B. Mr A agrees to contribute different proportions of the cost 0%
supplying those services to the community. Larger the proposed supply of the Staté.:(-
services, smaller is the part of the per-unit cost which he is ready to bear. Of cours®)
whether his absolute contribution would increase or fall depends upon his elasticity for)
demand for the State services. Thus, for a supply of less than OM_ units of Sta%
services, Mr A is ready to bear more than their full cost. For supplies lgrger than OM@
his desired contribution per unit is smaller. For example, he is ready to contribute 0“1?,!?
NE per unit (out of the total cost of NG per unit) of the State services when their supp!}
is equal to ON. In the same manner, the demand schedule of the individual Mr B is foun?
‘out. Now since, for exarpple, fora supply. of ON of State services to be jointly consut® h
by both Aand B, Mr A is ready to contribute NE and Mr B is ready to contribute M
therefore, the State can collect a tax revenue of NQ per unit of State services. The poll‘tr

Q, therefore lies on the combined demand schedule for State services, In this way,

| vertical addition of the two demand curves we can get the community’ :
. \ ) ty’s demand sched®
for the State services, namely D D *. Now note that at ON, the cost of supply is only Nga

per unit. Sitilce ;he State is not interested in making a profit out of the supply of servic?
it respects the desire of the taxpayer and increases th [ ,
increased supplies, each taxp e supply of State services, But ¥

ayer is ready to contribute a smaller proportion of the c6*
Eventually, we find that fora supp ° prope e o)
by the taxpayers (MJ+ MK pply of OM of State services, the combined contribut’

No basic difference to the ar . )
the law of i ' minichs gument is made if the Stat ' ject:
only chan;cr\:iﬁgg.or d Shm,g Costs resulting in a non-hori;: crvices are Subje. Ut

Toem the proportion of taxeg contributed by ta ntal supply curv §

Thus, Lindahl’s theory (as explaj Y taxpayers. Pl

ananswer to two questions, namely, gheltl)lpet(il;l:;olugh Bowen’s dig gram) tries to provl. 0!’
taxpayers, Lindah|’g r:;’:(l)of State activities and allocat®’ a[

urther, each of these functio” 1,1‘%'

. W ‘j

nnot be easil satlsﬁed

ra . y ;

Lirnitas: usethere are boung to b: ?nsfg(:h complicated theory) difficult *° o

Imitations of Lindahy Solutig Tmation gaps in our speciﬁcations.
n

especially bec

Lindahl’s sofyti, | /

, N suffers ;,

particu] omall |
arly the non~availability oftil;g{(e)zlggls Which mathematical models suff* 6"”
useab

Seable data,

| Withthe determination of indifference curv

demand schedule for the state services on the assumption that the contribution of the
other individual to the cost of supplying state services is given. Such a state of affairs
creates a situation analogous to the determination of price under duopoly and is not likely
to yield a stable solution without highly rigorous assumptions, and that too would depend
upon the position which is assumed to exist at the beginning and our assumptions regarding
the bargaining strength of A and B.

Secondly, even if all the functions are specified and stable, the actual solution
becomes so cumbersome that it is of very limited practical value.

Thirdly, it is totally unrealistic to assume that we can ever know the true preferences
of individual taxpayers. By definition, public goods, to which the principle of exclusion
does not apply, are expected to be in the public sector. Since no individual can be denied
the use of such public goods, each taxpayer would have an inherent tendency to understate
his preferences for them. This means that in the case of public goods, every individual
has an incentive to be a free rider. Brown and Jackson add that in a small society, the
contribution by each individual to the total cost of supplying a publi.c good would be
significant, so that if he tries to be a free rider, the supply of the public gf)od would be
significantly reduced. It implies that there is a disincentive ff)r conf:ealmg one’s true
preference in a small society. Ina large society, .however, the incentive fo.r gqncealmg
one’s true preference and an effort to be a free nde1: assumes grea.tter possibility. In thg
case of private goods, on the other hand, the incentive for distorting the p'references is
greater in a smaller society. Brown and Jackson think, however, that even m.the case of
a small group, voluntary agreements are not likely to produce a ?areto efficient supply
of public goods. This would be caused by the fact that even in a small group, each
individual would reveal his preference (so as to geta share of the public good) and
misrepresent his preference (o as to minimize his share <.)f its cost). Ordinarily, therefore,
neither a set of decentralized markets, nora central planning system, nor aset of voluntary
agreements is likely to produce a Pareto efficient supply of public goods unless the

taxpayers reveal their true preferences.

Fourthly, in actual practice, individual taxpayers l}ardly geta chancg to express
their preferences. Their preferences are exPressed on their b§half:fy the legislatures or
the executive authority and such a system1s bound to be an impertect one.

; i ’ makes an unrealistic assumptibn that the distribution of
Fiftly, Lindahts Ao validity of this assumption indicate the fact that the

re-tax i e is optimal. The non
gemt:nxdlzzﬁgfmlesl;ﬁndividual taxpayers cannot be expected to represent true needs

| and preferences of the society.

donthe assumption that the State activities are

Sixthly, Lindahl’s theory is base gh public borrowings anduse of the printing
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the price ratio between public and private goods remains unchanged. Obviously, a change
in price ratio would generate a new marginal valuation curve.

Eighthly, Lindahl’s solution ignores the fact that the very existence of State means
aresource cost for the society. This cost has its own floor level below which it cannot be |
pushed. And this floor level itselfis determined by several exogenous and endogenous :
variables. One such variable is the minimum size of the State machinery, its cost and its |
efficiency. Another such variable is the internal and external political situation faced by |
it. Thus anunpredictable and, to an extent, an indeterminable cost of the State and its
primary functions has to be recovered from the members of the society with no referenc®
to their _demand for State services. In addition, a resource cost has also to be incurred 0%
extracting the preference pattern of each member of the society. N
RS R res oot pivate goods ore 7y
assumption that these prices r;:main ur:lai(’:flflzrves S goqu amtiiohey

cted by scale of their production. In oth®f

words, the solution of the problem has to be a s
» the so simultaneous one wit ition the!
all these variables are interdependent. e e

; Lindhal’s theory, which is a refinement of Wicksell’s th
telling us the way a society should choose an optimum level
the way the burden of their provision should be shared be
m practice, as seen above, there are various limitations o
Lindahl’s theory is couched in partial equilibrium te

made by later economists to extend it to the field of general equilibrium, but they are al

b : : :
; :;ii :ipdoen rz?:;ef stt;ngent assumptions .. Since the main emphasis of Lindahl’s theory”
: I determining an equitable distribution of tax burden, it implies the!

eory, is primarily aimed?
of output of public goods 4
tween members of the socie:
f'this theory. Moreover, in itsel!
rms. Various attempts have be?|

;1 be expressed regarding adjustm‘f111
ed.

Limitations of the Benefits Received Approach

without any necessary quid p

2. ltis impossible TrgHa),

; to quanti ’
society. Benefit ig ucllti?;:tlf{ the bgneﬁts deriveq by indiv: offh‘
Any proxy variah Clyasubjectiye t; Ndividual members ™

: - leused for this "8and cannot be estimated dire®

. 011'
always be subject to discts® o

May be arrived at on account i
8. Thus, some authors take 11 dg"

PUrpose wj|

tS rece; ,
not lopk into f eCelVe(.i..].n 1tse]

he ex
. . e
to Maintajp that the bndl

f, this is a questionable” o

ture pattern of the State, For € g

enefit of d
of State services derived

. Ttisequally questionable to ass

. It must be remembered thata

individuals would be equal with one of them getting a State pension of T100 per
month and the other earning that very amount by own labour. :

It is assumed that the benefits derived by consumers of State services are

independent of each other. It means that the benefit that any individual enjoys
depends only upon his own consumption of State services and that it makes no
difference to him as to who else is consuming them and how much. This is a
factually incorrect statement. We all know, for example, that the satisfaction that
one derives from his income depends not only upon his own absolute income, but
also equally upon the income of others. Moreover, there is no way of knowing the
nature and extent of this interdependence on a priori basis. Arich person may
feel better on account of the fact that his income is far bigger than those of the

others. Or he may feel depressed because there is poverty around him. It is

highly unlikely that he would be totally indifferent to the income received by
others. In the same manner, the benefits derived from State expenditure do not

depend only upon their absolute amount consumed by a given individual, but also

upon how he views the consumption-shares of others.

. This principle falls foul of all welfare activities of the State which bring in any

distributive change. ‘For example, the benefit derived by an old-age pensioner
from his pension is definite enough, and the benefit of service principle would
require him to returnit to the public treasury in the _foqn o_f a speglal tax. ’. Though,
quite erroneously, this principle assumes that the distribution of income 1s a?ready
PIOper, still such a proper distribution might be the result of Fhe State activities
themselves. If the State taxes according to the benefits received, the net result
might be an improper income distribution. Therefore, the agsumption that income
distribution is already proper is obviously erroneous. Animportant objecti've of
most fiscal policies is to bring about a shift towards wha? is c01-151dere_d an eq‘ulta_ble
income distribution. The benefit principle milita.tes against this posm.ble obj ective.
The relationship of the State with its citizens is reduced to a semi commercial

level only. .
ume that the income received by a member of the

society is directly connected only with the benefits received from the State. The
xact relationship between the income of an individual and the valuatlox_l ofthe
Eeneﬁts received from the State services is not always clear and quantifiable.

i -4 that income is subject to the law of

1 one angle, 1t may be said t . : :
L‘o O'k E':d ?t fm;r inal uti%ity and as a result the richer people derive proportionately
iy tivities. It may also be asserted that the poor are

lesser benefit from the State ac ‘o be saved from exploitation by the

. the State protection s0 as SR

in greater pee(il Ot;he -~ hlajis to enact all kinds of labour legl slation anq enforc'e

ECh- o %:Z (z;her view here could be that the richer sections can enjoy their
he same.

i ir rights. If the
i only because of the State -prot‘e(?tion of their rights. I
‘évtzztlétgeizgogncizgzlleiriights, they will lose thus pr1v1l§ge. illze;eif;)rer,;?; ;C}‘f;
sections need and get a larger measure of State. Protectlolill. . ;ichir classés o
know that enactment of various laws an.d.tradmons ena az ditfi:onal e
have much wider and proﬁtable opportunitics of acquiring

inadequate.

0 iti oor are always 111 , i i
REorediolbey society is notjust the summation of its 1n_d1v1fiual

have the tradition of insisting upon, & Soc1epy 18 &1

members. As German WIIte own in addition to being the sum total of its

organic entity, having a soul of its
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|
members. Accordingly, there are many benefits and costs which cannot be ascribed }
to any particular individual or a group of individuals. The existence of the society |
g tl?e nature of some goods is such that there are externalities of those g00ds ‘l
Mention has already been made of such externalities while discussing public goods.|
The problem, therefore, remains that of assigning the net benefits and the taX’
burden. There are certain State activities, such as those helping the economy in

1ts economic growth, which cannot be quantified at all much less ascribed to |
particular sections ofthe society.

7. ?&2‘;“:;12‘;2 ‘;asl‘:: Pgople suffer from a lack of complete knowledge. A particul®
but it may not bZ Wig F-elz: help o SPCiEtY o htendiu taxPayers’
e 'ely known. In India, for example, quite a few villagers may|

O appreciate the benefits of polio vaccination and similar other health |

measures. It will be misleadin
be voluntarily opting for the pg onour part to assume that these villagers WO!

offer to pay for the same,

8. Amodem €conomy is generall
the case of underdeveloped ec
case of developed economj
government in this sphere b
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y face_d with the problems of economic gr owth 3
onomies) and/or of stabilization (especially in
es). Benefits approach is not able to guide !
ccause the benefits accruing to the ecofc';lm)’ as’

amongst individual memb
9. The Benefits Received Theory does no —

take up a more rigorous and formal state

society.

mtbicgme more acceptable even if we
A ent of Erik [ : > o
Irllz(t:i;;sﬂa;lel i:3 that t?alch taxpayer should reveal his trye ;I:-S?E}:rlé; mda}?l ° app.‘roﬂa\‘
abetteI:% OSit&i‘.g:l%a li/l when each taxpayer finds that it may be ;sssl_birstly, it r.I;\:f‘
bl s Y showinga lesser demand for State services (0:‘ eito aChlds)-
B ¥, ltbecomes a question of the strategy and bargaini s 260 (

gle equilibrium solution becomes ay: gaining power and !

Bten i ailable. Secondly, the prob] Jl
plicated when the number of taxpayers is rgore teliz:q)ectv:)mzss i
0, 42

always the case. Wj
ith a large number of taxpayers, any individual taxpayer vl

abur
not a market .- HrCaucracy
Process in whyi I'some gy S a0
each service and it Which demang h other method, but it is cert t §

. and
Furthermore, (o S Price to pe Supply forces determine the Xt o

1 mal
determineg through

i char i I‘

S0 points gy tagaer? from the individual Consumaf /
si _fro‘m.the fact that the State bY %ﬂﬂp
»anindividyg] also changes his 0V

tha

rovision of these health measures and would 815°

while taking decisions about the taxes. In the latter case, he does not go by his
own individual interest only. He also has in mind the political factors including
what type of society he wants to have around him and the way in which tax
contributions can help in its building. ;

11. A general objection to this theory is its non recognition of the objective of equity in
taxation. Though it is occasionally mentioned, it is not generally accepted as a

part of this theory.

12. Similarly, in this theory, the relationship between the government and the public is
reduced to the one of a semi-commercial nature. Several basic functions of a
good government like helping the needy, protecting the helpless and so on are
ruled out in this theory.

13. This approach does not tell us what to do if tax collections based on Benefits
Received Method do not match the government expenditure needs. Should the
government then resort to budgetary savings or market borrowings? Also no
interconnection between tax collections and other sources of government revenue
like gifts, profits from currency and so forth, is brought to the forefront.

14. Different economic units are interdependent in an economy through their n.lu_tl.Jal
economic transactions. As a result, the benefits or losses of government activities
seldom remain confined to their first points of impact. Almost invariably, there are
additional rounds of benefits or losses to the economy. This approach does not
advocate taxing the secondary, tertiary and later beneficiaries.

15. The benefits received principle of taxation is based upon the assumption that
market mechanism fails to supply goods and services which have a quality of
publicness in them. It assumes that these goods and services are so .important
that arrangements should be made for their supply. This, in tl_lrn, implies that the
State should undertake the supply of these goods and services and charge.for
them from their beneficiaries. Samuelson has bt_aen a strong_supportf:r of the view
that only public sector can supply those goods which arenon rivalrous n producn:an,

ies that its consumption by one does not deprive

The latter characteristic impl su _
thers from its use. However, this characteristic also leads tp the mferenc? that
e d. therefore, it is not possible to establish a

its marginal cost is zero an i . :
correspgndence between its cost to the supplier and the benefit to its users. This

i i ino the supply of a public good on
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ils-lz(;;é?;:istics of publicness, but also retain them. The Paretian type theorizing of

i i s debatable in this case,
imizati hed in static terms become :
welfare maximization couc . _ ol a
since the characteristics of publicness in many goods tend to vary

; mption.
techniques of production and areas of consump

3.5.1 Ability to Pay

; LT
This theory has enjoyed widespread popularity lr;frt:St;te.
E?Fticmaﬂy it sub-serves the A oga ?Od;nclix Smith, J. S. Mill, among others. It has

this theory eau, J. B. ©a¥; )

ry include Rouss€dt

i iptions li essive
ni 1 policy prescriptions like progressi
Cnuseq - -a] underpinning for severa e e
Xation r:;’ua ?eoirl:t;jsome anrg wealth inequalities, and removal of regl sp
sTeduction

m sixteenth century till date,
The well-known advocates

Public Revenue

NOTES

Self-Instructional
Material 89 |




Public Revenue

NOTES

Self-Instruction
2 !
90 Material £

! This theog views tax liability in its true form—compulsory payment to the State
Wllt}iiout any quid pro quo. It does not assume any commercial or semi commercid
:a; t‘;‘;i?fubsft;;zr:l thehState and the t?itizens: According to this approach, a citizenist
determined by his relsaii fisgand s _relatw.e share in the total tax burden is to %
as long as the Benefits ;\e paymng capacity. This doctrine has been in vogue for at leaff
Seligman. This theo wzc":%d Approach. A good account of its history is found”
conformity with theri)(;ea v (:iund tobe supp orted by socialist thinkers because of 1
received an equally stron Sgin et OfJuSt_ice and equity. However, the doctrin®
of the theory of welfare egcori?r?lli.::gom v s L and bocathc paﬂl
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e There can be a difference of opinion as to what constitutes the ability to pay of
the citizens. The index of ability compiled by us may be an objective or a subjective
one. An objective index may be based upon income, expenditure, wealth and
property of the taxpayers, or a weighted combination of some of them. Similarly,
a subjective index may be compiled on the basis of those variables which are
identified as relevant for equity and welfare. Either way, an ability-to-pay index is
supposed to enable the authorities to distribute the tax burden between members
of society in conformity with their comparative ability to bear it. Its expected spill-
over effect is minimization of aggregate sacrifice by taxpayers.

(A) Objective Indices of Ability to Pay

1. Property as an Index of Ability to Pay

There are several limitations and conceptual difficulties in adopting this objective index.
d may be used only to supplement other indices. It

By itself, it is an incomplete index an only to .
has a meaning only in an economy which has the institutions of private property and

inheritance and in which, therefore, decisions of saving and investment are [.Jrin}arily in
the hands of private individuals, families and the corporate sector. These institutions
provide a great incentive for the will to work, save and invest. If property is chosen as an
index of ability to pay, these activities are liable to suffer with adverse effects upon
capital accumulation in the economy and its growthrate.

are quite high, they would eat into the property, and the
ent activity will be all the more severe. It must also be
country, where the volume of such taxable property
lities of wealth are great, this revenue resource is

Furthermore, if tax rates
set back to saving and investm
remembered thatin an underdeveloped
is likely to be small, and where inequa
very likely to be both inflexible and inad

Property by itself is bound to be an incomplete index i_n many cases. Some
properties yield more income than the others, and some donot y]t?ld any income at all.
Therefore, considering the ownership of property to the exclusion of other possible

indices of ability to pay isbound tobe misleading. bosorye 3
st as property should not be chosen as the sole index ot abulity to pay,
it shouﬁorzfgzrié; out (I))f aiy index either. This is so even wh?n Zqi.ne ffopeft;s doﬁnot
yield any income, Since their very existence adds to the owner’s i Lty (l)dpgy. S0 (tm;
the point of view of welfare, concentration of economic pqwer should be prevente
ities of exploitation and leads to unequal
opporie owners are also known to be able to

. the citizens. Property : :
’fihe economy to their advantage. It is for this reason that
s should find an jmportant place in any egalitarian tax

equate.

. economic
because it generates

economic opportunities fo
Manipulate the working 0
taxing of gifts and inheritance
System.,

- In conclusion, we may say, th‘a
the sole index and source of 1a%a10
Any good tax system will take into ac

Which it confers upon the owners and W

venye,

¢ erroneous to rely upon property as
ally erroneous 1o leave it out.
rty ownership and the powers
mportant source of public

it will b
n, but it is equ
count the property @'
ould consideritasani

s an Index of Ability

umption expenditure derive
ore tax and suffer a greater

: Consumption Expenditure 2
le with higher cons
fore, they can pay m

Cho:
hoice of this index assumes that p¢oP
Aller marging] utility from it. Ther®

§
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reduction in their consumption expenditure without losing more utility than those whoar
spending less. By implication, it is also assumed that levels of income and expenditure of
taxpayers rise and fall together and, therefore, taxpayers with higher expenditure ar
those who have higher incomes. Furthermore, expenditure drains resources of the society
and, for that reason, ought to be taxed. But in spite of these arguments, it is not?
satisfactory index of the ability to pay. For various reasons, it is a very difficult index 10
compile and still more difficult to administer because of problems in estimatioé

consumption expenditure during a given period of time, Use of some indirect taxes K¢
excise duties and sales taxes as proxies of tax on consumption expenditure implies tha!
taxpayers can be classified into abilj

i ifi ty categories according to the goods and servic®
ey consume. But thIIS is frequentlynot so. Moreover, several indirect taxes can be
- quite regressive in their nature,

Some critics claim that it is questionable to
consumed, and |

butnot as its sole component,

3. Income as the Index of Ability to pay

Income is one of the most accepted indices of't

respective incomes of the taxpayers, H
point of view of ability to pay, is subj
conceptual points have to be clarifi

According to this approach, a
larger tax bill and vice versa. Asama
(i) earned income, and (ii) unearne
forth, and may be subjected to he
which should be considered for t
monetary and non-
conceptually speaki
netincome should
thatincome.

citizen receivinga |
ttf:r of detail, incom
d income, The latt

arger income is made to foo
e may be divided into two par[ s
e er 1r}c1udes capital gains and 3
it '][?1? ff\lso, 1t1s net and not gross inco?
- Ihisis becayg
) : €normall s (b°
ng, leimr?i)s :las\;e to be incurreq ¢, €arn an inzsazf egjlili?;r ’
mean his grogg inca bart ofonefs real income. Accordinty, a pers?”.
ome plus leisyre minus €Xpenses i o g 104
ncurre
Limitations
However, net income,
tax paying ability, It 5

1. The ability to 4

: Pay of 3 tax i

Income. Persong hayi Payer is as mych S

ability to pay, VINg same ing oy but d i?;e“dent upon his needs as o
2. Abilityt Ntneeds do not have th°

It iS SUbJe

of its subj

€ven when meas

ured in thig i J
S0 Srigo . . - de*
Suffers from, , Number of liriitrz:)tlil;;JV s ot ideal 12
8.

Pay depengg Upon Margina] yjj;

Ctto quick variar 1
0 -t : a
Ariation on seye| g Money which is a tricky ™

s
eCtiVi i 0 Gﬂ
by Unds and canpof pe quantiﬁed g

o

3. The income as an index of ability to pay appears far less relevant in the case of
corporate incomes. An individual or family mightowna num.ber of small enterprises
and thereby acquire a large amount of income: }"&lternanvely, a large business
may be owned by a number of individuals or families, eaph gettinga SI.‘naH amoun;
of income. By implication, corporate sector may be subjected to a uniform rate o
income tax.

4. In the same manner, it is difficult to use this index in i.ndire_cF te}xes..S'mce mdlre(i';
taxes are collected as taxes on commodities and services, itis implicitly a;s;;me;
that the consumers can be classified into homogeneous groups of equal ﬁ i 1f_jybo
pay according to the types and quant‘itif:s of good§ and services purchased by
them. This is obviouslya highly unrealistic assumption. : o

5. A comprehensive indirect tax on both goods anc.l services mbgllfes t1t still rgcér;

| difficult to structure it in conformity with tl}e prmplple of,a i _1ty 0 pay.

s and identified ‘sin goods” which are subjected

mmodates very few exemptio . d it ‘
?c? (;Openal tax rate. If exemptions and ‘sin goods’ are ignored, GST boils down to

a proportionate tax on consumption expenditure. ;
derdeveloped countries, it may be partially correct to assume that luxun_cies
6. Inunder dmainly by the richer sections only. Buteven there it is not necessarily
are purchased main’y by en very rich residents are not likely to have

Wh i icity, ev :
Where there is no electricity, _ :
IS‘ZﬁigeratorS or air conditioners etc. In advanced countries, the difficulty arises

from the fact that consumption pattern is much less indicative of the relative
om A3 :
. i tizens.
aying capacity of the c1 . .
i these limitations, income as an index of ability is more

in spite of all ! .
However, 11 sp ¢ still satisfies our a priori expectations to a great extent.

ling than other indices. I i atex
o ; : tice. however, it iS helpful if we adjust and determine the ta}.( hat?ﬂlty at
ice, : i _ |
. lanraIC based upon income, consumption, wealthan@p.ropf:rty, gllt;sl ?ng lllnhemtanr;ff
muI.tI ple ejve asnd uneamned increments and so forth. Also, it 1s still helpful if the syste
capital gamns

taxation includes both direct and indirect varieties.

(B) Subjective Indices of Ability to Pay

1. Assumptions

he ability to pay proceeds on the assumptions that a taxpayer
htothea

i ) - he does
Subjective approac ifice by paying the tax. Itis assumed.that .
undergoes a hardship or suffers2 Szfclmtribliing to the welfare of the society through

i thei » ifice of
EO;[ o bertg o 'th?t::li?ﬂtgfz}arious activities. Also, 1t18 assumed that the sacrifice ofa
elping the State 101

: id by others.
ta ds upon his own tax Jiability and isnot affected by the tax paid by
xpayer depends upo

2. Equity versus Welfare fin
The question of determining tax Jiability of indivi ) | oy
f;;l;z;;): i‘escLUiutya?ll;de{glr);V;il;ied b them.siqzzgi?;lxéirxep;;}:‘; put together.
mfilI::iIniZing (tchlthe eXte?tf:;;iglc? t:;;%tgsr e(??tgifferent interpretations and one such
mtelgr(;?:t?))rtl tc:ail‘liee%ﬁith the welfare objective also.

dual taxpayers may be considered in the

The goal of equity dictates that sacrifice undergone by
re. 1h€
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3. Equal Sacrifice

The term same or equal sacrifice may be interpreted in three alternative ways, namely:
e equal absolute sacrifice,
e equal proportional sacrifice, and
e equal marginal sacrifice.

Dalton adds a fourth possible interpretation, namely, constant inequality of incomes. It

means that the inequalities of incomes a i
s between different taxpa emain the
same after the tax as they were before the tax. BRI e

Out of t i 7
f these four alternative meanings of equal sacrifice, the one tel‘med

Equal Marginal Sacrifice also |
T eads to the Least Aggregate Sacrifice which is the

Correct Meaning of Equity

As Dalton says, ‘ Prima facie, it is not clear. on ground i i
ol “Prin : ,on gr s of equity, whic ur #
knzwpt lf:‘?ll;ri‘;% ﬁ“mﬂlcl:; appt!.ymg any of these principles, or intzyrpretatl':o?'lzﬁiszeh?ve .
e nt .(;. mco_me of each'taxpayer. That is to say, we m ! t know the
N gi Mu ility of income v'anes asincome ofa taxpa’yer ch i This i8
y area. vloreover, any precise conclusions regarding the d?:i%.?cs)'n of ta%

burden between taxpayers in ac i
. ' cordance with thej i ili
derived only if on the basis of two assumptions naiflgl;?specnve e e i

e utility can be measured in cardinal terms and

e it is possible to have an interpersonal comparison of utilj
1
Factually, both these assumptions are hi &
found out of the difficulty posed bythesea
sense and plausible assumption of similari

gl_]ly unrealistic. But so
Ssumptions. Accordin
ty of income-ytj

me way has to ¥ |
ordingly, we make a commo?
lity s_chedules. This assumpti®”

Sunllarly Lemer
T > asserts
Capacities to enj oy inco .

: me, it stjl] po; ydifferent ingjy; . ceorel
:qua!lty, but 519w1y, 50 that over Pt?llnts towards th dividuals have diffe" ’
0 enjoy large incomes, Ime the lower incq

However, while agr

eeing that it :
may offer the followjng Observaifonot possible tg
. n

have obiect; '
@ Equal Absolute i Jective measures of utilits’ %

Sacrifice. T1.:
the same amoup ce: Thi

s
tofutility g ¢ eans that eacly g

from income 1, hat the g tax 3 i
efi ed Payer is made to sacv’ ..y
taxpayer, § OI¢ tax and the utilj lftjere ce between ¢ ° uti D
ymbolica 1ty of nthe aggregate V" 4

d lly, 1 ncom gt of)
enotes tota] yj|; - D) -y € after tax is the same for € U

] Y 1 - §
after tax, If dotgtrmden()tes inco 1) should be the same for all, wh"

some tax, N one wij|

eis app]j Clore tax Y
PPlied, each e > and (Y- 7) denotes i1 o

€rofthe S0ci ; at
o
EXemptiop_ tety will pay

enjoy comple

(ii) Equal Proportional Sacrifice: A

However, it still remains to be determined whether tax rates should be
regressive, proportional or progressive. The answer depends upon the behaviour
of marginal utility of income schedules. If we assume that marginal utility curve
of each member of the society is (i) located at the same distance from X-axis,
and (i) it is parallel to X-axis, (the marginal utility of income is constant for all
incomes), then it follows that each taxpayer should pay the same absolute amount
of tax. This will mean a lower rate of tax as income increases, that is, regressive
rates. On the other hand, if the income utility schedules fall, that is, if marginal
utility of income falls as income rises, then with rising income, tax amount will
have to increase to represent the same amount of sacrifice. When the rate of fall
in marginal utility of income equals the rate of rise in income, proportional
taxation will result in equal absolute sacrifice. On the other hand, if the marginal
utility of income falls at a rate faster than the increase in income, then the equal
absolute sacrifice will require progressive tax rates. It should be noted, however,
that unless the slope of the marginal utility curve is known precisely ever the
ove conclusions cannot be drawn.
ccording to this principle also, no one is exempf
from sharing the tax burden. Each taxpayer is supposed to sacrifice the same
percentage of the total satisfaction which he \?vould have dertved from his income.
Symbolically, it would mean that the tax liability of each m‘dmdual is determined in
a manner that for his income Y, [U(Y) U(Y - 7))/U(Y) is a constant. However,
while in the case of equal absolute sacrifice, we WEIE a_lble to lay down the rules
of progressive, proportional or regressive tax rates (with reference to the rate at
which marginal utility falls with an increase in income), such an easy generalization
is not possible in this case. Here the relative rate of change in n.qargin.af’ and
average utility of incone will have to be looked into. Ifthe marginal utility of
income remains unchanged, then equal p'roportlona} SaCI‘lle:e wopld call fora
proportional taxation. On the other ha-nd, ifthe margma} utl}lty of income falls,
then we shall have to look at the relative pe}'tferl_tage shifts in the matrﬁgnéal ?nd
average utilities. Ifthe decline marginal utiity is of e B fﬂtlite i efclir}e
. e utility then propomonal tax will s.atlsfy this objective. Ifthe fall n
e avc?rag Hitvi faster than the fall in the average utility, progressive
the marginal utlityisatarse, o . i ility is at a rate slower than

.~ il be called for. Ifthe fall in the marginal utihtyisata \ :
taxation Wil 3 ive taxation will be needed to satisfy this
the fall in average utility, thenregr o

criterion.

relevant range, the ab

ically also. In Figure. 3.3,income is

i be presented graph _ _ :
Thgalove R E 1 a?xis and marginal utility of income along vertical axis.
the rate of rise in income, then the

along horizonta
measured 5 he same rate as .
I that for each point the rectangle

If mareinal utility falls at t

margifal utility curve wouldd?iaci;a;:rlg fltlectwo " ex bears the same proportion
formedyhe s 00T, e poin The cquaion of s L

i U(Y)=Y{ T, vhere U@ ad U)o bt origin O

glfv‘en il U’(}If}l)/ dY : Let 315 ciraw a straight line Qassmg thflougf45 :: \;it 1% eac};
(i)ntleriggzifg tilzriinez‘)fpr()portions 400 fom}:rmfghn r:z)niﬁt(‘J:?D(.)Then the line of
axis. Also, let a rectangular hyperbola s pass1t (1)1 er%ola to the left of Pand
Proportions CPD would li¢ he rectangt a;.ygal *- rifice, we have the
aboli it to the right of P NOW for equal proporto des with CPD. the income
folls : 12 gtg otnli ;;E) < Ifthem ginal utility curve coincides W )
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;ﬁﬁ?}i:ﬁ?ﬁ;ﬁﬁ?iﬁ?ﬁa]; i;f it falls more rapid!y than CPP, thel-'l .the rateS! " It is well-known that utility cannot be measured and interpersonal comparisons of Public Revenue
pleienl s Iapidlytt'lan s SYT?hOUld be regress_lve ifthe marginal utility c.urve utlhty.are pot possible. On this basis, some writers insist that the above conclusions are ‘
B T i h us, we find that in the case ofequal pr(.)pomonft] not scientifically based. In the absence of any relevant information, it is not possible to .
NOTES ekl il ut.lalwe ;0 be progressive simply because income 1Sl prove that the best way of apportioning tax burden would be to enforce equal after-tax
e ;slty' t.should be noted,. however, that Fhe ab.O_Vf’ Incomes. However, Lerner showsf that even when the marginal utility schedule are not NOTES

R mnpt101.1 that the behavml_lr ofthe marginal Utll?t)' PI:eCISBIy known, and even when interpersonal comparisons of utility are not possible,

: pe of the marginal utility curve) is known over the entit.  still we can conclude that a shift towards equality in income distribution would increase |

, range of income. P ,
/ the aggregate satisfaction of the community. Lerner bases his argument on the assumption
/ e that in the absence of definite information, the probability of a loss in aggregate satisfaction
’ ] A may be taken as high as that of a gain in aggregate satisfaction when income is redistributed.
f . However, in his analytical framework, if we move from equality towards inequality, the
(B ' ' amount of a probable loss is more than the probable gain (and therefore, the amount of
%’ probable gain exceeds the amount of probable loss if we move from inequality towards
2 cquality). Asa result, the society increases its probable aggregate satisfaction when
“g incomes are distributed equally. Lerner’s conclusion, however, rests on probability
= argument only and cannot be taken to be objectively conclusive.
g Pigou says that the right goal of every government is the maximum welfare of the
. g FOmmunity as a whole. And ‘in the special field of taxation, this general principle is
identical with the principle of least sacrifice.” ,
‘ It is noteworthy that it is not possible to directly apply this principle in the field of
5 business taxation because in the final analysis, incidence of business taxation is shifted
' to the business owners and/or consumers. Also, it is extremely difficult to structure
(0] Income | s . . . . e it o . .. 3
X indirect taxation in accordance with the ability to pay principle because an individual’s
Fig. 3.3 Marginal Utility of Income . ability to pay tax has hardly any direct relationship with his consumption pattern. ) |
(i) Etllu.al Marginal Sacrifice or the Le |
tElS interpretation of equity, the tax burESt Ahggrlegate Sacrifice: According!  5+0 EFFECT OF TAXATION ON PRODUCTION
that the marginal uti] : €n should be i
; ity of income | o¢apportioned in such a w? )
Ehymbohcall'y, for each taxpayer U(‘;ﬁ after tax with any taxpayer is the sa’|  In line with Dalton, the effect of taxation on production and growth may be analysed
uu%;ﬁﬂ;?;;;equally on the \’;velfare 2‘:1111 ould be the same. In this princip]"* with reference to the following:
1C of ¢ ; € communi e . : .
asserts, amongst otﬂlzz frt;:?testhappmess of the greatest ;‘ltY-bIt follows from f}ﬂ (i) capacity to work, save and invest; and
In mber’ ’ .
c;lmmumty by the taxation SiiUtll:Ia[t) the aggregate sacrifice 1I;F]hls plzllloio%ﬁ (ii) the will to work, save and invest. ;
:et :trli coggder itthe ultimate principle t};e least possible Musgrasosg 'ggu aﬂd An alternative way of analysing these effects would be to split them up 1nto
eobjective ofle €o taxatlon: €, rl ol . ey :
accepted view as to wﬁf gt;gr c8ate sacrifice by the ‘laljg wever, though this doctﬂﬁ‘. (i) shiftin the allocation of existing productive resources, and o
1tin . ayers, ¢ . : i : manitestati
if we assume that the mar V_Olves Interms of individt};alrS ) th‘ere isno ge.nefzsﬁ (ii)a change inthe supply of these productive resources zind use them as estations
downwards, it follows that thglnal utility schedyeg .sacnﬁce's Inthis® ol of the capacity (and will ) to work, save and invest. A itk OhieoltVour Prosress |
once that income g ot € taxation woyq e are identical and sloF | Iti Ly that different segments of these effects are highly mterdepeqdent % ksl e v
Sha_rmg the taxatiop e 1? I';le ofto the next highegl n_Wlth the highest incom® and jt; L e o 1 simplicity and comprehension that they are considered singly categories of
while alanH—taXed ing ally and go on, In he - st incom e, both Srsomes 5 | o 1tis only for analytlca‘ simp  oranhs the problem is Split up into its component parts services supplied
that this principle w (l)mes are smaller than th »alltaxeq incomes are left eqﬂ‘d W.m &r AUps. In j[he followu?g oo ir ,it should be noted that in most cases, it is not by the State.
down all aboye a certu. d be rea; zed by tay; “laxed ones, It has been sugge” ‘; p(ith- their detailed analysis. Howet\ftat,ive ooms and, therefore, our observationswould || & I:;Ez i]g_?dvcicates
Thus, al] incomes g ain leve] to that leye] ng only the largest incomes, ¢V if 1 eSSlble to assess the effects in quantt 5. we shall also fry to find out as to which tax oy Thec;l;t.y o
that leve] Ve, say, 32 » While exempyj jet” confined to generalities. In s0Me cases, : _
»and no o 90,000 4 pting all below that* as hich one has less. 9. State the main
Itisalso clear f, » WIOse incoppe Year would pe reduced by taxatif more of a specific effect and whic theme of the
taxat] at with these ass Was less than th; s i a I ; Benefits Received ‘
g 00, a conclugjop which ump 8, this Drincip] 118, would be taxed at* # Theory.
I Case 3 C1 . 5
Self-Instructiong) wevell, e S errone b neCeSSanly leads to progfese g
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diminishing returns and a less pronounced effect on the supply of a good being produced
under increasing returns. It can also be shown that under oligopoly with a kinked demand
curve, if an indirect tax shifts marginal cost curve within the limits of vertical range of

the marginal revenue curve, the output of the oligopolist would not be affected.

Allocative Effects of Taxes

We start with the conditions under which existing resource allocation may be termed al
optimum one. This is followed by an analysis of the way in which a given tax is likely t0

NOTES shift the existing resource allocation which in turn should help us in drawing certail

NOTES

Seb’-lnstruc!r’anal

inferences.

It was a tradition with the economists to assume that a competitive market economy
working with sufficient factor mobility would result in an optimum allocation of it
productive resources. Optimum allocation is defined as the one in which the relevat!
marginal conditions are satisfied. It means, for example, that in the field of productio™
the ratio of marginal productivity of a factor .
ratio of every other factor. Similarly,
goods is equal to the marginal rate of
way, there is no divergence betwee
social and private marginal benefits o
of resource allocation depends upo

marginal rate of substitution between any pair?
technical substitution between them. In the s
n social and private marginal costs and betwe®”

- N two pre conditions, namely,
(1) appropriate income distribution, and

1d remaj .l
Marshallian Reasoning main sub optim

Marshall recognized the possibi;
ty ofa sub opt; 1i . . ]
He approached t , opumalinter-industria] i ¢
b thIt)}? he problem ‘_JY comparing the effect of 5 1 Pllocation of rescify ;
¢ amount of tax collection, [fthe loss to th @ tax on consumer’s suP
tax collected by the authorities, then the shift ofine cons )
ves

considered beneficial to the society and, therefor tmentout of the tayeg industry ¥
] e,

it
om the two taxes is the same- o

Ito the ithout™ 4
to the rig Supply curve wi o0
ginal
atthe additjoy, PPl curve would keep on W! ¢

in N thf.: Supply price increases 83 y lﬂtc
Creasing retymg industry, the absofe”ﬂ
0 )

he ug utput, For thig reason, an adV? rldgf

to its market price is equal to the correspondi®é

fthe employment of any factor, However, optimali’|

%2 With a Jower elasticity. Goods wi

| °fdemand and supply of a goo

ht, the vertical distance bt ¢ 1

Drawbacks of Marshallian Reasoning

However, Marshallian reasoning has its own drawbacks. It assumes that the tax revenue
in the hands of authorities yields an equivalent benefit to the society while the loss to the
society is equivalent to loss of consumer’s surplus. Both these assumptions can be
refuted easily. Further, he ignores the effect of taxation on producer’s surp_lus. He also
makes the mistake of deciding the social priority of an industry on the 1?3315 .Of }ts cost
behaviour, To him an increasing returns industry should have a higher social priority than
a diminishing returns one and, therefore, the former should be encouraged aF t‘he cost of
the latter. However, this area of consideration leads us to infer th.at the a}lthontles ‘sh.ould
be able to pick up a judicious set of indirect taxes on a selective basis for I.'ez'il‘IZu.Jg a
desired shift from the existing allocation of productive resources. Spch a_po_ss@hty is of
great policy relevance in a country like ours where investment in high priority industries
and infrastructure needs to be encouraged.

What is the role of taxation in resource allocation as between diﬂ?e‘rent usgs? The
answer lies in the assumption that it is possible to alter relative profitability of different

resource uses through differential tax rates, tax concessions and even subsidies. This

way, cost of supplying various goods and services can be altered selectively. Differential

¢ taxation of goods and services would similarly affect their demal}d pattern. What is
5 needed is an appropriate pattern of tax coverage and rates to guide the economy’s

§ investment, production and demand flow

s sin the desired channels. But the success of

this approach depends upon responsive clasticities of demand and supply of the taxed

goods and services. | »y

Marshalliari reasoning, coupled with Daltop’s treatment of sh.anng tﬁf ta;; mt(-m-ifncef
between the buyers and sellers leads cll,IS tﬁ ;hed{nfeifyn:; :i::jt,t fli:f:;lem;ada; ;:;3};,
Su ot on demand for a good will be direc . :
Ggggi?\ifhi;fgegher elasticity of demand would be a‘ffected motre a;f;l;or :, ::ic)tllllc’;r\x;-
Clasticity of demand would be affected less by given fax raufi ;reduce . Outpl_lt P
implies that the extent to whicha giventaxona comqult)lf wgdty e
Telease resources for other industries would depend upon1ts clas A

re by tax on it than a good

oA wittligheos KL OfS]sEI;Zggglsciil:jt?fge; :1(:);111; or d};mand would not be

rces

ooy e on e nd s vk b P LSS

Wllocation, This analysis, therefore, tells us that we .sho‘ul cons1t e

. ’ e mdllre\irt;;); t(:ii shouléJ be distributed
: ati -+ oti]l fails to tell us the ; lbe

g o

¥y bet\ﬁee?ln;?;modiﬁes having same elasticity of supply b4

fand icitl d and supply.
“mand, o dities having different elasticitics of both demand and supply.
» Or commodt

"direct Tayes and Income Distribution

findirect taxation would not be complete without
SO

me redistribution. Indirect taxation is pro
he economy. This 1n turns

The g: .

coz discussion of the allocative effeC

g dering the fact that it also affe
Yonary and widens income an

cts inco tribu
d wealth inequalities 10t
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Public Revenue shifts demand relatively in favour of luxuries which, ordinarily, a less developed (?conotﬂil]b |
cannot afford. The result is a shift in the allocation of resources toward luxuries atth®
cost of necessities. Unless, therefore, indirect taxation of commodities is highly Sel?({nf"e
with reference to coverage and rates and takes into account their respective elz;lstlc.lt‘l“?S NOTES
of demand and supply, it can prove a dangerous instrument in the hands of the authorities _

: : . ng
On these grounds, therefore, the case for a selective commodity taxation is very strol
/’ in a country like India.

~
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NOTES

Comparing the Effects of Representative Direct and Indirect Taxes

Letus, however, start with the assumption that the existing resource allocation 15 o
optimum one and see the relative allocative effects of direct and indirect taxes. Thov ri
any tax will have both allocative and distributive effects, we would ignore the latter f‘?‘ |
the sake of simplicity of the argument. Also, we would assume that the economy d
having a state of full employment and there is no variation in the total supply of 2 fact,oro'
This implies that greater employment of a factor in one use can be had only by re duci’? |
its employment in some other use. It should be noted that ina market economy, reso” : Fia. 3.4 Indifference Curve
allocation is guided by demand pattern. It would be, therefore, helpful to proce‘3d b s

. : ; . i oduction
analyzing the allocative effects of a tax by looking at the way it would influence We note that according to our assumptions, £, represents an PRHMUEYRIRCK
demand of a typical individual who may be taken to reflect, on the average, the tast?®

i fore, causes
L i A pattern. Direct proportional income tax shifts the demand pattern and, there
ability to enjoy income and so on of the society asa wh G i

. is distortion is due to the
i ole. Further, since we cannot a distortion in the optimum allocation of resources. However, this disto
up the comparison for the allocative efforts of direct

L ¢
_ and indirect taxes as a wholes "
must choose a representative direct tax and compare
arepresentative indirect tax, assuming all the whil

. ioni isposable income of the tax
| income effect, since taxation has caused a reduction in theddlcsggn e bleicoms
its allocative effects with thos” payers. On the other hand, an indirect tax causes botha ;} ];nd A |
7 that the government collec | offhelax’payers as st tdhe fe;atl;iilzré;‘-‘;; a substitution effect leading to |
expenditure side of its activit) | costlier as compared to the untaxed go0 4 s 10l e |
unaffected by its choic : iy ; it o above the income effect. Therefore, :

b _ e between the two taxes. For this purpose, it is typical to ch?” g reduction in the demand for X over and bl distostion Srthbespureesllomtion.
a pr;port;onal income tax on the one hand and an indirect tax on g given commo®| g direct and an indirect tax, the latter causes a greaie
on the other.

i ich indirect taxation is inferior to direct
i ding to which indirect . ire
' . above conclusion, according i gt
s ey . ' ¢! i Th.e llocation, is based upon the assumption t |
spend all his i Ork Wetake up a typical consumer who is suppos?” ; taxation in terms of resource @ bstitution effect of indirect taxation is away from |
ndY. Using the technique of indiffefe,ﬂ';w resource allocation on account of sti bsé o o is over-usingresourcesn e
e has a budget price line 4,0, and B the optimum. This however need no :

. L . itselfbec i e .
income distribution in the Sf)Clety mal)]/;u v fihe argument s that i case the existing |
toalower indifference cur’ o eflect true needs of the sc?cw'ty. T}_let dto be in need of an improvement, then indirect
veyielding direct tay, 5o that the pO% | Pattern of resource allocation is believe

icyi n direct taxation.
Wxation would be a better policy instrument tha

. ion i ource Allocation
o Super; ty of Indirect Taxation Over Direct Taxation in Res
eriority of In
sgiog s gher 1lld1ffer : L. o t Xaﬁon ] . ;
new equilibrium position beingat | ence L by Increasing his purchases of A" The possibility of superiority o.f mc:g:‘:bive model. Let us now bring in the production
This analysis, with the assumptions S May be illystrated by extending
(a) Anind

; . conjunction with the indifference
i Pomwhichitis baseq erti?” Possibility curve PR of a representative producet, so that In.cory
idirect tax is more fy, sed, is used to make two 255 #

. tprice line 4,0,
; er and his budge tyfion befween X
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hnica
thatreag
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a position like the one shown by the dotted line. It also follows that the point of double]
equilibrium would also stay. The assumption regarding transferring back of collected !
revenue is ignoring the fact that the tax payers and the recipients of grants can diffe
and this can cause a shift in the demand pattern and, hence, indifference curves of the/
typical consumer. But let us proceed in spite of this limitation of our argument. Nov
direct tax does not cause a substitution effect between X and ¥ because their relati%®
prices are not affected. Therefore, if the authorities collect a direct tax and transfé!|
baC_k the tax proceeds there is neither an income effect nor a substitution effect, and &
typical consumer remains at E,. On the other hand, an indirect tax would have no inco™
effect when its revenue is transferred back, but its substitution effect would remd”!
same l?ecause re}ative prices of X and ¥ would not return to the original position. The
an indirect taxation would cause a shift in resource allocation. |

i :
and Y such that xt, refore, here the neeq woul I8Inal rate of technical subs” of".
i ecomes relatjye] uldbe to change tf, e price”

€ one represented by E Cly Cheaper and prody, G ge the relative P ; géf
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indirect taxes can be of help there. Even in a modern developed economy, there are
usually numerous market imperfections, monopolies and so on, as also a good deal of
divergence between social and private costs on the one hand and between social and
private benefits on the other. However, we should note that production of certain high
priority goods may be lower not because resources invested in them are too few, but
because due to market imperfections there are unutilized capacities as in the case of
monopolies and monopolistic competition. The appropriate approach in breaking a

monopoly is not to push more resources into it (as suggested by Prest) through taxation

of goods produced by competitive industries and subsidizing the goods produced by

monopolies. Instead steps should be taken whereby monopolies are forced to make use

of their unutilized capacities.

Another reason on account of which a judicious use of indirect taxes turns out to
be better than direct taxes in their allocative effects is the fact that it is rather difficult to
have a really proportional income taxation. The very concept of taxable_ in_come isan
imprecise one and its definition differs from country to country and even within the_same
country from time to time. We do not have even the critical standards by which to
measure the income of self consumption, income from durable consumer goods and so

on. Similarly, it is not easy to lay down exact standards by which to estimate the expenses

for earning the income, or by which to estimate the depreciation. In a modfarn economy,
are capital gains, windfall profits

due to changes in prices and other uncertainties, there o2 :
and casual incomes, which pose difficult problems of devising a system of proportional
income taxation.

In practice, the above comparison between the allocative effects ofa proportional
n equal yield indirect tax is an academic exercise only, since

income tax with those ofa y ; . .
jve direct income tax with an

a modern government is expected t prefer a progress
exemption limittoa proportional income tax.

Allocative Effects of Individual Direct Taxes
i i llocative effect by
in wi hould note that a direct tax will have a resource all .
Ko oo ¢ different sources of income. On this basis, therefore,

chaneine the relative attractiveness 0 . _
we cgn sgtate that a supplier of labour would shlﬁ.fro_rp one emtgloyﬂrilefetd(;rc ?:usig:o
another if by so doing he can reduce his direct tax hablhty.mc:jre h??ﬁn ehis e 12, en}t,’
in his earnings from the supply of his labour. Ifhe finds that by s i tgon i t}:n }EJ i,
his tax liability remains unaltered, there would be noreallocative lec,:[ : Oﬁtalg)ility "
Supply in th v, Similarly, a tax which does not change relative pr

D ofimyes or relative rates of retumns from different forms of wealth,

different forms of investment,
) - S.

Would not cause a reallocation of capital resource ol
The effectiveness of tax tools 18 closely dependent upon some precon
the following, namely,

e sufficient freedom to privat
anism,
avers, investors, producers, consumers, i
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Given these conditions, the market may be expected to respond to the policy meaS}lres |
of the tax authorities. Thus, for example, authorities can make use of tax cor}cesswgﬁl :
and penal taxes to divert investment from low priority to high priority industries. Differentt 1 ;
taxation can also be used to influence the location of industries. And the same approac
is available for promoting certain techniques of production. This fact can be used to help
those industries which contribute towards a rapid capital accumulation in the country of |
those with faster growth in employment.

Allocative Effect on Labour

The foregoing approach may be used for a closer look at the allocative effects of som’.
individual direct taxes. This may be done by examining the allocation of labour a_ﬂ

capital. An allocative effect on labour operates through a variation in the relativ®,
attractiveness of wage incomes from different employments relative to the!
disagreeableness of those jobs. In general, less agreeable employments carry high
wage rates. A proportional income tax would reduce the absolute difference betwed”
the two wage rates, but the percentage difference would remain the same. A progr essi¥
income tax would reduce the difference in both absolute and percentage terms. Let?
take an example. Suppose the wage rates in two employments [ and Marere spective] |
XX andX1.5X per month. Thus, wage rate in employment 11 is 50 per cent more thaﬂiﬂ
employment I. Let a proportional income tax at the rate of 20 per cent of incom® A

levied now. This would reduce the post tax wage incomes to 20.8Xin employment 18
120X in employment IL. The absolute wage difference is now reduced to 0.45%
compared with 30.5X earlier but the wage rate in employment IT is still 50 per cent m"ﬁ.

than in employment L. On the other hand. Jet the i '
cent at an income of ¥X and 30 ’ o e, =/ J

_ percent atan income of31.5X. Then the post tax was
rates woulq be30.8Xin employment [ and 1.05 Xin employment IL. T hP 103 e
absolute difference between S - s redutt> -

th
© two wages to 30.25X and makes the wages 12" ;"

employment ITonly 31.25 per cent higher. Prest ar i i ¢
;v;ll;f ()rﬁ;luc: thfe‘compensation for less agreeable i;ﬁ;ﬁ:ﬁr&ﬁfﬁ)ﬁg101;.;?2 s f:
reallocati\?:a1 e(f)felr:t. (l?rf ltah‘; e " Progressive income tax will have a greﬂte,‘
T e our. However, it shoulq be noted that ap appropriat€ W ﬁ‘
proportion of wage in thagreeable cmployment ought to be notan absohﬁe amout ["‘
proportional income taxe wore agreeable employment, O, this basis, | Il ta* aﬂ‘d /
should have e effects L 655“1-
Cts onlabour, but a prog* i

: oreallocatiy

income tax o

should cause a shift n labour from ]

employments. €8s agreeable into more g™

Allocative Effects op Capital

Before considerin {
g these effects, | N
between less a 3 1eLus note that S
greeable and more aLnvestments are not to be 4%

3 5

ones. A more risky inyegt agreeable o 1

aIIyMarkowitZ IR ﬁmkr;l from which is subject t0 ahif K
>4 K. Hie y
return (SV) top Xpected retypy &) and andG LS. Shackle and of : oA

ut the concept of riskiness i the standarq deviation of the ©* nlfel;‘

that which, with o
2 glven F ; ore precise . ven ‘[
compensate for that eyy.. has 2 higher terms. A more risky i E'"of

: S . It sh :
foi riskyventure, e rarisk, If thepate . ould, therefore, carry a h1& P

ore, ps2.f
uld cause tyyq gy an Income tax redyces the comP® tab’] i"'

of more rj
CreTIsky ventures ¢ o

O the invesgq, fCtS‘.SUbSﬁtUtion effect will lower 8%
Cading tq reallocation of capital reso

i tax rates would tend to push E, of

favour of less risky ventures. This effect would be stronger if income tax is progressive
than when it is proportional. A reduction in income from investment (and a greater
reduction in income from more risky ventures) would generate an income effect. However,
whether investors, on account of lower income would strengthen their preference for
safer ventures, or whether they would go in for still more risky ventures to compensate
for that loss of income due to taxation, cannot be asserted with certainty. It would
depend upon the capacity and will of the investors to bear risks. It may,'however, pe
added that a poll tax does not discriminate between either the amount of income or its
source and is therefore, neutral between alternative investments.

Effect of Loss Offset

The foregoing discussion can be further elaborated in the. ﬁgljlt ofthe Provis_ion or absepce
ofa loss offset. Absence of loss offset means that a positive Income 15 subject to taxation
but the tax authorities do not share the losses of investors, nor do they alllow them to
adjust the loss in one year against the incorrlle of anothe'r. Insuch acase,a nsltcy \;f[::::gz
automatically gets discriminated against if income tax1s pmgressrtfe}; 5}1:10; 1151 12: ok
average return £ falls more than proportionately as compared witht et ;i g Gl
less risky venture. A proportional income tax, on the oth‘er hand, dti)es no S e

against a risky venture unless its income falls to a negative figurelorsom '

Ifincome tax allows offsetting of a loss in one year against income 1ri l?no-thlzr
year, then the average tax liability per annum is not- affected by ﬂuctuatlonsT 11? efy;e; é
Instc;ad it is determined on the basis of average yu'ald E, ﬁom a ventur;. erle to : x
proportional income tax does not discriminate againsta n:skyventure i c}?mp ete osst 7
offset is allowed. The result with regard to a progressive income tglx 11?, owever, n}(l)
that clear. It would largely depend upon the degree of progres;xoon ;; t i taxr;atc;ss,stw:
timing of losses and gains, and the way the loss offsets are allowed. Ordinartly, ﬁ e :
risky ventures downwards and cause a reallocation o
es. Thus, we find that as compared with a poll tax,

capital in favour of less risky on L :
hilgntal ltzx ofien discriminates against risky ventures unless it is proportional and allows
ome

acomplete loss offset. :
The allocative effect of atax on capital would depend upo;l (;I:'f 22;2?3 ?g{isrzi;
i ive attractiveness 0
ital levy will leave the relativea j capi
311011_1103 Ovj r’;ip;;a;lmgl Jevy would not. Different capital assets do not' tyqftlsiﬁws;?; 3:
th N d some assets have no yieldatall. An annual tax on cap! a g -
T £ different capital assets. This is further compoun

ashift ive attractiveness O : ase, dependin
by}':;ilt? t}tlftzl::ie:g;fny capital assets pose problen_ls of valualtlon. ISI; zr;i :pital asl;ets, th%
Up . fthe effective shift in the relative attractivene P S
0 ; en
in [ ihename d be affected. Capital resources B el
cesmaetallomtipr At e forms of investment. In practice, the re
ive

less attractive into more attr‘d_ct Iso affected by the efficiency of tax admmistratiols
Attractjy fcapital assets 1s also @ i 1 houses or agricultural lan
. eness of cap! for example, capital invested in hous : Ptk
0d other Jegal provisions. If, for aded due to ineffectivenes

be ev
S 0ot taxed, or is taxed at lower rates, OF hos forms would take place.
machinery the shift of capital assets into these

Tax :
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tion of Gifts [t means that when a capital owner gifts

Nother form, of capital taxation is that of gifts- 0 a tax which may be imposed on the
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'Sownership during his lifetime, 1118 subjec
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Measuring Inequality

Till now we h‘ave discussed the effects of taxation on distribution. The measurement of
ashift in distribution, however is a separate question and poses difficulties of its OW™
These difficulties are both conceptual and practical, apart, from those emanating frof!
lack of .data and their reliability. In practice, we are often confronted with the task®
measuring the degree of inequality in an existing distribution of income, specific assel
(:;tcétal wealth held b‘y individuals or households. Frequently, a need ari’ses to compar
mz a:gfee O;fu}ngqqahty of.dlstnbution as between two sets of individuals or groups, 0 w
ure a shift in inequality as between two situations. For example, given the releval’

informati ift, i
nfone disotrrli,bw;e_ may attempt to measure a shift, if any, in inequalities of income ag
ution in India on account of the use of various tax measures

NOTES

us, for the sake of simplicity, confine ourselves only to the distribution o

?;SBI;OZ:‘?IE;;‘:;’E;- g_‘;’;gﬂf}[ge h(.)usel?OldS in ascending order of their annual incom®®
given proportion oftota] hougel}? nlégpﬂes that starting from the poorest h0useholds,3|
e th0 enjoys a less than proportionate share of aggregalfi

; another proportion of households (at the top) enjoys a mof)

a (+] i

; ' percentage of households enjy; ggregate disposable income along horizontal axis 3%
’ skewed to the right, Reme nibymf italong vertical axis, the distribution curve would?
/ situation in which a major przr, o:twever’ that theoretically, it is possible to think of!
f income nearer the national aveI; lon of the population happens to have an aver a8

diagram, for exam Income
g ple 70 enjoyed by it 0
national income. Plottmg te}l;ec ;? Oftlfle poorest populatlb(()il ;Snjgeazu;ed Vemcalll{h Otﬂl
115 of th ys e
1s distributed equally am Gl ese val percent o p
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. . . i‘
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Fig. 3.6 Lorenz Curve

This measure estimates inequality Over the entire range of income distribution
and is not able to account for the fact that a compensatory shiftin income distribution as
between different classes can take place without leading to any change in the aggregate
measure of inequality. Thus, take the case as depicted in Fig. 3.6. It. Show; thz;:cI income
distribution has moved from L, t0 L, while giving the same measure of inequa tyéi ‘Ll"}’le\f;r,
with the bottom OF percentage of population, income inequality has dtidcrfaseh while dor
licher proportion of population above OE, the inequality has Increase d n other words,
income has shifted from the middle income classes to bot'h Iowe{ and upper income
classes. But this shift is not captured by the 'measmje of inequality as e§t1mat§d by
Lorenz Curve. This limitation of the curve implies that if we are to compare inequality as

between two populations, or for the same population intwo different. situations, the two
curves must not intersect each other. One curve must lie throughout its length above (or

below) the other.
i v
3.7 SUMMARY

ent needs funds to finance its activities. Such funds are raised
Itis difficult to give a complete list of all the sources of
taxes, income from currency, market
public undertakings, fees, fines,

e Every governim
from various sourcces.
public receipts. But the important ones include
borrowings, sale of public assets, income from
gifts and donations and s0 forth. Ak | ;

e Broadly speaking, revenue receipts include ‘routine arflii earr?iegimc())ltlﬁ:ch;r-t t1 e;s
reason, they donot include borrowings and recovery 0 (;af?lf e rgcei tS:
but they do include tax receipts, donations, grants, fegs a?l fes. _rg i fmi
on the other hand, cover those items which are basically of non-rep

non-routine variety and change govemment’s financial liabilities/assets.

. ) . into tax and n
e Shirras’ classification of revenue1

most convincing classification of public revenue.

on-tax categories is accepted as
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Check Your Progress

10. Mention the two
pre-conditions
which govern the
optimality of
resource allocation.

11. What is the use of
the Lorenz Curve?
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o There are two
sour : :
ces of public revenue, namely tax revenue and non-tax revenué

°® A tax is a compul .
;iganizations toiez?;iém:;’;?ii byla public authority on persons and

e governm itures. It is the compul ,
ent. Refusal to pay the tax is a Punishablelz)uffse?liyepamcm e

o Adirect tax is a ki
ind of charge, which is imposed directly on the taxpayer and

paid directly to the
. ' government by th T
imposed. A direct tax is one thaty e persons (juristic or natural) on whomit is

ca :
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: , therefore, is e
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, Such as equality and . on the basis of an appropria®

® The Benefits Received Theo o =

contr. ry hasal ey
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their demand eory in the fo
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chedules for State servicas;vo1 tary revelation, by taxpayers ?

® Income is ope
ofthem
: osta S
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- e asserting”,
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e M 1 1
o s;ket mechan}sm_ by itself generates ever-widening income inequalities
. ever, the gbj ective of reducing inequalities is likely to come in conflict witﬁ
at of increasing production and economic growth. '
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3 A directtaxisa kind o

4. Apindirecttaxisata

5. The canon of simplici
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7. Services supplied

. Property‘tax or ‘house tax’: Itis alocal tax on buildings, along with appurtenant
land, and imposed on owners.

. Inl}erita.nce tax (also known as an estate tax or death duty): It is a tax
which arises on the death of an individual.

e Indirect tax: It is a tax collected by an intermediary (such as a retail store) from
the person who bears the ultimate economic burden of the tax (such as the
customer).

o Central excise duty: Itisa tax whichi
are manufactured in India and are meant

«CHECK YOUR PROGRESS’

s charged on such excisable goods that
for domestic consumption.

routine and earned ones. They do include tax receipts,

donations, grants, fees, and fines and so forth. Capital receipts, on the other hand,
cover those items which are basically of non-repetitive and non-routine variety

and change government’s financial liabilities/assets.
n-tax revenues of the government include the following:

L. Revenue receipts include

e Currency, coinage and mint
o Interestreceipts, divi dends and profits
e Other non-tax revenue
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osed directly on the taxpayer and
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problems of interpre _
of anappropriate

d into two categories. The first

nich the principle of exclusion does not
ty consumes these services and,
accordance withthe benefits
he taxpayers have the option
nship is established
re the

set of principles, suchase
by the State may
fthose servicesto W

category consists
ry memb

apply. In this case, €Ve
therefore, should contribute t0 thet :
received, But, the other cat€ goryist _
to accept or reject the state gervices. Herea market relfattkll(?3 o b
between the two and, therefore, what the.members t? .
fees and the prices and not the taxes in strict gense of the term-

er of the socle
Gtate revenue 1n
¢ one wheret
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Public Revenue 8. The well-known advocates of the Ability to Pay theory include Rousseau, J. _ NT BUD GET
Say, Adam Smith, J. S. Mill among others. UN IT 4 GOVERN M E
9. The main theme of the Benefits Received Theory is that there is a con’trzslcltual Structa
relationship between the State and its subjects such that the State provides various re _ NOTES
NOTES goods and services and the citizens finance their provision by paying taxes. 4.0 Introductlon_
10. Thetw onditi hich the optimality of llocation are the 4.1 Unit Objectives
! o vopre-conditions which govern the optimality of resource alloc 42 Indian Budget
e b 4.3 Revenue and Capital Budget
(i) Appropriate income distribution, and 43.1 Revenue and Capital Expendntu_re
(i) Competitive market with unhindered working of market mechanism. 4.4 Revenue, Fiscal and Primary Deficit
11. The Lorenz Curve is a graphical representation of income inequality or wealth 4.5 Counter Cyclical Fiscal Policy
inequality developed by American economist Max Lorenz, 4.6 Summary
3 4.7 Key Terms 3 :
4.8 Answers to ‘Check Your Progress
3.10 QUESTIONS AND EXERCISES 4.9 Questions and Exercises - -
—— 4.10 Further Reading
Short-Answer Questions _
1. Define public revenye. 4.0 INTRODUCTION
. ; . At ntrol and executive
; Sy Nafne the main classifications of public revenue. Budget is one of the most powerful instruments of leigﬁlf:g::smﬁy, Government’s
| 3. Write short notes on the following; Management as it effectively indicates thE: financial hfﬁ :) fc;“ cbruary every year s
[ (a) Gift tax (b) Customs duty budget in India is normally presenteddltrlll tth; amn;?i ays before the budget is presented,
, Parliament, ]so observed tha ; d changes in
4. What | nt. You myst have als t the expecte g
atare the basic tepetg of the Ability to Pay Theory? there are conjectures all round by the general pubgg az?:ﬁnance Vimistee MrAdi
Log-Answer Questions taxes. The Union Budget for 2017-18 was ;ﬂgo?;(;’l? )1(8 contains three major reforms:
itlevy : . 017.Budge i .
| 1. Discuss the current s Jaitley, in Parliament on 1 February ‘- roer of railway budget with general ey
| 2 Espliinithe & atus of tax and non-tax revenues in India. advancement of date of pr esentaluon’ e fditure In this unit, you will study about the
| - BEXplal 2 = expe : - -
| Plamnthe four canons of gy, as prescribed by Adam Smith i A A e aJI;d capital budget, revenue and capital e
[ 3. Critically analyse the B ' Presentation of Indian budget, revenu lical fiscal policy.
| ' enefits Approach Theory. d primary deficit and counter cycll
| 4. Ilustrate the Superiority of i j: [t ol Tevenue, fiscal and p
allocation with the help ofa dliIelldlrect taxation over direct taxation in resoufc \______———————'—‘_‘{/ng__t
’ gram “TI
5. Whatis the A 4. T OBJEC
6. Analyse th e-ffeCt Of taxation on distribution? 1 UNI
' €1mportance of : - «unit. you will be able to:
ot Lorenz Curve. After going through this unit, you wi Ja
" : e
ING ; d capital budget
_ ® Discuss revenue and cp ditute
yagL, B.P. 1975, puplic 1: ital expendi
S blic Finance, Meqrys Jai Prakagh ® Analyse revenueand capitai P ficit
undaram and Sundarap, 1984. Pupjic ash Nath and g 1 * Define revenue, fiscal and primary deticl
* C 2 ) 8 :
Croxton, Frederick Emory, Dy b *nance. New Delp;. Sultan Chand & SO J « Titorpret e problen ofbudget deficitin India
G Tl one C : it4 erpre
ehigral StafIS[le_ New Jersey; Pfentic:\;;den and Sldney Klein_ 1967 Appl . \_////
Gupta, S, C. and V.K_ Kapoor 1996, d ~Hall i ' 4 2 INDIAN BU-DGET :
ultan Chand & Sons, tals of. Applied Statistics. NeW Do nt of India incorporating item:
In Ing: : tement of the Governme -fied period (normally a
Wi €9, the actual financi 1 d estimated receipts for a speciil 1:) fIndia states that
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while Article 202 of the Constitution states that a similar financial statement for each
State shall be placed before the Legislature of that State.

In India, all government accounts (of both the Centre and the States) are gr ouped

into three parts, viz., (i) Consolidated Fund, (ii) Public Account and (iii) Contingency
Fund.

All sums of money received by and belonging to GOI or States are credited to the
Consolidated Fund of India or those of the respective States. For example, all revenues
received by the Government of India, all loans raised by it through the issue of treasury
bills, loans or ways and means advances and recoveries of loans are credited (with the
exception of sums credited to the Contingency Fund of India) to the Consolidated Fund
of India. No amount can be spent from this Fund without parliamentary sanction, except
for certain expenditure items specified in the Constitution and ‘charged’ upon the Fund
(such as the salaries of the Judges of the Supreme Court and Comptroller and Auditof
General of India). These expenses are included in the budget but are not put to voté i

parliament. Corresponding provisions govern the replenishments of the Consolidate?
Fund of a State and expenditure from it.

heldi All sums Ofm?ney received by the Centre or a State, but not belonging to it and
Ne | m‘trlusF, are crm_hte(_i to the Public A ccount of India or that of the concerned Staté
0 legislative sanction is needed to make payments out of the Public Account.

The Contingency Fund consists

of finances which are put at the disposal of th°
governments to meet unforese P P

: N emergent expenses. A prior sanction of the arliame!
fo P P

Efoi Sslljjzlrllc(ljlilg aan amountout of the Contingency Fund of India) or of a State Legislatv’®
as the case be, and the Cor?ti © approved later by the parliament or the State Legislat"

figency Fund is to be replenished accordingly.
Contents of the Budget

o Proposed
escription of the figey Changes the

plans corresponding to them.
Itis quite possible that

expenditure heads, such ag beit(:ar;lrel revenues happen to e earmarked for certain SP°°

some expenditure heads of the budent : .

legally bound to honour them g e

payment on loans, repayment'o -

decrees, amounts fa];

o rein. A budget, in this e |
I policies ofthe government End fhie ﬁnarlcw

i
Iy
o

funds and so on,

Presentationt in Partg

In India, a budg

. etmay be ;
(national and g Y be presented

ub—national) has itg o

[ |
o |
xamplle, each layer of the go"emﬂ;f’qﬁ |
n addmon, there are bound to b° §

parfS. FOI’ e
Witbudget,

M

A

intergovernmental transactions and, depending upon the legal and accounting procedures,
they may form a part of the budget of one layer or the other. The net effect of the fiscal
policy of any one government is conditioned by the collective budgeting ofall the layers
ofthe government. Similarly, while railway finances form a part of the central government
finances, the railway budget is presented separately from the main budget of the central
government,

However, with effect from 2017 the Railway Budget is merged with the Union
Budget.

Periodicity

The periodicity of the public budget in India has also been a subject of debate on two
counts.

(i) In India, fiscal year runs from Ist of April to 31st Margh qf next year. It lllaS been
a long-standing argunient that the agricultural sector mgmﬁcantly contgbgtes to
our GDP. It has, therefore, been a long standing sgggestlon that the begmnm%l?f
our fiscal year should coincide with the bel:gmnmg of the busy S%gon of the
economy (which starts with the kharif crop) in October/N ovemlllj.er. is vfzayhaz
budget would cease to be a gamble in the monsoon. However, this reas;)m;i% 5
lost much of its weight. This is because Indian economy, on alc;mll?orzes z o
overall growth in the recent past, (i1) increaset?l exp(_)SUIe to th_e gl :)ur f;l Sector, %3
(iii) increased commercialization and divers1ﬁcat1(_)n ofagricult Itural-s{;ctor
gained in resiliency. Now a change in revenue receipts from agricult o
are not able to cause a major swing in aggregate revenue r.ecelpts of the
government. Public budget, for these reasons, isno longer a gamble in the monsoon.

(ii) Itis argued that the annual practice (?f prepar.ation, prgsen?:g; 32;1 2?;1512%;;{
the budget is a wasteful one. Expindmlrte ;%11:]5;;2“;2?;5 Wt b diter
N Wh(lilc ]:f;;’; ;Zzzi?;tc:;fjuo us and time consuming activity of the
words, the bUIt geclaime d that this practice allows the authon_tles to revise the tax
government. ISﬁ equently. But this argument holds no weight. Even now the
Sm;lcm'? m:rr: in a? position to vary those taxes where O
authorities

dlltl-es 3
i )'

judici ment of the effects of tax measures.
Jlow a judicious assess . .
CAhaﬂg? d(1) rli‘ztisa suggestjed that the broad features of the tax structure should be
ccordingly,
left unaltered fora few years at

i hould be allowed
: e and only minor changes s _ .
This, howeve ® s t the authorities from introducing
ar, This, ;
e imes of national emergencies.

r, does not preven
major changes intl

their actual presentation o the legislature.

: d obstructs efficient planning
18 practice causes a lot of uncertainty and Specul_ﬂti’;lca;tamty affects even the Sta.te
€Conomic activities by everyon: In India, this o e Centre o e State, Till
o l;nu: 4G 1v1f1 arge scale transfer of rcsourcest O e sze of these trans Bers,

€ pagg e | budget, the States canno
T age of the Centra

ry impact of the Central
e i
bus State budgets are also indirectly

Screcy surrounding budget proposals i e
T0posals are unnecessarily kept ST
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1. Name the three
parts of all
government
accounts.

2. What are the

contents of the
Indian budget?
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Critics maintain that there is absolutely no reason to be secretive about p_ro'posa::‘t
concerning direct taxes. Rather, they should be widely discussed to assess the}r lmpfio ﬂ
on savings, capital formation and other parameters of the economy. An open discuss!

. - . - H e |
of proposals concerning even indirect taxes would cause less speculation than1s th

case at present. Moreover, such a discussion would enable the public to par’tiC‘lpate 11’:1
the budget deliberations in a more constructive manner. For the authorities also, 1t WoU

defend every proposal presented to the legislature. Under the new system, they will be
better placed to modify the proposals to suit the needs of the economy.

4__——-'-/

43 REVENUE AND CAPITAL BUDGET

4__——-/

In many countries (including India), the budget is divided into revenue (current) and
capital accounts. Revenue account covers those items which are of recurring/routi®
nature; while capital account covers those items which result in acquisition and dispOsal
of capital assets and liabilities, This division can be justified on several grounds. There is
an economic sense in distinguishing between expenditure that does not add to or subtrac!
from the capital assets and that which does. And this economic sense applies with equal
force to government budgeting as well. It is maintained that every economic unit mus!
distinguish between current expenses and those incurred for acquisition of capital asset?
Cumm_t expenses are equivalent to consumption; while acquisition of capital assetsllS
not. Itis only when these capital assets depreciate that real expenditure takes place

the sense of consumption. Itis on this logic that private commercial units do not cous*
the amounts spent on the acquisition of ca

i f
: ital assets as a part of enses fo
the year. It is only the depreciation I p current exp

artthat j ' en
should also follow the same practipce. 15 s0 counted. It is argued that the govern

1tution d

o Hat the budget must giinguigh expenditi
only to the expenditure sige of the budg:t ?Oltlfhl i[hlS constitutional obligation 8PP p
receipts side as well. Mor, » aCluially, this classification is applied ¥ s
classification, and no ¢ cover, the Constitution dog 1cation 1s app

o’
lear, object; SOt provide any criteria for S ef
Sources. Factually speakip Jective and unamp; y crl o

i ot
: , thi .o UIBUOUS Criterig are qyailable oM Y, g
and official discretjop R & this classificatiop ish ¢ availab of

education, health, hoys; orks), revenye

roadcastip
: -G, and gq
alhedsemces, indushy o

ing, b
(such as agriculture g ;

be a more flexible position as against the existing one in which they think it necessary 10

& USsified into Plan and Non-P1an

andrevenue from economic ot ‘Oﬂs}
Admines, fransport and communi”

Correspondingly, receipts on capital account, include market loan.?, borrowings from
the Reserve Bank of India and others, through the sale of Trea§my 1_31115‘ and loar.ls from
foreign governments and others to the central govemm'ent. Capltal-digbursemeﬁt-s mclud;
expenditure on acquisition of various physical assets like land, buildings, mac melgy and
equipment, investments in shares and debentures, and loans 'Fo St?te Govi,?min s ant

other bodies. The Capital Budget also incorporates the transactions in the Public Account.

The division between revenueand capital account§ for the State Buflfget‘st is Sll'l’lllrlﬁi)i;
to that of the GOI budget with only some diffferences in terms of; spfeci; ic c; :;?licted
example, the States receive a share of net receipts of sev'eral taxe; ;;: Satlaltes e
by GOI. They do not get any revenuc from currency, comagebaf;r i ﬁ;)m i o e
both revenue and capital grants from GOI. While GOI f:a;h 0 el ,RB :
States cannot. States borrow from GOTbutdo not lend toit. ; ;111;1 R
are also nearly non-existent. In recent years, mvestment_s yhave o Stmitel
Fund in State Government securities and market borrowings

Components of State borrowings.

Plan and Non-plan Accounts

. fnow appears
Nl . of the budge and,aso ;
This division applies only to the eXPend]mrse s:g; that portion of the total expenditure

Counterproductive. Plan expenditure cOVer ! 2 tated undera plan or
Which is directed to finance the proj ects/schemes s;}cilccl)fsi:;g P
Whichare the spillover of the previous planprats ing expenditure in future; but such
Completed algq require maintenance and oth.er 1-um?:h%he: result that, over time, itkeeps
eXpenditure js claggified as Non-Plan expenc.hture w:i i T o
o increasing automatically, and this is a8 1 el s for plan projects/schemes at
Under varjoys compulsions, prefer to iNCrease al.logatm o onmes remain under
€ Cost of non-pl ¥ alloca;ions. As a result, existing proJ  lenew project; e ies
€xploited fo \i/l;ﬁt?;mamtﬂﬂance and operative allocations
e tekenup, St pudget into revenue and
p 980s, in additioln to 2;:;:;%1: ;It:z Budgget was a document
“4pita] accounts, the Plan Budget was afsfiﬁl ortantprojects programmes and SCheTre?
Which showed the budgetary provisions getails of the Budgetary S}lpport for the Cen ad
Neluded i the Central Plan. It g2Ve thed' the Central Plan assistance for States an
anb f development, inclucing o for the Central Plan were
Y sectors 0

etary resourc : ;
Mon Territories Furthermore,extra budgetary General Services, Social and

tlays between g . 1cal
30 Shown, The break up of the prc?p(é Sergi‘;‘és V{ZS shown together with various physica
' omic Services,

i he Auditor
0 - : Econ commendations of t .
tarmnnumty Services, gild Currently, in pursuance ofthe deiﬁed‘ The budget is first split
arlf‘i,ets wherever possible. FIndia, this practice sta?nds mo e e further nto Reveue
D irftjg?]pmuzlﬁengi Oportion’S and each part, I turn, 18
anan on-

nd Capi
pital Accounts. . peen made h
estion has his is not done, there
From several quarters, 8SU88° - o wever, so long as' unts, each sub-
een Plan and Non-Plan expenditur® (i) Revenue and Capital Accounts

i by e _Plan Accounts,
S beatwo-foldclassific?il zirnslggnents, and (ii) Planand Non-Pla

d capital components.

In India, till mid 1

al

for the abolition of distinction

Sou

) n
Sub-classified into revenue
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Concluding Observations

The traditional approach towards budgetary accounting is designed for an effective
legislative control over the executive, and to meet the requirements of fiscal management
It is an excellent aid to government auditors and an effective check against
misappropriation of funds and other fraudulent practices. To this end, therefore, accounts
are classified into categories corresponding to individual ministries, departments and
sections; and within each, there are further divisions and sub-divisions. But there is3
lack of correspondence between the purpose and the account head. This approach does
not provide information required for the formulation of fiscal policies. It does not provide
a ba‘sis for assessing the effect of alternative budgetary policies and operations and for
devising il}lprovements therein. To that end, a system of economic and functiorlﬁl
classification of the budget on the one hand and the introduction of programme an
performance budgeting on the other (to be discussed in a later section) alr)e vir essential
Itisnoteworthy that, in India, the accounting format of the budget broadl corryr sponded
to functional categories. But with the passage of time, the extent of this c};rreseoidencc
weake_ned and could no longer meet the requirements of a proper functional cl p‘ﬁ tion.
and with the expansion of government activities, the older classificati S
ofits earlier functional relevance. For e 1 % 4 assification losta good de?
Ty Py SN : xample, mst'ea of adding new heads for them

: putunder the head ‘miscellaneous’.

The inadequacies of the byde
_ | udget fi ' f
alternatives which have appeared ongscer(l)erm it deshed atoreadus ok

4.3.1 Revenue and Capital Expenditure

The Concepts. Article 11 2(2)
i of our C
the GOI budget must meet the fc:ollowinonSt

itution requires that the expenditure part o
has been imposed for the receipts p

g two requirements. (Note that no such restricti®

. art of the Budget.)

: ‘FIISt, the sums required to meet
8,18 ‘C

8¢ hmged’ upon the CO]']S i

® The conceptua] problem of thig ¢

They are not precise enough to pro

borrowin :

and fines and others, Eh grants, anq Not in the
® T.o meet the aboye.

sides of GOJ b

components,

: ¢
receipts arises only in the Casfﬁc& 1
case of receipts from taxes:
said Constityjy,

L
dget are sp gl

ligati i :
Vgn 10n, hoth receipts and e"pendoLlI1I
U€ account’ and ‘capital &

dtonal ofy

Fhe budget. Consequently, the authori
'Sa compelling need for deviating therefrom.

C "
: Omparatiye Size: Revenue receipts
SCeipts, but have shown an uneven var

Ce :
e during 1997-02, and was b

Capital Account

Items representing receipts and disbursements which meet the following criteria are

classified under capital account, namely, those

(i) which add to or subtract from government’s financial claims and liabilities to third
parties (such as deposits, collections of small savings and other forms of loans but
not, say, grants);

(ii) which result in variations in physical assets of the government (that is, their
acquisition, creation and disposal or additions, as also subtractions and alterations
therein); and

(i) which resultin variations in financial claims upon o liabilities to third parties.

It is clear that borrowing, lending, recovery and repayment of loans, as also
remissions of loans belong to capital account of the budget.

Revenue Account

The following items belong to the revenue account of the budget, namely,
(i) variations in financial balances created or owned by the Centre (such as through

tax collections and their spending, receipts and payments ofinterest, dividends,
profits, rents, fees and fines, grants, creation of currency and others),

(i) expenditure on upkeep and maintenance of physical assets and schemes, and
(iii) costof administration, police and judiciary and the like.

Broadly speaking, that expenditure which does not result in creation of ph){sica_l
assets of the Centre or its financial claims upon others is treated as revenue expenditure.
Grants given to State Governments and other parties are also treated as revenue
expenditure even when some of them may be meant for creation of assets by the
recipients.

As regards defence expenditure, it can be argued that apart from current
expenditure on salaries, rations and training and others of .the'defen'ce personnel,
expenditure incurred on acquisition of defence equipment (including 1te;ms like aeroplanes{i
tanks and ships etc.), should also be in the revenue account. T}lllcse gergs are z)i{tiigte

1 ' -unk value left at the end. EXpen on
to be ‘consumed’ away, with at the most Ju ] re o
capital account is, therefore, only that portion of the total c;efc?nce expenditure whichis
, ildi -esidenti on.
spent for acquisition of buildings and fesidential accommo ‘atl ‘ am
Correspondingly, revenue receipts, while adding to its purchasing power, dono

add to the financial claims upon the govemment. These receipts may be tax receipts, or

o : fits and dividends and others.
Non-tax receipts like interest rece1pts, grants, pro

Itis noteworthy that the criteria narrated above are only general indicators.

vide an objective, clear-cut and unambiguous
nsaction into revenue and capital accounts of

2l for clagsifleation of 7Y, * ties tend to follow prevalent conventions till there

been a large component of th.e tot.al
m four fifths of the total receipts In

hird Plan, rose to 72 per
20-51 , this component declined toaro the Thir

have always
{ation. Fro ‘
und 56 per centin
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. er cent
secular increase was budgeted at as high as 89.2 per cent in 2008—09 and 86.3 p

. . ental
in2012-13. Clearly this leaves very little scope for capital expenditure and developm
orientation of the GOI budget.

e

It is seen that revenue expenditure component dominates and far excffegz ?[;e

capital expenditure one, the former registering a persistent secula_r uptrend Sn'l]“his iS

Third Plan, and budgeted at 86.3 per cent of the total expenditure in 2012—13. ics

considered an unhealthy trend for a developin g country like ours where the author "

have assumed a major responsibility of promoting capital formation. Moreover, th?labl s
apersistent deficit on revenue account while, ideally speaking, a surplus should be aval

- 3 Ofs
from it for financing a part of investment on capital account. Several explanatory fact
have been mentioned above for this ra

we may also mention inability of the
inefficiency of public enterprises, and

o . i iton,
pid increase in revenue expenditure. In addltl'ze
government in checking inflationary price >*
avoidable populist policies.

e
44 REVENUE, FISCAL AND PRIMARY DEFICIT

Itis quite easy to say that a bud
over public revenye, However,

getary deficit is simply the excess of public exp@ndimrel
in practice, the concept admits of several variations a% ”!
vields widely divergent meagures of budgetary deficit. There is also a good deal Ud;

~confusion due to the fact that there is no standard correspondence between a selecte
theasure and the name assigned 1 jt A given measure of deficit may be referred to b}"
alternative names and similarly g o

Y

; : ; 1

ofbudgetary deficit, The eXistence of a large number of measures is explained by "
fact that each measure has a

; ] o alé
N analytical and policy relevance, and there is no sing’ !

I (a). This item represents
therefore grogss tax
Local Bodies,

b} i t l
Centfe s share out of e tax revenue collected by it- I 10
collection less States’ gh

5
are less Assignments of UT taxe
I(b). (i) This item represents

various partieg like state
Foreign Governments,

I(b). (ii) This item includeg dividends 5
various governme

nt duties anq
tax revenue of UTs

last COmponent (fig
currency, that is, the
during the year o
L(b).(iii) Thig item i e

interest rece
Governm,
ete.

0]
. re I
Ived on Jogpg CXtended by the Cent et

cnts, Railways, P& T, Government empl0¥

nd profits,

i
. Teceipts in th fperfor™
ﬁlrlctlons in p € process of p 0

o 5 . n
Without Leg]Sl ['u d eXGrClSI‘ng OfSOVereign I-lg.htSa hg |
cal services) rei)r 1% and income frop, figeal servlcersl' 511‘; |
CSents profit ; over™” i
€Xcess of the face vay Profit on creation of G ¢ |

i
! 0 |
Verits cost OfprodUCtion ke Ovemment currency P i;
If- '

€xplanat '
ory, It Includeg grants from abroad also.

i .It, however,
l(a). This item represents repayment of loans to the Centre by its debtors
a).Thi ymen!
does not include recoveries of:
(i) Ways and Means Advances to states
(i) Loans for Agricultural Inputs
R T Servant's et'Cl f deficits (except that on Revenue
i fore, all estimates o .
Correspondingly, th“are re,
Account) are affected by this omission.

tall varieties of borrowing by GOI except
s Thise ?‘anif;?fhff i:::slzlry bills (borrowings tm?;gmhoﬁﬁugaﬁlgs’
those throggh i 610 ded in item II(b)). These borrowmgs,arelne For this reason,
of other kmd.s = 1pc 753 ayments by the GOl onits Outsta_md%ng ?agls'se securities are
A 2 mmuf reid);r:mtemational Financial Institutions (seits A A
;he ponign SﬂfCRLEIUS; ﬂiZuCentre) gets totally omitted bect:ause itrepre

eposited wi ! tamounts.

cagita] receipts and disbursements Ofequwalf:ets sold by the Centre. More sPeCi_ﬁCaﬂ.y’
off Sgirsniiiesment of some equity share holdings in

laim of the
s der should note the ¢
. i lization. The rea Z ivalent amount,
: ew policy of libera - tby an equivalent _
PSUs in ]:hft:]vals{:lzf)?ﬂlefe assets reduces its budgf:tlilltyh iievf}z;f éowevera the viewpoint
Centre that the not agree wit 7 ent assets
World Bank do not agr itions to Governm
anyanalyes anci glai be defended by pointing out that a?dlt;(s) to other parties, are not
of the Go.vemm_izl expenditure, and through extending Oaﬂ cit or Primary Deficit. So
faias ltfsrcapzs totaii expenditure in estimating Fllscjl ll?fother words, payments on
deducted from i treated differently? _ el o
f assets be tr L uisition of assets 1sno
why should the sale o d to a deficit while the acq 30 eds
4 : t their sale proce
capital account are taken 10 aSoning to sale of assets, it follows ic(})l;ls of assets should be
reduce it. Extending this flaa deficit, while the corresponding
tion1 !
should mean a reduc

' ly needs reiteration
1gnored. ine items in Table 4.1 are self-explanatog:fi‘i ;)glffélapital i
| 1 ‘ ‘ n . E
The rem,f1 lgffliians by GOI do not appear in ‘Expe i S P e
that repayments

; ipts have alrea T1(a)]
ings’ in capital receipts g ies’ of loans [Item
begiieg dipRDORER e? i(‘z slljlould be noted that ‘Recoverie
However,
repayment figures.

th d b fl}{ |I (le(|||| m p i tem
jl c I I i e' tS). I or thlS reason, 1
om eqe o1rs o0 are 1nc u ini Capltal RGC 1 1 1

A ;,r nl " .( ( :ap al Account] mc udBng‘O

: h as Foreign
ther parties (suc
ts of loans extended oy GO:::t) gmplogees, etc.)-
(and not net) arsno?nGovemments, and Governm
Governments, State

II(d): This represents sales procvs:edst .
this came into existence on accoun

Concepts of Deficit "
The following break-up of GOI. budget
few concepts of deficit, namely: =

o Deficit on Revenue Account (

e Deficit on Capital Account (CD)
* Budgetary Deficit (BD)
® Fiscal Deficit (or Gross
® Net Fiscal Deficit (NFD)
® Primary Deficit (PD) of (GPD)

: D
® Net Primary Deficit (NPD)

i a

D
Fiscal Deficit) (FD) Of (GFD)
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GovermmendBudet L. Deficit on Revenue Account (RD) ' Plans. Non-Plan expenditure includes interest payments, defence expenditure on revenue Government Budget
The excess of ' | account, subsidies, debt reliefto farmers, postal deficit, police, pensions, other general
s otexpenditure on revenue account over receipts on revenue account measure services, social services, economic services, non-Plan revenue grants to States and

revenue deficit : :
: UTs, expenditure of UTs without legislature and grants to foreign governments.
NOTES Item IV — Item I P -

2. Deficit on Capital Account (CD)

Table 4.1 Alternati — ; : :
rnative Measures of Deficit The excess of capital disbursements over capital receipts measures the capital deficit.

2006-07  2007-08 2008-09 2009-10 2010 l(?‘ Tof;fl"jsl) Plan capital disbursements .include thosg on Centr?I Plan ancrl] (zllisstuisretilslccz I’I;(i); ]S;::) :;Irlltd

. ‘ 2 3 1 2009-10° 201011 =2 1 UT plans. Non-Plan capital disbursements include defence exi)i e g

I. Revenue Receipts 4,34,387 5,41.864 540,259 572 2 6 — Othe.r non-Plan capital outlay; loans to public eqterpn§esl, sta i g Withou;

| R gyens (ney 3,51,182 4,39,547 44330 4,5612;(13 il foreign governments and others; and non-Plan capita’ exp dabove. It would be

/ Wi 85205 1,02317 Taelong 1116!275 223?23 [ 2543 legislature. The item of capital receipts has already been discussed a ((j) t-re e
/ 33) ;?;:i?::.ercﬁ 22,524 21,060 20,717 9] 75 19,728 19,578 | Tecalled that this item includes ‘recoveries’ of loans extended by the Cen ’

(i) Grants 5§;§é 72233 7;,33 9 1331.13 1,97,665 1 Oi?i; only ‘net’ receipts of loans raised by it. i byl

i fa;;plifcloz\::i?: i 144,482 1,97,978  2,99,863 4,53:06; 4,43?22 4,4;:33" Note that receipts on account of sale Ofgljdaiy aci?otz tﬁzs\:ger], net receipts on

(b) Borrowings, other than e S 6,139 8613 9901 159 down of cash balances do not form a part Ofcapgiallsrzgd Isjalfi‘.s proceeds of government

91-day ad hoc Tr. Bills Account of sale of remaining varieties of treasury

1,24,096 1,33,678 2,51,384 4,38,774 405459 390,78

(c) Other Capital Recej ts assets are ; ) . ot
: e inclu ital receipts.
g Assmp (he) 13,959 20,405 41,774 -18.905  10.539 113 ded in cap p
[II. Total Receipts ; 534 38,795 566 24,581 22,744 40,000 3. Blldgetary Deficit (BD)
IV. Expenditure on Revenye Alc 5’]"2,869 739,842 8,39,935 10,25,883 12,30,576 12,37,7% ;
(@) Interest Payments 1’501223 f'34’433 7,93,798  9,11,809 10,53,678 10,9716 Itis the sum tota] of RD and CD. From Table 4.1, &
(b) Non-interest Expendi e 71,030 1,92,204  2,13,093 2,4 67,98 =VI-
V. Expendiure o Cagteanld:ftre H64337 423,403 6,01,504 6.98.716 8!12,;’5)-{ ‘;’29'176 BD=(v_p+(v-m=aV+ D i in extent by international
£ £ k) 3 § 7 » ¥ F p 1
(a) Loans and Advances 6:}238 LI8238 90,158 1,12,678 1,62.808 1,605 15hould be ngteq gpyat in economic literature, andtoa "'e:;ta al deficit’ (FD) discussed
(b) Capital Outlay : 60, 2 -1,220 12,663 16,116 42,515 28,64 lnStituti(mS th deet deficitis used to represent ] SC i i Y
i s saroo LI94S8 77495 96562 120383 1,319 below D | ¢ term budgetary hile BD, as used in Indian officia ;
VII.BUHOWingS through gl-day » 3,387 7,]2,67] 8‘839956 10,24,487 !27;6)576 17157’72 na . D ]S a Wldel' Concept W 1 »
gd "oc T. Bills nd Drawing o TTower concept. . FBDwhichis at variance withits
own of Cash Balances ; sl having a definition 0 ;
I. Revenue Deficit (Tv _ ) 4,517 27,171 43 834 1.386 20 000 int What is the JuSUﬁCﬂfl(_)ll fl;OE) fﬁciaslg]y thisjustiﬁcaﬁOH g deriv ed from the ai;_gmnfﬁlt
2. Deficit on Capi g-g22 52,56 ’ s, -15,000 2% 5| ematjona|ly accepted version- ¢ rchasing power from the
5 SRV 0 253539 338,008 369844 30770 e d not measure just a transfer of P

(5)75.704 (179,749 netaddition in ‘high-powered

3. Budgetary Deficit (v] - 111))
purchasing power 1n the

= VII= (row 1 + row 2)

Abudgetary deficit shoul

(-)2,09 705 (-)3,40 385 (- f
J 40,385 2,8 ,845 ) ,S ! D .
4 (-)2,84 ( “Vatetothepubh an

Instead, it should measure d

: : . ; te
4. Fiscal Deficit 4,517 (=)27,171 438 ol g i increase 1M aggfega
2 > . uses an overnment
VI~ {1+ I(a) + 11(q)y) H O as00 208 2y lifeh, UETe J. therefore, reflect the expected effect O_fgh
e L eands of the economy. It should, te demand and inflationary pressure in t e_cou?iry.
3. Net Fiscal Deficit [Fpy _ Vea) 142,572 1,26,915 3.36.9 N XPendityre in the form of an aggregd € . India, does not meet this criterion. It 18
6. Primary Deficit 1:34,030 1,28 )3, 3’24’332 418,483 4,00,998 4117 OWever, the measure of BD 88 adopted In ],1the sale of 91-day ad hoc treasury
@FD - IV(a) + b)) 1 TR 402367 358,483 387 CCauge t;o owings taken from RBI (except fhrough borrowings also add to the supply
(B)FD - IV(a) 4824 93058 - 8 bills) rrowing - ven when, i effect, suc
7. Net Primary Deficit [pp Vi 1700 44,4 ]=44,5 05 2,27,146 1,79,969 1.6% 0| op. eexcluded from1tev .
: ~'¥a ? s T - . D
(@) FD ~ IV(a) + [(p)j) Ve ] 5 788 205390 160241 1A% Money and credit in the economy . hpowered money is currency in the hands o
. 28 ’ : - :
(B)FD - V(a) - vy 2 21,833 152,842 311 43 | 3480 th It may be noted in passing b l?lglulcjiing their balances with the RBL
< Receipts on revenye i 898 132,155 | ’89’.273 : ?;jz 2 ’ ®Public and cash balances of banks inc
aX revenue is net of nclude hot, — i gl 4 e
: = t b ) : -
Bodies”. Note % rei:ltets share a5 S0 net 0;1 2( :ﬂd N0n-tax revenye as also gfﬂré f 1Scal Deficit (FD)  Defiit (GFD). It measures that portion of i
Ipts of U $si Lo i iscal Dell ' : FOWINGS
ex 1 15 : 0FroWIng,
3 é::lsstfozns part ofthe receipts OnTrtaxes Norma]ly engeZ??Et of UT Taxes tzﬂ fhi gs:al deficit may also be called GrO;SHI;nce by borrowings (that is, aldfoiVJV e ot
Pts, dividends 4 CVenue g¢ € assignments, Yo verny . which is 11 1]s) and drawing _
grants from abrogq alrslg profits, anq NON-tax 1'e“)fllrl’t. Non-tax revenue includes intt‘if1 f’ Lhc y df:;rtllt expte]ndlwl;f 01-day ad hoc treasury fgs a)re net amounts (that1s, gross
. cnu : : 108¢€ throug - . . rTowl1 : the
Expenditure o r ©TeCeipts of UTs, Grants i bz “Nces, Tt should be noted that 1! In(:ta’]b;hs extended by GO1 are mcmde‘dt(:;ide
Cvenue . ‘milarly, 10 , the recelp '
Vi 8 us, t acco ; 0 imi ) b uded on
B L e heBlan €0mponent jncjy g Cludes o, p o “Xpe Wings Jess repayments) . while ‘recoveries ar¢ incl Self-Instructional
e €5 Centra Pla lan ang Non-Plan comp?” UT Miture gjde of capital account Material 123
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Government Budget Th
s :rf"ﬁﬁ, tile amount of loans and advances by GO is also reduced to a net figur® and
ed.l, . | Government Budget
FD = [VI-{I+Ii(a) + T(d)}] | D L pntli oea (®)
\ R
NOTES - II(b)+1I(e)+ VI = Th..lS br}ngs }15 to those concepts of deficit which cannot be estimated from the
information given in Table 6.1 and has to be made available by the government directly. NOTE
: S

Sebf-lnstr'ucrr'onal

In other words ; : -

plus Sale of Public AFs[s) lts (TOtal. Expenditure /ess [Revenue Receipts plus Recoveriesg

T s tEI s;)]‘)1 ﬁc ;sl zﬁso equal to the sum of three items, namely; (i:f

and(iii) BD. gh91-day ad hoc treasury bills, (i) sale of public 255
Itis often stated

ed that FD measures an addition to the liabilities of GOI (whetht?f

backed by acquisition
. of some assets or not). Thi
the item ‘drawing down of cash balances’ is zéro 1I:/iowstelihould B e v {

by and large, the above- i
= ge, the above-mentioned statement may

: itis a small item and, therefo®]
€accepted in practical decisio”]

5. Net Fiscal Deficit (NFD)

|

This measure of deficit is o-bt i
iy ) e tained when FD is reduced by ¢ §
considers th[e fgac);ti{l;);g?: iture on Capital Account’]. In ;héoégic?sn?hﬁdglzz:;
away’, but for acquisition of payments by the government are not part’ of‘spendiﬂi
conclusion. While assets assets. However, this reasoning is not carried to its lo e
those acquired through o, cquired through giving loans to others are account dg f
ae pital outlay’ [a part of item V(b)] are i o

- frimary Deficit (PD) SRR |

ver, reflect g
conseque .
qQuence of past actions of the government nam®”
9 J

loans taken i
and given in .
transacti Years prior to ¢
ons, therefore, enables 1, sezf neunder consideration. Exclusion of in®:
i Cwa ) )

its financial affaj
i : s, Accordi iy | |
v e governmen e
ess mterest payments Plus igterD 1S deﬁ_ned as FD Jess il o f
e Cstreceipts), so that

z FD - [IV(a) — I(b)(i)]
FD~IV(a)+I(b)(i) :

However, in GO

; Ibud

80 as to get a smaller measﬁ:;argfd(licumems
D.

That s,
PD

Gross Pri ' I1
s Primary Deficit (GPD). Measures Ofdeﬁcslzi

clud m
© payments and receipts of interest. The}.
\l

net interest paymenfSa

,int - o]
erest Tecelpts [item I(b)(i)] are 1g“0 i
|

= . FD. IV(a)
T i
Net Primary Deficit (NPD)

Thi
his measure of deficit is ob

from Net F; tai

receil?'tse;‘szlSlca1 Deficit, isa:;ed oy Sublracting [, (9]‘”
§5 l0ans and gy . 50 equal to 0ans and Advances’ it |

Vanceg, Thus less Interest payments pluS o |

8. Monetised Deficit (MD)

M(?neti sed deficit is defined as an increase in net RBI credit to central government. The
rationale for this measure of deficit flows from the inflationary impact which a budgetary
deficit exerts on the economy. Our Budgetary Deficit (BD) discussed above is not able
to meet this test. The Chakravarty Committee recommended that in addition to existing
measure of BD (namely, borrowings through 91-day ad hoc treasury bills and drawing
down of cash balances), it should include all other borrowings from the RBI by the
government. Since borrowings from RBI directly add tohi gh-powered money, therefore,

this measure is termed Monetised Deficit. It is obvious that MD is only a part of FD.

Also, it should be noted that even MD is not a perfect measure of the inflationary impact

of the budget. Loans from banking sector also add to the liquidity and inflationary forces
n the economy.

9. Public Sector Borrowing Requirements (PSBR)

ector Deficit, and represents net claims on (that

It may be termed consolidated Public S
public sector. It is the most

is net use of) the resources of the economy by the entire
comprehensive measure of deficit and covers all government entities.

In brief, PSBR = (Total Expenditure — Revenue Receipts) for all government
entities. It also equals their (New Borrowings less Repayments Jess Drawing Down of
Cash Balances).

Note that, here, the term ‘expenditure’ includes wWages of public employees,
expenditure on goods and services, fixed capital formation, interest on debt, transfer

payments and subsidies. However, it excludes amortization payments on government
debt and accumul atiori 0 y, revenue includes taxes, fees, fines,

ffinancial assets. Similarl
rates, user charges, interest ol public assets, transfers, operating surplus of public
enterprises and sale of public assets.

excludes drawing down of cash balances.

This measure raises the problem as to which economic units should be counted as

part of the government sector. Also, it is not a measure of the resource cost of the
economy which includes the repercussive effects including that of inflation.

It, however,

10, Structural Deficit (SD)
blic sector (PSBR) are adjusted (that is,

When the borrowing requirements of the pu for reducing deficit d raising resour
redUCed . | ortem orary measures or reducing encitan 1 Ce-Sa
) for occasiona P eficit which is expected to persist

tructural Deficit (SD)- » :
Unless Jong-term corrective measures arc adopted by the authorities. For example, if

the government raises resources by ‘sale of government assets’ and through ‘amnesty
Schemes’. PSBR should be adjusted for (reduced by) these amounts to arrive at SD.

1L, Operational Deficit (OD)

Pg _ P nflati rice ri
BR adjusted (that1s, reduced) for inflationary P price index is of great

(Op ; ice of ropriate
i : : t OD, choice 0 an approprias
) Obigly; {020 1 / fficult to selectan ideal price index. Another problem

se givesus Operational Deficit

5 - .
Vance, However, it is VerY di
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: nl,
arises from the fact that while indirect taxes add to the revenue receipts of the go-vemlmﬁ :
they are also inflationary in nature. Similarly, many PSUs included in the estlmatlﬁ .
PSBR may resort to raising of user charges. This act simultaneously adds to bot

; - the
revenue of the government sector and the inflationary forces, and thereby clouds
true significance of this measure of deficit.

Tolerable Limits of Deficit Spending

Tolerable limit (or ‘crucial’ limit) of deficit s
whichitsill-effects overshadow its bene

ly within ‘safe’ limits or clearly exCﬁ""d_m.g
the “tolerable’ ones, Further, the ‘safe’ limit depends upon the way in which a deficit?
financed. For example, over-reliance on domestic private borrowings is likely to Pl_ls
up interest rates and ‘crowd out’ private investment. Similarly, excessive borrowi%
from abroad is bound to create problems of debt servicing. These problems get aggraval
if the borrowings have 4 short maturity and/or do not lead to additional export eal'ﬂj“,gs'
Debt servicing can become an important factor in accelerating the depletion of forei?,
exchange reserves, In the same way, an cconomy can absorb only a limited amount?’
additional money without feeding inflation, and an excessive reliance on this sourceo,f
financing a deficit becomes inflationary. In this context, the concept of Seignorage”

alsoa noteworthy one. Seignorage is the ability of the government to claim resourcesllﬁ
return for issuing currency. Itis an

tis an implicit “inflation tax” which the holders of financ!”

: i nes and an increase in nominal interest rate seld”
COITlPensate§ fqr it. Anothgr 111—eﬁ"ect of inflation caused by deficit spending is its imp?*
onincome distribution which shifts in fayoyr of non-fixed residua] like profits.
B, _ i
spendiS;:iIét thmgung st;ppoifts the thesis that inflation is mainly caused by deﬁciq
3 CELIl . !
© cured only through budgetary reformg. Also deficit spending ;sc

self-feeding procesg With price ri

; PriCerise, governmen ey enditure rj ' 4
. ev

and the government is forced to resort to bigger deliicits it fhen s

These days, it s widel i : b
) Y believed t SPSI o
ic acti = lin mamtalﬂ'ngiﬂ

possible to sustain huge deficitg Without sey;

Some countrieg (incly
Management [FRBM] Act)

erely dam
ding India through i ¢
kdeficit spending. Sucha ¢ esﬂl
*gal hurdles when the gove il
me of sych self-imposed restraaﬂ"

ntand its administrative S -gd

fthe Fiscal RespOnSiblllrye v
amed undert, GO would be 27 ¢
Crease Ohl t € Meantime, revenue receipts deﬁ
NVarious coypts including the exP 06

STowth, It CXpected to receive a furthe! o

always depends upon the polit i

Asregards India it was
5 €Xpecte
Budget Management ey

I?S and targets f;

ompr . '
. e:zr:(swe (-}ST' However, the Centre has not be,er-l P
Penditure, and the problem of fiscal defic*

45 COUNTER CYCLICAL FISCAL POLICY

; ent takes
Budgetary or fiscal policy comprises steps and measures ‘;Vlg;uh t?jioreeg“ﬂtions and
both on the receipts and expenditure sides of its budget, including e économic TR
procedures relating to them. To ensure its consistency with the ove

ina pi nd haphazard
of the government, its contents should not be selected ina piecemeal and hap

1d of
i maybe contradittiny . Sod Olt}j:;rég?ij; management because they all make
demarcated from those of monetary poli

: It is frequently
use of several common components but aim at dlffirz,? ; sszﬁiigilsseconmﬁg policy
Maintained that fiscal policy should mean thatsegmen mlfent expenditures and taxation
which concerns itself “with aggregate effects of gove to this limitation, the micro-level
on income, production and employment”. According Oneed not be included in fiscal
effects of \’zgrious taxation and eXPend,imre me.asur-gsconcemed with the manner in
Policy proper. Mrs. Hicks says that “Fiscal policy !

i i i Y med . ith

tax is .
Carrying out their duties (as the first duty Of? licy.” The crux ofa good and effective
be geared to forward the aims of the economic po nditurﬁ Joans, transfers, tax revenuets,
VA e . o its inoredients like €XpEnAIitnes - B A% 10
;ELS:::al policy lies in keepmfﬁnnllirnagement, and the like In :]i I;rjé}ectives. REMoqeety.
ach?g: tfi:Q‘;l propﬂglse rZsultS in terms of the desired e:;?;leﬁ out of the field of fiscal
€ best possi 3 es is gene ‘ 1o & fiscal
indivi ¢ diture measures = = sis. Essentially,
gg?il:;vgll?tatlhtéxfmon aHdneI??ff)?the sake of simplicity of analy
' 1S 1s done O

i filled in.
Policy jg Meaning]ess unless necessary details are

USefulness

X fsocio-economic

o AT ilitating the achievemert® only one of the

Us.e fulness of ﬁscal_pOllcy illet:?;ﬂsltt Zi({:}l&i forgotten that ﬁSCSiEFJI:]};:)Sbe c)inphasize d

90jectives of the SOClety'i]jltlhe hands of the govememll{att?ng the working of market

Z:Vera] sets Of_wealijOﬂf;O Jchieve its objectives by re%;y by-pass it). The extent of s

at fiscal policy tries ¢ some other weapons Ilf arket forces to various policy
Mechanjgm (while in C??t;z;énds upon the response © m

SucCeSS, therefore, large

t.
Steps initiated by the governmen

g ities came to be
ReCogmtlon ¢ hands of the authorities

inki ed laissez-

ic thinking favour ‘
academlwn drawbacks. As Keynes
alance and vice versa. The

in th
tenttool int
The fact that fiscal policy cal beb pgoth official and acad
"eCognized only slowly. For deca.deS, . obviously; hadits o
Jaire ang balanced budgets: This Bl

3

ing 1930s and
ized only during 1
; be recognizec A
fationg) fulness of fiscal policy czlalm:r;? it was also discovered that long
Nale and usefuln owih theory:

ity of planning and
f ith the popularity 0 3
Aer. With the advancemenctozoiic development..::lfll 2ccumulation, fiscal policy has
ility also contributes 10°€

. of capt i There, it is directe

ating rate tries also. ) e
“ization of the need for accelei; underdeveloped g investment and reduction
Cen accorded an important role ards pIO moting savings, time, on account of severe

frestructuring fiscal policy
g. thereisa need to

o tow - the same
d?t Only to stability, but alzo egional disparitic> Al
Stribytiye inequalities and ™
isg‘dlties in socio-economic

' More difficult in under

etask 0
; markets, th o
{nstitutions and e, T such countrie

developed cOU

Government Budget

NOTES

Self-Instructional g
Material 1




Government Budget

NOTES

Seb’-]n.s‘rrucn‘iona!
Material

128

simultaneously direct it at several targets, which also poses additional problem of priority-
mix and object-rating,

Iffiscal policy of the government is so formulated that it generates additional

purchasing power during depression and it contracts purchasing power during the Peﬁod

of expansion, it is known as ‘counter-cyclical fiscal policy’. The fiscal policy is based
on the relation of public expenditure and taxes to the national income, the GNP- The

relationship between public expenditure and GNP and between tax and GNP may be
expressed in the form of the following propositions.

Public Expenditure and GNP An increase in public expenditure raises the level of
GNF. The size of increase in the GNP as a resyls of additional public expenditi®

is determined by the multiplier. Public expenditure in the form of purchase of gOUds

and services increases business incomes and household incomes—wage, interest, rent

Taxation and GNP Direct taxes without an equivalent public expenditure have advers®

( irect efore, a deflationary impact on the economy’
Increase in taxation either due 1o incregse in the rates of existing taxes or due 10

increase in taxation depends op, the lax-multipli islisr; :
; ~ ier. The multi tio?
works in th P plier in case of taxa

e reverse directjop, For, ta
consumption expenditure cummy]
will notbe as high as in case of
first instance does not reduce GNP as it ;

; Xation reduces disposable income and henc®
attvely. Itshould be noted here that e negative multipli¢

policy has buﬂt—iﬂ'ﬂexi.bl' lit)/
Change in GNP, Built-in'ﬂexlbl-p@'
Income and consumption ¢ '
Iect taxes declines, Govern™ 25 it
atically rypg 1 1€, Public expenditure exCee o’

1S nto defici; This effect is more qu© li"Jt
Ploymen allowances and othe? i

oW the

Powerful in the ¢,
benefits,

When GNP increases tax b

level remain: » 1dX Dage ex i
TaAnng the same, budget autml;’flllds and tax-revenue increases. Expend i

atically shows surplus, The deficitand®

resulting from fluctuation in GNP work as automatic stabilizers of the economgc Itis,
however, generally believed that automatic stabilizers prove to be adequtete ?:bi ls;:;:
useful purpose only for short-term fluctuations in t'he economy. A“;(l’maelrcasm i
prove generally inadequate to control the economic fluctuations o ;rsg p :
Under such condi-tions, discretionary changes in budget become necessary.

i -structure,

The discretionary changes in the budget refer to the Changii)fité}z‘t;nx dsj:.:retion.

dinthe leve] and pattern of public expen-ditureby the g‘“’em?ef-’ﬁon of existing taxes,

Discretionary changes include change in tax-rate structure, abo Ie RIS

imPOSition ofnew taxes, increasing and decreasing s pUbh:rZXg) desigﬂéd as to arrest

irern of public expenditure, etc. Discretionary Change; o mitigate the destabilizing
¢inflationary and def] a-tionary trends in the economy an

i : emand.
orees, such as increase or decrease in aggregate d

) : lating a counter-cyclical
Problems in form ulating Counter-Cyclical Fi tseal Poh@ Fopnu ating

ksteinl9 as follows:

le, transfer
- lier effect. For exampic, tdll
L. Al expenditures do not have the same mmuph:nan d for goods and services.

d : :

Paymentg by the government do noz Cre:aﬁil (?se on free education and hospital
OMe kinds of public expenditures (¢-£-

faci]i'ties) replace private expenditure.

 Notay tax-changes have the same multlll
1S Uppe, income groups have Jower m s
come groups, because of differences
3 et taxes are not clearly known- ing may reduce '
: Deﬁcit : ublic borrowing g duces the
. reduce
crOWdiIf]i;l a([)lstm %gzo%ghhif kind of deficit ﬁnﬁﬂcig ssessment Oftime-lag; anc;
-out elrect. a :
i d o the eness of fisca
S - jes with regarc ™ o effectiv ,
ac Ct:re are practical dlfﬂcum-zsuncertai nty with regard
DOIicyjdcy of forecasts. There 1

omplicatiopg have been pointed out by EC

lier effect. For example, ta?cels} pzluilv 1;);
i lier effect than those peu:l y (1 o
i ir mpc. The multiplier effects
g 5

investment through
multiplier effect.

I'Pg); d and
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a ratio of GDP) than they did during wartime. Rather, the persistence of budgetary
shortfalls during a long period of peace, when governments traditionally pay off debts
and save for the future, should set the alarm bells ringing. Furthermore, projected increases
in the cost of government programmes, as population’s age and economic growth 1ags
give cause for further concern.

Government budget deficits (the excess of spending over revenue) in indusm_a]
countries have been growing as a per cent of GDP for the past 20 years. Large defici®
emerged after the oil crisis in the mid-1970s and widened dramatically after 1980, largely
the result of government overspending rather than meagre tax receipts. Governmen!
expenditures in industrial countries rose from 28 per cent of GDP in 1960 to 50 per cent
in 1994. These deficits have sharply increased the public debt (the accumulated burd®”
of yearly budget deficits), which jumped to 70 percent of GDP in 1995 from 40 per cent
in 1980, weakening government finances and draining resources from the economy:
Aging population and sluggish economic growth add urgency to this worrisome trend
Governments now have little choice but to restructure their spending programmes. Befo®

understanding the measures to reduce different deficits, we should first understand th*
problems of budget deficit in India.

. Over the past 15 years, India’s general government deficits have exceeded 5 pe!
cent in every year except in 2007-08. After a successful consolidation between 200’

eficit was brought under Conarlk’

ed t6 go out of control in thﬁ: 0
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: al e i0
and growth decline resulted in hlgl.l ﬁs;coﬂom
gloomy €conomic trends in major

contributed adversely, impacting India’s exports negatively. This along with the elevated
levels of crude prices and high levels of gold imports led to the widening of trade gap and
current account deficit. Macroeconomic analysis of India during the years 2010-11 and
2011-12, therefore, showed a trend of rising current account deficit, sticky inflation,
falling savings rates, falling investments and even consumption. The unceltai.ntyin glol;aal
economy along with the monetary policy tightening measures ledtoa perCf.:pnblle negative
impact on economic growth. As a result of these factors, the growth is estimated to

. Come down to a decade low of 5 per cent of GDP, as per Central Statistics Office’s

(CSO) advance estimates. Last time sub 6 per cent growth was seen in 2002-03, when
the growth in GDP was re gistered at 4 per cent. kb i

The widening trade gap, falling investment and difficult economic situation, 13]_"0hth
domestically and abroad, have added to the negative outlook on the Indian econl? m);-l e
rigid inflationary conditions and consequent tightening measures on mF)netB?/PO_ ijusglagl
With negative sentiment on investments and savings have hada deep ml;ri‘;ﬁzlé lr?wasures
growth. Discouraging trends in economic growth called for nnme;iltfli]t: t(‘:;ct that high fiscal
and appropriate policy response. Public debate centred arounl. e S
deficit tends to heighten inflation, reduces room for monetary po I_CYtE A =r T
Private inyestment. The sustained high levels of ﬁsca.l deﬁc;t O(I;Ifgmacroeconomic
countercyclical measure to spur growth, has also cqused diverse org:ii et
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significant increase in the estimated under-recovery of Oil Marketing cOmpamf;
(OMCs). In tandem with high crude price, prices of most of the petroleum p.ro.ducts

the international market went up sharply, and fertilizer bill ballooned due to risIng Urea
prices. Therefore, it was estimated that the subsidy expenditure would rise by about

70,000 crore. Accordingly, it was estimated that unless immediate corrective measures
are taken the deficit will be well above 6.1 per cent of GDP.

The net effect would be ‘crowding-out’ of private sector financing for irwesifrl’lf?“t
due to large gross borrowing requirement. In an extremely fragile world market ﬁnaﬂc{ng
of this magnitude would be creating huge risks for macroeconomic and external stability
Against this scenario and aided by Kelkar Committee recommendations, governmfi’nt
undertook the task of meeting the challenge. As a first credible step towards fiscal
consolidation, the fiscal deficit target was revised from 5.1 per cent to 5.3 per cent for
the current year. As per the roadmap of fiscal consolidation laid down by the governme“t’
the fiscal deficit in 2013-14 has been projected at 4.8 per cent, to be reduced by 0.6p
cent every year to achieve 3.0 per cent target by the end of the plan period, viz. 201 617

In order to achieve the target for Disinvestment, committee of secretaries was constitu!
in the Ministry of Finance. Similarly,

. : _eﬁbl‘ts were made to mop up revenues both tax a0
non-tax to contau'll th§ fiscal deficit within the projected targets. However, shortfall inthe
customs duty on indirect side and non-realization of targeted revenues from Spectru?
sale on the Non-tax side had to be factored in.
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4.6 SUMMARY

Government Budget

e In India, the actual financial statement of the Government of India infzorporat?ng
item-wise proposed disbursements and estimated receipts for a specified period

NOTES
(normally a year) is termed its Budget Statement.

e In India, all Government accounts (of both the Centre and the Stat.t_a's) are g.;rouped
into three parts, viz., (i) Consolidated Fund, (if) Public Account and (iii) Contingency
Fund. |

o The Contingency Fund consists of those finances which are put at the disposal of
the governments to meet unforeseen emergent expenses.

e In many countries (including India), the budget is di.vided intf) revenue (currf.‘ent)
and capital accounts. Revenue account Covers thqse items ‘Whlch are of I’GCLT.[TEIg/
routine nature; while capital account COVers those items which result in acquisition
and disposal of capital assets and liabilities. . :

o In India, till mid-1980s, in addition to the division of the budget into Revenue an
Capital ’Accounts, the Plan Budget was also prepare.d. b
o It is quite easy to say that a budgetary deficit is simply 1zhc excesst 2(1 Iﬁlllt S ;(;
. ; However, in practice, the concep :
expenditure over public revenue. t0 it
se\Iz)eral variations and yields widely divergent measures of budge az e
e choi
® Asthe World Development Report (1989) of the “;Oﬂg IB ::;k ekl
the ‘correct” measure dep ends upon the purpose 0727 ) }; | asures the capital
. ital receipts me
o ital disbursements OVer capl e
g hf? ?ﬁi&iﬁfal disbursements include those o Central Plan and assis
cncit.
for state and UT plans. . ] s
o ; i RBI credit to Central government.
e Monetised deficit1s definedasan mcre_ase innet R rapicwinoh
The rationale for this measure of deficit flows from the
i+ exerts on the economy.
ahulgesy defietex nding is indicative of that stage

.o sorucial’ limit) of deficit spe sindica
. TO]erable}?Hthit(soirll zrg"géts overshadow its benefits. This limit is not an absolute
IC ) . ., . .
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® Governmen
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. . : Jated Tyagi, B.P. 1975. Public Finance. Meerut: Jai Prakash Nath and Co.
. t ts are grouped into three parts namely, (i) Consolidated ) . )
e L. ?‘éﬁ?ﬁ;{;‘éﬁ&:‘ﬁﬁmﬁ) (%,rontit:mgencyFund P Y Sundaram and Sundaram. 1984 Public Finance. New Delhi: Sultan Chand & Sons. NOTES
NO )

2. In India, a budget (whether central or State) shows financial accounts of ¢ | - Croxton, Frederick Emory, Dudley Johnstone.Cowd?ﬁl @d SidneyKlein. 1967. Applied , "
previous year, the budget and revised estimates of the current year, and the budget General Statistics. New J ersey:~ Prentice-Hall. o .
estimates for the forthcoming year. Gupta, S. C. and V. K. Kapoor. 1996. Fundamentals of Applied Statistics. New Delhi:
3. The items which belong to the revenue account of the budget are as follows: Sultan Chand & Sons.

(@ Variationsin financial balances created or owned by the Centre (such & End ;
through tax collections and their spending, receipts and payments of interesh Dotes
dividends, profits, rents, fees and fines, grants, creation of currency, etc.)

(i) Expenditure onupkeep and maintenance of physical assets and scheme®
and 4

(iti) Cost of administration, police and judiciary and the like. | I

. iy
. o . . ]! i
4. Revenue account covers those items which are of recurring/routine nature; while}

_ i
capital account covers those items which result in acquisition and disposal of ‘ :
capital assets and liabilities.

L. Borrowings from the Reserve Bank of India through the sale of long-téerm securities? are |
considered a part of the ‘market loans’. i

5. Fiscal deficit may also be called Gross Fiscal Deficit (GFD). It measures the* . - o
portion of government expenditure which is financed by borrowings (that is, dl

borrowings including those through 91 -day ad hoc treasury bills) and drawin?
down of cash balances,

6. ’cll‘hg e?:ccess of capital disbursements over capital receipts measures the capital
eficit.

7. “éhe Kgg(gr C’on.mi'ittee in August 2012 Suggested ‘Roadmap for Fisf’al
onsolidation’ within one month’s time period. Kelkar committee sugg‘istedﬂ

;’ | 49 QUESTIONS AND EXERCISES

/
-

Short-Answer Questions

i
1. Whatis a budget Statement? : ‘ ‘ n'
2. Wri . | -
Write a short note op the Periodicity of the public by ' I

3. Prepare short noteg onthe follow Cbudget. _

ing: ' | |

(2) Budgetary defic; i ' ' | |

tary deficit (b) Primary defic ‘ | | I
Long-Answer Questions '

1. Whyis it necessary

to distiney;
expenditure? Giye “inguish e

. ! |
Xpend ot .
Teasons for yoy, aESWe:ture Onrevenue account fro®

1
1pts and eXpendltur g - dgﬁt' ‘

. 1‘
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5.9 Further Reading

Level and Aggregate Demand
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50 INTRODUCTION

vernment, under the influence of laissez-faire
s activities to its

Int .
he 18th and 19th centuries, the g0
nomic liberalism, restricted it

phil : 2
minfsophy’ which was reflected in eco
mum unavoidable essential duties of providing protection and security to the citizens.

COn .
C’i_‘:quently, the activities of the st - nited to performing only the essential
10ns of protecting the community a gainst external aggressions and internal disorders

Y'S : : ;
COnSp.endmg on the defence and maintenance of law and order. These functions were
idered essential for the preservation 0

fthe community.
However, with the passage of time, withan enormous increase in the responsibilities
h the development of enlight

0 : 2 .

fthe state and also wit ened views On public finance, the

2overnments in order t0 supplement their traditional financial resources started borrowing
tions within the country an

from jndividuals and institu dalso from outside the country.
Although borrowing as a souree of financing certain government activities has

?}?t been unknown in the developed coun ies, the necessity of the public borrowing by
€ government is imperative in the cas€ 0 d countries where the taxable

fless develope
EapaCity of the people s Jow. Inmodern times, public debt is as popular in the developed
Ountries as itis in the 1SS developed countries.
mes, porrowing by the govern
tg*sr\tfem@nt finance along with other 501.1rces of p
h. In all countries of the world, public debthass
rly external debt burden, of the world’s less

I
?ldl)ﬂ In fact, the debt burden, partiqula aet] _
Se veloped countries has grown phcnomenally and quite dlspropomonately to the debt
th;VICing capacity of these POO" countries. Al present, the external d'eb't burden of the
d world countries has crossed the staggering of over $2,000 billion mark and in
tries of Latin America and Africa; the
total export

e .
Case of several individual developing coun ;
eds or nearly equals their
hat in any foreseeable

i
e Al debt servicing purden of payment eXCEECE -
ies, there 18 little hope t
fact, the external debt

arn'
ngs. For such unfortunate countries, |
fFtheir fore1gh debt. In
] adding to the
o are in the never-ending

most impossible t0 come out. With

ries find it al
in debt.

ountries are sliding deeper 1 d

ment has become 2 normal method of

ublic finance like taxes, fees and so

In modern ti
hown the tendency of increasing

b lrdr e they will be in a position to pay 0
ven of the Third World countri® een mounting up year after year
e .
enlzTonolnlc plight of these poor cot
pa d.ebt trap from which these coul
ssing year, world’s developing ¢

shasb

| S
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develo\g;?;gj;; lj‘.?;;l ﬁ;ant difference in the composition of debt of the developed and
b enera?i or exa.rnple, the tota] public borrowings of the less developed
country thesg ri it cy e e the bOl'rc‘)wmgs. made from abroad while ina developed
institutions and mdizr]idon?mlo-fﬂle borrowings raised internally from the local authorities
of public debt that th;l:& tis onaccount of this significant difference in the compositior
internal debt for their coumenizn g nomists, including Taylor, have emphasized the
EI e ot il n'ﬂ'Y-l India, however, the economists emphasize the external
components of, public d:l‘t;[tlalnd?t R ot the essential and importa”
between pri t. In this unit, you will get acquainted with the differen®
: : private and public debt, sources of public debt and eff {
orrowing. d effects of governme?

The government of a
country finances i . |
the government consi ces its expenditu o l
sists of ' re from its . 0
sense, the term “public reve Wh?-t 1s called public revenue and 1 eeane, Thg 1r}coﬂ1%e[
nue” includes all kinds ofincome Cpubhc debt. Inits vlvl ;
. Consequently, it inc”

Payers any servi r Commyjt
institutio d p“biig loeargécs ’ gﬂuchl Menton the part of the gove™
nsand indivig rdebt i
be repaid o UalS on the expi i AKEN b
: N maturity while ; eXplicit unders
stipulated in th while Inte deI‘Stand' :
el Iest iNg given in wit e
0an agreement shall 1 g givenin writing that th A

i i
paid regularly, half-yearly OF ¥

5.1 UNIT OBJECTIVES —
After going through this unit, you will be able to: —
o Differentiate between private and public debt
e State the sources of public debt
o Analyse the effects of government borrowing
52 DIFFERENCES BET y
W
i b EEN PRIVATE AND
_J/ i

. ;lfhe necessit_y of repaying the loans and various consequences of the differént
ods of redeeming a loan necessitate a separate study of the subject of public debt.

Differences between Private Debt and Public Debt

B;tilslsz'tter of public borrowing, Fhe gqvemment is placed in almost a similar position
il gos 1vate borrower‘.T he relationship between the gqvemment and the holders of
i t?rr Ement bonds 18 t'he same as that between a private borrower and a private

. The government is barely a government in all its characteristics in such

tra x . ;
nsactions. Like a private borrower, the government may also borrow either for

u . . :
nproductive consumption or for investment purposes. The government will also have to

ayi ! o R
gebt;mterest on such borrowings. However, the dissimilarities between the two kinds of
t‘ are quite glaring. The following are the main differences between private and
Public debt:

r economic crisis, the State may force the

try to lend fundsto it. No private individual or
rivate individuals or institutions

e In times of emergency, like war 0
people and/or institutions in the coun
institution can, however, force or compel the otherp

to lend.
® In the abnormal circumstances, the State ¢

taken by it from the public while the private in dern !
refuse payment of loans to another private individual without Inviting Jegal action.
d exceptional circumstances

However, normally the State will only in very rare and exct : .
take resort to repudiation of loan because such an act on1ts part will damage 1ts

Prestige beyond repair.
® Public debt is generally spent

an repudiate the payment of loans
dividual can under no circumstance

for productive purposes whereas private debt may

be spent both for productive as well as for unproductive purposes.
e The State usually repays public debt by taxing the pegple._ The creditors also
make their contribution to the extent they also pay taXxes in this task of repayment
plic debt is also borne by the

of public debt. In other words, the burden of pu _
creditors of the government. As against this, the burden of private debt is never

borne by the creditors. In other words, we can sy that a private person has to
t of his/her accumulated

repay his/her debt either out of personal earning:s orou
assets or by borrowing from other sources. While the government can at least
nt of public debton the shoulders of the individual

arti ift the burden of payme
partallysht finternally held debt.

ryin the case0
rate of interest payable on public loans but

creditors in the count
y reduce the '
ion to do so. Private borrowers have to pay

o The State can unilaterall '
apri . unit is notin @ post
D s ted to pay to the lenders.
ry long period whilea

the rate of interest which they have contrac

blic forave

® The government may take loans from the pu | '

Drivagte person cafl get loans only fora relatively s}lort perl_od of time. In facttl,l:he
public debt may consistof government ponds which have infinite or noma ity

period.

® The government may bOt™
Other words, it not only borrows fro
t covers the bu

itself. When the governmer’ i
Paper notes, it amounts t0 taking loans 10

borrow only from external SOUICes:

ow both from the internal and external sources. In
m others; technically it can also borrow from
dget deficit through the printing of
self, However, a private person cat
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o The. proc':eeds of public debt are generally spent to promote the welfare of the
?OC“"W’ including the creditors. For instance, when the government spends the
:;I:Hl;rslcliie;d; on dezelopment schemes, it benefits almost all the sections of the
expendituré (‘)-’211 ﬁee f;edltors are also benefited through this developmental
&l ditorsbec‘ Uity }_land, the private debt is not spent in the interest of

ause itis exclusively spent to finance the individual or private project

e Bei i 4 g
; and income in the cou : . .
in amount, produces no such effects. Egiilcapnyatedeht heing &

e Since thy i .
X :th ;n cirsedgsc;_f l‘;tlle fgovemm‘gnt is _generally high, it can borrow at lower interest
possible for the private individuals. We can trust a government mor

easily than a private individ .
Sy ual because the government loan is perfectly credit

Causes for the Increase in Public Debt

The size of public debt has in
creased tremendously in modem ti
: mt i
government today which has not contracted loans both from alérrlsz.drl:rlilr? lstlhardlyfﬁ
in the cou

from its people Following are the im ortant cause
. . .. Ing are the 1 p t
blic debt et e causes for the extraordinaly increasé i

1. Abandonment of the lai i
issez-faire, laiss .
have aband : Alre, faissez-passer policy: Mod 5
minimum :;Zitil: DfOllcy Ofla.lssez-faire according to Wﬁich theen'] %iovemmegle
Ol economic activities in the community, Ti[lml ;lged mtuf)i
. 1he [9th cen

philosophy was that the overn; W v
governm i n
i e T e ent which governed the least and co sequen'fl

economic affai i Vs, governments act; A1 ‘
stateis aWelfaflézzz%iiﬁito the requirements of the ;tel;;}: I?}zmlpate 1:53
it undertakes the execution chfuently, itresorts to economic plar;ni i przser:h'hic
living standards of people Insevera1 development projects i -k
borrow funds fr -n order to implement th in order to rais®
equently on a large scale from the ; lfl econo
ublic.

public debt for dey,

: mic plans it h3°
us, government takes recourse to
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For example, in 2017 s ods, f; EOVernment raises loans in ord? ;
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f

ment i
CXpenditure. Thus, the govefﬂ

Would be committed to incur a much larger expenditure and would, therefore, run
into a sizeable public debt.

4. Waging of wars: When a country is engaged in war, it has to borrow heavily
from the public. Modemn warfare is s0 costly that the normal income of the State
raised through taxation falls substantially short of the actual war expenditure.
Besides, taxation beyond certain limits has disastrous consequences on production,
and, thus, interferes with the most important objective during a war, namely, the
winning of war. Moreover, a public loan is a better and easier method of collecting
revenue than taxation. Governments, therefore, borrow extensively from individuals

and institutions toward war financing.
get deficit: Sometimes, the government does not

5. Covering of temporary bud -
consider it appropriate to meet its budget deficitby resorting to additional taxation.

In such a situation, the government resorts to temporary borrowing from public.
6. Fighting the depression: During the great depression of the 1930s, the long-
of depression failed. Fiscal policy was then devised as a way out to deal with the
problem. Depression does not meat that the public has nomoney 0 spend. Money
f entrepreneurship, the money re :
expectations being low, nobody is willing to invest his money- At such ajuncture,
the government canl utilize this money by raising bo -
] of aggregate effective demand
' i terprise may
in the economy. On the other hand, the private en
able to enhanc{: pro duction and thereby to raise output and employment due to
lack of funds. At such times, the g0V ! . 1e ban
re lea:e the borrowed funds often supplementm gthe private enterprise. Either by
by raising loans, the government may be able t0 liﬁ. the depressed economy and
place iton the road to recovery and Jead to prosperity-
i t prices from rising. Since the
t of money from the public and preven
Erog;e:?r(})’iih : | bank alone has not been very successful, fiscal
policy of which the public debt constitutes an importan

practised traditional monetary techniques of raising the economy from the depth
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rrowings from the publicand
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ensuring circulation of new money or by activating the idleresources in the economy
7. Controlling inflation: By raising public debt, the government can withdraw a
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he vicious circle of
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Public Debt i i
gliieiiople of th;lt ?ounmes to subscribe for public loans (government bonds). Howevel
e ii<;0m.puls10n is h.ardly ever brought to bear on the people in present times. The main
c cation of public debt can be discussed as follows: '

NOTES - I,purpose,srOd‘mt“é,e and unproductive public debt: Public debt is incurred for various
linie ora éaziemﬁ::emment. borrows money in order to construct a railwy
_ sometimes, itis borrowed t,omqney is borrovye.d for purposes of famine relief and
seen, therefore, that in wipe offa deficitin the government budget. Itwill
goods or services that csonl;e cases, the borrowed money is spent to produce
Proﬁtablé commercial o e S.OId for aprice. A railway line, for instance, isa
pay. Ifthe debt s incurp;r?gsmon. While some railways do not pay, but many do
railway line that pays it:v {;he government for the purpose of constructing?
loan raised to ﬁnance’ the — C?lled aprf’d“cﬁVe debt. The same applies t0? |
itself, | construction of an irrigation canal ifit is able to pay "
However, the publi : .
employment tlz’ PeO(;;l: : Em? s“gil:i;ﬁa?;:“dget deficit or to help provigfl
and to supply people with f0

busines ’ :

debt whzrs‘;a;;;?:l:xn simple words, we can say that productive debt js th#' |

The spending of sucha sgs?t EY the government directly for productive purposés:

which the borrowed mon h:s er some time on the completion of the project 0*
ey hasbeen spent increases the revenue of the governme®®

out of which the governm
ent can ; .
loans add to the total productiy, pay the interest on this debt. Thus, producti*”

unproductive debt i ¢ capacity of the country. i i
productive Plllposesl.ssillcf::3 Ea‘:shgrem the proceeds me?()f;:ﬁ?;igg;’g
the country. Consequently, 0 notadd directly to the productive capacity®

it becomes i i
©S Increasingly difficult to repay SU
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P a “deadoweight don s account that this debt (unproductive) is 0 °

&
g
i
s
g
e
on
(=]
B
g
o
(=]
8
B
aQ
g
2
=
o
§
«
2
(=
=
Q
o,
[¢]
g
7]
[+
s
%

In most cases, th
a5€s, the debt in,
taken against the wijj of

not buy governm lenders. H :
entb Owever,
%;‘;em'.nem may mm«e()i?gz;uiﬁ’ lack of faith illll1 ;?:EEPW whenihe peopte ¢
0 i ’
bondrcmg the people o buy the oy forthe Peopleto| lhtx ofgov?mmeﬂ o
s) are termed ag forced | Eovernment bonds, § end o ita specified any
3. Internal and Oans, -Such loans (for examp!®
) external .
natlopal and/or intemaﬁpubhc debt: The 2OV . y
debt is contracteq byth onal capita] gy €ment ofa country can 80 ©° af; |

e et ang
Self-Instructional © country. On the cmtff Vermment ‘ﬁgn."w funds from there- h‘te-thi’l
R ividuals and institutions ' ¢
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taken by the government f©

—

m the

isnotapr i
productive debt. Thus, the word ‘productive’ here has been used in th° |
e

curred by the go '
the g0Vernment ig voluntary and no loaﬂ(;z ‘

| §§V€rmnem creates no separate
| ofits ordinary income- The

individuals, institutions and/or governments of foreign countries. For instance,
under the British rule, the government of India used to take (i) rupee loans which
were taken by the government from the people of the country, and (ji) sterling
loans which were raised in the London money market. At present, the government
of India has profusely borrowed from international financial institutions like the

World Bank, the International Development Association, friendly foreign

governments and from international capital markets.

There is a general feeling that
Many people denounce the resort

on political grounds by arguing that
of the country’s economy. The main objection to an external loan seems to be
based on the misconception that it involves a drain of wealth from the country.

When loans are taken from the foreigners, the country has to pay annually a
heavy sum of money by way of payment of interest on these loans. This results in
the remittance of huge funds to foreign countries. Consequently, alarge chunk of

country’s limited foreign exchange earnings frome on-availal
for the country’s economic development. Moreover, all external debt can also
M dence of the country. Onthe

pose a danger to the economic and political indepen . ;
other hand, if we borrow money in the home' mz}rket, there is no drain of the
scarce national resources and the wealth remains in the country-

internally held debt because
Aco however,berenderedbanlq'upt byanintern ddebt
A distribution of wealth within the country \_vhll:h an ex.tenﬁul
debt, i tively with care, may cause great hardship t0 1€ nation by
oo ifnotheer D don ond her debt repayingcapaCIty. For example, for

Icreasing her debt burden bey untries, the external debt servicing burden

most of world’s underdeveloped c0 5.
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absorbs a major part of their total foreign g B s external debt
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tin 2015. _
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anﬁcci); ;Ez gz?; Egltizz ;}I}Ehlzgiget surplus. Such borrowings are, therefore, always in

5.R i

A gg;tegzg:;:in:lg;edeemablg public debt: Redeemable public debt refers €

e o,ftime_ e fgove r(I)lemnt of whichis repald'by the government after a precletermimd

i et s t;nt regularly pays interest on this debt. On the expiry of the

L i im e government pays the principal amount to the Jenders. It

ey nown as aredeemable debt. In order to repay this loan, the
ishes, a sinking fund and credits a fixed amount of money every Y

to this fund. On the expi i
o thi \ piry of the debt period, the princi i ' |
sinking fund. Public loans are mostly redeem,able Egnni;ﬁgnoum o g

As against thi - :
i negver ki ;1 :drgmﬂrledeemable public debt is that debt, the principal amount of
interest on it permanentl yThe government, although the government continues t0 pay
i o ntly. The British Consols issued in 1750 by Prime Minister H o
government is an example of such an irredeemable pzblirgebt inister K€
ebt.

The difference between the two kind i
i e s of loans is that when a loan i le
e e 10@?(}1;1:1:: s;réli arrangement for its repayment ar?(?lfl'uli;:ieem?: be
SR S o ﬂml‘l) 1d. It may be .decided to repay it from tax-m aved ghat
SnAeEeRe DeaE gto do. For‘ this purpose, either the old tax e be
axes have to be imposed on people. In other wcr)?:lzs ?have tr?’lay
. , there

be deepening and/or broadeni
. ening of the ta ' i
e U e el X structure. Which partlcular tax is bette{

Certainly, it is not wi

d setogoonb ; {

because such a poli S orrowing without payi . o

burden of publicpde‘tiyl\‘;llt?ri?vpluig“a_ the government ilr)l gzagv;ﬁ;nth; Seotludsty hitg

and the taxpayers Will'ha er, the interest burden on i an ever-grow”

: A gl ubli g

is preferable to the irredee to pay heavily in the end. Conlge u e sosm mount’
emable one because of its conVer?i 8rt1t1y, the redeemable d°

ent method of payment-

5.3 SOURCES OF PUBLIC DERT — 4
—/

Ng manner, [t may be m

exact effects of public borrowing willd
i

borrowed funds.

. Borrowing from commercial banks:

. Borrowing from the central

. Borrowings from exte

2. Borrowing from non-banking financial institutions: Another source of

government borrowing is the borrowing from non-banking financial institutions.
When the non-banking financial institutions such as insurance companies,
investment trusts, mutual savings banks, chit funds, and others buy government
bonds, they reduce their surplus cash balances by making investment in the
government bonds. These institutions prefer to invest their funds in government
bonds on account of these bonds being perfectly free from credit-risk and also
due to their high negotiability and liquidity. The rate of interest paid on government
bonds is, however, relatively low. Consequently, inmany cases, financial institutions
prefer to invest in the high-risk high-return giving securities, particularly in the

equity shares of companies under the management of known and experienced

industrialists. When the non-banking financial institutions purchase the government

bonds, they do so in order to reduce their cash holdings.
Both the individuals and the non-banking

financial institutions purchase government bonds out of their own cash funds.
The commercial banks can do so by creating additional purchasing power. The
commercial banking system can make additional loansuptoan amount determined

by the credit multiplier which is determined by their excess ca.sh reserves and the
required cash reserve rati e possible by the fact that

o. The credit creation is mad

money given as learm by a bank is typically added to the accounts of the borrowers
and is paid to people Who have accounts with other banks.

ank of the country subscribes,

bank: The central b
rting these loans in the money

at times substantially, t0 government loans by suppo: .
tes the purchasing power in the same manner

and capital markets. This action crea

as the cl:)ommercial banks do. By purchasing government bonds, -the central b@k
credits the account of the government. The latter pays to its creditors by drawing
cheques on its account maintained wi | bank. Those bond-.holdel-s
who receive the cheques from the government deposit these cheques with their

banks.Asa consequence, these banks find themselves with large reserves which
become the basis for additional loans and advances.
rnal sources: Apart from borrowing from different

| sources in the country, the government may also borrow
be used to finance war expenditure

t or to pay for the import of capital

individual and institutiona _
from other countries. These borrowings ¢t
or to buy the much-needed defence equipment

goods rgquired for the various development projects anQ so forth. In 1_'ecent years,
th important external sources of govemment borrowings are first, international
S World Bank Group

Finance Corporation. bt
e tempora
loans to the member countries both for m, for overcoming porary
balance of payments

difficulties and also for long-term; for development purposes.
The second external SOUTC

' government assistance from
eived for development projects. In modern
i i f government

. . like India, external sources
o i i important. [ndia received @ Joanof $3.8

borrowin b e consl : : Kk fi
Orrowings have ecorm rising the International Bank fof
billion in 2015 from the world bank COTiP i rnational Development

Reconstruction and Deve
Association (IDA)-
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5.4 EFFECTS OF GOVERNMENT BORROWING

Following the well-known German economist Adolph Wagner, economists have ar. gued
that the government should use its tax income in order to finance its current expenditufe
and it should take recourse to borrowing from the public only in order to finance its
capital expenditure. Inmodern times, it is commonly accepted that taxation and borrowing
can be used for either type of expenditure depending upon the circumstances. In case of
1ess- developed countries, both taxation and borrowing are used to finance devclopmfﬂlt
projects. The economic effects of government expenditure financed by public borrowing

are bas-ically different from the effects of similar expenditure financed by taxation in the
following two important aspects:

e Taxation curtails the wealth of the taxpayers while loan Ith
of the lenders but merely change its form. QR

o In taxation, the _fupds are transferred from the public to the governmen!
compulsorily while in the case of borrowing such a transfer of funds is voluntary-

The uniqueness of public debt lies in the fact that it has its ‘reve ffects’ 83
well as its ‘expenditure effects’. In the first place, the raising of mone nll;le 6o fa
loan makes the people change their budgets. Although it may not directiyredue
consumption expenditure as taxation does because it is not out of the curr)c;;teilfccoem‘35

but out of savings generally that the i
: public loan 5
certain that the raising of money affects the OVeralf Eflre purchased by the people but it

: 2 diture, co i ita
expenditure. Thus, as its first effect i Xper » consumption and cap!
i i » public debt affects the overall expenditure of peopl

as the money raised by taxes is used

1. Effects on Consumption and Investment

power t 18l banks hay :
curtail investment. On the Otherhanl:jrough credit creation, ¢ o8 P !
the funds which they haye . s the sale of govern, onsequently, it shot 5
contradictory effect if the b Or €Xpansion of e, ent bonds to individual3 ¢ o
they have excess cagh res(e)?\c,l sare slold to the centra?l‘)Nn positess, Thecerwil i
individual lenders whe purcha:S t\;hlch hey utilize t0?:1;11(, t}(: the commercial batﬂ i
Cthem oyt of urchase the bonds, of
S

Apart from these effects, there is one direct effect. The growth of public debt
may give rise to the fear of increased taxes in future. The profitability of investment
running over a long period of years will appear to be less ifit is felt by the people that the
government borrowing will result in higher taxes in future.

2. Effects on the National Income

Since under usual circumstances, the borrowing of funds will have little contractionary
effect on the economy, the net effect of a programme of government expenditure financed
by borrowing is almost certain to be expansionary. The extent of the expansionary effect
Will be greater than that arising out of the financing of the same expenditure by taxation.
Borrowin g will have almost no adverse effect on consumption and no great gdverse
effect on investment. In contrast, any programme oftaxation is certain to have considerable
Contractionary effect. If government bonds are sold to the central bank, and the
Commercial banks increase loans on the basis of their larger cash reserves, the borrowing
ltself, as well as the expenditure of the borrowed funds, will have an expansionary effect

On the economy. The only instance in which the overall effect of public borrowing is

likely to be contractionary is that in which the borrowing creates great fear about future

financia] stability of the government.

3. Effects on the Distribution of Income
A Programme of government expenditure ﬁnance‘d by bgrrowmg 1nct;ef;zzi :':111; rf]?;
'icome of those people who benefit from th'e ex'pendlture W}thoﬁlui {:u;erllozmem) I% &
PUrchase of the bonds (except through price increases with 1U g : &are 7 the.lower
izvernment expenditure is meant to proyu;l;egirnzztj;‘h%:;ﬁ?:in i i
0 i ction in distrit
Offnzgﬁoﬁlf;iﬁgﬁﬂlﬁﬁs to the extent the Joan finance becomes inflationary
S0me ofthe favourable effects on the distribution ofinc .
Another point to be considered here is., the payment ;)f :;:eraesérzrtl Otf:;eb&fi.
Interest payment represents a transfer of real income from ;S fo ap tgme e
holders because the government will have to tax the pc:ﬁplg Sod_ho1ge¥5 e
the interest and later the principal amount as well. If the bon

e identical persons, there will be nonet redistribution of mczm; Ehi?o‘:fg%gzzemv:i, ?ﬁ
’ - istribu
Possible only ina veryTare si

tuation. Consequently, somere ' r
kepl Jong as the taxpayers and the bond-holders belong to the different income
acesolo
$toups i the community:

% Effects on the Allocat

ome may be neutralized.

jon of Resources
i d. therefore, on the

Th : ffect on resource allocation and, _ _

¢ publi in itselfhas little € .~ debt curtails business
?Dmgosgg de? t, Itlilolfliﬂ product. However, to the extent tlhat Egl;)lclg ;1; SR
] Vesfme tno i the economntys the Ompuwftcaplta = il not be equal in all the
D thut W'ri s rthermore the decline in investment ¥h it o oS

i i Lbc:*: less. Furth e -L;ldustﬂeg than in the others. Thed
Iy 8, being greater N ,

Ot affected by the method of financing.

rrowing on Price Level and

i Effects of Governme“t Bo

I Aggregate Demand Jret only divert funds into the
hals ®laimeq that most public borrowingSﬁ"’m the "{Igfﬁsn in gggregate demand and,
Ndg ALTOSP there is no net 26 te misleading because L

hell(:e Ofthe government. Asa resulff, his 7€ asoning 18 qui
00 increased pressures on Price™ This
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What is the effect
of government
borrowing on the
allocation of
resources?

. What is the

difference in the
economic effects
between
government
expenditure
financed by public
borrowing and
similar expenditure
financed by
taxation?

tries to hide some basic facts.

Firstly, even if public debt does not add to aggregate demand, it is bound tOIbe
inflationary because the economy’s productive resources get diverted from the pr oduction
of consumption goods into that of capital goods. By their very nature, investment goods
industries have longer gestation periods and therefore during the intervening period, the
demand for consumption goods tends to exceed their supply.

Secondly, borrowings used for war activities, for meeting natural calamities and

for other relief measures are most likely to be inflationary in their impact because they
are basically consumption-oriented.

Thirdly, when a government borrows from the central bank, there is an addition in
money supply which in turn adds to demand and pushes up prices.

Founhly,lholdi.ng of public debt by commercial banks can also leads to an additio”
in demand and inflationary pressures. Banks rate government securities as highly 1iq”
which can be encashed at any time with minimum risk of capital loss. This assured

liquidity position, therefore, tempts them to increase their loans and advances and th%*
add to the inflationary pressures in the market.

However, if public debt is used to bring about an increase in productivity of the
economy leading to an increased supply of the demanded goods, inflationary force®
wouldbe checked to that extent. Inaddition, the authorities may resort to price contr ol
rationing and other measures to keep prices under control.

5.5 SUMMARY —ill
. 4 P

¢ g&%"\f:ﬂlmﬁnt ofa country finances its expenditure from its income. The inco™
government consists of what is called public revenue and public debt-

¢ ¢
lled ‘revenue’ of the state. Just a5 th

e In tl.wj matter of public borrowing, the
positionasis a private borrower. "i‘he

the holders ofthe government bonds ig
and a private lender.

. 1 i I
government is placed in almost @ Slmllﬂd
relationship between the governmen® d
the same as that between 4 private borr®

are used.

® Public debt is incy
money in order ¢
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borrowed for purpos
adeficit in the gove

o Voluntary debt is taken from the people ona voluntary basis without coercing the
people. Ordinarily, public debtis a voluntary debt.

o Unfunded debts are incurred for purposes of financing the temporary dgﬁcit gap
in the budget. Although the public revenue may be equal to pul?]jc e)f:pendlture, but
it may be that due to mismatching of the income and expenfilme in the first half
of the year the expenditure is greater than the revenue while in the second half

the revenue is greater than the expenditure.

e Redeemable public debt refers to that debt, the p{incipa! amount of which is
repaid by the government aftera predetermined period-of time. The government

regularly pays interest on this debt.
® There are two important sources of public borrowings,
external sources.

viz., internal sources and

i h Wagner, economists have
i _known German economist Adolph Wa :
PEpavE e s ik hould use its tax income 1 order to finance 1ts

argued that the government s _ :
Cugrriilt éx;enditfre and it should take recourse to borrowing from the public only

. its capital expenditure. ‘
e normally resultinthe cugailMent oflcoln]f:tn;ittu:}
because lending to the government, being voluptarg;u;llhli)sn rz?(s) n{y ol
savings and not through reduction 11 con.sun‘nptionc is[; i

War-time borrowing programme, substantial pressrtnjrm A
o reduce their consumption in order 0 buy gove

i by borrowing increases ther
t expenditure financed ) '
mrrizl\lﬁgo%eneﬁt from the expend'lturfa without Cu-rflfl;lﬁ
1:;‘"the bonds (except through price Increases wit

* Govemnment borrowing shouldnot

lied on the individuals

® A programme of gove
rea] income of those peo
reducing the purchase 0
employment).
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5.6 KEY TERMS

\‘-_—____________—————___—

PP S

ings by the Union Government
; . q part of the total borrow1‘ngs :
° Public.debt. It refa;l S;Zm}s) as market loans, special bearer bonds, tr_eaﬁ?; Eiﬂz
which mcluld p d securities issued by the Reserve Bank. It also mc
al loans an

] debt.

and speci

outstanding externa |
sthe macroeconomic

icy: Iti ' te and is the demand side
* Monetary policy 1y and interest ra :
) money SUppLy : oeconomic
LeTnyives ma'nagemsftl)tyot’f;le govemment ofacountry t(;) ;:meve macrt
economic policy use tion, growth and liquidty. .
objectives like inflation, consump & s of money set aside at intervals,

: de up of su _ AN
“Siklgfice ﬁmtdiIT 2rder to meeta specified future obligatio
est,

PROG
3.7 .CHECK YOUR
ANSWERS TO ol

i ti
i jven year cons e
C]1 . zn;iied or debt incurred and receive
oan

vernment of that year.
Vi institutions and/or

policy laid down by the central bank.

L. The taxes levied and collect®
government; in the same way,
Year also constitute the revenu

% External ebt s taken by the 8
8overnments of foreign countric®
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Public Debt
3. Internally, th 5 gae i R —
Lige L oty borow s ot individuals, charitablemuss |y
, COmmEercia and oth ial 1 jari )
e count other financial intermediaries and the _B IT 6 STATI STIC S Statistics
4. The two import i
NOTES el tiiJO aln; external sources of public borrowing are the following: Structure
ona el e L :
ey Glrr;':\lr;c;;ldl?sultihons 1.1ke the.Internatlonal Monetary Fund, the 6.0 Introduction NOTES
S e International Finance Corporation. g-l Unit Objectives
n : I :
for development as;x;s tance from friendly nations which is generally received 6§ Primary and Secondary Sources of Data
5. The public debt,in A 1é60ts' ' C%I;GICUOH and Tabulation of Data
: ,initselfhas li 3.1 T, f Tab
the composition of the na‘zf)i::l 1: reifjecttog resource allocation and, therefore; " 6.4 Measur e?g; %eni:ral\TSTen ancy
curtails business investment activityliltcl th owever, to the extent that public 20 6.5 Measures of Dispersion :
compared with the total output will be 1es: A ofcapital o ; 2-5'1 ek
." 6. The economic eff ‘ : 5.2 Mean Deviation
b ¢ ects of government expenditure fin . : 6.53 Standard Deviation
: basically different from the effects of simil anced by public borrowing 66 Summa
in the following two important aspects: ar expenditure financed by taxatio? 6.7 Key T;;yns
J o Taxation curtails the w 6.8 An ‘ ;
ealth of the taxpa : swers to ‘Check Your Progress
[ ; I:&:altht of the lenders but mercly B U Gy estons et B
axation, th { ; urther Readin
| COmpulsorilyewf}l:irll:Si ﬁi transferred from the public to the gOVemment M. g
.%‘ voluntary, ¢ case of borrowing; such a transfer of funds* | 00 INTRODUCTION
‘\-___ s e A SR
' In th ;
58 QUESTIONS AND EXER il t:;hls unit, you will study about primary and secondary sources of data, collectionand
Short-A CISES ob Ulatiop, of data, measures of central tendency and dispersion. The most important
-Answer Questions — 0 JeCt of calculating and measuring central tendency is to determine a ‘single ﬁg“f e’
Ich may be used to representa whole series involving magnitudes ofthe same variable.
OU will also learn about arithmetic mean, median and mode. Finally, you willalso learn

nd harmonic mean. Measures of

about weighted arithmetic mean, geometric mean a
tteredness ofitems around

1. What are the
causes for the incr ;
; ease :
2. Write short notes on the follow; U S di : isti igni
R owing; Ispersion refer to statistics that signify the extent of the sca
mable debt (b) Productive debt Ameasure of central tendency.
- pdailingicio udl nbsts wECOu

3. Write
ashort note on the effect of gove
Long-Answer Questions i

\_”__—___———-——‘——
61 UNITOBIECTIVES __ -

borrowing on the price level

Ater going through this unit, you will be able to:
® Explain the primary and secondary sources of data

* Discuss tabulation of data
® Interpret the measures of central tendency
rsion
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Statistics o Observation -
: e resear i .
o ot T researc(;her isableto recor.d the na@l be'hawour of the group. Statistics
« Questionnaites 1 er can even gather mforrr'latlon, which could not easily be obtained
NOTES Sch he observes in a disinterested fashion.
e Schedules 0 The resear(j'her can even verify the truth of the statements made by the
e Surveys informants in the context of the questionnaires or a schedule. NOTES
Observation Method . NOn-participant observation: It is an observation method in which the observer
3 i is nota member of the group under observation. This method has a disadvantage—
% :Etgﬁr; tlﬁ (:gebm,?ii) ¥ e nethod ofstadying behaviural sciericos, Tt 519 the observer is unable to understand what the team members are feeling.
. a0 . & . : . = . . . .
L o) rnleth?g?;les'a SClentlﬁc tool when used for formulating the purpose ° Disguised observation: It is an observation method in which the members of
on his observation. Ifthe resé:a eﬁn f(-)rmanon collected by the researcher is totally pased the group are unaware of the fact that they are being observed.
. rcher is studyi i . : .
the person wearing the shoes of that pmﬁiﬁﬁgslfferent brands of shoes, he will not ask  Controlled observation: Observation that takes place according to definite pre-
and then come to some conclusion. rbrand. Rather, he will observe it pimself arranged plans, involving experimental procedures is called controlled observation.
Firstly, the main advantage of this method i  Uncontrolled observation: Observation that takes place in a natural setting is
if the observation is done accurately. Second tho illéthat tl.lere are no chances of pal’tialitY called uncontrolled observation. The mainaim ofthis method is tohave spontaneous
observation is related to what is cur;ently hai; - Orrnstlon or the data collected througl1 picture of the situation and for this the prime requirement is sufficient time.
or future intentions. Third. thi pening and is not affected by pas :o0f | Limi
i ] 11 tb haﬂo L1y 1 .
and does not require much c]cs)cr)n etho_d is independent of a person’s willingess toeres;poﬂd Th ltations of Observation Metho”
e e o questié);at'mn on the part of the person, as it happens to be fhe eOUgh the observation method provides different ways of studymg behavioural science,
those situations where the rt?Sporldaelr;3 methods. The observation method is suitable if e are some limitations in using these methods. These limitations are as follows:
. n .
feelings verbally. s not capable, for some reason, of expressing the ® An observation methodis generally expensive.
In the observation method, research ® It provides very limited information on the observed mattet.
3 ers i 3 ) .
* What should be observed? must keep in mind the following pomtS- * It may be affected by some unwanted factors; for example, people who are not
° How should the observation b Involved in direct observation might create problems while collecting data through
® How can the ac SLeeoriad? ' the ob 1 hod
cura , observation method.
Toesr | _ ¢y of observation be ensured? Inteyvi
bservation Methods ' rview Method
Observation methods can be categori _ Aninterview is a method of collecting data that involves presentation of oral and verbal
such as style for recordin zed into different ) Stimy; . in oral and verbal responses. The most common method of
of the observ g observed informati types depending on various 3%y | i ulj and the reply IS 5
S = Hodilsrent types of ObSE:rsnt dataneeded for observation and 8 Merview is personal interview: |
e Structured : ation meth
points need tgll])iervatmn: Itis an observat odsareas follows ind I)ersollal Interview
consi s 10n : . 1P ; : : i
o Careful definitio Sld:red' method in which the follo*™ | & Personal interview involves two persons, i.e., theinterviewer and the interviewee.
: nofthe ma - : terviewee. Thereisa face-to-face
0 Identification of the sty ter that needs to be ob he interyiewer is the person who questions the IDEETVIES Dl
0 Standardizat; tyle that must be yg served S ; lscusSiOH between them. There can be more than one mteme\_werw. e takln.g ‘pe
X ation of the conditi edto record the observed infomﬂﬂ“ Meryia es of interviews: direct personal interview and indirect oral
clection of the datg peqy; N of observatiop ingg. - w. There are two typ
* Unstructured equired for obseryari. Wiew, _ : b
the matt te observation; | j5 FYalion, f In a di | interview, the interviewer collects information from the
ertob an . : () [ a direct persona ’ .
B e € observed, {he obServation meth : itio” | . Deery ’ resent at the sit€ from where the data pas to be
ationand selecti style to be thod in which a deﬁﬂ’ g0 QQH ned sources. He ShOUId be p ) il tioations but this method
researcher. Thig CtEOn of the requireq drecmded, standardized cOnditIO i My €cted. This method is most appropriate for intensive 1_nz<:; g ncer;led opm———
ma €thod i atao : 0", | Wn ; e - ot contact with the €0
tterunder obseryatioy, * TOSt appropy; Fobservation are not knOWﬂof i | Doggy o€ suitable in sitations where e tion or investigation takes place where
* Participant ghge 1S Tequireq 4te where an explored study the lt le. In such cases, an indirect oral examina 1}(}) ok his knowledge about the problem
I'vation- Ty : ' ervi Y : ewee to Che .
membe on: It | Mg TVIew - es the intervie - he
rof the groyp pe IS 2N Obseryyg 5| i er iy er cross-examif . exchanged between he interviewee and t
problems face by th €18 obsery; g i 0 method in which the obsew dtilc e i vestigation. The informat™>”
t e L) In ':"l € 3 Ce.
eam members g 8I0Up begte, 1. r9er to understand the needs aI111 g wer s recorded for future feFere"
Self-Instructional adVanta e dOes the - T'or GXam ] S a ‘l
152 Material : g B Ofparti(‘,ipant ame WOI’k as h p e’ ateam leader Observ s@‘je
ObSeYVation ; 18 team members. Ther€ ar Se{f-[n.m'ncfiouaf
3 Wthh are stated as follows: Material 153




Create a bias1i i
e bias in their responses. Researchers only reveal the name of the organizations Statisti
when they are directed to do so. &

Statistics
A personal interview can be of the following types:

e Structured i ANl
red interview: Ifthe personal interview takes place ina strucwred

way, it is called a structured i ; ;
: interv i - torview (¢
NOTES o be wdlceds iew. In this type of personal interv " Other Methods
the information are highl ed is predefined and the techniques used 101 -
3 . a Cdh
as they do not requi ymdmdlzed_ Structured interviews re economld:ﬁ & ere are some other methods that are also used for data collection. These are as NOTES
o technigmrf much information from the interviewer an are US‘Zl 3 ollows:
{ ue to collect informati e ch stud®
The following are samples OfStl'quma(til'On for. descriptive r.eseaf ° Wﬂl‘rfxmty cards: These are cards that dealers use for collecting information
0 What is the main functio red interview question® regarding their products. The information required is printed in the form of questions
0 Why n of your production department? o on the warranty cards, whichare placed inside the package along with the product.
hen they The consumer is requested to fill the card and post it back to the dealer.

dowene

e ed to check an order for clearing a product W

i y been cleared for production?
ructured j i . .
unstructurede\(xi;alnF:3 rview: If the personal interview takes DA 'lffll‘"ef
are decided at thg,t;mn;e??s that the questions to be asked t0 th o tlhe :

of1 i i . i

nterview. In this type of personal intervie ardized

o Distributor or store audits: Distributors and manufactures, through their

salesmen, conduct distributor or store audits at regular intervals. Retailers also
gfft their stores audited by salesmen and use the information to estimate the market
size, market share, seasonal purchasing pattern and so on. The data is not by
r example, while doing an audit for grocery, a

of question .
techniques ;et?lst:j Ej:\l}c}ed is not predetermined and there n° stan®® . questioning, but by observation; fo ! . e
o ey stofadditional questions is provide Jtotheint 8 sample of stores is visited periodically and data is recorded on inventories either
and greater ski]s oftho ask them or not, This method demands deep ‘fe‘.;;f by observation or by copying the data from store records. The advantage ofthis
the main tﬁchniquetoczﬁnte?viewer. You can use an unstructur intﬁrgmﬂﬂﬁ meth(?d is that it offers the most offcient a0 SR s
research studies. The follss:,-l nformation in the explorative manrler_fm foesﬁolf ° o N o.n i iti i tion of goods at th
o Howwoald L ing are samples of unstructure di nter‘ﬂew " i Pantry audits: Pantry audit 18 used to estimate the consump 10n 0 g_oo s at the
U evaluate th : instfil consumer level. In this type of audit, the researcher collects information, such as
list of different products, quantities of each productand thep rices of each product

0 1 .
your production departmeme benefits of new machinery 2t 5
ng the consumer’s pantry. The

o Ifyouare 3 ? f :
productiogré: ldedwith achoice_h Jesigne the presf consumed. All this data is rec.o?ded by obs.em ) i Sy
Surveys M Partmen;? » how would you have cs main objective ofa pantry qudit is to determine Whlch‘ brand and type of product
y ethod ) is being used by which category of consumer, assuming that the cqntents gf the
Asurveyisa scientify 5 pantry accurately signify their favourites. Pantry audits do not require a Series of
undertake Surveys Cprocess of acquiri 2 Bﬂfch:: operations; onI)_/ one visit is enough to determine t'he.ac}tilil_?r:fle;fngzs.obf tlze
candidates anq Ot}:ﬂ order tq determ: Ng data and opinion from the publlf{- f(}dﬂcqﬂ consumers. An important drawback of pantry audits is that1t1 5 dp sible to
5 ngP o determine the actual preferences - f consumers only from the audit dafa.
tension of the pantry audit. In this

Ine v -
the opinion of the public regar b A7 .
; : s: A consumer panel is an ex

election to d pics:

Ctern—li ) fOI' €Xa
manufactyre 1€ hoy mple, 5 . eyed . of ]

r e . PI€, a sam survey”, st d e Consumer pané Fie e S -
The ififom tm esagy Public pereciy ple of voters 13 eir ° rodﬂbx - tlf:a daily record ofa set of consumers is maintained to obtain information
A ation acqy: e § es the candidates 3" WP o echmque, d rovided to the office
ervice quu-ed potent 3 né v, Later. these recordas arcp ormcers

S and for v, from th 1al market before i troducing i about consumer preferences. ; :
Or maintaj arious gy € public i clorett uots ol : it ferences Alternatively, you can say that a consumer
ithe qual; €T purpq icis used to develop new PO, 10 i investigating theconsume’ b i ' terviewed fixed interval
The pr Yoflife, - o> Thus, asurvey 'mportant key f panel includes 8 sample of consurmers whoare interviewed over & ECE =
0Cesg i ? y1s an 1 ci . es:
S TVeY, alarge oy, b “Onducti, ' oondu”d oftime, Consuin® pSR A g onsumer panel is setup in order
1IN Which data f Crof Skil[ ga Survey : et to y\s-» o Transitory consumer panel: A transitory Y P !
ora sy, edan p; Y is a complex task. In of emaﬂ o . . fuence 0fa particular phenomenon.Atran51t0ry consumer
The pring; Nbe ¢ 4Ined persons - ed. Ther® ar Iﬂtefﬂ 0 to determine the 1 B=F J-after basis This means that the panel
Many intricy..: 1ple foc Ollecteq such bls requirec. 1 and th¢ ﬂ‘qli‘.l; panel is perform'ed on a before-an -alle daft : 'mplcmentiﬂgaparticular
icacigg a ’ as hone, mai i g . before and atterl
conduct; Inyg] Suryey, ; y phone, 13> | mer response i
nga ved Cyiso _ ; ) examines the const j o1 intervi he consumers 18
data ag Wegll szltve alsg gi:r equenﬂyn the design and collectio” o earcbe:slﬂ‘;! phenomenon. In this technique, the initial mte;v;:z\:) r?;:ound e
eans of stapq “3‘ per ane Ntion tq ?Verlooked. However, & re on of il dmﬂ.;if conducted before implementing the phenomer:g?éd e ilathe e
€ same questiﬂrdQe queSt-alySi - Arege he need for proper evaluat (io? of g;uf;.-'- is conducted after that phenomenon has occ mostsl O i advertising s
i Statisticzllls. ° reslﬂ)tns Dtha ev: reaer eollgcts fhe informpoﬂds t?ﬂﬂﬂﬂ in consumer attitude, ifany. Such panelsate d
table Soft Iy indivi dresP” e :
S he ividual surveye {5 i social research. ; i
i VO Mdchgyyg - VeYsare i fhe form° e 0 e el: A continuing consumer pancl s SEtb o
mstltuti()n Onduct a ; presented 1n 4 ¢ ]1""‘ Continuing consumer panel. £ it certain aspects ofthe attitude of
Self-ing SUccess, Rege o Ow SUVey are gy mﬁﬂt fofl.it‘f indefinite period of time t0 Obtam.data ab® This panel acts as 2 general-
Vi, Fuctiong thes a[’CherS that hS : typlCallyl o veffl qﬂt ‘1[» I;! ) ‘oular pGIIOd Of fime. p i 1
erig] Ca - Usten arge organizations: g0 (A AV consumers over a partic o ¢ subjects. Quch panels are
: 1ﬂ1po ﬂdp 111» : estigators on dlf eren Se{f-lnsn'ucu‘onal
it purpose pane] to help mnv Material 155
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mostly used in the areas of con )
sumer e b |
TV listenership. xpenditure, public opinion, radio and

e Use of mechanica ices: . .
1 devices: Mechanical devices are extensively used to obtain

information related to consum .
ers. Th g3 ;
e lowa e devices used for collecting informationare

o Eye camera: i
re);pondentsac-;g : a1 v ) collect information about the focus of the
specific portion of a sketch or diagram or written material:

The information collected wi
R with th . :
advertising material. e help of eye cameras is used to desig"

o Pupilometric camera:
era: These are used to record the dilation of pupils becaust

of'a visual stimulus. The exten ilati
: . tof dilati ;
of interest produced by the stimulusa on of pupils helps determine the amount

Psychogalavanometer: It i
:Itisusedto
by visal s, measure the degree of body exc itement

of a buyer when he/she deci
ecid
shop or a big store. es Whether tobuy a particular product from ;

e Projective techniques: Th
; - I'hese are also known as direct i
T s S own as direct interviewi
. S,
reason, desire or intentiegsloged by psychologists to collect datae :l;ggtt?hm'qu:ﬂ
ofrespondents by using projections. [ o me;_\,e
.Inaproject!

technique, while providing i

e : mng mel’Iﬂ 1 :

automatically projects his/her own a':tciittll?é1 about a particular topic, the respondgm
eo ’ :

technique is mostl i
y used m m Lt “
the important projecti spirational research and in attj
Jective techni chand in attitud
i ues e surveys. Somé
o Word association test: |t isqa te::Te as follows: Y

that hav ; that S
e maximum correlation, provides information re garding wordS

o P ‘ tio
a;?iy technique: Itis the tocjyp; " 0 & particular fop
al_re asked to perform fo que where the i o
are given various rojeg *IMProving the siygg rmants are given a Sif :ntﬁ
0 Quizzes, test : 10n. For this, the info
" sand ex 18, the 10
inf . amin
oS FiIRR] regarding SPGClg flons: Itisq techni i0é
. ociometry: It i the i c ablhty of the Cané(_lue that helps in extra 'is
o _ s :
°D ndividualsing groyy, o 12t describeg oAl ng9
epth interview. : Social re a
reason Vle.w. These intepvy; MBGHRHLE™
and desire of th TVIews are s g

inspirati € Cons i
pirational research tmer, Th; gnedto determine the uﬂderbg if

hidden ne Tnadepgy .. S ©Chnique j

: eds, deg epth intepy; Nique is 5

nterviewer to }, eSlreS, and feelip tervle\v, the intery; most commonly | L v*
€askilled ope Tgs of the reg e iewer needs to exp° rtlla
- Therefyy ents, so it is necessary O

e: t Cr
€searchers and intervieWe* 5

rfeelings on that subject. The projecﬂvef

be given proper training before they start the work. This is not an easy task and
takes a great deal of time.

x.‘\ depth i_nte.rview can either be projective or non-projective. Projective interviews
involve indirect questions that are not very closely related to the subject under
Smdsf, whereas in non-projective interviews, the interview questions are subject-
specific. Non-projective interviews are sufficient enough to provide details about
the psycho-social behaviour of consumers.

ollection technique that involves analysis of

e Content analysis: This is a data ¢
ks, magazines, NEWspapers and the contents

documentary materials, such as boo
of all the verbal materials.

Secondary Data: Collection Methods and Instruments

Secol?dafy data is the data which has already been collected and examined earlier by
Other investigators. While making use of the secondary data, the investigator has to first

detel'mine the sources from where btained. In this method,

th the secondary data can beo
e researcher is not at all aware of the problems related to how the data was originally
collected. The secondary data caneither

d be published data or unpublished data. Published
ata is available mostly from the following sources:

e Publications of the central, state o Jocal governments.

s Publications of foreign governments.

* Technical and trade journals.
* Bgoks, magazines and newspapers.

® Reports prepared by research scholars,
e Public records, statistics and historical documents.

The sources of unpublished data include diaries, letters;
and autobiographies. While making use of secondary data, researchers muSt. carefully
examine the available Jata to decide whether the Jata is suitable for the subject under

Study or not. The haracteristics that a researcher must ensure in the secondary data

before using it are stated as follows: | . .
a available on a particular subject

iabili : dat
liability of data: The secondary .
. gﬁlslta be rtciiable. The reliability of secondary data can be determined by

obtaining answers to the following questions:

o Who collected the data?

o What were the data sources’ :
o Was the data collected using proper methods’

o At what time Wa$ it collected?

o Was there any bias ol r
o What was the Jevel of accuracy desn‘e. ?

o Was the desired levelo

o Suitability of data: The secO

be suitable for that subject. T
suitable for another- Therefore,

available data an ify the defi

universities and economists.

unpublished biographies

cular subject must
bject may not be
examine the
the units of

ndary data
he data suitable for one su

the researcher should propetly
nitions of different terms and

ing that data.

d verify
data collection before us
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o Adequacy of data: The secondary data available should be adequate in terms
of accuracy. If the accuracy level of the available data is lower than what1s
required, the data is considered inadequate.

Selection of Appropriate Method for Data Collection

Various methods are available for a researcher to use the collection of data on a particular

subject. The factors that a researcher must consider for selection of the appropriate
method for data collection are as follows:

° Natqre, scope and ob ject of enquiry: This is an important factor that must be
considered while se.:lectmg the data collection method. The selected data collectio?
method should suit the type of enquiry to be performed by the researcher. This

factor hellps_determine whether the data available is sufficient or some othe!
information is required to be collected.

e Availability of funds: Availability of funds also determines the data collectio®
method to be use_d. If the researcher is provided with only a limited amount ©
fnds, then he will be bound to select a comparatively cheaper method, whic?
may or may not be as effective and efficient as some expensive method,s

e Time factor:' The amount of time available for a particular research proiect should
alsobe cqnmdered while selecting the data collection method Spm]ect i hods
take relatively greater amount of time as compared to the other' ';E]e met pi
researcher must select the method that suits the time limitatio S. [ erefor.e,ct'

o Precisi_un required: The precision level re ns of the proje
determines the method that should be select

Case Study Method

quired for a particular project a1
ed for data collection.

The case study method is the most
; common method of : i5
mainly used for th e of collectin Bl
examij;ation (?;' 5 szgimalpﬁ'i i’: qua_lltatl\{e analysis. Itinvolves 3 tl‘lgosrzcondarg dazplete
It. Asocial unit can either be 5 person, a f; lii%h anc C(t)'tution'
» & family, an instl

Thus, a fairly exhausti In its relationgh;
Burgess hasised th: \?(?rilts‘m}{ O‘f ; oty Ou;?: kn

B I tV eYSocnal Microscope: fy, &Wn as life or case Sgod.
:Comprehensive Study Ofa Sociatl Oungs h&S deﬁn € Case StudY° me S )

oracommunity’. In short, cage unitofa person o or oncept of case stud}/ o

FRL Rl ! studv i Oup, a Pl ey s
individual or a situation or an instimz (:S amethod that inVI;IV:;)Clalll_nsutunon,la Q;so
0, Qualitative analys!

Characteristics of the Case Stuq

The following are certajp Charactel-isty Methog

e Inthis method, the re

for study. Instead of
study.

ics of the ¢ a
searcher is allgye ¢ Study methog:

ik : to take
al unit, the Iesearch g
€r can

il
more than one soc{"ﬁ11 fof
also select a situatt’

o This method involves intensive study of the selected unit. As e.ach unitis studied
for its minute details, the study takes a long period of time. Ti‘%lS helps ensure the
correctness of the information collected abouta particular unit.

e This method helps determine the complex factors of a particular umt.

o Italso helps determine the integrity of the selected unit with the other units.

o This method follows the qualitative approach rather than the quantitative approach.

o In the case study method, effortsare made to determine the mutual interelationship

ofthe causal factors.

Evolution and Scope of the Case Study Method ‘ _
Inthe field of Sociology, the case study method is an extensively used rets_eaztirtc;g ;ecﬁ:;gl;
Frederic Le Play introduced this method in the ﬁf_:ld f)f social inves 131 : ofdjﬂ'erent
Spencer was the first to make use of case materials in his comparaive s y

- ots. histori ists and dramatists
cultures, This method is also used by anthropolOgists, ]uStEnansx;lI;?;;egléstent experts use
0 solve their problems related to theiraress ODE brens Conclusively, the case
this method to obtain clues of certain managenent problems.

Study method is used in different disciplines.

Major Phases of the Case Study Method

follows:
The maj . olved in the case study method are as
el ¢ status of the phenomenon

* Identification and resolution of th
examined. |
® Accumulation of dataand selection of

enon.
® Investigation of the history of the selected phenom e
o Analysisand recognition of informal factors related to

or the unit to be

the phenomenon.

° Application of corrective measures. -
Review of programme to identify the effectivenes
o
y Method

e Stud
Advantages of the o ges of the case study methodare as folovys:

d involves exhaustive study of @ particular urél.t’ tl:z

he concerned unit is understooc'L According
attern Of'id deepens our perception and gives us a clearer
c:abSttzls:l.':l/i gur diliectly and not by an indirect and abstract
tbeh

s of the treatment applied.

Some of the important advant

o As the case study ™€
complete behaviour P
Charles Horton Cooley,
insight into life. I getsa
approach.

® With the help of a ca

record of personal exper yofthe selected unit. It also,

. a] histo ;
r determin® tl}i;m:‘e‘{ected unit with the social factors of the
e

1 obtain genuine and progressive

se study, 2 researcher ¢d

iences.

® Ithelpsa researcher deters
helps determine the relationship ©

surrounding environment

® Italso helps frame relevant . 11 possible neither

n testing them. ofa articular subject, which1s pgdule e |
® It helns obtain in-depth knowledge pofthe sch
ps obtain n- _—

p
. with the hel
With the help of the observation thod no

Statistics

NOTES

Sef_,"'—hrsn'lwriomr!

Material 159




Statistics

NOTES

Check Your Progress

1. List the various
methods of
collecting primary
data.

2. What is secondary
data?

3. Name the most
common method of

collecting secondary
data,

e The rest?archer is allowed to use one or more than one method under this method,
depenfimg upon the situation. Alternatively, the use of different methods, suchas
(_iepth mterviews, questionnaires, documents, study reports of individuals and letters
is possible in case of case study.

o It helps determine the nature of the selected unit along with the nature of the
universe.

e [t helps increase the experience of the o :
. i 1€ researcher, /her
analysing ability and skills, r, which in turn enhances his

e It enables the researcher to observe social changes
e It helps obtain conclusions and maintain continuity in the research process.
e Ithelps obtain data necessary for taking decisions on some management problem®

- Limitations of the Case Study Method

Some of the important limitations of this method are as follows:
e The situations of case study are mostly incomparable

e According to Read Bain, case data is sj
knowledge of the impersonal, universal
aspects of a phenomenon,

° Ther'e are always some chances of fal
specific rules of data collection,

gﬂiﬁcanF data as it does not provide 8%
» non-ethical, non-practical and repetiﬁ"e

se generalization because there are ™

L TS !
is a time-taking technique and requires a lot of expenditure

e It is based on certain i I
assumptions whi '
decreases the usefulness of P hich may not be true in some cases. b

the case data coll
66 , ; i
® It canbe used only in a limiteq geographic area ted for a particular social uni!

6.3 ON AND TABULATION OF DATA
COLLECTION AND TABULATION OF pATA

Tabul.ation is another way of Summa
form in rows and columns, Sych pre

rizing an - '
fominr gand presenting the giyey, dataina sySterﬂatlc
ormation close to each other and

S

helps in furth, ‘. o
Parts of a Table e Statistical analysis and interpreta!

(a) indicate the hature
(b) explain the locality
(c) indicate the time (o
(d) contain the Source

means of verificat
below the tape,

ofdata Contained

(i.e, geO .
> S*O8aphical or nhe:
fPeriod) of dat, O’btailfg1 g sical) of data covered-
. ]
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ion ang
a8 a ref‘
er
€nce. The source is always P

3. Caption and stubs: The headings for columns and rows are called caption and
stub, respectively. They must be clear and concise. ‘

4. Body: The body of the table should contain the numerical information. The
numerical information is arranged according to the descriptions given for each
column and row. ‘

5. Prefactory or head note: Ifneeded, a prefactory note is given just below the
title for its further description in a prominent type. It is usually enclosed in brackets
and is about the unit of measurement.

6. Footnotes: Anything written below the table is called a footnote. Itis wn'ttc?n to
further clarify either the title captions or stubs. For example, if the data described

in the table pertain to profits earned by a company, L e o
whether it is profit before tax or after tax, There are various ways of identifying

footnotes:
(a) Numbering footnotes consecuti
a,b,c,...,orstar %, AL
(b) Sometimes symbols like @or $ are al

A blank model table is given s follows:
Table Number and Title [Head or Prefactory Note (if any)]

vely with small number 1,2, 3, ..., or letters

so used to identify footnotes.

Total (Rows)

Stub H eading Caption
Subhead Subhead
— Column-head Column-head Column-head Column-head

Stub Entries

Total (Columns)

Footnote:
Source Note

6.3.1 Types of Tables

of tables depends
e of data (primary Ot secon
The different types of tables use

on various aspects: objectives and scope of
dary) for investigation, extent of data

_The classification
d in statistical investigations are as

lvestigation, natur
COVerage, and so on.
ollows;

Types of Table

’_’M of Data
Objective © r"l——’-‘

Extent of Purpose
Coverage ‘———'J-"“-‘
o Derived
\J—d'. l | or Summary %13213] Teble
< ra
.Sr;rgple Complex g:;earence s
le Table Table

Fig. 6.1 Types of Table
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Simple and Complex Tables: In a simple table (also known as one-way table),

data are presented based on only one characteristic. Table 6.1 illustrates the concept.

Table 6.1 Candidates Interviewed for Employment in a Company

Candidate’s Profile Number of Candidates
Experienced ' 50
Inexperienced 70
Total : 120

In a complex table (also known as a manifold table) data are presented according to

two or more charz_acteristics simultaneously. The complex tables are two-way or three-
way tables according to whether two or three characteristics are presented simultaneously:

g D(LU; lctg r(;r WO_W&Y Table: Insuch a table, the variable under study is further
i Wi e'f ;Eto two groups according to two inter-related characteristics. FOF
i ot e ofcandidatesgiven i Toble 6.1 arefcter divided
according to their sex, the table would become a tw. 5

; . o-way tabl ' 1
reveal mformatlon_ about two characteristics, namely m;ie ancel ?ecause . WOl;w
shape of the table is shown in Table 6.2. emale. The &

Euble AR et oy Embloymem in a Comp
any

Cdididatstiople Number of Candidates

Male Total
S ;
Experienced 35 Females
Inexperienced 10 15 50
Total 45 60 70
75
120
2. Three

-Way Table: Insuchatab
, le, the vari 2
6 thiss iteral able, the variable under study is divi ing
il ol cand?;a?;:d ;:ilargctenstics. For example, if the tocglls s accolrdan
gwven in Table 6.2 are further divided acc:)l liir_nber Oim?nzﬁta
rding to the

status, the table would b
i ccome a three-way. The new shape of the table is sh0

becom : i
e amanifold table, I Companies, then the table wou

able . ]
: ) y |
Nu,

Profie W
Males
Married U ; Femal ot
Experienced 15 fmarried  Tytg) Marrieq - !
Inexperienced 2 20 35 5 Unmarried  Total
Total 17 ; 10 10 10 15 oy
50 60 70

Such a table contains datq Coles: Origin

fro Iimary gq . ’ .
M a genera] tablersih urce. But if the informatio? .
» then such a table is called @ er?

Self-Instructional
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OW
ginal and Derived Tap 60 75 12

al tab]
llected from g 1y €S are also called classificatio” f"b. g

E)X:mple_ﬁ.l t Astate government has taken up a scheme of providing drinking water
. ggry village. During the first 4 years of a five-year plan, the government hasinstalled
ha; 4 tubewells. Out of the funds earmarked for natural calamities, the government
= sunk 14,072 tubewells during the first4 years of the plan. Thus, out of the plan fund

45 and 8630 tubewells were sunk in 2000-01 and 200102, respectively. Out of the
zgtural calamities fund, the number of tubewells sunk in 1998-99 and 19992000 were

11 and 637, respectively. The expenditure for 2000-01 and 2001-02 was X 863.41

lakh and ¥ 1185.65 lakh, respectively.
The number of tubewells installed in 20

gls‘f_a“ed out of the natural calamities fund an
uring 200203 was ¥ 1411.17 lakh.

The number of tubewells installed in
Z{“beWells were sunk out of the fund for the planan
years was ¥ 5443.05 lakh.
Represent this data in a tabular form.
Solution: The data of the problemis summarized in Table 6.4.

02—-03 was 16,740 out of which 4800 were
d the expenditure of sinking of tubewells

2003-04 was 13,973, out of which 9849
d the total expenditure during the first

Water for Villages in a State

Table 6.4 Tubewells for Drinking
Expenditure

Year Number of Tubewells
(in <lakh)

Out of Natural

Out of Fund Plan
&4 alamiﬁesFmrd

v«—’—/“”i/
4511 863.41

2000-01 9245 oy
2001-02 8630 637 Ljass
2002-03 (16,740 — 4800), 4800 .
— 11,940
2003-04 9849 (13,973 - 9849) 1982.82
- 4124

inking habits in two towns, the following

.Example 6.2: Ina sample study about coffee-drinkin

information was received: .
TownA : FemalesWere 40 per cent. Total coffee drinkers were 45 per cent
ownA :
and male non-coffee drinkers were 20 per cent
TownB : Maleswere53Per cent, Male non-coffee drinkers were 30 per cent
own :
and female coffee drinkers Were 15 per cent.
S Represent this dataina tabular form. .y
®lution; The givendatais summarized 10 Table 6.5 |
i -centage,
Table 6.5 Coffee Drinking Habit of Towns A and B (in Perce ge)
' Town B
4!&‘.&":‘3 s fales Females = Total Total
Males Females Tﬂfﬂ;[ Male @) W0+ @)
( _
40 85
B - P
¢ drink s_5 (40-39) g
Non Crs (4= ) =5 45) (60 . 30) (100 8 40) i
dy “Coffee (55 - 20) (100 - - e _ 60
errs . _s .
ol £ = (100 - 55) i
= 45 100
(100 - 40) 0 o was i
= 60 40 =
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Example 6.3: Industrial finance in India has showed great variation in respect of sources
of funds during the first, second, and third five-year plans. There were two main sources—
internal and external. The internal sources of funds are depreciation, free reserves, and
surplus. The external sources of funds are capital issues and borrowings.

During the first plan, internal and external sources accounted for 62 per cent and
38 per cent of the total, and of the depreciation, fresh capital, and other sources formed
29 per cent, 7 per cent, and 10.6 per cent, respectively.

During the second.plan, internal sources decreased by 17.3 per cent compared ©
the first plan, and depreciation was 24.5 per cent. The external finance during the sam®
period consisted of 10.9 per cent fresh capital and 28.9 per cent borrowings.

Compared to the se:cond plan, external finance during the third plan decreased by
4.4 per cent, and borrowings and ‘other sources’ were 29.4 per cent and 14.9 per cent

respectively. During the third plan, internal finance increased by 4.4 per cent and fr¢?
reserves and surplus formed 18.6 per cent.

Tabulate this information with the above details as cl . ing
the rules of tabulation. clearly as possible observ

Solution: The given information is summarized in Table 6.6

Table 6.6 Pattern of Industrial Finance (in Percentage)

Five Year Sources of Funds

Plan Internal

Depre- Free External

i Total :

ciation Reserves CI'apua[ Borrowings Other Total
and ssues

Surplus

Sources

First 29 62 — 29 = - :
L 8-7-106 106 38

Second 24.5 447 -245 62 _ 173 =204 :

10.9 4
=202 =447 28.9 553 _ 109 100~ 4

Third  49.1 - 3
186 18.6 280 =155 = 5544
=30.5

447 + 4.4 :
14.9 553~

509-294 294
=491 -149-6¢

6.4 MEASURES OF CENTRAL TENDENCY

Megu

Check Your Progress

4. Name the different
parts of a table.

5. Mention the sub-
categories of a
complex table.

we want to find out if boys ang

making comparisons, Th,
: ; . Then, 3
height of girls of the s 1 by taking the aver

certain types of data, eas

Owever, each Hie
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: ures und i .
following requisites, r certain set of conditions 2 ol i’

asuy
I¢ of centrg] tendency should me

e It should be easy to calculate and understand. Statistics

e It should be rigidly defined. It should have only one interpretation so
that the personal prejudice or bias of the investigator does not affect its

usefulness.

o It should be representative of the data. Ifit is calculated from a sample,
then the sample should be random enough to be accurately representing the

population.

o It should have sampling stability. It should not be affected by sampling
fluctuations. This means that if we pick 10 different groups of college students
at random and compute the average of each group, then we should expect

to get approximately the same value from each of these groups.

o It should not be affected much bye
large items are present
the average by shifting it
be really typical of
such that it is not un

Let us consider the three measures of central t

(I) Arithmetic Mean

This is also commonly known
means any mea
daily routine, we al
almost every one in
average student or
size or average fami

on.

the entire s€
duly affected by such extreme values.

sure of centra

ways me ith
daily communication.

of average

Combined Mean: If the arithmetic

Telated groups are known,
Obtained by the following formula:

- Sl ==

the comb

in the data, they will unduly influence the value of

as simply the mean. Even though average, in general,
| location, when W
an the arithmetic average.

intelligence.
ly income of Grade Pomnt

averages and th
ined (or compos!

NOTES

xtreme values. If few very small or very

to one side or other, s that the average would not
ries. Hence, the average chosen should be

endency:

¢ use the word average in our
The term is widely used by
We speak of an individual being an
i We always talk about average family
Average (GPA) for students and so

e number of items in two or more
ite) mean of the entire group can be

X - nl + nz
The g fcombined arithmetic mean s that, on 2t 'dn?ter;‘rtliu:z the overall mean
) i ata.
*fthe C‘;anl?baiid data without having to 01§ back to the origina
A]l EXample: |
Pind the combined mean for the data grven below.
n =10,x,=2,1,~ 15,x2:3
S(]luti on:
= _ ﬁﬂzﬂ]
X = i m + 1
= | 10415
20445
i Se{f-Insrruc!iormi
25 Material 5
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Example 6.4: '
ple 6.4: Let us take the ages of 10 student
ents as fo]

F i i
Sgrrn: ‘-::;1 o gurposes, let us assume a variable X which stands for
res such as the ages of students. Let the ages of 5 students be 19,

20, 22, 22 and 17 years. Then variable X would represent these ages as

follows:
X19,20;22,22,1]

Placing the Greek symbol Z(Sigm .
a b 3 s
values of X are to be added to géthe)r. ;Ec:;: .Xwould indicate a command th#t a3

EX="19+ 20722522+ 17
™ : }
fe mean is computed by adding all the data values and dividing it by the numbef
of such values. The symbol used for sample averageis X so that:

}=19+20+22+22+17
5
In general, if there are n values in the sample, then

In other words,

n

X

= )
X= = 5 1:]’2

T

1 Satl nde .e .
. .
S 37 aen

-th
e mean, then the symbol for the mean of the

the nopulationis N, W
Pey n1s N, so that: population is u (mu) and the size 0

N
2K
i=l

B==m» =L2.W.
If we have the data i
meanis givenb a:ta In grouped discrete form wi
Y. with frequenCieS then the Samplﬁ
R ACY) ’
xf
where  f

=18 i
i Summatl.on ofall frequencie
mmation of each vay, S

corresponding frequenC; ngUIﬁplied by
19,20,22,22,17,22,20, 23 o ows:
& =il 8

The arithmetic mean has three interes
1. The sum ofthe deviations of indi

7. The second important characteristic 0

3. The third property © )

(I Mode

This data can be arranged in a frequency distribution as follows:

&) i) X
17 2 34
18 1 18
19 1 19
20 2 40
22 3 66
23 ________l_____ 23
Total = 10 200

In the above case, we have Zf=10 and Sf(X) =200, so that:

- 2 (X)
i — -“‘_”Ef :
— 200/10=20

Characteristics of the Mean

ting properties. These are:
n the mean will always add

dividual values from their

hat if we subtract all the 1n
d some willbe positive, butifall these

| sum will be Zero. In other words, the
ations. Or symbolically:

up to zero. This means
mean, then some values will be negative an
differences are added together then the tota
positive deviations must palance the negative devi

" -
Z(X;—'X)= 0,i=1,2,.- 1

i=l

f the mean is that it 1S
extreme values. Since the computation ofthe meanis based upon inclusion ofall
values in the data, an extreme value in the data would shift the mean towards it,

thus, making the mean unrepresentative of the data.
um of squares of the deviations about

at if we take differences between individual

the mean is minimum- s
‘ rences individually and then add these

values and the mean an :
i then the final figure will be less than the sum of the squared
squared differences, B e g S

deviations around a0Y er than
that:

i( x-X = Minimum, =
i=l

average and can be defined as the most frequently

i d by extreme values in the

_The mode is not affecte
o ed froman ordered set of data. It can be useful and
gRbt i the only measure

e data under c€
hat can be Us

opinion © a
jon W

The mode is another form of

occurring value in
data and can easily
more representative of th
of central tendency ¢
researcher quotes the
the most frequently €X
of ages of 10 students a5:

pressed opin

very sensitive to i
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19,20,22,22,17,22,20,23,17and 18 determined by constructing the cumulative frequency. Thus, the median size of shoes Statistics

Statistics
The mode is 22, since it occurs more often than any other value in this data. | Soldis 8%, the size 0f 2305th item.
(II1) Median ' In the case of grouped data with continuous variable, the determination of
. | median is a bit more involved. Consider the following table where the datarelating to
NOTES 2::1 ?ziorl\l: égie:jlilrfi 1u;)ftcenltral te;ndencfy ghat ha_s a W}df_’, usage in St.atisltlcal works is the the distribution of male workers by average monthly eamnings is given. Clearly the median NOTES
i3 : s that value ofa varia le which d1v;des.the series in such a manner 0f6291 is the earnings of (6291 +1)/2= 3146th worker arranged in ascending order of
at the number of items below it is equal to the number of items above it. Half the total earnings
number of observations lie below the median, a i iani sa : ioi i
positional average. i s From the cumulative frequency, it is clear that this worker has his income 1n the
. ! class interval 67.5-72.5. But, it is impossible to determine his exact income. We therefore,
‘: £ thThe meqtlsg Offlkllngml;?ed datais found easily ifthe items are first anranged 1n ordef 1 Iesort to approximation by ;ssuming that the 795 workers of this class are distributed
} ge ogt:lh?i:b r;ditf 13;3 1a111 may then t?e eated S‘mPly by counting, and its value.can uniformly across the interval 67.5 to 72.5. The median worker is (3146-2713)=433rd
y gthe value of the middle observations. If we have five observations of these 795. and hence, the value corresponding o him can be approximated s,
’ whose valuesare 8, 10, 1,3 and 5, the values are first arrayed: 1, 3, 5, 8 and 10. It isnow , ;
apgarent tgat the Yalue of the meglan is 5, since two observations are below that valu€ 67.5+ 433, (72.5-61:9) = 67.5+2.73=70.23
antutvlvo (_’d(ifrf;anons gf; above it. When there is an even number of cases, there is 1 o795
actual middle item and the median is taken to be the av i i i
2 g - erage of the values of the itemS < vt s : aoe Monthly Earnings
1y;n.g o e“het{ side of (V+1)/2, where N'is the total number of items. Thus ?fthe values w
of six items of aseriesare 1,2, 3, 5,8 and 10, then the ian i ; y ]
s 34y Dy D, ; med - er 5 Cumulative No.
(6+1)/2=3.5, which is approximated as the average of in ltilthg = ngmb s Riae riied ﬂgikz{s of Workers
ie., (3+5)2=4. ethirdand the fourthite™> | AL 120
Thus, the steps required for obtaining median are: 1 27.5-32.5 120 gis
1. Arrange the data as an array of increasing magnitude 2 32.5-31.5 152 '
2. Obtain the value of the (N+ 1)/2th jtem ' 3 37.5.42.5 170 iy
Even in the case of grou . 5. 214
. ed dat ) . 4 42.5-47.
straightforward as long as the vafiable is Zisfyhet procedure for obtaining median i 47.5-52.5 410 9ch
following example. rete or non-continuous as is clear from > ey 429 L2
52.5-57.5
Example 6.5: Obtain the median s; 2 2063
D 1an size of shoes sold . 57.5-62.5 568
P iy from the following data. 7 bt i 2713
er e ! 2
, of Shoes Sold by Size in One Vi 8 95 3508
Size N 5 67.5-72.5
umber of Pairs 9 4423
5 Cumulative Total 12.5-115 915
30 10 '
51 745 3168
2 40 30 3 77.5——82-5
6 70 1 530 5698
1 50 82.5-87.5
65 150 120 12 259 5957
7 87.5-92.5
71 300 270 13 . » 6109
82 600 570 14 92.5-97.3 o 6216
11
85 250 2122 - sl 50 s
20
3l 750 2940 16 10 5 6291
7 449 3690 17 107.5-1125
25 4 Total 6291
. form Ofthe fOl‘mu a:
11l 40 14530 The dian can thus be put 1 the
: 39 4570 value of the median :
N+
P : . = s et EEL
Solution: Median, is the valye o (V + 1) Total 4609 Me=1+""% lative
are alread g el o | Ve i fisTouenes CHE
rea . _ = : : . ' i its width, ,
Self-Instructional y arranged n aSCendlng order (S. : : 2305th item. SInce - ily &Q N lls the lower limit Ofthe medlﬂn class,! ltslwss and NIS the tOtal m.lmber of cases SL’U'-frl.s‘H'm‘lionun'
168  Material 1Ze-wi ; e ; 1an cla 169
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Finding median By graphical analysis

The median i i
canquite conveniently be determined by reference to the ogive which plofs

the cumulative frequenc - s
) : y against the variab . :oh hal
the items lie, can easily be read from the ;gil\{:c; iehiluebis il VOl

E o) o ;
xample 6.6: Obtain the median of data given in the following table.

Monthly Earnings
Frequency Less Than More Than
275
2 2 0 6291
02 }ig 120 6171
oW 272 6019
b gf’; 442 5849
5
- 410 656 zszg
62.5 429 1066 2 3
568 1495 479
s 4228
7.5 650 2063 :
71.5 795 2713 357'2|
82.5 915 3508 2’!88
875 745 4423 1333
92.5 530 5168 1 1«3
97.5 259 5698 524
102.5 152 5957 332
7 107 6109 ;-
112.5 50 6216 i

2 6266 5

5
; €a 6291 i
it en!

1S 120 and the la is iS groy g
s st class § ped data_ : J
ogive of less than C:;SS 18 1075__1 1 The first classis 27.5-32.5, whos€ ﬁec:lws e

Rt ulativ -3, Whos : s ;
lie, 15 6291/2 =3 145.5 itwe ffequency_ The m edffequency is 25. Figure 6'- h ite?”
accurac o amely it edian is hic o
Y than this IS Unobtaip, l-? Which i reqq of fi the \_/alue below wb 3 70.»/1 ]
able becauge ofth rom Figure 6.3 as 209 ing P
6291 e space limitation on the €27
6000 j—-—.______
B s el j
5000 —1 || /
MORE |
Tt o | —
4000 || “j*—- || / = LESS THAN
: “—'--._.__‘_‘__“-‘_‘_ — g__1_,___-’
g h‘_‘-‘_‘_"‘*—__‘_ B ] 1 ___1—1
B T T .
E G e n S T L
z 2000 |_| T
oo || | T A~ |
-‘-‘_-_'_"'--.74 T L ——1
0 74\__ 1] |
N
N 8w :’ “ DIAN N
Ty N L L
[ : I
Fi "esdfgogeags
8. 6.2 Medig Monthly g, A I e
nDeter 3 yl:armngsi |
mlnati()” by ! nRupeeS ;f""',
§ Les e "

: The .median can also be determined by plotting both ‘less than” and ‘more than®
1lllmula.twe frequency as shown in Figure 6.2. It should be obvious that the two curves
should intersect at the median of the data.

6000 0% e
¥,

5000 /

4000
4 i ] B B
£ 3000
E ;
4
= 2000
[
£ )4 MEDIAN
E 1000 "//

=T || v
ol L1 HEETE
Rﬁ%‘&'%‘ﬂﬁ@%ﬁ?%%ggggg
Monthly Earnings in Rupees

Fig. 6.3 Median

Advantages of Mean

i following are advantages of mean: s
* Its concept is familiar to most people and is mtultwel?/ clear.
® Every data set has amean, which is unique and describes the entire data to some
degree. For instance, when we say that the average salary Ofa professor is X
25,000 per month, it givesus a reasonable idea about the salaries of professors.

o It is a measure that can be easily calculated.

o Ttincludesall values of the data setin its calculation. |
little from sample to sample taken from the same population.

o ts value varies very , :
o It is useful for performiﬂg statistical procedures, such as computing and comparing

the means of several data sets.

I)iSadvantages of Mean
The following are disadvantages of me

o Itis affected by extreme values and,

an:
hence, not very reliable when the data set

P y on on ide of the
h xtr v i W these exfreme values are e sl
a me alues es 601311 hen : : .
Ordseiediiata [hUS amean OfSU.Ch data 1S not tI’llly a representatlve Of such data

ives us
For instance, the average a&¢ of three persons 0fages 4, 6 and 80 years gives

an average of 30.
® Tt is tedious to compute for
used i ations. ;
G alrlzﬁil?;:gﬁ:to compute the mean for a data set that has Ope™
either at the high or at the low €nd of the scale.
* The mean cannot be calculated for qualitative e o
ime“igence, unless these cal be converted mto qu

every pointin the data setis tobe

a large data setas
ended classes

haracteristics, suchas beauty or
ive figures, such as

Intelligence into 1Qs.
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Statistics Advantages of Median
Th i ;
< 1;01;:;“;118 ére the advantages of median: o A mode is not suitable for algebraic manipulations
edian is a positional aver e Since the mode is th i B i
NOTES notaffect it Rag age and, hence, the extreme values in the data setdo rigidly defined i e lxllaflrue of maximum frequency in the data set, it cannot be
S ot el ey do to the mean. | P b if such frequency occurs at the beginning or at the end of the
erstand and ;
for grouped data wi can be calculated from any kind of data, €V : P
phon i 1Ii)nd i ;amwgh open-ended classes. y kin ° gfcigzss?;t 1t;iwlude all observations n the data set and, hence, less reliable in most NOTES
' € median even why : , ations.
In thc? ascending or the desceng'n our data set is qualitative and can be arraﬁg"’d " Weishted Ari {
intelligence. ing order, such as average beauty o avers® | ghted Arithmetic Mean
o Similar to mean, median is also unj . . in £Z computation of ar_xtlnnetlc mean we had given equal importance to each observation
gwer} set of data. que meaning that there is only on€ medianin® s series. Thls'equal importance may be misleading if the individual values constituting
» Median can be located visyg| series have different importance as in the following example:
u .
s sum of absolute differz y when the data is in the form of ordered 3¢ The Raja Toy shop sells
value is minimum meaning tllll:te's of all values in the data set from the medi?’ Toy Cars at 33 each
in the data set, which makeg j¢ nit is less than any other value of central tenden® Toy Locomotives at ¥ 5 each
Disadvantages of Media Ore central in certain situations. Toy Aeroplanes at T 7 each
The following are the g; ¥ Toy Double Decker at T 9 each
e The data musi blsadvamages of median: ianhdat shall be the average price of the toys sold, if the shop sells 4 toys, on¢ of each
% € arran di * ?
consuming fora | 8¢dm order to fi e
n . ; ti?
® The value of the mailge Number Ofelementsdi t}}; l’T;edmn. This can be Ve~ I Mean Price, i€ T = __4_x_ e %4_ _%6
from edian is affe n the data set. | SR, St :
i the same Population maCtefi more by sampling variations. Differ ent Samplfﬁ In this case the importance of each observation (Price quotatlop) is equal inas much
" e calculation of mediap ; Y 8ive significant] diff tons. = he mé jaft 35 one toy of each variety has been sold. In the above computation of the arithmetic
e values of o lanin cage of y different values of the N Meay t1,: by including ‘once only’ the price ofeach toy.
this i bser"atmns grouped data isb t1orlth this fact has been taken care of by g y .
g is uS_Ually not so, are evenly spaced 1s based on the assgrﬂp 2l 490 But if the shop sells 100 toys: 50 cars, 25 Jocomotives, 15 aeroplanes and 10 double
A edian is comparatiyey | ver the entire class inte eckers, the importance of the four price quotations to the dealer is not equal as a
ue o fluctuations iy say €85 stable than the @ | Sourceofeamingrevenue. Infact ‘heir respective importance is equal to the number of
® Median is not Suitable fmphn ' mean, particularly for small units of each toy sold, i.¢.,
compute the mediay ot?:hﬁmher Mathemati g aﬂnof The importance of Toy Car 50
groups. € Combineq groulcal treatment. For instance we ffefeﬂ[ The importance of Locomotive 25
Advantages of Moq P ffom the median values® The importance of Aeroplane 15
e
The following ar The importance of Double Decker 10
G ethe advantageg Tt may be noted that 50; 25,15, 10 arethe quantities of the various classes of toys
o I'to median¢ . mOdOfrnOde; Sold. 1t isyfor these quantitieS that the term ‘weights’ is used in statistical language.
ue ca ; €ig ; i P ights.
class limitg ibe Obtained ; Motaffecteq, : datd o We1ght is represented by symbol ‘W and Sw represents the sum of .Welg S
i 1N open. - DY extreme values 10 the 02 b ; w ‘ . .o of toy sold’ these weights are of great
® It can be eag] ended distribysj ertai®™ While determining the ‘8V6¢ o ) illustrated below:
1 i ; : .
People prefer 5 e to degery st o Mportance and are taken 1nt0 account in the manner!
® Mode is eag Certain Oe Qualitatiye phe ) cer i ' wixg + Wt +wyky T Wa¥a 2 wx
by observatioy, gcat Culate g, t€a then s Wﬂ;lgmenon. o mjﬁil;oiﬂt' o T g aw it xw
Disadva Finspeg erstang ecome the mod? si? Wi - ohts 0F X s Xp X3 which in turn represent
ntages of -Insome cases, i ated enw re the respective W18 5 01Xy, X3 4
ses, it can be loc the v 12 W2s Wy, Wyl : _aeroplane and double decker,
TRetlwy e ee Price of four varieties of toyS, V12 car, locomotive, 2€rOP
. Qui gare the diSad SpE(_‘,tiVely.
I uite often, et Vantageg of (50%3) +(25%5) +(15x7)+(10><9)
[t can be bi-mg Stomg aly ;nOde: ¥ = 50+25+15+10
Signifi 0 i tale, '
sttt o If thg;rlcz-lnCe More gy 4 U-mogy) inb ¥ (150) + (129 F (109 +09 - -T—?-Q =34.70
elf-Instructional €1sm, CUItt or it = . 4
172 7 0 0 c 100 -
Mejenal "Ctha Meagyr, 1 Bave all modal value® The : in the computation ofthe weighted i
Al valye, g, Mgy, © table summarizes the steps taken
» e datg e 45 : f. ' Self-Instructional
el difficfto P R
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The weighted arithmeti : .
mean of means. If we ar:mi:\fn b lculaFly useful where we have to compute e
given two arithmetic means, one for each of two different

series, in respect of the '
same variable, and are required to find the arithmetic mean of

the combined series, the weighted arithmetic

e mean is the only suitable method of its

Weighted Arithmeti
ic Mean )
o of Toys Sold by the Raja Toy Shop

Price per T,
;xr o Number Sold Price * Weight
Car 3 W i
Locomotive
50
Aeroplane > 25 ;i(s)
Double Decker ; 15 1 65
10 90
IZw =100 Tw = 470

concerns if the number of WO

Solution: (i) Mult
! tipl
concern it representz.y e

average Izi?yed were 2,000 and 4,000, respe ctively
1z.5 and 7) by the number of workers i

(i) Add up th
P the two prodyctg obtained ip (i) l b
1) above and

(iif) Divide the
total : i
obtaineq in (if) by th

Wei ¢ total number of workers.

ghted Meg,
Manufacturing o Mean Wages of A L
Concern Mean Wages td. and B Ltd.
X

x Workers

AL, Employed Workers £ 0}'
B L. 5 w wx

n the

P
>w
- 38,000
The abo S
V€ ment; 6,000
are not origin Oned exq A ,
il ff:l data, They , n:ipl‘?s eXplain g v623 o0
oM which they 5 e A" Arithmetic Means and perc® ¢
re :

account by wejght: 1gu t0

cighting yp: btai o ores and their { - oative gff
Whi Ined eir importance is r¢!? i

Harmonic Meap €aver Thi P tak‘-’fﬂ

N .S i .
i mel‘elatwe importance must be
fa,b,careiny ans and percentage).
HM Pa the :
. nphj
§ Called a 48

Har 4 a’"ﬂ’zonic
Monica] ngl‘ess' Mean between a and ¢
10

Non
ze §
2 ro. quantitjeg
gTeSSIOn, Wn'tten 0se re
as Hp

Consider the following examples:

v) S,E,g,ll,
9 7

It can be easily checked that in each case, the series obtained by taking reciprocal

of each of the term is an AP.

To Insert » Harmonic Means between a and b

LetH »H,, Hs, ..., H, be the required Harmonic Means. Then
@ H, H,, .., H,bare in HP

: Luggibael] Ligsl A
. e T TR are in AP
— 2 H et &
Then, % — (n+2)th term of an AP
_Lim+d
a
Where dis the common difference of AP
* S o el
This gives, i
[t 1 01 b a-b
Now, Ed;+d_g+(rz+1)ab
_ nb+b+a=-b _ a+nb
= “Taxlab (kDb
| _ atnb
So, He (n+1)ab
(u+1)ab
= H, a+nb
1 1 1 2(a-b
Agaln, };r_ D _a_+2d_ (n+1)ab
nb+b+2a~2b=20—b+nb
(n+1ab (n+1)ab
(n+1)ab
= H2 2a—-b+nb
i L1, e
S]-nlﬂarly, —f};— = ;+3d: (”+1) ab
=~ _ _(ntDhab_gpdsoon,
H3 3ap2b+nb
..,b)
R T o
v 2 = +nd =g e Dab
n
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Srbbitiva—nb
(n+1)ab

i matb
(n+1)ab "

Example 6.8: Find the Sth term of 2, 2L

_(m+hab
na+b

- 1
Solution: Let Sth term be x. Then, -, 18 Sthterm of corresponding AP 22,
"5710°

&

2
1

Then, -= l+4[3_l}=l+4 T
X 2 2

=

Example 6.9: Insert two harmonic means between i
> .

Solution: Let /,, H, be two harmonic meang between L ang 4
2 17

Lewailis 17
Thus, 2, —,—, — arej i
7 are AP Let dbe their common difference

17 '
b 2 3d

RSI
W
g

S .
extent of the Scatterednegg ply dispersion ma ‘
€m

- Otitems argyy g m ybe defined as statistics sig”
1SpeI‘SiOn
n

iRl €asure of ¢ ncy-
form” Ttis said o bein ap May be Xpresseq entral tende Y ‘
value of ap item on e absolyt f? inan “absolute form’, Of i a bich

A measure of d

Check Your Progress

6. What are the
different methods
of measuring central
tendency?

7. List two essential
characteristics of
the mean.

= | Yex 2
OMparigon. 1. cosed in a percentage f0

A%
measures are eXPresseq :age de"iates 3 S0 it stateg the actual amount by W bsol

bee 4
n expressed, for exam Cc)Ilcrete Units ; measure of central tendenCY- a'tﬂ 1o i

descri » L., unite ; .
cribe frequency distril, ® Tupee, centj ©> Units in terms of which the * e
A relati utlon. metl‘eg, kll() an e
ative Meagy grams, and so on,
absolute Measureg}, r

116
. ispers; o,
Itisa Yaquangjp, .. CBcom : i
measljrzgch 4 pure rl respect ¢ Putedis a quotient obtained bY dlggff‘pﬂti 1
Are used fy, rnakjnand 1S ug chabsolute deviation has bec” Rela{
8¢ -
gion®:

ns be
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€en two or more distrib!

A measure of dispersion should possess all those characteristics which are
considered essential for a measure of central tendency, which are as follows:
(i) It should be based on all observations.
(i) It should be readily comprehensible.
(iii) It should be fairly easily calculated.
(iv) It should be affected as little as possible by fluctuations of sampling.
(v) It should be amenable to algebraic treatment.
Some common measures of dispersion are (i) The range, (i) the semi-interquartile
range or the quartile deviation, (7ii) the mean deviation, and (iv) the standard deviation.
Ofthese, the standard deviation is the best measure.

6.5.1 Range

The crudest measure of dispersion is the range of the distribution. The range of any
series is the difference between the highest and the lowest values in the.senes. If _the
marks received in an examination taken by 248 students are aganged in ascending
order, then the range will be equal to the difference between the highest and the lowest

marks,

In a frequency distributio
lower limit of the class at the lower ex
class at the upper extreme.

Consider the data on weekly earnings 0
Table 6.8.

From these figures in Table 6.
is the variation of the values in the group- |
The range is a measure of absolute dispersion and as such cannot be usefully

employed for comparing the variability of two distn'bl_ltions explresse];i1 in ﬁﬁfe;;meurgi
The amount of dispersion measured, say, 10 peunds, IS'DOtd comparable e1S p
measured in inches. Thus, the need of measuring relatlve. ispersion aels o

An absolute measure can be converted into a relative measure 1f 1:28 rﬂ:;fz ;"tﬁt-)lz
some other value regarded as standard for the purpose. We may use

4 d.
distribution or any other positional average as the standar

For Table 6.8, the relative dispersion would be,

n, the range is taken to be the difference between the
treme of the distribution and the upper limit of the

£ worker on four workshops given in

8, itis clear that the greater the range, the greater

23
9 = ——
Workshop 4= 755 Workshop C s
15
15 )
Workshop B= 7% Workshop D 555
An l iation 1 Jative one would
i bsolute variation 1nto a1e one
e Ofconvem{[ll%ea;:ndard. This will be equal to dividing the

be to use the total of the extremes as e ThSh

Uifference of the extreme items by the tota |
me items, L€, Range

Difference of extre :
gum of extreme items

cient or ratio of dispersion.
d earlier, the coefficients

] of the extreme

Relative Dispersion =
ies1s called the coeffi
dere

. . 1 Ofthe SCI' .
The relative dispersion £ workers consl

our example of weekly earnings 0
oulg P y
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Workshop 4 = 9 2191 15
R 6 215300 51 WOkahOPB=l7+32=£
Workshop C=—23__2
P 573853  WorkshopD= 191534:%

Merits and Limitations of Range

Merits

Of the various characteristj
tics thata i i
P iy s i ogogd measure of dlspersmn should possess, the

() Itis easy to understand.
(i) Its computation is simple.
Limitations

(1) Itdoes nottel] anything
measure of centra] tep

(iii) It cannot be computed

(iv) Tt does not take i
following illystr,

ency,

o e
hen distribution has open

0t accoyp end classes.

tion. Consigey theilr;ht;e-data- These can be illustrated Y o
T : given j
able 6,7 Drsn-ibution Wwith ke

ut D{ﬁé}e Numbey o C
nt Varighi] f Cases,
Class ity
Section No. of. Students
al0 4 ection Section
1020 B C

80 110
it : 110
cases b : t.able 18 desig 60 Y
ut dlfferent A, | 60 0;
Would make jtg nabi ee disty b
ange e | Str lblltl()ns with the game ﬂ;elcti o?

0 €xtreme students from
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NOTES
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- The regy
altg that of gzaé of tw

.- hl;lz)e ngjresttter range of 4 is not a description of the entire group of 110 students, but
g u;)g ex@eme st.udents only. Further, though sections B and C have the same
gr(mp’th Stl ents In Sect.xon B cluster more closely around the central tendency of the
o= an they do in Sect%on C. Thus, the range fails to reveal the greater homogeneity

or the greater dispersion of C. Due to this defect, it is seldom used as a measure of

dispersion.
Specific Uses of Range

In spite of the numerous limitations of the range as a measure of dispersion, it is the most

| appropriate under the following circumstances:

F (i) In situations where the extremes involve some hazard for which preparation
should be made, it may be more important to know the most extreme cases to be
encountered than to know anything else about the distribution. For example, an
explorer, would like to know the lowest and the highest temperatures on record in
the region he is about to enter; or an engineer would like to know the maximum

rainfall during 24 hours for the construction of a storm water drain.

(ii) In the study of prices of securities, range has a special field of activity. Thus, to

| highlight fluctuations in the prices of shares or bullion, it is a common practice to

indicate the range over which the prices have moved during a certain period of

being of use to the operators, gives an indication
fthe investment climate.

time. This information, besides

ofthe stability of the bullion market, or thato
ntrol, range is used as a measure of variation. We, for

| (i) In statistical quality co _
range over which variations in quality are due to random

| example, determine the

causes, which is made the basis for the fixation of control limits.

6.5.2 Mean Deviation

study that a weakness of the measures of dispersion,
based upon the range or a portion thereof, is that the precise size of most of the variants
has no effect on the result. As an illustration, the quartile deviation will be the same
whether the variates between 0, and 0, are concentrated just above O, or they are
spread uniformly from O, to Q.. This is an importan-t defect from the v1ewpoi.nt (.)f
measuring the divergence of the distribution from its typical value. The mean deviation is

employed to answer the objection.

Mean deviation, also called average dev
deviation from some measure of centra

Mean o solute values of the . nde
iy thmetic average of the variations (deviations) of

other words, mean deviation is the arl
fag 1.ndi\fiduaal items of the series froma measure of their central tendency.

We can measure the deviati asure of central tendency, but the

he mean. The median is preferred
Most commonly employed ones aré SR
SCause it has the important property

In the following section, you will

iation, of a frequency distribution is the
] tendency. In

ons from any me
the medianand t an
that the average deviation

Ives the following steps:

(@) Calculate the median (or the mean) Me (or X)- | o |
_ Me | of eachof the items, ignoring the sign.

Fii) Record the deviations | 4]=1%

(i) F ind the average value of devia

_ 2ld|
N

& _ o .
Alculation of mean deviation then 1nvo

tions.
..(6.1)

Mean Deviation=<=—

e e WP 1 SR NN V1 SR A P R N 11 N
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e Solution: Statistics
isti Example 6.10 explains it better. }
Statistics
Example 6.10: Calculate the mean deviation from the following data giving marks | Size Frequency Cumiilative Deviations fld|
obtained by 11 students in a class test. f Jfrequency from median k
‘ 9)
14,15, 23,20,10,30, 19,18, 16,25, 12. NOTES
NOTES | |d|
Solution: & . 3 3 9
|
1+1 , . : ‘ 7 6 9 2 12
Median = Size of were thitem ‘ ; ; ik : 5
=size of 6th item = 18. 9 13 31 0 0
\ 1 8
i 10 8 39
Serial No. Marks | %~ Median | | y : e 3 i
|d| _ 3 12
[ 4 48
1 10 8 \ 12 {
2 . 60
12 6 48
3 '4 4 48 +1 ! hihieD
‘; L3 3 | Median = the size of 5 24.5th item which 18 9. -
16 | . sale i
6 18 ¢ | Therefore, deviations d are calculated from 9,ie,|d|=]x=9|
0 :
] 19 : | ol | SEIAIE OV s
g 20 Mean deviation ="y~ =g =
3 5 tion from the following data:
10 ii 5 Example 6.12: Calculate the mean deviation
”_’ " 0-10  10-20 20-30 3040 T S N
: 10 5 2 2
| % |d| = 50 s O L.
Mean deviati : iomns
ation frommegjy, Zld| Solution: . _ . tle. Thus, deviations are calculated
iy Thisisa ﬁequlency distribution with continuous variable. 4
o0 45 from mid-valyeg, :
11~ *5marks \_/———«//d_—
For grouped data, it is eqg t : Less than Devianion R
Y 10 see that the Imean devij t . X Mid-value ¥ o ﬁ.oml ,;Tdran
Z 1ation 1S T
Mean deviation = /| given by 67 | 19 342
where, ot & 16 - 1 15
—20 49 2
|dl:lx“mf‘fdiam f ' 20-30 25 15 i 1 ;-:'0
= Orgmuped 4 ' 304 15 12 21
ldl=M- median | g, discrete dat, {9 i 0 i g 1M 7 31 155
particular groyp, 80Uped confiy, : o alue® -50 : 76 i 82
" Us data with Af as the mid- 50-60 55 " 78 . ¥
Xamples 6,10 angq ¢  illygy, 60-70 65 : 80
; stra :
Example 6,11, Caleylae th te the yge OFthis formy]g b o 30 =
. 3 e me Wi .
Size ofjte an devyiat; u///
m riation fr, : . :
Ei 6 7 : om the followmg data: g 80 thitem
€quency 3 { 9 10 1 ” Median =the sl )
9
13 8 6
5 4 2 x10=24
=20+ T
Self-Instructional
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2fld|
Dhfi
W g2t

i 14.775.

and then, mean deviation =

Merits and Demerits of the Mean Deviation

Merits
The merits are as follows:

(1) Itis easyto understand.

(i) As compared to standard deviation (discussed later), its computation is simple:
(iii) As compared to standard deviation, it is le

(tv) Since itis based on all valy
deviation.

ss affected by extreme values.

Demerits
The demerits are ag follows:

(@ Itlacks those algebraje
establish its relation to

() Duetothis, it is not su

Properties whic
other measures,

itable for fiy

.. jon a”
hwould facilitate its (:Omll'Utatlo

rther mathematica] processing.

. e ile
esin the distribution, it s better than range or 4U&

the squaring of deviations provides added weight to the extreme items, a desirable feature
for certain types of series.

Second, the deviations are always recorded from the z.m'thmetic mean becaus;
although the sum of deviations is the minimum from the medlan,.the sum of square; }(1)
deviations is minimum when deviations are measured from the arithmetic average. The

deviation from ¥ is represented by d.

Thus, standard deviation, o(sigma) is defined as ?he s.quareﬁ roote(;fl the mean of
the squares of the deviations of individual items from their arithmetic mean.

o \/@ ..(6.5)

For grouped data (discrete variables),

W= | .(6.6)
© TF ]

and, for grouped data (continuous variables),

s . )
i >/

. . of'the group.
where M is the mid-value r the following data:

Coefflcient of Mean Deviation Example 6.13: Compute the standard deviation fo

| : 20,21
The CoeﬁiCient or relative disp@rSIOn 3 f . corded' 1 1, 12; 13, 14: 153 163 179 181 197
Thus, 1s found by dividing the mean deviations 1€ Solution: s¥=Xx/N =176/11
olutio )i ropriate. We first calculate the mean a
. Mo o formula (7) is appropriate. .
Coefficient of MD = __E% = N %) Here, d then calculate the deviation as follows:
Mean €0 deviations were recorded from the mean) =16,an e o3
T gl 6 11 - 16
Median (Vhen deviatiq A | B
an 1S Were recorded fropm the median) 12 3 9
Coefficient of M = 14_11§ 13 2 4
24 | 14 b 1
=0616 15 0 . 0
16 1
9
By far the most yp; d is +3
g Universa]| 16
deviation of r0ot mea, Y and the Most usefy] ¢ . .o the gtal i’ 19 'y 25
methods of measuripy 4. 1€ deViation g . o cASUre of dispersion is nat 3 g | 2 +5
ofadequacy ang accrlllr PeISion 5o fay discugut dthe mean, We have seen ¢ for ‘”’Bgd 2l 10
ac se : te i
by most extreme S ®range js o satist are not u.mversauy adop etefml; s 176
dependent op the itepy, N the entire . actory as its magnitude 15b cab e 0
1salsoan unsatisfq, 05e size jg | at ely.a Ither, the range is notablel . 5 el 4 Thus, by formula (7),
We desire o S — Meagyre of scatte, atter of chance, Mean deviat eviaﬂ o T
a8t} - =
standard deviation j Onz(:atter Which i frees tignores the algebraic signs Oorrl 6 ¥t o= 1_“_ -J10=3.16
uch oM these shortcomings. T0 3 i
. ‘ comings:
i dThe CalCUlatl()n 0 & that G'I
N deviation, Pipe - . ié
: HII8E in latigp di . fr o “[t] Self-Instructional
18 done 50 a5t getrid ofy, cul_atlﬂg Standy Her.s Mthe following respects ua;ed' tl,ef‘ Material =
Self-Instructional egatl\(e Signg With eVlatl()n, the deviations are s ce- f of
182 Material 0 Committing algebraiC yiolen




: ; T T iati - followi Statistics
Statistics Example 6.14: Find the standard deviation of the data in the following distributions: Example 6.15: Compute the standard deviation by the short-cut method for the following

. data:
x 12 13 14 15 16 17 18 20 11,12,13, 14,15, 16,17,18,19,20,21
4 11 32 21 15 8 6 4 ‘ NOTES
Solution: that 4 =15. |
NOTES ; _ ‘| olution: Let us assgme
Solution: h | ey 2
For this discrete variable grouped data, we use formula (8). Since for calculation of ¥ | . - =
we need ¥ frand then for 6 we need 3 f (x - ¥)?, the calculations are conveniently | o 3 9
made in the following format. ' i D) 4
| 1 1
| 14 T .
X o] fi d=x-% & fd 15 0
12 4 43 3 o '36 I 16 1 1
3 5 i -2 4 44 | 17 2 4
I 32 443 & y 35 . 8 3 9
15 21 315 0 0 0 i 4 16
16 15 240 1 ' ; 25
17 8 1 15 20 5
136 2 4 32 | 6 36
;ﬁ ; o 3 9 45 | el b AR TR S e
4 ' ==l
- : 2 10 Wl ) Bl e
100
1500 204
Here, ¥ = = 2 ;
s ¥ = SRS, =1500/100= 15 o= (B 55
- ‘
“w  ofE B
d : {11\l
100 = V304 =174 Bl
Calculation of . 1 i
of Standarq DEVIatmn by Short-C =3.16
In most cases, it is veryunlike] ut Method

ach item from the assumed mean is the

i1 Another Method
' s from the assumed mean ofzeroby 11,

: ;o le
» the calculatiop of d asid tO’beanlntf:gersimph’fylrlgll’fob -

n the deviation ofe
i i su

c 7 -con 5

Onsequent] Cendeve €S quite time gy ‘

. o
same as the value of item itself, Thus, 11 deviate

If we assume A as z€ro, the

; ; .+ oo without having to compute
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Combining Standa : | N, (F=5) +N; (X=X 2 NOTES
: rd Deviations o 2 i o = (X -5) +NE X3)
If we were gj *TTwoDistributions N + Ny +N;
e given two s ,
B ets of data of N, and N, items wi - <. and
! eviations 6, and o, respectivel , items with means ¥, and % 2| _ [200%9+250 x16 +300 X 25 + 200 x 81 + 250 x 36 + 300 X1
x and o of the combined distribution byy‘fhwi‘cﬁn obtain the mean and standard deviatio? | © 200 +250 + 300
a0 . e following form . — L
i M g ulae: 5173 =119
N it
o 619 | 66 SUMMARY
2 N 2 | °
and G = 107 +Nyol + N EREXY
Example 6 N\ +N 2F-%) (6.1 1) | e Primary data is the information collected during the course of an experiment in
B Ell)r:Sdl g The mean and standarg 2d ' ' experimental research. It can also be obtained through observation or through
; ; ev . - S : : ;
SOt and 40, 6 respectively, Find tLa:;nS oftwo distributions of 100 and 150 direct cc?mmun1cat10n v_v1th tl.le person associated with the selected subject by
n: andard deviation of all taken togeth®” conducting surveys and interviews.
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Nx , ' o Observation
P L X — ’
i _ﬁrimgm’ﬁ()ﬂsoxm o Interviews
+ : :
L Vel - 100 + 150 - o Questionnaires
Combi B ' o Schedules
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ined standard deviation, | o Surveys
: | o Observation is the most common method of studying behavioural sciences. Itis
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1 - X ¥ 4 Ny (% — 3.1 l the purpose of a research. ;
=X { . i
Ve N, 2) ° h the observation method provides different ways of stud g behavioural
0 Thoug Proyics: ymn
5 *(5)? +150 (6)7 + 100 ‘ science, there are some limitations in using these methods.
Lo G (44 -50)2 150 T | o A personal interview involves two persons, i e., the interviewerand the interviewee.
Example 6.1 i e -0 | The interviewer is the person who questions the interviewee. There is a face-to-
having meén';:SAldlSh-ibution cons; face discussion betweenl them.
standard deviatig Oand 15 o Stalsts ofthree ¢y 00 itﬁf115 o A survey is a scientific process of acquiring data and opinion from the public.
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s WE dre | . s
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it 2‘ =300 ' | o Secondary data s the data which has already been collected and exan}lned e?arher
T M2 =10,7 = | by other investigators: While making us€ of the secondary data, the investigator
ae (12) apq (13)cq has to first determine the sources from where the secondary data canbe obtained. | [peck Your Progress
n : :
X = Nx 1+ N.® s be ext ® Th tud method isthe most common method of collecting secondary data. 8. Define measure of
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o i;if- nstuctiona W 0+ 300, i | abulatu?n is anpther W yd jumns. Such presentation facilitates comparisons -
st 0 +309 | systematic form in rows an o ' dhelps in further statistical
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e The classificati .
ion of tables depends on various aspects: objectives and scOpe of

investigation, nature of data (pri
data coverage, and so on. (primary or secondary) for investigation, extent o

e Original tab
i 1% i ?r 011:]3 :;t:i?rllsao called classi]fication tables. Such a table contains dat3
derived from a generalqt( Sbc;mce' Butifthe information given in a table has been
able, then such a table is called a derived table.

e There are several co
mmo
mean, mode and mediannrllyh‘;sed measures of central tendency such as arithmetic
- These values are very useful not only in presenting the

overall picture of the entj aking compar!
ntire data b .
LR ut also for the purpose of making o

° While arithmetic mean is the mo
rfnode and median are more sui
or certain types of data,

e In the computation of arithm
obsérvation in the series

® A measure of dispersi
ISion or i ;
the extent of the s¢ atterefhslmply dis

st ’
tablecommonly used measure of central location:
measures under certain set of conditions an

etic m .
ean we had given equal importance t0 cach

ess of itep;mlon may be defined as statistics signifyi?
$ around a measure of central tendBHCY'

asures of dj :
13 2 Spel'Sl . ¥ V% le
S “quartile dEViation?n’ one ofthis is the sem]—l,rlt(?l'cluz"rtl

tendgncy. Inother words
(deviations) of the ip,
tendency.

> mean deviatjop i ; -
dividua] jt onisthe arithmetic average of the variatl® N

€ms of :
the series from a measure of their c€”

ant Ofade
quacy and a

ve
c
¥ _Primary data: [t jg tha
18 the inf, t

n experimental ati

resear, Oncolle ! - el

® Survey: It i “ted during the course of an expe”
it {i-
S g data ang opinion from t° pof 18
* Medj UMmariziy, )’

1an: The e ity Columpyg, gand presenting the given
i

Centre of Sa
n Ordered data measllre of & ” t}]@
' Ntral tendency and it appears :

‘“/
1. Theves CK )
© VAnouS methoqg of co| YOUR PROGRESS

Ceting p

° Obsewation

ri]‘na
® Interviey, ¥ data are the following:

e Questionnaires
e Schedules
e Surveys
2. Secondary data is the data which has already been collected and examined earlier

by other investigators. While making use of the secondary data, the investigator
has to first determine the sources from where the secondary data can be obtained.

3. The case study method is the most common method of collecting secondary data.

4. Atable consists of a table number, title, caption and stubs, body, prefactory or
head note and footnotes.

5. The sub-categories of a complex table include
e Double or two-way table
e Three-way table

e Manifold (or Higher Order) table
mmonly used measures of central tendency suchas

the following:

6. There are several co arithmetic
mean, mode and median.

mean are the following:,

dual values of X from the mean will

hat if we subtract all the individual

negative and some will be

ther then the total sum

7. Two essential characteristics of the

(i) The sum of the deviations of indivi
“always add up to zero0. This means t
values from their mean, then some values will be
positive, but if all these differences are added toge

will be zero.

(ii) The second important characteristic of the mean is that it is very sensitive

to extreme values. Since the computation of the mean is based upon inclusion
of all values in the data, an extreme value in the data would shift the mean
towards it, thus making the mean unrepresentative of the data.

8. A measure of dispersion or simp

the extent of the scatteredness of items around a measure of central tendency.

onare (i) The range, (ii) the semi-interquartile
) the mean deviation, and (iv) the standard
n is the best measure.

9. Some cOMIMON MEASUIES of dispersi
range or the quartile deviation, (i11) the
deviation. Of these, the standard deviatio

S ey
6.9 QUESTIONS AND EXERCISES

Short-Answer Questions
n methods.

1. Mention the types of observatio |
the selection of appropr1

2. What are the factors governing
collection?

3. List the essential re

4. List the merits and demerits of range. N
jon of mean deviation.

5. Mention the steps involved i the compufatl

ate method for data

quisites of the measurement of central tendency.

ly dispersion may be defined as statistics signifying -
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Long-Answer Questions

1. Discuss the other methods of collecting primary data.

2. Explain the advantages and disadvantages of the case study method.

3. Write a detailed note on the types of tables.

4. Summarize the advantages and disadvantages of median.

5. Give examples of computation of harmonic mean.

6. Differentiate between the calculation of standard deviation and mean deviation.

—
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