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About the University

Rajiv Gandhi University (formerly Arunachal University) is a premier institution for higher education in the state
of Arunachal Pradesh and has completed twenty-five years of its existence. Late Smt. Indira Gandhi, the then
Prime Minister of India, laid the foundation stone of the university on 4th February, 1984 at Rono Hills, where
thepresent campus is located.

Ever since its inception, the university has been trying to achieve excellence and fulfill the objectives
asenvisaged in the University Act. The university received academic recognition under Section 2(f) from the
University Grants Commission on 28th March, 1985 and started functioning from 1st April, 1985. It got financial
recognition under section 12-B of the UGC on 25th March, 1994. Since then Rajiv Gandhi University, (then
Arunachal University) has carved a niche for itself in the educational scenario of the country following its
selection as a University with potential for excellence by a high-level expert committee of the University Grants
Commission from among universities in India.

The University was converted into a Central University with effect from 9th April, 2007 as per notification
of the Ministry of Human Resource Development, Government of India.

The University is located atop Rono Hills on a picturesque tableland of 302 acres overlooking the river
Dikrong. Itis 6.5 km from the National Highway 52-Aand 25 km from Itanagar, the State capital. The campusis
linked with the National Highway by the Dikrong bridge.

The teaching and research programmes of the University are designed with a view to play a positive
role in the socio-economic and cultural development of the State. The University offers Undergraduate, Post-
graduate, M.Phil and Ph.D. programmes. The Department of Education also offers the B.Ed. programme.

There are fifteen colleges affiliated to the University. The University has been extending educational
facilities to students from the neighbouring states, particularly Assam. The strength of students in different
departments of the University and in affiliated colleges has been steadily increasing.

The faculty members have been actively engaged in research activities with financial support from UGC
and other funding agencies. Since inception, a number of proposals on research projects have been
sanctioned by various funding agencies to the University. Various departments have organized numerous seminars,
workshopsand conferences. Many faculty members have participated in national and international conferences
and seminars held within the country and abroad. Eminent scholars and distinguished personalities have visited
the University and delivered lectures on various disciplines.

The academic year 2000-2001 was a year of consolidation for the University. The switch over from the
annual to the semester system took off smoothly and the performance of the students registered a marked
improvement. Various syllabi designed by Boards of Post-graduate Studies (BPGS) have been implemented.
VSAT facility installed by the ERNET India, New Delhi under the UGC-Infonet program, provides Internet
access.

In spite of infrastructural constraints, the University has been maintaining its academic excellence. The
University has strictly adhered to the academic calendar, conducted the examinations and declared the results
on time. The students from the University have found placements not only in State and Central Government
Services, but also in various institutions, industries and organizations. Many students have emerged successful
in the National Eligibility Test (NET).

Since inception, the University has made significant progress in teaching, research, innovations in
curriculum development and developing infrastructure.
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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 the other to achieve
desirable effects and avoid undesirable ones. Public finance is a subject which has the
distinction of intimate interaction between theory and practice. As such it acquires a
meaning and usefulness only in the context of institutional framework of the economy
with reference to which it is being studied. The theoretical concepts and policy applications
in public finance feed upon and grow out of each other. No single theoretical model can
adequately fit in the framework of every economy since its institutional framework 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 policy
1ssues covering several segments of public finance, including the role of fiscal policy.
Pleas are being made for a thorough restructuring of its various theoretical and policy
premises and the framework within which these should be conducted. Exponential growth
and transformation in global financial system and worldwide meltdown caused by it
have fuelled rethinking on the role of fiscal policy with a special focus on economic
stability and growth—both in developed and developing countries. India, like the rest of
the world, has also been deeply affected by these developments.

Statistics is considered a mathematical science pertaining to the collection, analysis,
interpretation or explanation and presentation of data. Statistical analysis is very important
for taking decisions and is widely used by academic institutions, natural and social sciences |
departments, governments and business organizations. The subject of statistics deals
primarily with numerical data gathered from surveys or collected using various statistical
methods. Its objective is to summarize such data, so that the summary gives us a good
indication about some characteristics of a population or phenomenon that we wish to
study. To ensure that our conclusions are meaningful, it is necessary to subject our data
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-Instructional
Mode (SIM) wherein each unit begins with an ‘Introduction’ to the topic followed by an
outline of the *Unit Objectives’. The detailed content is-then presented in a simple and
an organized manner, interspersed with *Check Your Progress® questions to test the
understanding of the students. A ‘Summary’ along with a list of ‘Key Terms’ and a set
of “Questions and Exercises’ is also provided at the end of each unit for effective
recapitulation. ' '




UNIT 1 PUBLIC FINANCE

Structure
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1.0 INTRODUCTION

Public finance is the branch of economics which deals with the income and expenditure
of the government of a country. It performs various fimctions like revenue raising, financial
aﬂ:ﬁnisuﬁﬁmmdﬁnmialomm&ﬁwmmmﬁmmciwagm.ﬂhmml dizruption
andforeignaggresﬁmandbﬁngsm;mherthcuminmmsﬁmm of the public finance

market. The constituents could be financiers, consultants and research professionals, In -

this umit, you will study about the meaning of public finance, difference between public
and private finance, k.eynes theory of public finance and Dalton’s maximum social

advantage.

1.1 UNIT OBJECTIVES

Aﬂerguingth:oughﬂﬁsunit. you will be able to:
. Inte::pretﬂmmea:ﬁngcfpublic finance .
« Differentiate between public and private finance
« Define public and private goods
» Explain Dalton’s maximum social advantage

1.2 MEANING OF PUBLIC FINANCE

Jic and private goods as well as the concept of the

The main difference betwetn . _ .
puI:ﬁc s;tu;'h:adsusmcxplnraihs vast field of public finance. Public finance is clearly
related to the financing of State activities, and can be defined as a subject that discusses
fthe public treasury of a nation. Earlier, writers on the subject

- i tions o

. :::ﬁinﬂzn;::]ll?fe ﬁr::an-:e in a much narrower context than the writers of today. Public
finance helps us study the financial aspects of the government. It helps us s tudy the
g:wmmnﬂnlpulicy.amuc:iﬂllydﬂ: I and tax policy, which impacts the economy
and the welfare of the country’s citizens.

Public Finance
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Nature of Public Finance

Tounderstand the meaning of public finance, it is first important to mderstanddlemmmg
ofthe words ‘public’ and ‘finance’. The word ‘public’ stands for a collection of mdmdual:%
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-
Accordingly, over the years, the definition of public finance has expanded to cover ever-
widening areas. In the carly days of capitalism, it was widely believed that the private
sector was always more efficient than the public sector, It, therefore, proVided a
theoretical basis for laissez-faire (doctrine of individualism). By implication, almostall
economic decisions were to be guided by the market forces of demand and supply. The
role of the government was not to interfere with the working of market forces but 10
limit its own activities to the barest minimum, including the following; |

* Protecting the society against internal dj
law and order situation prevailed. For thi
create the needed administrative

sruption, and ensuring that effective
s, the State was to maintain itself
Jjudicial and police set-ups.
Protecting the society against any foreign aggression
The State was to maintain armed forces to meet this ‘
. ::Psmg :;;nh and assuming tl?e responsibility of creating and maintaini®é
mn;o;::l 3 v::hd:ghegc the private sector found itselfunable to create “?:1 |
i mmﬁmmm facilities for reasons of their commer™*
ty but was otherwise ent working of'the econom ’

that might take plac®
objective.

_ € problems of capital for™*

Sincc actiVlthS Ofthe St

ale were toh y

were o be reduced to the mjp; © tolerated g vil

. y Nimum pogg; nly as a necessary €V .4
the basic allocati . Possible scale, : ¢!
with the associa?g(;)ff'ccmc o P:lll\;ireal quc§tlon a8 (110
oy e e e v o
finance was obviously as,;,l:;n S Philosophy i the the bar:':hcmr ltnodanalyse (hcofpﬂ"“‘(
the way in which Operationg ot‘a l:mmd feld. I was Mainly Oonsidetro:‘:(egﬁz’ip‘i ;
sector of the economy gnq ¢ © reasury interfere g, the working of the P"ivrhc

he way ; &
0 which it could 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 govemnments 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 concemed 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 isswes 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, concemned
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. Such a public household has certain objectives which
can be grouped into categories of the following:

o Allocation of resources
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* 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 |
nstruments:
¢ To secure adjustments in the allocation of resources

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

We may add that the objectives covering capital formation, economic gro\’{th a“d
the like should also be there. In any case, a detailed study of public finance brings 11

various aspects connected with the formulation and execution of budgetary policies
suchas the effects of taxation. Relevant conclusions in the theory of public finance °a" |
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 undertaki ngs) but:
also the way in which private sector would react to alternative fiscal measures. Such
fiscal measures would include, for example, those of taxation, expenditure and publi¢’
debt. Accordingly, it may be emphasized that Musgrave’s approach, though very usef'
i f“‘:s“;g ourattention upon basic objectives of the public household and norma‘i:; 5
amlc :g ;:)sf\tvhc;ﬂ‘:xann_go. cannot help us much unless we are equipped with detail®,

. ‘ us components of fiscal policy and operations and unless 0%
analysis takes into account the relevant institutional factors, a

Since a modern government often and.
S oms . seyeial ] 1, state
of public finance evels (federa :

: looks into the financial problems and policic:
different levels and also studies the inter-governmental financit!

ed with exponential growth © and
© responsibilities of a modern stat® he
ofthe State kg "8 WP 2nd demanding attention
0 additiona] perr TCCASINg. Italso discovers new aVEP

idly ety LOUCY Weapons, All these developments

Ve
sources of State mc{,mc Itdi * The "heory Ofpublic finance deals with alteﬂwzn 4

analyses comparative advanta8®® g
m. mﬁr and the principles which should 8‘::;,(
revenues, public debt ang Creation of Sources of public revenue, taxation,““:n o
o Inthe study of tax ur addition currency claim our special @ {
tax Gy &x::;:?e’:: cf?"ﬂ Vanoys Principles govemi::he Choicfi:"
i ofingj
on the working of e cc:onon:;‘cl dence of taxation, and the effects of
Non-tax revenue includec 4 <
fees, fines, ang imeur:s?r(:%ipls a ndprofitsfrom public Undﬂ‘“'“"??'::;
; - ecionific
f‘“mwem overall policies Oflhens 80 forth, Each of them is of sig? ﬁclé
in particular, go tin general and of fiscal P



e Inmodern times, itis 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 comresponding 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 cfficient 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 duringa
war should be redeemed as quickly as possible. There is another danger in the practice
of budgetary deficits. It creates an atmosphere of financial indiscipline and imprudence
within the government itself leading to irresponsible spending and inflationary pressures.
Similarly, one can argue against surplus budgets. A surplus budget implies a heavier than
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NOTES

Check Your Progress
L. What docs the term
‘public finance’
derate?

2. What does the
Ecape of public
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€ mgmmmtmaMhﬂmths@ﬂsd!mm
It has given place to what is called the functional finance. Ax:cuﬂmgmti it, o
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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 dissimildrities 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
amounis of possible borrowings, but extends to their forms, rates of interest
and other terms and conditions, A private firm cannot raise non-repayable
foans, 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 (such as a
firm) cannot raise an internal loan; all its Ioans 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 ratés, 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, nwncywhichﬂnccreditorswmmmﬁmwameptindiacha:ge
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 5o wants. Such types of restrictions mainly indicate procedural
handicaps and not essential checks.

The upshot of the argument isthatd:segwermn:ntcanjustcmplmhasing
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 méney and a
smaller supply of goods than before. A private economic unit eannot do sa, Its
obligations can never become legal tender. A private economic unit js 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. Tt
means that private economic units are guided by market signals and of market
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" Public Finance mechanism and their own economic interest; In contrast, the essence of the budget

prim'plﬁiﬁ&ﬂﬂﬂmiﬁﬁhﬂlhaphmﬂdﬂﬂﬂﬁmdnmhypmﬁtcxpmmﬁum
and the willingness of the individuals to spend their money for the purchase of
such services, but by decisions reached through political and administrativé
procedures and based on common social objectives. The State does not go by the
principle of quid pro quo.

5. Quite aften, 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 &
-awhole and be ready to suffer commercial losses for that purpose, both in the
short run and in the long run. Also the State would keep in mind the fact that
society is a perpetual entity and for its welfare many activities are needed which
have no immediate economic retum, even to the soci L

iety. An ex e in case
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the public and private sectors are interrelated and interdependent and involve a
good deal of mutual transferring of resources. The policies adopted by the
authorities have to be analysed in the light of these obzervations,

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
works, the way various financial flows take place in the economy and the
coresponding economic activities that are there. The activities of the State bring
about changes in these financial flows in their own ways and the subject matter
of public finance has to be discussed in the light of all these implications.

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
gained widespread currency and has been refined, extended and elaborated in several
ways.

A distinetion between private and public (social) goods can be made on the basis
of presence or absence of the following two basic characteristics.

1. Excludability

The first characteristic is that of excludability of a good. It means that it is possible to
restrict the availability of a good to select users on a certain basis, such as, by making it
apriced good. Only those users who have the capacity and willingness to pay its price
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 apainst foreign
aggression. Once the country is provided this protection, no section of society can be
deprived of enjoying its benefits. Defence services provided by the State cannot be
priced and restricted to only those who pay for it. Similarly, in some cases a consumer
cannot surrender the use of a service even ifhe wants to, An individual cannot ask to be
left undefended by the defence arrangements of the State, or refize the henefits afa
reduction in air pollution or those of street lighting and so forth,

2, Rivalry

The second characteristic to be taken into account is its being rivalrous or not. When a
good is non-rivalrous, its use by some does not reduce its availability to others. In that
sense, its use cannot be rationed between its users and it is, thus, indivisible. There is no
‘overcrowding’ of its users irrespective of their number. For example, any number of
persons can tune in radio or TV programmes without reducing their availability to others,
The use of a rivalrous good, however, reduces its availability to others.

Those goods which are bath excludable and rivalrous are termed private 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.

The issue of financing the provision of a specific good or service is closely linked
with it being a public good or a private good, Provision of a private good can be financed
through its sales proceeds and can, therefore, be left in the hands of the private sector.
In contrast, a public good is both non-excludable and non-rivalrows. Once itis provided,

Lis accessible to all. Consequently, its provision cannot be financed through its pricing
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effects may be left in the hands of the private sector (though even here their characteristic
of non-exclodability demands that they should be in the hands of the public sector only).

A pure private good is supposed not to have any externalities. In its case, there is
no difference between private and social marginal costs of supply. Therefore its market
price represents its social supply cost also. By implication, even in the hands of private
sactor, 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 onaccount 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,

Marginal Cost

A likely characteristic of 2 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
without appreciably adding to its total cost. To put it differently, the use of a pure public
good by cne more member of the society does not reduce its availability to the others. A
good example of it is the tuning in of vour radio set. Still another example is that of a
bridge, over which an additional vehicle may pass without any additional cost to the
society. Note, however, that mostly this principle applies, in reality, only to a limited
extent. We cannot keep adding to the number of vehicles that may use the same bridge;
we cannot have the same defence budget if our population keeps increasing and so on.
Also it may be added that a large part of the society may not be able to enjoy the benefits
of a public good without adding to the cost of its supply. Similarly, the provision of a
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
case for inclusion in the public sector since public goods are indivisible also. In the case
of private goods, on the other hand, the argument is basically in favour of large scale
production for which either the society should agree to a monopolistic type of private
enterprise or should go in for public sector enterprises,

Decreasing Average Cost

Another likely characteristic of a pure public good is its decreasing average cost. 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. For example, the average
cost of operating a sewerage system is much smaller if it serves a wide area than when
it serves only a portion of the city. When it comes to the choice between public and
private sectors for the provision of goods possessing this characteristic, considerations
similar to the ones mentioned above in the case of marginal cost characteristic apply.

Impure Public Goods

It would be noticed that it is highly difficult to come across goods which fully satisfy all

the characteristics of pure public goods. Similarly, it is equally difficult to come across

{pure private goods. In general, most goods possess a mixture of both publicness and
ivateness, The division between the two types is mostly one of degree and not of kind.

Such goods which are neither pure public goods nor pure private goods are called impure
blic goods (also called quasi public goods or quasi private goods). If the elements of
blicness are predominant in the mixture of characteristics of a good, then it may be
rmed a public good; and in the opposite case, a private good.
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Local Public Goods
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Further impetus was imparted 1o this subject when issues like the geographical

Tiebout—Oates Model

Itmum&ntﬁcmsidmlshawh‘mm&‘m .
: blic services
mwmdmmwmdmhmﬁmmﬁ:ﬂl,““ .

10 be consumed by him or the “user charges’ ' of selecting the

- 55 0f thern f; 1
local level in quanti: fally impossible 1o pm?iditm;ich
aggregated, n other ties Im.!eﬂ" the pre 8 of usery -
by authorities the lsﬂutdrem]urmnfmdmm - kn::;ad
aﬂ:mﬁmlm]uthn of'thig crE mﬂ:“ f:;wg"’“ UseTs. Tiehout's modg] ded

Ol migration



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,

o 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.

s 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,

« Migration is costless and without any disruption.

¢ Each municipal area has a set of services which are not revised over time.

» The quality of public services is same everywhere. ,

» Communitiesdo not suffer from negatives like poor law and order, or undesirable
habitants,

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

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

# [tassumes that the extent, quality and financing of local public geods are not
affected by changing mumbers of their consumers.

As stated above, these are highly unrealistic assumptions. A growing economy
andsociety, with changing urbanization and inter-couniry roads, communication, rail and
other facilities and infrastructure is abound to change the scenario over time, The mode]
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. Moreoves, in any case, public expenditure in India suffers from a high degree
of inefficiency.

Club Goods

The concept of club goods (also termed antificially scarce goods) was introduced by
Iames 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 eriterion 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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Budgetary activities of the government results in transfer of purchasing power
from some individuals to others. Taxation causes transfer of purchasing power from tax
payers to the public authorities, while public expenditure results in transfers back from
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. Thiz
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. [f they are socially advantageous, then the financial operations are
juniﬁedu&m‘hemﬂwoﬂhgluﬂughnﬂm”mmmﬂpubﬁt finance is
that which secures the maximum social advantage from the operations which it conducts.”

The principle of Maximum Social Advantage (MSA) is the fundamental principle

| of public finance. I 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.
HughDalbmmplainstheprhcipkofmm&nmmm’a]nﬂunﬂguu&ﬂ:refemnu
o
(i) Marginal Social Sacrifice (MSS)
(i) Marginal Social Benefits (MS5) -
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.
(iii) The government has no surplus or deficit budget but only balanced budget.
{iv) Public expenditure is subject to diminishing marginal social benefitand taxes
are subject to increasing marginal social sacrifice.
Marginal Social Sacrifice (MSS)

Marginal Social Sacrifice (MSS) refers to that amount of social sacrifice undergone by
public 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 atan increasing rate.
This is because, when taxes are imposed, the stock of money with the community
diminishes. As a result of diminishing stock of money, the marginal utility of money goes
on increasing. Eventually, every additional unit of taxation creates greater amount of
impact and greater amount of sacrifice on the society. That is why the marginal social
sacrifice goes on increasing.

NOTES

Seif-Instructional
Material

17



Public Finance

NOTES

Scl/—lmmrtlunal
Mareriar

The marginal social sacrifice is illustrated in Figure 1.1.
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Fig. L1 Increasing Marginal Social Sacrifice Curve
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social benefit was OB,, and when the public expenditure is OM.,, the marginal social Public Finance
benefit is reduced at OB,

The Point of Maximum Social Advantage

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

This is at the point P. At this point, the marginal disutility or social sacrifice is equal
to the marginal utility or social benefit. Beyond this point, the marginal disutility or social
sacrifice will be higher, and the marginal utility or social benefit will be lower.

YA

and Sacrifice

MSB

Marginal Social Benefit

Q Qe Q
Units of Taxation and Expenditure

Fig. 1.3 Maximum Social Advantage is Obtained at the Point of Intersection of
MSS and MSB Curves

| At point P, social advantage is maximum, Now consider Point P,. At this point
’ marginal social benefit is P, Q,. This is greater than marginal social sacrifice S Q. Since
the marginal social sacrifice is lower than the marginal social benefit, it makes more
’ sense to increase the level of taxation and public expenditure. This is due to the reason
that additional unit of revenue raised and spent by the government leads to increase in
! the net social advantage. This situation of increasing taxation and public expenditure
| continues, as long as the levels of taxation and expenditure are towards the left of the
point P2
At point P, the level of taxation and public expenditure moves up to OQ. At this
point, the marginal utility or social benefit becomes equal to marginal disutility or social
sacrifice. Therefore at this point, the maximum social advantage is achieved.

At point P,, the marginal social sacrifice §,Q, is greater than marginal social
benefit P,Q,. Therefore, beyond the point P, any further increase in the level of taxation
and public expenditure may bring down the social advantage. This is because each
‘ subsequent unit of additional taxation will increase the marginal disutility or social sacrifice,

which will be more than marginal utility or social benefit, This shows that maximum
social advantage is attained only at point P and this is the point where marginal social
benefit of public expenditure is equal to the marginal social sacrifice of taxation.

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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Limitations of the Principle of Maximum Social Advantage

The simple exposition of the principle of maximum social advantage as described abové
suffers from some obvious limitations.
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© The effects of public finance operations are complex, widespread, and often
indircct. 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.
To assume that the government budget should always be a balanced onc 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
gencerated 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
activitics leads us to consider in details the effects of altemative budgetary policies
atdifferent 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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" Animprovement in the distribution of national income covers both ‘efficiency’
and “equity” dimensions thereof. Efficiency in distribution relates to aggregate of
satisfaction only, while equily relates to the shaving of aggregate satisfaction
between members of the society, Normally, the two aspects are so intermixed and
interdependent that a decision involving efficiency also affects equity and vice versa.
The welfare aspect of distribution of national income, therefore, does not lend itselfto an
easy treatment, Quite often, we are not even able to find out whether certain decisions
would add to the efficiency of distribution or not. In other cases, the efficiency and
equity tests might clash, so that improvement in one leads to a deterioration in the other.
It is not, therefore, possible to lay down full-fledged objective criteria of social advantage.
But we can recommend some common-sense steps about which, on general grounds,
there is not much chance of a difference of opinion. We can, for example, advocate
reduction in inequalities of income and wealth, reduction in unemployment, uplifting the
standards of living of the people, bringing abouta higher rate of economic growth, bringing
about economic stability in the economy and so on.

2. Hicks® Tests

Mrs Hicks has also suggested two sets of critenia for judging whether a particular public
finance operation or policy adds to the net social benefit or not, The first is called the
production optinum and the second is the weility optimum.

According to Mrs. Hicks, an optimum in production is achieved if through
reallocation of productive resources it is not possible to increase production of any given
commedity without reducing that of some other. Obviously, this criterion is not only
ambiguous but may also be misleading, Increasing production of one commodity may
necessitate reducing that of the other, but the total output may increase, Mrs. Hicks’
production optimum may apply in a situation of fill employment and complete utilization
ofeu.'lﬂﬁngpmﬂmﬁvccapa:imHmmﬂmmbcnumdeMgcmyupnaﬁummd
policies are not always successful in achieving even these conditions, If they could,
many of the economic ills of the world of today would not have been there. Again, this
test of production optimum applies in short-term only. In the long run, it is always possible
to augment productive potential of the economy such as through creation and expansion
of social overheads, eapital goods sector and investment in human capital.

Utility optimum of Mrs Hicks is related to the composition of the national output
and relative importance of its components. A variation in this composition would
automatically lead to a variation in the utility derived from it. When a stage is reached
whereby such a variation in the utility derived from GDP cannot be increased, the utility
optimum is said to have been achieved. The difficulty with this criterion arises out of the
fact that utility and, therefore, the relative importance of various goods and services
cannot be quantified. Furthermore, such measures of relative utility are always subject
to revision over ime and place and as also between individuals.

All said and done, we find that the basic idea contained in this principle is usefil
even when it 15 not possible to adopt it in strict quantitative terms. In line with the
reasoning of this idea, we can proceed with the aim of increasing the usefulness of
overall budgetary policy of the government for the society. To this end, we first equip
ourselves with adequate theoretical knowledge and empirical evidence relating to the

| immediate and long-term repercussions of various budgetary measures. We have then

to choose between various alternatives which budgetary policy may offer including, for
example, the level of State activities, the composition of tax and non-tax revenues, tax
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e Itisclaimed that private finarice follows the ‘market principle’, or the principle Public Finance
of economic rationality; but public finance follows the budget principle.

e Quite often, 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
awhole and be ready to suffer commercial losses for that purpose, both in the NOTES
short run and in the long run.

o 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 private 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, that is,
economic effects which flow from their production or use ete, to third parties or
economic units. Such economic effects may also be called spill-over effects,
neighborhood effects or third-party effects.

® Another likely characteristic of a pure public good is its decreasing average cost.
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.

o The concept of club goods (also termed artificially scarce goods) was introduced
by James M. Buchanan. They arc 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 and the level of
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.

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

o 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,

* While imposition of tax puts burden on the people, public expenditure 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.

* 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.c., where MSB = MSS.
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» The question ari since the Principle of Maximum Social Advantage suffers
ﬁmmyﬁh?m.MmmﬁsuﬁﬂlemM%mplﬁsm
emphatic no.

* Animprovement in production should not be taken to mean an increase in current
x;put 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 fmjudgiugwhetherapmﬁmm}r
public finance operation or policy adds to the net social benefit or not, The first
called the production optimum and the second is the wrility optimum.

1.6 KEY TERMS

R

* Laissez-faire: It is the theory or system of government that uphaolds ¢
autonomous character of the economic order, believing that government she
intervene as little as possible in the direction of economic affairs,

. Ihutlnrn It is a means by which government finance their expenditure byl
lmmingchﬂlgesmciﬁmenslndmrpmteﬂnﬁm
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6. The aspects of economic welfare of the community are as follows: FPublic Finance
& Anmmprovement in production.
& Animprovement in the distribution of national income. :
7. ﬁﬁﬁgﬁmﬁmﬂfmhﬂprmhg&di&ﬂhﬁmoﬁﬂﬁtmliﬂmmmcﬂicm NOTES
equity.

1.8 QUESTIONS AND EXERCISES

Short-Answer CQuestions

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

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;

(2) Dalton’s test (b)Hicks® Test
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2.0 INTRODUCTION

" Public expenditure isspmdiugmadeb}rmcgnvmmmtafammhjfmmﬂwﬁvgnmds
i and wants such as pension, provision, infrastructure, etc. It is supported by taxation. Its
main ohjectives are to prnﬁd&sacuﬂtymthcmmyurmmdprmm thclwll-
being of the citizens by proper allocation and efficient usage of resources according to
S itin2 2 of the GDP,

' The revised estimate of fiscal deficit in 2016-17 was 3.2 per cent ¢ OP,
eted 3.5 per cent. It is expected to stay at 3.2 per cent in ﬁn;m:m:l

st A ) at in the following year, in accordance with the

' 2018 and then down to 3.0 per c& .
| :Tm;nmndadlﬂpemem ﬁscaldzﬁnﬂfurdmnmﬂmeywmbymlnewlygmmm
Fiscal Responsibility and Budget Management (FRBM) committee. 1.1“ FRBM
it ble debt target with a debt-to-GDP ratio of 60 per

committee recommended a sustainable de
cent per cent by 2023 and the fiscal deficit 10 cOmE down to 3.0 per cent.

i5 uni i ing and scope of public expenditure,
In this unit, you will study about the meaning . .
canons of public expenditure, Mgm*s:l-lyputh@sa growth a:f pubh: expenditure and
| effects of public expenditure o0 production and distribution of income

2.1 UNIT QBJECTIVES
-
be able to:

. After going through this unit, You will _
. Explaﬁmthame.aujngmiscupe of public expenditure

. Discussmenannnsnr‘public expenditure
« Analyse Wagner's Hypothesis
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* Interpret growth of public expenditure - .
* Evaluate the effects of public expenditure on production and distribution of mcull

2.2 MEANING AND SCOPE OF PUBLIC
EXPENDITURE

I

Public expenditure refers to the expenses which a government incursng

(i)itsownmimename,(ﬁ)mesociaymumwommy.m(iii)hclpingomercoxgn W
In practice, however, with expanding State activities, it is becoming increasingly diffi

toseparate the portion of public expenditure meant for the maintenance of the go
itself from the total,

unexplored. Ag cconomist Lowe]| Harri S cxgzg::::}ri;r:?::;s ril::
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has been more or less confined to that of generalities interms of the effects of pul”
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ed),
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additional tax or nontax revenue, or borrowing or even raising taxation in various forms. Public Expenditure
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 NOTES
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 cconomic 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
cconomic 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 carlier.

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 govemnment’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.
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relations and other factors, the working population of the country can add to its productive
power, the expenditure on such items should certainly be termed productive. Even if
some of these expenditures do not add to the productive cffort and national income, they
will be adding to the enjoyment of the people. Of course, just as some tangible assets
can be useless, so can be some expenditures on particular types of education and

training, But that is a question of choosing proper forms of education and training which

would be useful for the economy.

Fourthly, there are certain public expenditures without which the economy cannot
Hwandcmnmmhmhitspm@cﬁﬁty.hﬂmhumnymsnhcxpmdiﬂmhdﬁecdy
' help the cconomy in attaining higher levels of productivity. Examples are those of defence
expenditure, expenditure on research and so on. Even efficient administration,
communication and other infrastructural facilities indirectly add to the health and efficiency
of the economy. Similarly, some institutions and work culture enhance the economy’s
productivity while others retard it. Therefore, a precise distinction between productive
- and unproductive public expenditure is not an easy task. Each case has to be judged on
| its own merits. Basically, we may take the position that any wasteful and avoidable
expenditure is unproductive, while all the necessary and relevant expenditure is productive.
Transfer and Non-transfer Expenditures

- This classification was favoured by English economist Pigou. Transfer expenditure isa
payment without corresponding receipt of goods and services by the State. Examples
are interest payments, oldage pensions and unemployment benefits. In these cases, the
- government is simply transferring the right or claim to use the goods and services to
certain sections of the society. In contrast, non-transfer expenditure is that by which the
State pays for its purchases or use of goods and services. While in the case of transfer
expenditure, the beneficiaries are to decide about the use of real resources, in the case
ofnon-transfer expenditure, itis the State which uses the resources straightaway. Such
‘a use of resources by the State, of course, may be for consumption purposes or for
investment purposes. Expenditure on defence, education and such like things are all of
non-transfer or real expenditure type as are the investment expenditures. It must, of
course, be remembered that when the government incurs a real expenditure, it is not
implied that the government will necessarily purchase at the market rates. For one
reason or the other, the government may be purchasing at concessional rates or at non-
CCONOMIC rates.

Expenditure classified as Plan and Non-Plan Expenditure

Plan expenditure in the government, generally, signifies expenditure taken up under
development schemes during a particular Five Year Plan. However, some of these
schemes can be continued from a previous plan or some may be *spill-overs’. At the
lnitial stages of the exercise of preparation of a Five Year Plan, Planning Commission
issues detailed instructions directing what should be classificd as ‘Plan Expenditure’.
The plan schemes are mostly expected to be limited to a Five Year Plan period. However,
they may have implications that may extend beyond the plan period.

f&xhjor issues relating to plan/non-plan distinction

%.Due 10 the complex nature of Government, the policy regarding what should get classified
s plan expenditure and what should get classified as non-plan expenditure has been
Osing clarity. Besides, a notion has widely gained ground among the policy makers and
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objective of the government being achieved through that particular expenditure. Below
the minor head are the two tiers of sub heads (fourth tier) and detailed heads (fifth tier).
The sub head indicates specific schemes or activities of the government under which
the expenditure has been incurred and the detailed head indicates various components
of the schemes or sub schemes. The sixth tier of object head provides details about the
object of expenditure. Thus, this forms a two dimensional classification where the
expenditure is classified into object heads for éach functional head. The division provided
by plan/non-plan classification is laid over the functional and object classification. This
division cuts across the entire classification hierarchy into two columns.

2.3 CANONS OF PUBLIC EXPENDITURE

Like canons of taxation, people have propounded canons of public expenditure also
which should govern the public expenditure decisions. They reflect the philosophy of a
Judicious use of public funds with associated legal propriety. Some of these canons are in
the nature of administrative safeguards while others are expected to help the economy
and society in achicving 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 cconomy 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
usc of resources more than what are just necessary. Utmost care must be taken
to avoid wasteful usage of public funds. And as the sphere of government activitics
increases both in coverage and quality, it becomes all the more difficult to judge
the exact type and extent of wasteful expenditure. Therefore, still greater care
and a scientific approach towards the assessment of the required expenditure is
needed. Techniques like those of programme and performance budgeting and
zero base budgeting have been developed to meet these objectives,

One form of wastage of public expenditure is the delay that often accompanies in

formulating the plans of public expenditure, their sanction and their execution. On

account of the faulty planning and execution and the delays involved, some benefits

are lost; or to put it differently, for given benefits the authorities pay more,

Furthermore, on account of delays, when prices are rising, costs themselves go
up. These days, various costing methods have been evolved for continuous check
on various cost elements of projects, especially the manufacturing ones, The
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 social
benefits of a project are estimated (including an imputed valuation of the intangible
social costs and benefits) and then the worthwhileness of the project is decided.
It must, however, be noted that the techniques of costing and cost benefit analysis
are not applied to all the items of public expenditure, And there are certain
expenditures which are contractual. The authorities are under obligation to incur
them (such as interest on public loans) and the question of economy in their use
Jjust does not arise.
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[n recent years, some academicians have added to the canons of expenditure. A brief
description of these canons is as follows:

I. Canon of maximum social benefit: Ideally, cach component of public expenditure
should aim at maximizing aggregate social benefit, that is, satisfying one fundamental
principle of Maximum Social Advantage. In practice, application of this 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. Ina 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 (i) the size and manner of public expenditure,

4. Canon of optimizing production and distribution: It is claimed that public

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

It is noteworthy that several of the canons of public expenditure conflict with each other.
The starting point for formulating these canons is to decide whether the government
should pursue a policy of total non-intervention and let the ill-effects of *market failures’
gounchecked, or whether it should adopt a specific set of objectives of public expenditure.
Even in the latter case, it is not necessary that the public expenditure policy should
always aim at a balanced, a surplus or a deficit budget and the size and composition of
this imbalance. Every government would therefore, take decisions in the context of
various detailed objectives, legal provisions and its own capacity,

2.4 WAGNER’S HYPOTHESIS

There are two important and well known theories of increasing public expenditure which
we shall be discussing below. The first one is connected with Wagner and the other with
Wiseman and Peacock.
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1. Wagner’s Law of Increasing State Activities

Adolph Wagner (1835-1917) was a German economiist who based his Law oflmﬂ“:w”ﬁ
State Activities on historical facts, primarily of Germany. According to Wagner, ;
are inherent tendencies for the activities of different layers of a government (suc g
central and state governments) to increase both intensively and extensively. There!s
functional relationship between the growth of an economy and government a<:uvn:h _
with the result that the governmental sector grows faster than the economy. F‘rom
original version of this theory it is not clear whether Wagner was referring to an incre
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desire for development of a progressive people will always overcome these financial Public Expendinire
difficulties.”
Thus, Wagner was emphasising long-term trend rather than short-term changes
in public expenditure. Moreover, he was not concemed with the mechanism of increase
in public expenditure. Since his study is based on the historical experience, the precise NOTES
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 ata 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
cconomic 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.

2wy~

s

|

;i Fig. 2.2 Factors Resulting in Increase in Public Expenditure

Additional Factors which contribute to the tendency of increasing public expenditure
relate to a growing role of the State in ever-increasing socio-economic complexities of
modern society,

o Many socicties are experiencing a growing population which becomes a major
| contributory factor in the growth of public expenditure. The sheer scale of
state services has to increase to keep pace with population growth, including,
for example, more schools, hospitals, and police stations.

® Most countries have registered increasing urbanization, Existing cities grow
and new ones come up. Urbanization implies a much larger per capita

expenditure on civic amenities. It necessitates a much larger supply of incidental
services like those connected with traffic, roads and so on.
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actively. Thus, the government decision-making has become a complex phenomenon
and has multifarious tendencies to increase public expenditure.

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 Squared’ hypothesis.

They base their argument on two facts. Firstly, in contrast with the situation prevailing in
the private sector, expenditure on civil servants grows faster than the corresponding
increase in their output, Secondly, with increasing social security and other measures,
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
proportion of expenditure on employees in the private sector does not increase, and even
ifthe proportion of population receiving transfer payments remains stable, the Wagner
Squared hypothesis would hold. The major limitation of this hypothesis is that output of
public servants cannot be measured with any degree of accuracy.

Alan Tait Peacock does not agree with this explanation of Buchanan and Tullock.
He says that a typical individual does not relate his tax payments with the receipt of
govemnment services. He considers his tax liabilities as they are and strives for additional
public services; that is, he fights for additional opportunities for milking government
services and not for reducing taxes. The politicians, to win their votes, try to expand
government services and, therefore, impose more taxes. The government expenditure
keeps on increasing without any reference to productivity/cost ratio of government
services.

We may add that modern governments have found new weapons whereby to
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
strong enough to check this sort of policy even though it has disastrous inflationary

- effects.

2. Wiseman-Peacock Hypothesis

The second thesis dealing with the growth of public expenditure was put forth by
Wiseman and Peacock in their study of public expenditure in UK for the period 1890-
1955, The main thesis of the authors is that public expenditure does not increase in
a smooth and continuous manner, but in jerks or siep I{'ke fashion. At times, some
social or other disturbance takes place, creating aneed for increased public expenditure
which the existing public revenue cannot meet. While earher,'dug to an insufficient
pressure for public expenditure, the revenue constraint was dominating and restraining
an expansion in public expenditure, now under changed requirements such a restraint
gives way. The public expenditure increases and makes the inadequacy of the present
revenue quite clear to every one, The movement from the older level of expenditure and
taxation to a new and higher level is the displacement effect. The inadequacy of the

' revenue as compared with the required public expenditure creates an inspection effect.

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
to finance the increased expenditure, They attain a new level of tax tolerance, They
are now ready to toleratc a greater burden of taxation and as a result the general level
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o Effective and efficient usage of resource according to strategic priority (operational
cfficiency)

The role of public expenditure in the fiscal policy goals of growth, equity and stability,
has varied across different phases of economic development in India, The historical
importance of public expenditure lics in the mixed economy model adopted after
Independence in India whereby the government assumed the primary responsibility of
‘ building the capital and infrastructure base to promote economic growth. The concerns
| regarding equity and poverty alleviation after two decades of Independence added another
| important dimension to public expenditure in terms of redistribution of resources. The
I inadequate returns on capital outlays and the macrocconomic crisis of early Nineties
arising out of high fiscal deficit shifted the focus of public expenditure to efficiency in its
management for facilitating adequate returns and restoring macroeconomic stability,
While the fiscal policy goal of stability could be achieved, the modus operandi of public
expenditure management through curtailing capital expenditure raised concerns about
infrastructure investment and its impact on the long-term growth potential of the economy.
Furthermore, stagnating revenue mobilizationin 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 during 2003-04 engendered by
containment of the non-plan expenditures and supported by high revenue mobilization on
the back of buoyant real activity paved the way for renewed commitment towards fiscal
consolidation in India.

Study of management of public expenditure by state governments in India is highly

relevant as:

. There isneed for appreciation of the fact that the character of expenditure, rather
than the size of the deficit is more important and that the composition of the
budget and direction of expenditure influence the growth of GDP and that the
level and patterns of expenditure as well as the means through which resources
are raised directly affect the income and expenditure streams.

e Analysis of transactions on revenue and capital accounts, at the Centre reveals
that revenue surplus covered to a significant extent the capital deficit till the
eightics, However, the trend reversed in the nineties with the emergence of capital
surpluses and revenue deficits, reduction in capital expenditure and increasing
borrowings and debt liabilities in the latter years.

l2.5.1 Growth Trends and Causes

| The fundamental strategy for boosting growth in the Indian economy was to assign a
llead role for the public sector in building the capital base of the country. The effect of
iMahnlanobis model, adopted in Second Five Year Plan (1955-56 to 1960-61) is visible in
the capital formation in the public sector comprising central government, state govemments
‘ and public sector undertakings.

|An overview of public sector investment and consumption

[Public sector investment and consumption expenditure have constituted important
fconstitucnts of effective demand in the Indian economy. The investment process was
/initiated in the planning period with the public sector being in charge of the ‘commanding-
height” of the industrial sector, representing infrastructure, heavy industries and defence
that required heavy dozes of capital formation, '
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per cent in the first half of the Nineties. In this scenario, the only way out from the
macroeconomic crisis was to undertake an expenditure compression strategy.
Accordingly, the overall size of the government sector (centre and states) expenditure
after reaching a peak of 32.3 per cent of GDP in 1986-87 showed a steady decline till
first half of the Nineties. However, on account of predominance of committed expenses,
curtailment could not take place in the revenue expenditure.

As noted above, there has been a slowing down of public sector capital formation
since the Eighties which is also reflected in the switch in pattern of government
expenditure more towards revenue expenditure. The sharp increases in revenue
expenditure 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 ¥ 82669 crores during the
year 2000-01. It increased to T 465277 crores during the year 2015-16 (BE) showing an
increase of T 382608 crores during the period from 2000-01 to 2015-16. In percentage
terms, the overall growth was 462.82 per cent during the period. The annual rate of

growth in percentage 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 ¥ 242923 crores
during the year 2000-01. It increased to ¥ 1312200 crores during the year 2015-16 (BE)

| showing an increase of T 1069277 crores during the period from 2000-01 to 2015-16. In

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

rate of growth in percentage terms was 29.34 per cent during the period from 2000-01
0 2015-16.

The total expenditure of the Government of India was ¥ 325592 crores during the
year 2000-01. It increased to T 1777477 crores during the year 2015-16 (BE) showing
an increase of T 1451885 crores during the period from 2000-01 t02015-16. In percentage
' terms, the overall growth was 445.92 per cent during the period. The annual rate of
growth in percentage terms was 29.73 per cent during the period from 2000-01 to 2015-
16.

Interest payments

The widening of fiscal deficit and consequent rise in debt stocks during the last two
decades have resulted in mounting expenditure on interest payments. The debt-to-GDP
ratio rose from 46.4 per cent of GDP at the beginning of the Eighties to around 62 per
cent by the beginning of the Ninetics. The fiscal consolidation process in the firsthalfof
| the Nineties facilitated some control in the debt burden of govemment. However, the
fiscal stress in the latter half of the Nineties again built up the debt burden.

As a result of the mounting debt burden of the government, interest payments
| registered substantial increases during the Eighties. The interest burden kept on increasing
| evenin the second half of Nineties despite a sofier interest rate regime reflecting impact
| of sizeable outstanding liabilities contracted at higher interest rates during the early part
of the decade and also a return to rising deficits. The persistent rise in interest payments
since the mid-Eighties has remained a cause of serious concern,

|
l According to the Economic Survey for 2016-17, India will have a favourable debt
‘; dynamics for the next decade as its nominal GDP growth is expected to be in the range

| of 11-14 and interest rate of 7-7.5 per cent with a differential of around 4-6.,5 per cent.
| India needs to significantly improve its tax to GDP ratio to be able to serve its running
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ahigh growth rate while interest rate has to ease down sharply for signiﬁcanfly bringin
down debt to GDP ratio,

NOTES Subeldics

Expenditure on subsidies is a crucial element of government expenditure particularly
the light of targeting poverty alleviation and the growing need to rationalize expenses

fiscal consolidation. The total burden of subsidies on government finances should
S into account, in addition to the

explicit subsidies, several implicit subsidies in the form!
lower user charges for economic and social services provided by the government.
major element of explicit subsidies is food subsides which is determined by the min
support price of food grains, operational cfficiency of public distribution.

Table 2.1 Public Sector Capital Formation and Subsidies
fo Agriculture (Centre and States)
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* Electronics Systems
* Aecrospace
Key Objectives under the Twelfth Plan
* Progressive increase share of domestic procurement from 30 to 75 per cent
in next 10 years.

* Ensure that 8—10 largest weapons programmes in the country have a targeted
large percentage of locally manufactured content.

+ Buildlocal IP in critical defence areas.

» Promote and track civilian applications of technologies and material developed
during defence research.

+ Support local defence manufacturers in building export capabilities.

+ Enable creation of one million new direct and indirect jobs in the defence
manufacturing space.

+  Monitor implementation of Government's ofiset policy in letter and spirit for
large contracts.

2.6 EFFECTS OF PUBLIC EXPENDITURE ON
PRODUCTION AND DISTRIBUTION OF

INCOME

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. It was argued that
everyone was the best judge of his own interests and that the government could not be
expected to take any decision which was basically superior to the private ones. The only
sphere where the government could legitimately operate was the preservation of the
society and undertaking those activities which werc‘ne'eded by the cconomy but were
commercially unprofitable. It was this logic which delumtcfi the Smte’s. legitimate sphere
of activities to defence, law and order, justice, administration and social overheads,

However, the fact that the market mechanism failed in many respects to bring
about the desired results in the economy, forced an increasing intervention on the part of
the State. This not only led to a rapid growth in the government sector and public
| expenditure but also fed various analytical hypotheses conceming public expenditure.
. However, we find that on account of the basic differences in the approaches adopted by
various writers, we have no general agreement as to the way in which public expenditure
<an be used and the way it would affect the working of an economy. Thus, we find that
some authors have characterized public expenditure as a potent tool for bringing about
 income and employment stability in the economy. Others are sceptical about the very
possibility of using public expenditure usefully. To lhem public expenditure is a sheer
Waste and, therefore, a burden upon the economy. Still others would look at public
expenditure as a major weapon for bringing about an cgalitarian society through various
Welfare measures and so on.

Let us, however, proceed with the recognition of the fact that the government
sector is a part of the economy and that it should be treated as such, It is a different
thing, of course, just as different sectors of the economy are interdependent and influence
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NOTES laws of the market. Itis also an i
ofthe economy which spells out different possible effects of public expenditure.
2.6.1 Economic Stability and Economic Development

ivisa wellknown fact that the market forces by themselves leave much to be desired
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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 assumpltions are satisfied,
then the authorities have to concem 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 2 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
cconomy, 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 ina
detailed manner. Ifthis 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 cconomy
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 govemment reduces the expenditure directly.

As is well-known, an underdeveloped country suffers from far greater rigiditics
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 spcakmg, inclastic demand for essential
maintenance imports while demand for its exports is quite weak. The resultis that ifthe
world prices for its exports fall, it is forced to distress sales; while ifits import prices
increase, its cost price level is pushed up. Ordinarily an l{ndcmvflopcd country does|
not have much defence against this type of instability. Public expgndnurc cannot 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 countries, public expenditure as
4 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 carcful 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 levelsof
Production and growth. The ways in which such effects might be brought about are
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Public Expenditure obviously inter-related. The analysis of these effiects can be taken up separately in-the
context of developed and underdeveloped economies.
Letus 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 Elmlﬂd-‘
SE Public expenditure can add to the effective demand directly and thus generate conditions
ﬁvwmbhfnﬂhem&lkﬁfﬂm&&hpﬁhuppmdmﬁm.ﬁ:mﬂym:hpuﬂicmmmw‘t
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|
wilild 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 i but real
real resources. If,ﬂletefore,dnnan_tliapu.ﬂmﬂbu}rnndfu]]empluqmwnt,itwﬂ]aﬁlg.ralH
mmemﬂmymltmjrhemmdﬁmmﬂmﬂmpubﬁc expenditure may not
be able to push up production proportionately because of various rigidities from which|
wr.nadm:rn.ﬂnped economy is likely to suffer. For example, some indusiries t‘l‘lsl:-.'ﬂ"‘i
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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 doe 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 secial 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-optimal cutput. In the very nature of
things, it is not possible to fuully remedy this situation, but efforts should be made to

minimize the wastage of public expenditure.

The authorities should carefully allocate public expenditure over varions projects
and schemes meant to stinmlate pﬁumiuvemnmLAnunderdmelupad economy has
some untapped resources, bt the extent to which they can be utilized in the near fisture
and the extent to which they can be shifted ﬁ'Dﬂlﬂllt_lISEtﬂ-l‘hF other faces several
mmmmsmmwﬂmw“cmym
with the way it is financed. Resorting to printing pressor borrowing from the central
bmknfmmw“maddeMM#Em. Such a course, therefore,
hﬁhhk@mﬁgwhmwmﬁhﬂwmmamm
ﬁwﬂhum&mmmmmwwmmmm@mmm
of the ing investible resources, that s, it may 'crowd out the private investment.
Therefore, the net effect of public expenditure ﬂ'ﬁlfmds upon the uses to which these
ﬁmdswmbemgpnhympﬁmmww‘mmwwﬁdﬂmﬂ@
thammwmchmeymmbywmmaﬂﬁﬂmrmm-a letailed analysis
ofthe flow of funds and the changes therein on account of all hese public policies st

to achieve the best possible results. *

be made on an ongoing basis in order | |

An 1'ncre35¢j_uihcm¢uﬁnmtmﬂntundnub{edlyhelps in accelerating the rate
ofeconomic growth However, all additional investmentneed not be in the form of direct
andpm&mummmughapmmtufpuﬁuiﬁmmdmm:mqu or push
up demand or remove WMSW@W'EMMW and maintenance
of'social nvﬁhmdskadtomﬂ]lﬂm{mﬂ mduch_np mmﬂfproqum;ll;ﬂ mwm
haﬁﬁcimy.m,umufum.mmﬁmﬁmhw@mmm v social overheads
bring different regions and sectors of an economy in closer contact with cach other and
thucbynimhmmapumofgmmm growth. Also !:ulr:h:_mmw,;aﬂw directly
hmﬁnmhpummmmmmmwmdmmw
these steps, the economy can add to its infrastructure and thus provide a firm basis for
Erowth

be used to creae demand for various products, and thus
i i i in favour of domesticall
stimulate priva mm,,ﬁ,puhcyufpmhmg{_efcrmem lly
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Public expenditure can
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Public sector investment can be specifically directed towards creation of specified
supplies and facilities, which form important and necessary inputs for other industries.
Imports of essential raw materials can be arranged and special labour skills can be

- developed. To put it differcntly, public expenditure can be utilised as a means to remove
numerous shortages and bottlenecks in the way of production. Public expenditure can
be effectively used in reducing regional disparities also. Strategies industries can bé
subsidised and otherwise helped through loans, etc., if they are established in specified
regions. In the same way, a larger proportion of public expenditure on social overheads.
can be devoted to these areas. Education and training facilities can also be provided 8
a further aid in reducing regional disparities.

Research and development are important and helpful activities which must be
accorded 2 high priority. New, effective and cheap methods of production can be found
Whereby local resources are used and a saving in imports and foreign exchange i
effected. New products can be invernited which wi e i

; o ch will help the economy in its variots

productive activities. In these diverse ways, the economy can be helped in effecting®
re-allocation of ts resources and in the process of economic growth,
mim public expenditure affects the level of production in three ways

{2) Capacity to work and save

Dalton states that as a consequence of
save tends to hm,msishmmplmﬁ;
mmmw&dhﬁcéthuhﬂpgﬁm“

(b) Desire to work and save

According to Dalton, public e
consequence of this, the

“penditure promotes the will to work §

" e and save. AsP|

meome and standard Dﬂnﬂngufpewle increases,

(¢) Productive utilization of resources

e s,
. ch generate maximun
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in producti VIties to productive

2.6.3 Economic Distribution
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economy. Without such a check the upward movement of the trade cycle might develop
into a real inflation. Similarly, during a depression, consumption refuses to dip belowa
certain level and as a result the economy is provided a firm base below which on account
of a minimurm demand it would not go. Furthermore, such a stability in the economy itself
is helpfiul to economic growth. Private investment is affected, amongst other things, by
safety and expected rates of return. With economic stability and expectation thereof, the
risk of loss is reduced and this has, therefore, a healthy effect on the investment climate,
Welfare considerations also favour an equitable distribution of income and wealth,
The purpose of an economic policy should be to contribute towands achieving the maximum
social benefits. Though we cannot prove objectively that marginal utility of income falls
a5 income increases, such a statement may be accepted on common-sense basis. If that
iz apreed, it follows that any movement towards equitable distribution of income and
wealth would increase the aggregate satisfaction in the community. Lerner has shown
that even if we do not know the exact way in whicki marginal utility of income falls with
arise in incomne and even if we cannot have interpersanal comparisons of utility, still a
dﬁﬂmmnqm]jtywwmlmbahlyajdblheaggregﬂe 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 ]:1u:||:| the poorer sections of the
society. A number of welfare measures like free p'::mnu_n. hu::th. water b:nd other
facilities can be given a top priority. Numerous social security schemes can be adopted
WMkmmﬂmmMp&mmWﬁmﬁsmm
and so on. Articles of common consumption like food can be subsidised, and the production
of those which are in short supply can be taken upin the public sector. Left to market
mechanism, the supply of ‘merit goods’ is likely to be insufficient. Public expenditure,
through direct purchases, public production or subsidies can ensure that their supply is
augmented tothe desired extent, Similarly, public expenditure, through appropriate subsidies
and other ‘purchase and stores’ policy can encourage labour-intensive techniques of
production which reduce unemployment and improve income distribution.

while proceeding with the programme of bringing about income and
other dimensions of the economy must be kept in mind. To begin with, poarer people
' the additional income because of ignorance. But this

may not be able to enjoy fully the " e
argument is applicable only if suddenly large amounis of income h.:.g:w s
poorer sections of the ity, In an underdeveloped country (to whose poor people
this argument could be directed); this argument does not apply because there s not
urmﬁm.mughmmmmMnm

Enough to signi improve the lot i
Ppoor mu;sf:;cﬁ:; feel a marginal relief. Even if there was a lot of income to

redistribute, the desirability of reducing ine_qml_iuef v-'u:uld not ﬂib; mm mehwd
‘:'nb’pﬂiﬂltuwardsﬂ'ﬁnmdfofgociﬂgslﬂwyrihlsdlmcl:lnn,m poorer sections
also get accustomed to higher standards of [1VIng- : ‘

" The second consideration isthat of the effect of equalities on production through
the will and capacity to wmhmuﬂh@.msmamnmversml field, and elear-cut
and widely acceptable generalizations are mﬁmtto :It'lﬂk'-‘ In a poor m’ ?-'l'rﬂt the
heed to reduce inequalities is the gu.-.mst,swmgpumnnn] is only with the higher income
| Eroups. With a big shift towards equalities, such a saving potential is much reduced
i Especially because the pourﬁsecﬁmﬁ Dfﬂltmnnnumt_-,rlm Pmm:tﬂmﬂﬂ%m&av;?ya
Major portion of their newly acquired incOomes. T_he objective of economic egu vq{l
therefare comes into-conflict with that of economic growth. In other words, both wi
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capacity to save on the part of the members of the society are likely to suffer w
:nsiiﬂwwuds income andpaurrtm]ﬂ: equalities is made. An underdeveloped country:
therefiore, is faced with a difficult choice. _ _

Thirdly, the distributive effects of public expenditure must be mmrcfimﬂwoqnf
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government (such as central and state governments) to increase both intensively
and extensively.

* 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.

* 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 povernment output and termed the phenomenon as ‘“Wagner

# The second thesis dealing with the growth of public expenditure was put forth by
Wiseman and Peacock in their study of public expenditure in UK for the period
1890-1955. The main thesis of the authors is that public expenditure does not
increase in a smooth and continuous manner, but in jerks or step like fashion.

» Wiseman Peacock hypothesis is still a description of a particular tendency and
does not isolate all the relevant causes at work. '

- » The objective of contemporary public expenditure is to focus on improving
institutional arrangements and management practices to create incentives for
better resource allocation, resource use and financial management.

» Expenditure on subsidies is a crucial element of government expenditure particulardy
in the light of targeting poverty alleviation and the growing need to rationalize
expenses for fiscal consolidation.

« Ideas regarding the need and the effects of public expenditure have varied over
time. The earlier approsch was closely linked with the philosophy of laissez-faire
according to which the best government was the one which governed the least,

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

» An important aspect of the market mechanism is the inequalities of income and
wealth that arise on account of it and which through the institutions of private
property and inheritance get widened with the passage of time.

« Welfare considerations also favour an equitable distibution of income and wealth,
The purpose of an economic policy should be to contribute towards achieving the
maximum social benefits.

» The distributive effects of public expenditure must be viewed in the context of its
method of financing. For example, if the tax system of the country is regressive,
it would militate against the distributive effects of public expenditure.

D

2.8 KEY TERMS

# Fiscal deficit: It is an economic phenomenon, where the governiment’s total
expenditure surpasses the revenue generated.

» Monetisation: The process of converting or establishing something into legal
tender is known as monetisation.

» Subsidies: [t refers to assistance to a business or economic sector for producers.
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» Egalitarian: It is a belief that all people are equal and should have the Eﬂj
rights and opporiunities,

I

2.9 ANSWERS TO ‘CHECK YOUR PROGRESS’

L. Public expenditure refers to the expenses which a government incurs ﬁJI{']'_m
own maintenance, (ii) the society and the economy, and (iii) helping other
2. The kinds of public expenditure are the following:
* Productive and unproductive expenditure
* Trensfer and non-transfer expenditure
. * Planand non-plan expenditure

3. The canon of elasticity denotes that there should not be any rigidity in sﬁ

puh]iaﬁmdmtmdbem‘hleh;hingabmwchmmhhlﬂ
to changing circumstances and situation, !
4. Mmmnfﬂ;dﬁuhingpmdmﬁmmdﬁsﬁhﬁmb:ﬁgm&mpubﬁcﬂpe it
mnvfmimnaprmmulunbammmﬁmﬂmdimﬁhuﬁmufmm

3. According to Wagner, there are inherent tendencies for the activities of differ!
layers of a government (such as central and state governments) to increage
ensivelyand extensively, Thereis a functional relationship between the
of &n economy and Eovernment activities with the result that the EOVErnime
sector grows faster than the economy,

6, ':I'hemiiflﬂﬂi!- of Wiseman and Peacock is that public expenditure does o
Increase i a smooth and continug but in jerks or step like fashion-




2.10 QUESTIONS AND EXERCISES e

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 ean public expenditure be used as a weapon for economic stability and |
development of the country?
Long-Answer (QQuestions

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.
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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
Mw@mmﬁmwmmﬂmmdmmmaawbda
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,
mwmwmmwhua&nhﬁmﬁwm,mmwmmmd
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
» Discuss the classification of public revenue
* Identify the sources of public revenue
* Explain the canons of taxation
« Interpret the benefit approach of taxation
* Analyse the effects of taxation on production and distribution

Public Revenue
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32 PUBLIC REVENUE: MEANING AND
CLASSIFICATION

-

Every government needs funds to finance its activities. Such funds are raised fio?

various sources. It is difficult to give a complete list of all the sources of public receip’
But the important ones include taxes, income from

sources, public revenue is a n g
bﬂm“inﬁ.inwmﬁ'ﬂmdwmnfmhlicmmmﬂﬂ_

Itis a normal practice with 5 Bovernment to divide itg receipts ‘into reveﬂ;
and “capital’ categories, Bmad:’yﬁpeakiqg, revemue receipts include ‘routine'o%
+they do not include borrowings and recovery of 108%
from other parties, but they do ; i

,dunaﬁms,grauu,ﬂ:,mdm
Capital receipts, on the other hand, cover thoge |

. Bengmnn*i_ﬂlsaﬂ_klrtin: Seligman classified Public revenye ingo th
categories: (i) gratuitoys revenue, (i) eom ory
revenue. A major drawback of thig classificat
unambiguously the differences between

2 has classified pybio Fevenue into six categor
m'mut,ﬂ{;i;}:mah'x_mm rcvcnue,laxmiun.pub-]ic debl:gmﬂ“j
3 tﬂa n * §
inumm:goﬁrnfpubﬁcre Hﬁwzmts,thehmweemmlmgerﬂﬁ :
1 ]
; A'Dmrdmg to Daltgp there are i roes
. . v i Maim sou
and pcm‘.ﬁl. chﬂs ldﬁ'nl;iﬁ:d hﬁlﬂ'-.lr: categories -ﬂf?uﬂf
fores ons, ﬂmnpulsn:}rlmns. fi

. Pu
INes m ¢ou i‘l
I : “E: bl H
”E"t""“l““tﬂrmiml?m“dhc polies
Ideal classification of Fingd)

mint,




Tax revenue itselfis divided into three sections:

(1) Taxes on income and expenditure; This section covers all those taxes which
are levied on receipts of income and expenditures such as corporation tax,
income tax, expenditure tax, interest tax, and similar other taxes, ifany, in force.

{iiy Taxes on property and capital transactions: This section covers taxes on
specific forms of wealth and its transfers such as estate duty, wealth tax, gift
tax, house tax, land revenue and stamps and registration fees and so forth,

(il Texes on commodities and services: This section includes taxes on production,
sale, purchase, transport, storage, and consumption of goods and services.

' Nmmuwmmnfmcgﬁmmhdivﬁadmmawﬁm :

(i) Currency. coinage and mint: This category covers the receipts of Currency
MNote Press at Masik, Security Paper Mill at Hoshangabad, Bank Note Press at
Dewas and of the Mints, Profit from circulation of small coins is also included
here. .

(i) Imterest receipis, dividends ane profits: This section comprises, apart from
interest receipts on loans by the government to other parties, dividends and profits
from public sector undertakings run by or as government departments including
other income generating departments. Examples are contributions from railways
and posts and telecommunications, and surplus profits of the Reserve Bank of
India transferred to the government.

(i) Orher non-fax revenue: This section covers revenue from various government

_ activities and services such as from administrative services, public service

commission, police, jails, R@mmmm industry and minerals,
and disposal, public works, education, housing, information and publicity,
hroadcasting, grants-in-aid and contributions. Nnte that income and profit from
the creation of currency by the govemment, Le., the excess of face value of
W}rmﬁimmstofnreaﬁmimalm included in this group of revenue.

33 SOURCES OF PUBLIC REVENUE

As - Fioure 3.1, mmmmm—nﬂs?fpuhlic Tevenuc, uamahftu revenue
andshﬂm in F@r:lAmanwmqmedb}rapubh: authority on persons
mdum' m_::mel.: memﬂw.[tmmWMWMmm
govemment, Refusal to pay the tax is a punishablc offence. Every tax involves some
sacrifice on the part of tax payers. A tax Is not a fine or penalty. Non-tax revenue
includes all mzrmMmmmem.MmmMy
Eenerated funds, such as administrative IEVEUEs, commercial revenues, and grants and

gifts,
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Tax revenue Non-tax revenue

T

Direct taxes cg. Indirect taxes eg. Interest receipts,
Income tax, wealth Central excise, dividends and fees
tax customs, VAT from licenses,

passports

Fig. 3.1 Sources of Public Revenye
A. Tax Revenues

Let us discuss the various sources of tax revenues, : |
1. Direct Taxes

A direct tax is a kind of charge, which is imposed directly on the tax pﬂ“

. mpo Payer and pat
dyecuy to the government by the persons (juristic or natural) on whom it is imposed. !
direct tax is one that Cannot be shifted by the taxpayer to someone else. Some impo
direct taxes imposed in India are a5 follows:

f Ind o ol
S & Ordinarily Reside?
ent but “°"0;‘;:Mn.ly_Rmidents and (jii) NoriR%iMl’:
r e re identia] status of a Pe"so'j
taxable only for the ; ReRDe, neluding income outside India. N
PRIt € income r_Ecewc(.I in India or income accrueC”
¥ ; toinco ivedin 17y
from India. 1India and income from business or profe -« - grollé

O profession contro!
* Corporation Tax: The . :

3 Ompanie ; " ‘
on the income from thejy worlgd Vit bm"'.“s Organizations in India are m"cd‘
TaxAct, 196] (5 Sy Wide transactions Under the pros. fmcom.?‘
itisi inIndia o ';.\‘corpomtion is deemeq 1 bg mm:; [ndid’

India. In case 0 teside. “sc‘)""f'landnmna Gy irely
camed from ghe;, burgndent COTPorations, 1g : | ge_me::tshttit::‘?‘:hi g

* Property Tay, - OMMhatcoupgy, O “% Other Indian s0¥
Mt‘; inpoc 0":‘:)5;;::&-3 2 10cal tax on by gings, along o
ylawtoth 5 p°we . o estn
and collection € loca] bodles' speci big. lher IS vcs-ted n ::od ‘
Orarea baseq ry; ures. The tax . valuation me \
I'ﬂ“ng- Owne[-()cCupied and l;lhcAnnual Rmble \‘hh.le (AR'J
Other Properties not ing
product



are assessed on cost and then converted into ARV by applying a percentage of
cost, usually six per cent. Vacant land is generally exempted from the assessment.
The properties lying under control of the central government are exempted from
the taxation. Instead a “service charge’ is permissible under executive order.

o Inheritance and Estate Taxes: These taxes are levied on the demise of a

person. A tax levied on those who inherit from the deceased person is termed as
an inheritance tax and is usually assessed with reference to the overall tax liability
ofthe inheritor. In contrast, an estate duty is levied on the entire wealth of the
deceased person before and after the tax balance is inherited. Note that both
taxes can be levied simultancously.
In India, estate duties came into existence in 1957 and were abolished in the
budget for 1985-86 because of their widespread ill-effects and extremely small
collection. The duties were imposed and collected by the Centre, the net proceeds
were divided between the States. Similarly, estate duty on agricultural lands can
be imposed only by the States. Some States were doing so and the Centre was
collecting it on their behalf’ and distributing the net proceeds between them. They
were also abolished. However, the 1989-90 budget imposed a tax on transfer of
wealth through inheritance and this tax was not shared with the States.

In recent years, some ingredients of erstwhile estate duty have been replaced by

some forms of wealth tax.

o Gift Tax: Gift tax in India is regulated by the Gift Tax Act which was constituted
on 1 April 1958. It came into effect in all parts of the country except in Jammu
and Kashmir, As per the Gift Act 1958, all gifts in excess 0f ¥25,000, in the form
of cash, draft, check or others, received from one w'ho does not have blood

relations with the recipient, Were taxable. However, with effect from 1 October

1998, ift tax got demolished and all the gifis made on or after the date were free

from tax. But in 2004, the Act was againrevived partially. Ancw provision was

under Section 56 (2). According to it, the

introduced i the Income Tax Act, 1961 et _
gifts :civl:d by any individual or Hindu Undivided Family (HUF) excess of

250,000 ina year would be taxable.

2. Indirect Tax
crmediary (suchasa retail store) from the

Aningj ; ollected by an int
Person lvrvelft: ?;rf :lrﬁlfimte economic burden of the tax (such as the customer). An

i : Ise. An indirect tax

Indirect tax is one that can be shifted by the taxpayer t0 someone cise. '
May increas::s ﬂ?e price ofa 5o that consumersare aqmally paying tpe tax by paying
More for the products. The some im indirect taxes imposed in India are s follows:
' i illegal

. . The Customs Act Was formulated in 1962 to prevent1

i(llr:xstonnzng:%;‘;:f goods. Besides, all imports are soug}tt to be subjecttoa
dutyl :\'“t.sm view to affording ection to indigenous mfiusn'maswcllastokecp
i i the interests of secunng the exchange rate of

inimum in :
- levied on goods imported or exported

the imports to the min Ccustoms are
» : 0
Indian currency. DUfes t":ed under the customs Tariff Act, 1975 as amended

i te speci i %
gz: :;::eat 2:;1:;; im Sseo er law for the time beingin force. Under the custom

i jable.
laws, the various types of duties &% levia
o Basic Duty: This duty is Jevied on imported goods under the Customs Act,

1962.
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ehicles, two
g ““‘*ﬁ“‘ﬂﬂuﬁ-ﬁd ;

o Additional Duty (Countervailing Duty) (CVD): This is Ieviefi
Section 3 of the Custom Tariff Act and is equal to excise duty levied o8
like product manufactured or produced in India. Ifa like product is
manufactured or produced in India, the excise duty that would be |
on that product had it been manufactured or produced in India is the
payable. If the product is leviable at different rates, the highest rate amot

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

. foreign sellers abroad may export into
o rces below the amounts charged by themii their domestic mar®
marder to capture Indian markets to the detr:

e Nch are sgnatories 0 the GATT or on countries given ‘M
Fﬂ\'ﬁumdennSvtam'muImamm
o Protective Duty: Ifthe Tariff Commission set

i oleum cruge oi, This tx ¥
and mobile phope %"npomdmulﬁ-utiiiryy o

of duties of “ﬁﬁltﬁablg@z Al
C"«'Dm:h-sm%mm ((cept safeguarg gy ik 3;?:;5&:;_




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.

« 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 mamufactared
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
pﬂyﬂbhmmmmuﬁcmmi, unless exempted eg; duty is not payable on
ﬂlggmmexpmadmltafhdia. Further various other exemptions are also notified
by the government from the payment of duty by the manufacturers. Various
Central Exciseare:

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, fallsunder the category of Basic Excise Duty in India.

o SpnrhlEulseDut}r:ﬁccmdingm Section 37 ofthe Finance Act, 1978,
Speciﬂﬁ,miseﬂmyisl:viad on all excisable goods that come under taxation,
-1 line with the Basic Excise Duty under the Central Excises and Salt Actof
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 collection of excise duty in respect of
the goods as listed in the Schedule of this Act.

o Road Cess:

(a) Additional Duty of Excise on Motor Spirit: This is leviable by the
Finance Act (No.2), 1998. .
) Additional Duty of Excise on High Speed Diesel Oi: Thiss leviable
by the Finance Act, 1999.
o Surcharge: A
(a) spocialmdhimlnmynfﬁmanh{umsmntmlslmby
the Finance Act, 2002.
®) S,mwmmMmhuﬂTmmmmMm
of Excise has been imposed on cigarettes, pan masala and certain
specified tobacco peoducts,  specifiod atce fnthe g 200505,
Bidi aronot sufects wmm'mccnr NCCD was levied
Contingent Duty 4 was o

° ;“““:‘ﬁ';]f::;mn-n muﬂmmmm vide the Finance Act,
2001, The Finance Act, 2003 extended this levy fo polyester flament ysm,
LA LT mmmwmhmmmmml

. cation Cess is leviable (@2 per cent on the aggregate

o ?ﬁ?&gﬂ?ﬁﬁd Secondary and Higher Education Cess is Leviable

@1 per cent on the aggregate of duties of Excise.
o Cess : A cess has been imposed on certain products.
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iders in Indi i f Jammo
* Service Tax: The service providers in India except those in the state of J:
%mxmwrmmmmwasmTumumesﬂm:’m
Amﬁl%.%mﬁﬂmmmmw&m:eﬁxw into effect on iy
1994, Under Section 67 of this Act, the Service Tax is lewuli on the gro .
aggregate amount charged by the service provider on the receiver. Hnwmﬂn
terms of Rule 6 of Service Tax Rules, 1994, the tax is pﬁmittdadtu!:ru qmﬂﬂnﬂ!
value received. The interesting thing about Service Tax in ln-:h:a is tha!:bsu
government depends heavily on the voluntary compliance of the service provi
for collecting Service Tax in India, i
* Sales Tax: In India, sales tax can be imposed only by the States on the sal:;
purchase, etc. of goods. Most States were doing so. It was being Iwwdilf
successive sales of an item on the full sale value. This system had its own i
| adding to the costs and prices. Therefore,
other countries had done, in India, States we
another form of sales tax, termed VAT. It is al*?
; '“ﬁmmmmﬂﬁfﬂiﬁmhmmlymmwﬂmam-m
over sales tax such as avoidance of tay

ation of the already paid taxes,

i Tax on im:l'-mn'anmﬁumﬂmiiﬁ.
net proceeds go to the States, -
* Value Added Tax (VAT): The

practice of VAT executed by State Governmen®
is applied on each stage of sale, with a particular apparatus of credit for the inpd
VAT paid. VAT in India classj i

iquor and so forth, V; il be administered by the V"
MdadTu%:tmmcmlethhnﬁgmmma e
rmhmﬁdm;hfmgddﬂMaMWmmﬁulmmhsﬂﬁj
i manuﬁm‘ ire: atel
cumment single-point system of b Uk
lm;oaS:aleIEMEWSH&M.M&NDMMunhwrMW
mt h":j,q;]T, Tl-EtmpIe terms, isl_imulli~pointl¢vyunmchofthc entiies 2
mvﬁTnnn.be vnlu:lddqhon_mlhz ofeachnfﬂwenﬁﬁmisﬂlhj
fcimpi ?}rusmg a.nya_:fﬂzeth.reem:ﬂmds:

: The tax rage ig an i , o
mmﬂfﬂmnmdthamgfm':ap?hﬂdhthgdlﬁ'ﬂmmbﬂwm

i5 computed by adding 5:;
roduction (viz., wages, sl

* Securities Ty I
equity shares, deriyy; . Xchanges, 1y applicable on purchase or 3
CUEnt STT on purcigee | iy crienedmo ipﬁ"(
aninvestor ﬂﬂerpa}::u:tnfm Squity share i5 (075 per cent. A o
Sale of shates afier 1 pyop e E'm—r“"]*"“‘“'J'-"*'ﬁfi"«%llin‘-;swm:n"i'”{s"'
Hmwmasahmnselimg iy 'hiS tax or tax on #"ﬂg’iﬁ
Ofshares before 1 monhs islmd?hfﬂ'w




and attracts a tax at a flat rate of 10 per cent. Further, fora trader, all his gains are
treated as trading (Business) gaing 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 stdy about GST.

3.3.1 Goods and Services Tax (GST), 2017

The introduction of Goods and Services Tax on 1 Tuly 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 commen 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
mhudenmgoods.whichmcﬂimM!ﬂbearﬂmdiﬁ-mpermnt. Introduction of
GST has also made Indian products competitive in the domestic and international markets.
The ﬁmmbmmlm:sawmﬁmmhﬂ&eﬁﬁumtmgnﬁuafm
imposed by the State Governments as well as the central government. The new tax
gystem known uGSThubemimpmedasmhdiraFrmmmmmmamgk
market under the single tax system. The Indian Constifution hasalso been amended with

this effiect.
Salient Features of GST

The salient features of GST are as follows:
(i) GST is applicable 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) GﬁTmmadmmpimipl;ofdeﬂimmr}mmmmpﬁnnmﬁoumm
the present principle of origin-based taxation. |
(i) The GST to be levied by the Centre is :allllﬁdﬂfﬂﬂﬂ]@ {mn'nlm CGST)
and that to be levied by the States (including Union teritories with legislature) is
called State GST (State tax- SGST). Union territories without legislature will levy
Union territory GST (Union Territory tax- UTGST).
integrated tax- IGST) is levied on inter-State supply (including

i Integrated GST
i x::k transfiers) .:,f{g.;.udsumenriﬂﬁ. This is collected by the Centre so that the

credit chain is not distupted. il .
(v} Import of goods is treated as inter—S‘h_uesupp]izsandis covered under 1GST in
addiﬁantothsﬂFF““’blemmm' . . )
{vi) Import of services is treated as inter-State supplies and is subject to IGST.

i is levi be mutually agreed upon by
vil) CGST, SGST/UTGST & }GETmIew?d at rates to |
i the Centre and the States under the guidance of the GSTC (Goods and Service

Tax Council).
(vili) GST has replaced the following taxes CUTTE

e Central Excise Duty

v Duties of Excise (Medicinal and Toilet Preparations)

ntly levied and collected by the Centre:
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* Additional Duties of Excise (Goods of Special Importance)

. Aﬁﬁnﬂ.ﬂl[hlﬁtsuf&miﬁﬂﬂ:xﬁladeﬂﬁlquﬂlmts}

- Mﬁﬁmnﬁesufam{mummlykmmasmfm

* Special Additional Duty of Customs (SAD)

* Bervice Tax .

* Cesses and surcharges insofar as they relate t-:rsuppl:,.r1:-1’gt:--o-ciﬁlt:u'5913"‘-""3Jlsls

(ix) State taxes that are subsurned within the GST are:
* State VAT

* Ceniral Sales Tax
* Purchase Tax
* Luxury Tax
s EntryTax (All forms)
* Entertainment Tax (except those levied
* Taxes on advertisements
e Tngsmlutmies.beﬂingandgambling

by the local bodies)

cmption is applicable to both CGST and SGST. Taxpey”
mﬁmmﬂmwmmmﬁ Wlakhfﬂlwﬂmgﬂi‘)’sm‘“{m
5 r 9Aof the Constitution) are exempt from GST P
Eomposition scheme (i.e., to pay tay ¢ flat rate without credits) is availablé
small taxpayers (including to map other thag specified category |
manufacturers and service Providers) hay; an annual turnoyer of up 10 ¢
crore (T 75 _lakhtfor Special category States (except J&K ang 1.“'"*“""]"’IldJ
enumerated inarticle 2794 ofthe Cnumituliun}.
(xiv) The list of exempted Boods and

m'm iS t At hﬂswﬁ
for the Centre ang the States ::ept 0 8 minimum and

Well as across States as ff’

the Centre and Th:. States to €0,
T“’”"“Pﬁﬁmmﬂuﬂ : it
Eﬂlﬂtufhe[:mlmﬁmm T'smfmudh}r&le

by the Centre ty the, o -’m‘mm“ﬂ"dﬁfmwnemufsssns nﬂiﬁ";i
on B2C supplies j State. Furthe, e

s by kg it avglae n s
O amy supply of ! E It available in
ﬂm_emﬂfbu;’mz“’%_ or both

redit (ITC) tg e r
used or intended to b€




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

(x¢) Various modes of payment of tax available to the taxpayer including Internet
barking, debit/ credit card and Mational Electronic Funds Transfer (WEFT)/ Real
Time Gross Settlement (RTGS).

() Obligation on certain persons including government departments, local authorities
and povernment agencies, who are recipients of supply, to deduct tax at the rate
of 1 permm&amﬂwpuymmlmdamc:editedmﬂlumppﬁcrwmmmme
of supply, under a contract, exceeds two lakh and fifty thousand rupees. The
prmisionforTDS}wsnmhemnpemﬁmalimdyct. _

{xxii) Refund of tax tobe sought by taxpayer or by any other person who has borne the
incidenee of tax within two years from the relevant date.

(oiv) 5}'5t¢lﬂﬂf5¢|f=ﬂ353m2m0ftbe taxes payable by the registered person.

{3ocv) Audit of registered persons to be conducted in order to verify compliance with
the provisions of Act.

»ocvi) Limitation period for raising demand is three years from the due date of filing of

oo anmzal rmunorﬁumthﬁdateufmmmﬁmdﬁrmiamgdum!ndlﬁrshnd-
pajmnﬂu{nm-pm}m:nmftaxnrmmmltﬁmdmdimmwmmnmml
cases. )

Limitation period for raising demand is five years ﬁ'uljn!ilfeduedalqufﬁlingnf

annual return or from the date of erroneous refund for raising demand for short-

pa:,mumm-pn]menmftuorézmmmmﬁmdandiﬂ adjudication in case
of fraud, suppression or willfil mis-statement.
I - T 3 H ] 1n Emm‘lﬂ
{xxvnl]mmufmmbzmmmdumnsvwmmmm_ g detainin
of goods, movable and immovable property of defaulting taxable person.
ix) Goods and Sm‘h‘icﬁ']hx,q.ppullut? Tribunal has been constituted by lhencntfal

(aoxix) 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.

(e Provision for penalties
has been made. stituted by States in order to enable the

i ity has been con

(o) Admmetﬂ;;r;csaﬁ?“@:g]mm : o thed prae
Mpud such nuthmit}"ulﬂBICGﬂTAcL | |

(oodi) An anti-profiteering clanse has been Emwd:d in order to ensure that business
p“mmmhm:ﬁmfmdumdmximdmangm& nr_mmurbud!mme

(poevii)

fior contravention of the provision of the proposed legislation

(xxxiii) Elaborate transitional provision
existing taxpayers to GST regime. _
Benefits of GST

(A} Make in India
(i “h“hﬂpﬁimmamﬁﬁgdﬂn!mﬂn!illﬂﬁﬂmlwmmgmam
to foreign investment and ‘Make n India’ campaign. -
(ii) “lmpu_ﬂmmdwmdjﬂggfmalmtm Credit is available across goods
and services at every stage of Supply.

5 have been provided for smooth transition of
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Public Reverse (i) Harmonization of laws, procedures and rates oftax.

(iv) Tthas given an impetus to export and manufacturing activity, genemtﬁd.m“';
employment and, thus, increased GDP with gainful employment leading
substantial economic growth.

NOTES e - , i
(v) Ultimately, it will help in poverty eradication by generating more employment |
(vi) More efficient neufralization of taxes especially for exports thereby making 0%
products more competitive in the international market and giving boost to Indis#|
. Exports. i
(¥i) Tthas improved the overall investment climate in the country which will naturall
. bemﬁithedhvlnpmmmﬂheﬂm
[vii}UnihmmBdeIGSTmuwﬂlmme'mmﬁveﬂxmm' eliminatin
mtcmafoitmgabﬁmmi i Smumdllmbumemmt-aal:l}:j inter-Stak

&3

(ix) Average tax burden on companies will decline which is
and lower prices mean more consumption, which in
thereby helping in the growth of the

(B) Ease of Doing Business

expected to reduce pric%,
" hmmemmnre i
industries. This wij] creats India as?

] Simplwtaxregimc%’ithﬁw:ramiaﬂs.

(i) Reduction in multiplicity of taxes that are g ing our indirect 1

| g i caﬁnnand,mjm a p-rr:sem governing our indirect

(i) mﬂ compliance costs —ng miultiple record-keeping for a variety of tax®’

- Ser investment of nndmmpquinmminjngmds.

(W) Simplified and sutomgteq i istratio®
s o Wm:fmm“wﬂmmmnhasmymw

(C) Benefit to Consumery

. BEXpectad iy o
credit between the be lowe gy i

e .retailurﬂ.n.dmp;it:s?mas ﬂﬂwufmpm

atively | g -

eXempted fiom tax or wiyp s:uﬁ‘:- o Segment of small retailers will be &
purchases from, such enfities .?'Wlﬂ’ﬁ'mxratggmﬂwa o scmﬂ"
i) A "1l cost legs veianmadilils
e 2 burden o Danies jg |y, e consumer f
eif=ih ! ce i .
LS Hlnsracions Prices and lower priges Meay mﬂml'-";"ﬂmomm down which is expe® |




Let us now go through the highlights of Union Budget 201 7-18.
s Overview of the Economy and fiscal deficit

o
o
o

Economic growth expected at 6.5 per cent in 2016-17.

IMF expects India to grow at 7.2 per cent in 2017 and 7.7 per cent in 2018.
CPl inflation has come down to 3.4 per cent in December 2016 from 6.0 per
cent in July 2016 )

Current Account deficit declined from sbout | per cent of Gross Domestic
Product (GDP) last year to 0.3 per cent of GDP in the first half of 2016-17,
Foreign exchange reserves have reached US$ 361 billion as on January 20,
2017.

Revenue deficit of 2.3 per cent (of GDP) in Budget Estimates (BE) 2016-17
stands reduced to 2.1 per cent in the Revised Estimates (RE). The Revenue
defieit for next year is pegoed at 1.9 per cent.

« Budget Estimates 2017-18

o

o

Total receipts (excluding Borrowings and other lishilities) estimated at T 15.16
lakh crore (US$ 224 billion), a growth of 6.48 per cent.

Revenue receipts comprise of T 12.27 lakh crore (US$ 181 billion) of tax
revenues and ¥ 2.88 lakh crore (US$42.7 billion) of nom-tax revenues,
Tbtalexpmdimmminmedmle.ﬂlakhmmﬁﬁl?bﬂlim},mm
of 6.57 per cent over previous year.

Plan/ Mon-Plan classification to be done away with from 2017-18. Instead,
gxpmdiunwﬂ]mwbcclusiﬁnd henceforth into ‘Scheme” and ‘MNon-Scheme
expenditure. Every new scheme sanctioned to have a sunset date and an
oufcome review.

Total scheme expenditure expected to be ¥9.45 lakh crore (US3 139.7 billion).
Total non-scheme expenditure expected to be T 12,02 lakh crore (USS 177.6
Billion). _
Expenditure on revenue account is expected to be ¥ 18.37 lakh crore (US§
271.5 billion), or 85.57 per cent of total expenditure.

» Financial Performance 2016-17

Receipts

Q

Borrowings and other liabilities) stood at ¥ 14.24
illion) i i i which iz more than
pe (US55 210.5 bill )mRe'ﬂdeswnates{RE}, m
:;thﬂc:;gufﬂud Fetimates (BE) of% 13.77 lakh crore (USS 203.6 billion) by ¥
46,540 crore (USH 6.88 billion), led by higher tax collections.

stood at T 10,89 lakh crore (USS 160.9 billion) in RE, which
Eﬁmwnu;:“ the BEof T 10.54 Iukhr:mll':{_USI 155:8 billion) by;ty.ﬁg]

crore (US$ 5.13 billion), Jed by higher excise and service tax collections.
n substantial increase of 21.6 per cent in cnll?c!ion f’f““i‘“‘
g;i:"fe“];a:u? which stood at ¥ 3.87 lakh ergre (USS 57.2 billion) in RE, an
increase of ¥ 68,700 crore (US$ 10.15 billion) over the BE of T 3.18 lakh

crore (US$ 47 billion).

Total receipts (excluding

Publle Reverue

NOTES

SelInsrructional
Material

|



n

Self-fnstructiangf
Maverial

Expenditure

C . illa i RE: 'I.l.l'hi':h
o Total expenditure was 20,14 lakh crore (US$ 297.7 billion) in
exceeded the BE of ¥ 19.78 lakh crore (US$ 292.4 billion) by ¥ 36,347 cro®
(US$ 5.37 billion).

o 'Total scheme expenditure expected tobe 9,45 lakh crore (US$ 1393"“%
Tmlmn-l:hmempmdinuexpmmdmbe’\' 12.02 lakh crore (US$ {
illion), )

o Expmnnd:&mm:wmlmhyummrmorﬂ,mﬁm?d

161 million) in RE, while that gn pensions was higher by 3.89 per c£®

&mﬁnmﬂy.whﬁummnﬁmmwu.swcmwﬂﬁ
» Farmers -

a Thrgetﬁar@iﬂuhuﬂueﬂh!ﬂﬂ-lﬂhubmﬁmﬂmammrdlwdﬂfﬂ
101akh crore (USS 147.8 billi ) .

o Farmers will also benefit from 60 days’
December 2016,

o Coverage under Fazal Bima Yojana scheme will be increased from jﬂl"ﬂ
cent of cropped area in 2016-17 1o 40 per cent in 201

“18and 50 per nE“tﬁ
Iﬂlﬂ-lgﬁrwhjchahﬂgetmﬁsim of £9,000 crore (US$ 1 33 billion) b?
. been’made.

0 Thelmg'fermhigaﬁmFmdahmdysaupinNABﬁRDmhcaummg
h?-}mwmmtuhkeﬂ:emtalmrmunfﬂﬁsﬁndmﬁl},ﬂ]kmmss
o Dmicu@mqqhﬁp&mrminmamnmmiewpmdmpmﬂﬁ
crop wtﬂ:anmhalm:pmnﬁi.ﬂﬂﬂmmﬂﬁgmillim}.
0 Coverage anaﬁquAgicultumi Market (e-N to b it
anded
Iiﬂnmt:tstnSBSﬁnPMCa.Amistmm to ¥ i) s "'i]
r 75 2
- everye N up lakhs (USS 110,872)

interest waiver annoynced on 3

F

Development Fung 1 be set uP

NABARD with 5 Corpus of ¥ 2,000 ¢ (USE 204 mi|1iu"}b:nﬂ will ¥
,ml]c:mre{[m 1.2 hi!liun}cm:ram

MJ
- bds will be brought

) mﬁ*mn&&whﬁiﬂlgﬁ
has been allocateq lopg i S“d“k‘fﬂmﬂ,fm,mmmgz_wl )

mFY)g, e, WIETZ?,"HJ crore (US§ 4 billio"

o
“ﬂﬂ._hz,uuumm (USS 3.4 hil]lo‘gﬁ
8by 2019 for the hov°

e tg.:mll bti"in"] Allocated for Mahatma ﬁaﬂﬂ
N allocateq T4.500 crore (US$ 665 mill




o A 100 per cent village electrification target looks achievable by 1 May 2018 Public Reverue

o PMGSY roads construction accelerated to 133 km roads per day in 2016-17,
against 73 ko during 2011-14.

o Women participation in MGNREGS has increased to 55 per cent from less | -
than 48 per cent. NOTES

* Youth

o Skill Acquisition And Knowledge Awareness for Livelihood Promotion program
{SANKALP) will be launched at a cost of 4,000 crore (US% 591 million)
providing market relevant training to 35 million youth.

o Pradhan Mantri Kaushal Kendras to be extended to more than 600 districts
across the country for imparting skill education. About 100 India International
Skills Centres will be established across the country. .

o SWAYAM platform to be launched with at least 350 online courses enabling
students to virually attend courses taught by best faculty.

o mmafwmﬁwmwm
will also be launched in 201 7-18 at a cost of T 2,200 crore (UIS5 325 million).

o Incredible India 2.0 campaign will be launched across the world to promate
tourism and employment, .

« The Poor and the underprivileged:

o Mahila Shakti Kendra will be set up with an allocation of T 500 crore (USS
73.9 million) in 1.4 million Integrated Child Development Scheme (ICDS)
Anganwadi Centres, This will provide one stop convergent support services
for empowering rural women with opportunities for skill development,
employment, digital literacy, health and nutrition.

Under Maternity Benefit Scheme ¥ 6,000 (US$ £9) each will be transferred

directly to the bank accounts of pregnant women who undergo institutional

delivery and vaccinate their children.

Mational Hamrgﬂm:kmﬂmﬁmﬂmuﬂnﬁdhmsmghmnf about T 20,000

crore (US$ 2.9 billion) in 2017-18.

0 Gcnmnwmhaspmpamdanac&unplmwemmxnh-ﬁz_nrmdmmm
byiﬂlhl.aprﬂx}'bﬁm& Measles by 2020 and Tubsereulosis by 2025,

o The allocation for Scheduled Castes has been increased h}r 35 per cent

" compared to BE 2016-17. The nllncaﬁi_:unlfor Schuﬂu’ledl Tn1_:es has Ih-ucn
increased to ¥ 31,920 crore (US$ 4.7 billion) and for Minority Affairs to
74,195 crore (US$ 620 million).

. ortality Rate (IMR) from

o Action plmhﬂbﬂﬁﬂpl‘ﬂpﬁmmm“hfmfm _ .
30in 20141028 hyzu]gmMatemaletal!tyRmﬂ'-M}ﬁ'um 167 in
2011-13 to 100 by 2018-2020.

« Infrastructure
o Provision hasbeenmade of T
transportation sector 353 whol

241 JE'?WDIG[USE 35.7 billion) in 2017-18 for
e, including, rail, roads and shipping.

o For2017-18, the total capital and development expenditure of Railways has
been pegged at T 1,31,000 crore (US$ 19.4 billion). This includes ¥ 55,000

crore (US$ 8.1 bdmm}mwdndbym&vmmwﬂt.
Self-Insirucrional
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e ith?
Public Revenue o Forpassenger safety, a Rashtriya Rail Sanraksha Kosh will be created wi

corpus of 2 1 lakh crore (USS 14.8 billion) over a period of 5 years.
0 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 m
NOTES 575

0 In the road sector, Budget allocation for highways ‘incnf:a,sed from ¥ 57
crorein BE2016-17 to% 64,900 crore (USS 9.6 billion) in 2017-18.

o TMMofm.mwmgmosemdcrmGsmbumfrom2014-15til!ﬁ‘

current year is about 140,000 kms which is significantly higher than p
three years.

© Second phase of Solar Park development to be takenup for additional 20,001
MW capacity,

o For creating an eco-system to make India a global hub for e|c¢tr0ﬂi§
manufacturing a provision of 2 74

S crore (USS 110 million) in 2017-18%
incentive schemes like Modified-Special Incentive Package Scheme (M-SW%
and Electronic Development Fund (EDF).
e Financial sector
© Lending target under Pradhan Mantri Mudra Yojana to be set at 3 424 59
crore (US$ 36.1 billion). Priority will be given to Dalits, Tribals, Backwt’!'
Classes and Women. BJ
0 Inline with the * ush' readmap, ¥ 10,000 crore (USS 1.48 billion)
recapitalisation of Banksg J

providedin 2017-18,
0 Forcign Investment Promotion Boarg (FIPB) to be abolished in 2017-18
Z\nor':;er hb_cmhsanon of Foreign Direct Investment (FDI) policy is und’

|
0 AComputer Emergency Response Team for our Financia Sector (CEKI‘
Fin) will be established,

e ified Centra) Publ
- The shares of Ry

vl belisted insock exchpnges. Y TS
* Digital economy

$ 4:\8?:1&:;%1?;% Witha target of 25 bt digital transactions for 20:;
Scn/iee Data ({)Scsd DP ayment IDtCTfaCC (UP[)‘ Unstn’c‘ured Supplemcny
debit Cafds. A task f(:;.ce has bclp :y' ]mmcdlatc Paymcm Servicc ([Mpsu)ﬁ"
TESourees in varigys Minisris, "> uted for rationalisation of P

0 Banksha»etargmmo-mmﬂm i

tcnninalbsa by March 29, 7. The;‘Ldi’lt:obr:d:;,l1 Million ney, Poim-of-Sala(fgz

“Plember 207 Couraged to introduce 2 ™

e Sector Enterprises (CPSES)y
Eslike IRCTC, [RC and IR

erchant verg: A
) " Of Aadhar Enabled Payment System, wil
o 125 million

Ple haye ado ]P‘I

4P 50 far. The PLed the Bhypgy 1 (B!
Seif-Instructional OVemment Will laypey, tw, Nterface for Money ¢ o

™ Matgrial

O new schemes to pro




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

o Public service

o A Centralised Defence Travel System has been developed through which OTES
travel tickets can be booked online by our soldiers and officers. i j

o Weh 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.

o Total resources being transferred to the States and the Union Territories with
Legislatures is T 4.11 lakh crore (US$ 60.8 billion), against  3.60 lakh crare
(US$ 53.2 billion) in BE 2016-17.

o Fiscal Responsibility and Budget Management (FRBM) Committee has
recommended 3 per cent fiscal deficit for the next three years, keeping in

mind the sustainable debt target and need for public investment, fiscal deficit
for 2017-18 is targeted at 3.2 per cent of GDP and Government remains

committed to achieve 3 per centin the following year.
o Net market borrowing of Government restricted to ¥ 3.48 lakh crore (USS$
51.4 billion) after buyback in 2017-18, much lower than T 4.25 lakh crore

(US$ 62.8 billion) of the previous year dnced o2t
o Revenue deficitof 2.3 percent in BE 2016-17 stands educcd to2.1 percent
inthe Rcvizo:l:gtimatz('fhe Revenue Deficit for nextyearis peggedat 1.9

per cent, against 2 per cent mandated by the FRBM Act.

* Promoting affordable housing and real estate sector )
0 Under the scheme for proﬁl-linkcd income tax deduction for promotion of
fordobto housing, carpet anea nsead ofbuittparce of 300GD T

will be counted. M Lo '
o The 30 Sqmir. limitwill apply only in case of m\guc:?al limits qf«:. mr:?oponm;
cities while for the rest of the country including in the peripheral areas o
metros, limit of 60 Sq.mir. will apply. : e
o Reduction in the holding period for compuuntg l;n;;:n :;p;n?m pbﬁ? : c:,r
i 3 years to . Also,
:;l}sz:gmovable pr:opl:cnzhlmﬁay; 1.4.1981 10 1.4.2001 forall classes
m -
of assets including immovable property. .
it ber and 30 ber 2016, deposits between 3 2' lgkh
% Petwoen S o€ 18,263) were made in about 10.9 million

d
Ss! ¢
(Uss 2,957) and ¥ ﬁfag”‘m(” > e of € 5.03 lakh (USS 7,436). Deposits of
accounts with an av 63) weremade in 148,000 accounts with average

more than 80 lakh (US$ 1182

deposit size of T 3.31 crore (US$ 489,313).

th

* Measures for stimulating grow :

o Concessional withholding rate of .il per cent cha;fg;d bc::) :j:;ct:st camed b);

i ities i commercial borrowings . Governmen
g:ﬁ:?i:g e t0 30 June 2020, including rupec denominated (Masala)

Self-Instructional
Bonds, Mn/l u"'i::f uctiona -




Fublic Revemue 0 Inorder to make Micro, Small and Medium Enterprises (MSME) compani¢s

more viable, income tax for companies with annual turnover upto ¥ 50 cro
(USS 7.4 million) is reduced to 25 per cent, _—
purpose of carry forward of losses in respect of start-ups, the condit

NOTES i z?::tinuous hold?;ng 51 per cent of voting rights has been relaxed s"’b::‘
o the condition that the holding of the original promoter/promoters connr} ;.

Also the profit (linked deduction) exemption available to the start-ups 10
years out of § years is changed to 3 years out of 7 years.
© Minimum Alternate Tax (MAT) credit is allowed to be carried forward up
aperiod of 15 years instead of 10 years at present.
© Basic customs duty on Liquefied Natural Gas (LNG) reduced from 5 percer!

t0 2.5 per cent.

o Allowable provision for Non-Performing Asset (NPA) of banks increased
from 7.5 per cent to 8.5 per cent.

* Promoting digital economy

0 Under scheme of presumptive income for small and
turmover is up to ¥ 2 crore (USS 295,658) at Present, 8 per cent of thel

tumover which is counted as Presumptive income is reduced to 6 per cent !f
respect of tumover which is by non-cash means,

0 Nomnsactionabove?300,000(US$4.435)willbcpmnittedincashsubjC"
to certain exceptions,

* Transparency in electoral funding {
0 ;\e Poliical paty can recive a maximum of22,009 (US$ 30) in cash from o*

Party would have to fife jts retums within the time prescribed 5
aociordanoc With the provision of the Income-1ax Act.

medium tax payers who¥

. d 1
: parties from payment of income-tax WU
subject to the fulfilment ofthese conditions
* Ease of doing business '
0 E@é’mﬁ ef:;raudit Ofbusiness entifies Who opt for presumptive i“co‘:
*her rore (USS |
Similarly, the thres}, Id for maingenancl: 1}8‘)29) i B G :
nereased from typm, e

(USS 14,783 to¥ 369"
kS (USS 1 774y 0 V1025 lakhs (USS
0 Underschemeform

SUmpive taxe lakhs (USS 3,696).
50 lakhs (U ation for professi i - upl® |
2y (USS 73,914) P-2.advance tay b9 sl 1onals with receipt &d‘
is bej
t

Paid in one instalment inst
0 Time periog for revisin |
: g a tay ol

| s fi
completion of fingn, Year, at par i the ?:;;‘:‘g?f: flilzinn::::}':ium l

* Personal lcome-tax
© Existing rae of taxatjg, i :
for indiy; 2"
TS (USS 3,695) 10 g 08l assesse gy - ¢
X etween income 0
the present rate of 1) p:lrd::isi Hen iy l ﬁd"

Teduced to 5 per cent
Self-Instrnetlonal
7% Material




0 Surcharge of 10 per cent of tax payable wi i i
a";‘:;;l(lhzatlgr\:?ﬁzes a;:l;ml taxable i:coy:te is betl»lv::nl:;gdh&l; ‘(::J‘;sgo‘g? 1 :: T
income above T 1 crorésrirgn);ir!gf B e
0 !ndiViMISMVingmb]cmw!mupto?Slnkhs(US”}N)mthanbmm
income can file a simple one-page form as income tax return.
® Goods and services tax (GST)
o The GST Council has finalised its recommendations on almost allthe issues
based on consensus on the basis of 9 meetings held.
o Preparation of IT system for GST is also on schedule.
o The extensive reach-out efforts to trade and industry for GST will start from
1 April 2017 to make them aware of the new taxation system.
* RAPID (Revenue, Accountability, Probity, Information and Digitisation)
0 Maximise efforts for e-assessment in the coming year
0 Enforcing greater accountability of officers of Tax Department for specific

act of commission and omission.

= Non-Tax Revenues

NOTES

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

Government for which there is quid proquo (an exchange of goods or services,
the other). However, these non-tax sources

Where one transfer is contingent upon HE - non
do not have similar features and are classified into three categorics:
ulsory and requited payments.

sources that are comp! )
penalties on non-compliance of

® First, there are some
These sources include penalties (other than
taxes) and fines. s
* The second category consists of voluntary and unrequited receipts. These
Payments includcg:onations and contributions made to the Govermnment o any

unclaimed finds lying withthe Govermme™® S
i juntary and requited payments, including

* The third category comprises VO
g h as forest
s owned by the Government suc ;
e siriT resouwriclzu This category also has revenue carned
1| as the royalties and rental
in

marine, riparian habitats and W e
by sale of usage rights, admission - the form of dividends

payments received by the GO " te made vermnment also fall
and the interest mce{pts from inves [(siividcnt:i}sl g‘ris(:g from the States’
into this category. Interest: profits 2 dedinthis category.

Ad commercial undertakings are 410 inclul
mi
Nistrative non-tax receipts -
tates’ oW pon-tax revenue. In
tax revenues for

is
soume accounts for about thrce-fouﬂhs of the S ble SOUTCE of non-
the § s this jg likely to be the most Productiw "h? ipts viz. gcncral services,
Sogiy - Three broad components of administrat™® e
& Services, and economic services- . ceceipts from Ppublic Service
Receipts from general services: These Fompnses:mionery and printing, Public
OMmission, Police, Jails, Supplics mdonwtributiols‘, > rocoveries towa:: pension
ang O‘hef.administralw?:m %Cl mlsgellancous geml SEFVICES: S;lz;hl'ﬂmﬂm».zl
other retirement benefits, rial "




Public Revenue

NOTES

Check Your Progress
3. What is meant bya
direct tax?
4. Whst is an indirect
tax?

\_\

Self-fnstrmettona)
7 Maverigl

Receip ial services: The major items that come under this classa

) (a) Eduztri::,ns;:ts, arts and culture, (b) Medical and public health, fcl)oFﬂmﬂ
welfare, (d) Water supply and sanitation, (¢) Housing, (f) !eraq dev cunPty pi
(2) Information and publicity, (h) Labour and employment, (i) Social sec
welfare, and (j) Other social services.

Receipts from economic services: Major items under this class are (a) CrO8
o hm?dm (b) Animal husbandry, (c) Dairy development, (d) Fisherics, (¢) Forest?)
and wild life, (f) Co-operation, (g) Other agricultultal a.nd ryral progr: aﬂ_w'“}d
(b Special area programmes, (i) Major and medium irrigation, (j) Minor irri -
(k) Village and small scale industries, (1) Industries, (m) Non-ferrous mining

metallurgical industries, (n) Roads and bridges, (o) Tourism, 8%
(p) Others.

User charges

The non-tax revenue in lic of the provision of goods and services by the Government®
derived through ‘user charges’.

Non-tax revenues grew

d annual : dink
2009-10. The spurtin 2010 |ow°d,ohjgh: fate of 7.6 per cent in the 10 years en

of auction of telecom wireless realization from the PM

gttt

: J6CESS spectrum. As against the cstim?
L ,435.crore m.201 1-12 (BE), the realization fe)) marginally shor! f
: standing the fay that th i s
phase IIT FM Radio why; ing i

ftelecom spectrum * )
could not take place. B

over2011-12 (RE) in non-tax m"“:‘,l
>4 ¥40,000 crore from, the telecom spee” '
igh reserve price in the curreny yacl:;tmehc"e‘i lukewarm fesponse on accO‘“’:# I
downwards, Ag such, the S m,this f: et has revised the reserv® iuf‘
00 2012-13, The giher - 4145 yet an important %

fi
™Main ¢ ntis dividends and P
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34 CANONS OF TAXATION ‘
th

£1€5 10 certain -nc.iples Which are ge:n:h_i:vmg Certain objectives, chooscst‘ﬂrl

chis designeq O the g 1ts characterislics_ A good u-‘x;)s'qs"ﬁ:‘

tly, howeye, Obiacs:. - PTOPriate set of princip e &
. 'nlcrefo;e‘ Jectives oftaxation conflict Wi
ey Mists select some i

atg compoun




:’:Jc_rc:em and work out the corresponding principles which the tax system should adhere
. first set of such principles was enunciated by Adam Smith (which he called
Canons of Taxation).

oy Adam Smith was interested in the ways by which an economy can increase its
'f’i ctive capacity and thereby achievea higher rate of growth. Further, he was of the
rmview that private sector is more efficient than the public one and, therefore, the
primary responsibility of economic growth should rest with the private sector. Economic
d investment. It is also essential that the

gowth necessitates large scale saving an
vestment should be along productive lines. All told, therefore, he was of the view that

'fhe private sector should be entrusted with the maximum possible economic responsibility
or an efficient discharge of which it should be given as much freedom as possible. The

only additional consideration should be the adequacy of revenue for the State (for its

OWn maintenance, for defence, for law and ordets and for social overheads) and an

SSuiabledistribution of e tax burder.
taxation which were to satisfy these conditions.
The four canons of taxation as p(escribed by Adam Smithare the following:

1. Canon of equality: ‘The subjects of every State Oughltocf)nm'butc-ww"ds the
Support of the govemnment, as pearly as possible, in proportion to their respective
abilities; that is, in proportion to the revenue which ﬁwymmw{elyen_]oym
the protection of the State.” This canon tries observe the objective of economic
justice. It dictates thatin absolute terms the richer should pay more (axes because
Without the protection of the State they could not have camed _and enﬂy:.-: that
€Xtra income. If we interpret this principle in terms of dfsuuhty WE;: e tax

Payers suffer by paying taxes, it follows that the tax should fuug“@ eq gyl
disutility upon every tax payer Tao possibilitics emerge in this case. Ifinco
are subject to constant marginal utilith erich _
Subjecf‘ed to proportional taxation cach person _payms a 8“";:[;;‘;:““89 0‘2:;:
income stax.Ontheober . P e thcmn;r;c richer should paya
thatincome ismbjcctlodinﬁnishingmmgmal}m‘“)’s i aiies
larger proportion of their incomes 33 taxes (thatis, the ‘3’;:‘ s mpﬂa@mﬁmn;

% Canon f certanty: This 7 e ;‘1): o which each individual is

. 'als’. 7
unnecessary harassment by the '3 oﬁ'l::)t arbitrary. The time of payment, the
be clear and plain to the

bound to certain
pay ought to be g s t
Manner of payment, the quantity 10 ﬁ".a.;-‘;;o;,g(hp(a;gr: should not b subject to
contributor, and other eSOt .o G ds a corrupt fax
8l’bitmrin(:;s am; ?iicsr:cr:)llion of the tax oft c'az';?: e t:'tii machincr]; will
administration, With a scope 1°F a'b‘h"a'ﬁc‘“:ss this principle 8510 claim ‘thata
com sth is 5o emphAHEE {an evil as a ve
very c:ﬂ‘;?g:;‘:;rfm' ofinequality-- S ot near so grea Ty
small degree of uncertainty. e
X :::“"ll of convenience: The m"dcy::d s can
possible, convenient 10 thet £ therwise v
trouble to the taxpayer should *° avoided: ©
result.
ds that €0

* Canon of economy: This canon 1¢€C uscless 10
Should be the minimum possible- - ‘;hw {axes ental
Widespread and dificult 084"

should be, so far
that unnecessary
arious ill effects may

ings of tax payment

st of collection of taxes
es which are 100

unnecessary burden

“ﬁmthisendhvicw,helaiddownthosepdncipm
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Check Your Progress

5. What does the
canen of simplicity
stand for?

6. What is a good
taxation sysiem?

Self-Insiruciional
Muaverial

mﬁzmﬁﬂyhﬂxﬁrmuf:ﬂﬁumlﬂﬂnisﬂaﬁwtmmm“
efforts of the people suffir due to this wastage, Realizing that the tax collecton!
are being wasted, the taxpayers also tend to evade them.
These canons of taxation have a sound philosophy behind them and exhibit an insight
into the practical aspeets of tax administration and its effects. However, in view of
MmmMpMMMﬂammu.awm
principles were also suggested by later writers. A brief description of these is as follows
1. Canon of produetivity: It is also called the canon of fiscal adequacy. According
to this principle the tax system should be able to yield enough revenue for &9
treasury and the government should have no need to resort to deficit financing
2. Canon WMmmm should have an inherent téndency to incre®
an increase in national income, even if the taxe
mﬂﬂﬂgmmﬁm | even if the rates and coverage of
3. Canon of flexibility: It should be possible for the authorities, without undv
de]uy,mmuslelhem:mﬂ,bﬂhwilhmspmmitsmvmgeandrateh"
mtthachangngrquumts-}ﬁhtwmumymufmummr
4. Canon of simplicity: The tax system should notbe too et
o ste complicated. That mak®
ndﬂuﬂihmﬂermﬂandaﬂnmmmdhwdsprublm i i
of interpretati
legal disputes. on
5. Canon of diversity: It is risky f;
public reveaue, Sucha syt e L Etmﬂmn?w?mhfmcﬁ
, -ilisalsolikgly a lot of uncertainty for

C 1 Wm s SErvi !Stlﬂ
““F""ﬁi i8 the one Where the m;';mfchnoe Wwith 'hﬂbe,r:mmd.’ therefore oﬁd
SeTvices llﬁeamarhmrelmn = ave the o .t the
nship j5 estab]; “P;lﬂn 10 accept or reject th

Etween the two and, the




nrqmmcmmnbmufmamietypaymﬂ:efeesmdiheprimmduntthcmin
MCIDensffn-fthatum.ThxesmhﬁthﬁMDﬂn” compulsory payments without quid pro
quo and this condition is not satisfied in this case. _
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Professor Edwin R. Seligman’s Progressive Tuvation in Theory and Practice. The
theory was in vogue with German, French and other writerslike Grotius, Fobbes, Locke,
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Citizens finance their provision by paying taxes.
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(v) Several State services have illover effects. ;
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Provision of hea " o toresidents ofa locality is likely to have lhmbﬁtﬂ ia
mml:n ﬂwhh mﬂfﬂﬂmi@mmmuwd!.ﬁg;nﬂ umnr::
hmmﬁwm State, some of those 'ﬁmwk&:‘u uses may
E:gpiufm it, while some others &Y park ighet status
been compromised.
(¥} This theo mﬂttﬂumwmumﬁsmmbemmﬁwdbymm
ﬂr i f - “ - L "
Sinne. i‘nz':ula;.ldm:m. w]hu.pﬂ}'sl mc:ﬁtdm-imdﬁ'nm _wﬂﬂ::masﬁef:m'
“‘eleﬁno;gienﬁﬁ:m},u;:‘uwﬁﬁri_ﬂg itﬁiﬁﬂ‘:ﬂmﬂmﬂ}' possible to © r
Proy varables or i ’ m&dﬂ' i:;dicamrnf the benefits received from
Fi 3 i n a5 an .
the Emf _‘;:FTPI:.W mmmfh 1: gf:iet}' 4nd its economy cannot u'pﬁm::d without
&atepmiﬂ':ﬁ;:ls m.:{:.: fthe H caﬂllﬂﬂ[ﬂﬂﬂdmnﬂlﬂr:‘imﬁ?onm m
M enjy w-alrgl I if;s grate makes 1aWs 0 ﬂ"‘_"‘“ﬁx;_ :1';0 :::nd i ﬂi
"Plication, their 1:: Eauuitiassmld also be ir

NOTES

Self-Insirucriomal
Mmertal




‘ublic Revenue

82

NOTES

Self-Instrueriongd
Material

i i h individual ought
i by Adam Smith when he said th.at eac . s
m&m‘;ﬁ:\'cﬁu according to his ability. Smith equated relative ability

taxation was basically a payment for the protection provided by the State.

. . ing permitte
It is, of course, interesting to note that even this narrow reasoning p!

In late nineteenth and early twentieth centuries, the Benefits Received Th
was put to an additional use in simultaneous]

y determining the optimum level of S
activities and optimum distribution of tax burden. To this end, the concepts of d?ms
and supply schedules were extended to demand for and supply of State services’
varying details. In each model, taxpayers

were treated as buyers of State services ¥
respective demand schedules and the government was treated as th

services. The basic problem was that, in several cases, it was not possible 1o determi®

S #Pply: No individual consiLe
‘ Ices, Accordi inthi taxp 58
have to agree as to what is the relatjye benefit which ﬂ::f lg;:’ th:ocas;lﬂ":‘es?cc:}
consumption of public services. Sax i

relative benefit would be the .- 20"0C41es that a goog

: Proxy of the measurc @
lincome tax,

;M_ ﬂmcmmbmmhesociaymﬁan oconoﬁ:q e anm%
Incomes. Thy assumnti ces i

Buthe also brinz.;ls]i‘: the que'l‘l,”.f':l’?“,,,';’ haye led :ﬁm to advl:mt:: mommal 'w‘g"a""
larger incomes bring i oo ity ofincome to the taxpayer™
b Dcmm%?'-“m" the richer citizen oughtto parmore :
with that of the ey Tt INgsina m efit®
#pproach, He ise?::::bssl:::mwm Ofsacrifice i, mxf\::;:?ab“w e
Services, ogiv it L‘G that the Ticher People secu:grcatcr benefit O

taxes because of great bencﬁ::c b: -The richer, therefore, are not to P’ysfj
taxes. They are t D ; of lesser sacrifice involved i

er
3y More laxes be,
ca €
'S¢ Proportiong) taxation hurts the poo*



and the richer less. Itis the equitable distribution of sacrifice which leads us to recommend Public Revenme
that the richer sections should pay more taxes. -

Voluntary Exchange

In 1896, Knut Wicksell (a Swedish economist) provided an ethical footing for the Benefits NOTES
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

(i) Self-contradictory: Ifdivision of tax burden is to be based only upon vo
disclosures by the taxpayers, its role o bring about equitable distribution of income
and wealth is ruled out. Wicksell admits that an equitable income distribution isa
precondition for his theory to be applicable.

(i) Revealing demand schedules: As of now, there is no effective and reliable
mechanism whereby the taxpayers can be forced to reveal their true demand
schedules for cach State service. Various voting models propounded by thinkers

end up as theoretical excrcises only.
Lindahl’s Solution

A formal and rigorous formulation of the benefits received approach was provided within
. framework oit‘;:;zm,m.exdymge theory of public finance by Erik Lindahl gf Sv.edc:
in 1919, He assymes that the society has only two consumers of State semce;, tshay .
and B. They are to jointly bear their entire supply cost incurred by the State such that i

A pa : d vice versa. He further assumes that both
Pays more for it, B has to pay lc:ss::edulcs for the said State services The State

consumers reveal their true deman S sumers, thereb

Se'wiccsarembjcammc Jaw of diminishing “"myf?rmuz;nvuﬁcal sdditioz
8enerating downward sloping demand curves for them. Accordingly,
Tepresents the demand curve of the society 3s 2
demand and supply curves of the State services

Aggregate volume of State services, (b) theif cg';uem, S

whole. Thus, an intersection of the
would simultaneously determine (a) the
ilibrium division between Aand B, and
is, thei tive ‘tax burden’.
(€) the allocation of their supply cost between is, thetr respec

D,

200 1~
180 I~

0.

%
B
M, NN
supply snd Dame? [
1 for State Services Self-Instructional
Fig. 3.2 Supply and Dema f Material 83
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simple diagram (see Fig, 3.2). Let SS' be the supply schedule of the State services in %
sense that this is the per-unit cost of their alternative amounts. Let there be two members
of the society, Aand B. A has a given demand schedule for the public services. Keeping
in mind the fact that whatever be the supply of State services, they would be
jointly by both Aand B. Mr A agrees to contribute different proportions of the cost?
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 ¢
demand for the State services. Thus, for a supply of less than OM, units of Stak
services, Mr A is ready to bear more than their full cost, For supplies larger than oM
his desired contribution per unit is smaller. For example, he is ready to contribute o8l
NE per unit (out of the total cost of NG perunit) of the State services when their suppl
is equal to ON. In the same manner,the demand schedule of the individual Mr B is 009
-nmNuwmw.ﬁxmamﬂt.fmanwlyﬂﬂNﬂSﬂhmﬁmh&j@ﬂywﬂ
by both A and B, Mr A is ready to contribute NE and Mr B is ready to contribute NF
therefore, the State can collect a tax revenue of NQ per unit of State services, The po?
@, therefore lies on the combined demand schedule for State services. Tn this way
waﬁﬁunﬁmmmdmmmwhmmw@mm
for the State services, namely D D", Now note that at ON, the cost of.

Nobasic difference tg the i ;
the law of g or dicinics “fmmr‘ﬂ@elflhﬂmeam&cesarembjﬁp

Idmm For this, ot o /
/ + " dgeneral discussion, this tec
state services, and the dmmndﬁ:fum o the relevay mﬁm:ﬁwiﬁf
g SOering e nterdepeneneq g PXPRYE fo cach sate servic
e mmuf?chhﬁ?mﬂﬁm% Fur:h have also to be 55:‘5“5

5]

Yol these SFemisie m;mh;fmﬁmﬁﬁdﬁu
- AT bound to e g Plicated theory) difficult '*

o of Lindahy g S our specifien™
Lindah's solution

. suﬂlﬁ'ﬂﬁ'm BJ

Particularly all quffe!
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Firstly, it starts with a case of two individuals in which each individual bases his
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 likehy
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.

mmﬁh'mwurmﬁﬂi:wmmﬂmmmmmwﬂnmm
of individual taxpayers. By definition, public goods, towhich the principle of exclusion
does not appl}l;mmpecmdtubeinﬂmpm:linm Since no individual can be denied
the use of such public gouds,uzhtmrpayernruuldhavcaninmtmdmcyt;mdusm
hhmfammfmﬂm.mmmsﬂmiuthnmufmﬁhcgmd& 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 public good would be
significant, so that if he tries to be a free rider, the supply of the public good would be
significantly reduced. It implies that there is a disincentive for concealing one’s frue
preference in a small society. Ina large society, however, the incentive fnlrr:unnealj_ng
one’s true preference and an effort to be a free rider assumes greater possibility. In the
case of private goods, on the other hand, the incentive for distorting the preferences is
greater in a smaller saciety. Brown and Jackson think, however, that even in the case of
a small group, voluntary agreements are not likely to produce a Pareto 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 ahslw dﬂ;t: m mﬂc good) and
misrepresent his preference (so as to minimize his its ¥, themefore,
neither a set of decentralized markets, nora central planning system, nor a set of voluntary
agreements is likely to produce a Pareto efficient supply of public goods unless the
taxpayers reveal their true preferences. T

- actual practice, individual taxpayers yeetac anccltoexpress
s e ey Bl
the executive authority and such a system isbound to be an imperfect one.
Fifthly, Lindahl’s theory

pre-tax income is optimal. Then
demand schedules of individual taxpayers

and preferences of the society.

Sixthly, Lindahl’s theory is
financed only through taxation and not
Press etc.

mdmmemunpﬁnnmatthum activities are
mmngtpuhucmwingsmixmofdmpmﬁng

with the derivation of demnand curve

for a public good, The usual technique s
Points of tangency with given budgetprice puloyoald s
Ofprices of both public and private However, apart from the pr b]mgofmmﬂ. :
Mmhdﬁlﬂﬂﬁﬂﬂﬁmnfﬁﬁ:ﬂﬂﬂmﬁmﬂmﬂummﬁmm ) d.m;ﬁﬁmg
?stﬂwhﬂherit isreal nrmn‘l‘lﬂ)’incumﬂ‘h'hi:l:h would be held :%Wmms
"M this regard, Bowen wanis to hold real income cunrsimt, wh'.e gra Efloon
o ey i“mme- Buchanmmesﬂwtechrdque of marglnrml Fluauun ﬂz;rww : m;t
luchs“ftangmcyufmdif&rmmwswﬂihudgﬂtpnm ines on the assumption
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the price ratio between public and private goods nemams unchanged. Obviously. a change
in price ratio would generate a new marginal valuation curve.

Eighthly, Lindahl’s solution ignores the fact that the very cxistcnce.of S_tale m&i: .
aresource cost for the society. This cost has its own floor level below which it cannot i
pushed. And this floor level itselfis determined by several exogenous anfl endogenots
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 an unpredictable and, to an extent, an indeterminable cost of the State and i
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 patter of each member of the society.

And lastly, we must note that the pricing of public and private goods are “°1.f
independent of their supplies. Demand curves for public goods are derived on th
assumption that these prices remain unaffected by scale of their production. In othel
words, the solution of the problem has to be a simul

tancous one with the recognition thet
all these variables are interdependent.

Lindhal’s theory, which is a refinement of Wicksell’s theory, is primarily aimed aﬁ
telling us the way a society should choose an optimum level of output of public goods 4™
the way the burden of their provision should be shared between members of e socicl:
In practice, as seen above, there are various limitations of this theory. Moreover, in itsc]f
Lindahl's theory is couched in partial equilibrium terms. Various attempts have be¢!
made by later eeonopxists toextend it to the field of gencral equilibrium, but they are®
based upon some stringent assumptions. Since the main emphasis of Lindahl's theary
uitable distribution of tax b iti

process also by which this final equilibrium is reached.

Limitations of the Benefits Received Approach
The shortcomings of the Benefits Received

Ibasis, but on the bas™
s ; asth i "
pr.!ces only ma"y acquire the d)ar::-:aﬂlamcnt' Oron #’1
without any MECessary quid pro quo)
- Itis impossible o i '
: quantify g, .
society. Benefit is ulximatgy a;ﬁf-nejfh dcflVed by indivi
Y proxy variable 4 ;
And quite often diamlel:ii:;ol;thls ol always be subject to disc"sS‘d’f ;
difference in the jny > OPPOSite reguyg may be arri untof r
. CTPetation of benefitg Thus tvedaton acc(;(e inc? ¢
. R : »Some authors take ™ 47
especially ifwe do no jog imsﬁmmwcd.lni A

- lﬂ i
: t5elf,this is a questionabl®
t i S |
itwould be wrong Maintain g thpende . 1tuf:e Pattern of the State. For 6’;;‘"15’_
Tefit of State services deriv



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

Tt is assumed that the benefits derived by consumers of State services are
independent of each other. [t 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. Maoreover, there is no way of knowing the
nature and extent of this interdependence on a priori basis. A rich 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 ofall 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 return it to the public treasury in the form of a special tax." Though,
quite erroncously, this principle assumes that the distribution ofincome is already
proper, still such a proper distribution might be the result of the State activities
themselves. If the State taxes according to the benefits received, the net result
might be an improper income distribution. Therefore, the assumption that income
distribution is already proper is obviously erroneous. An important objective of
most fiscal policies is to bring about a shift towards what is considercd an equitable
income distribution. The benefit principle milim.tts against this posgblc ob)ecu\.'c.
The relationship of the State with its citizens is reduced to a semi commercial

level only.

tis cqually questionable to assume that the income received by a member of the

socicty is directly connected only with the bcneﬁ_ts. received from the S(ate The
exact relationship between the income of an individual and the valuation of the
benefits received from the State services is not always Flear and quantifiable.
Looked at from one angle, it may be said that income 15 subject to the law of
diminishing marginal utility and as a result the richer people derive proportionately
lesser benefit from the State activities. It may also be asserted that the po:r ze
in greater need of the State protection s0 s (0 be saved from exploitation by the
b Thati vhy the State has to enact all kinds of labour lcg_:slatlon anq enfom‘e
&Ch- s ‘l:'l: ylher view here could be that the richer sections can enjoy their
w: SITIT:r'xd i:c(;me only because of the State 'pmtgglion of their ﬂghtltlse. I’ft}::.
Sta:e derccognizes their rights. they will lose this privilege. Ahmfo:;mi c,: o
i asurc of State protection. 0, in S
‘S;ct'Ont;;ced mn:fﬁ: 2;3 vragn?::;claws and traditions enable the rich-er classes T1l1°
e i iti in itional income. The
have much wider and profitable opwm*“‘;;:m“mng additional
A o lMdcql j ﬂlthe summation of its individual
jety 1s not Jus mr divic
. :, 'cnnl:;: be rcmembelf::::; ::,e :;e tradition of insmm_ug upon, 2 SOCIC?! 1i a;ns
°'gnnicr:;1?ify hav;ng asoul of its OWD in addition to being the sum total of 1
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be ascni
S e e A
to any particular individual ora group of individuals. exist e
and the nature of some goods is such that there are echm.alxtm. 0 “)jl cggoofk
Mention has already been made of such externalities while discussing pu o
The problem, therefore, remains that of assigning the net b_cncﬁls an il
burden. There are certain State activities, such as those helping the ef°“°t a0y
its economic growth, which cannot be quantified at all much less ascribed to
particular sections of the society. .
7- Ina number of cases people suffer from a lack of complete knowledge. /\P‘““yds
State service may be of great help tothe society and even to the individual taxpe
but it may not be widely known. In India, for example, quite a few villagers r
notbe able to appreciate the benefits of polio vaccination and similar other

measures. It will be misleading on our part to assume that these villagers WO als0
be voluntarily opting for the provision of these health measures and would
offer to pay for the same.

8. Amodemeoonomyisgenerauy faced with

the problems of economic gl‘O“"h e -“
the case of underdeveloped

economies) and/or of stabilization (especially in e ]
case of developed economies). Benefits approach is not able to guide !

re because the benefits aceruing to the economy 35

Ultimately, it becomes a question
single equilibrium solution becomes available. Secondly, the problem becomes?®

the number of taxpayers is more than two, as a‘.

i i
IN'some cases, the whole roach t0a¥e)
absurd result. For exampye, realizing that hs oonm'bmaPP can lead

|
ion as a taxpayer would "
ceffort of the country, each taXpayer might rcﬁnl::)gcon"gj{
eanthat the true preference of e society is not to be prot o

? Obviously, we have been Jeg to a wrong conclV

aburmmmmc o Banization might work through an €%y

in which deppe O SUCh other method, butitis e g
o andand Supply forces determine the e"t:;ﬁi
reed from the individual °°'L5‘:Ls‘:;

e Atapart from the facy that the State |
ghapolitica Process, an individual also changes his out
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Whilt:'. m!cing decisions about the taxes. In the latter case, he does not go by his Public Revenue
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 FEvene
like gifts, profits from currency and so forth, is brought to the forefront.

14. Different economic units are interdependent in an economy through their mutual
economic transactions, As a result, the benefits or losses of government activities
seldom remain confined to their first points of impact. Almost invanably, there arc
additional rounds of benefits or losses to the cconomy. This approach does not
advocate taxing the sccondary, 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 turn, implies that the
State should undertake the supply of these goods and services and charge for
them from their beneficiaries. Samuelson has been a strong‘suppom_:r of the view
monlywblicsectorcanmpplytlwscswdswmﬂfmﬂﬂwmlnpmducﬁgm
The latter characteristic implies that its consumption by one dogs not deprive
others from its use. However, this charactcristig also leads t'o the mfaenc; that
its marginal cost is zero and, therefore, .il is not possible to establish a
correspondence between its cost to the supplier and the benefit to its users. This
weakens the very theoretical basis of financing the supply of a public giood on
benefit principle. Moreovets various theoreticians have ¢ ‘thedn F“l“::
associated with identi fying goods ant_! services that not only contain t

. 1:s of publicness, but also retain them. The Paretian type ﬂ_\eon_zmgof
;h;z-?:;;fiﬁiz‘;ﬁon couched in gtatic terms becomes debatable in this case,
since the characteristics of publicness in many goods tend to vary With the

techniques of production andareas of consumption.

3.5.1 Ability to Pay '
This theory has enjoyed widespread popularity right from slxtecnlt:\ ;«:::nnry a‘x;'Il date,
pa'l:culmy i the ends e Adaw::lg:;%t&s%ym;ong others. It has
istheory sseau, ). B. S2% h,J. . Mill, amon _
used‘:g l?}:uf:t 'R:;lundcmimﬁ"g for several policy prescriptions like p(l;]c-)gm.ﬁ.wc
'a"-'ilion ,-edaﬁ e ome and wea i iti andremovalofxeglonal sparities.
. uction mn Inc
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is theory views tax liability in its true fom—compuls?rlyoliag:;:;"comm 2 |

i e eorz uo. It does not assume any cpmmer(_:m b scitizenil

St - i According o this sppruech ackisly

i justb he can, and his relative share in the total }ax ur it

pod mei‘:!u;; hﬁ::;cﬁve paying capacity. This doctrine has bec.n n}l‘ 'w:gucis foundd
m:s the Benefits Received Approach. A good account of its history

ialist thi ause 0
Seligman. This theory was bound to be supported by socialist thmke::f:;c :
onformity with the ideas and concepts of justice and_ equity. Howe : s K
:eoeivedanequally strong support from non socialist thinkers as well and becam:
of the theory of welfare economics,

As mentioned above, ability%-pay is notan invar*
quantity, and amongst ther things, depends upon the expenditure side of
government budget. A moder, Sovemment s generally eager adopt all fea®
nwmslohclp.guidemdprmem!ncconomyand i i

. PorCusSive effects of figeq) Policy s recognizeq, it is s
ignored for keeplng the ents at g simple level, =

* While cost of Service approach to the distribyg implies the'
government shoyl Wi b 100 of tax burden implies

(S ili app
does not have any g direct implicatiop, Thcg e Sbility to pay
balanced budget is er stren :

claim of non-essenti’“tz
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s oot Stic. Actually, gpii approd™ i
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o 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 ora 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.
By itself, it is an incomplete index and may be used only to supplement other indices. It
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 primarily 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 growth rate.

Furthermore, if tax rates are quite high, they would eat into the property, and the
set back to saving and investment activity will be all the more severe. It must also be

remembered that in an lmdadcvelopedooumxwhaeﬂnvohnneofswhmmblepmpmy
is likely to be small, and where inequalities of wealth are great, this revenue resource is

very likely to be both inflexible and inadequate.
Property by itself is bound to be an incomplete index in many cases. Some
than the others, and some do not yicld any income atall.

properties yield more income . :
Trl?zr:fore, considering the ownership of property to the exclusion of other possible

indices of ability to pay is bound to be misleading. e
: chosen as the sole index of ability to pay,

However, just as property should notbe _ i
i i dexeitheLThISISSOcvcn\Vhenwmpmpemcsdomt
K thouklaat bR s to the owner s ability to pay. Also from

vyiel income, since their very existence adds '
the a apy‘n fvic:,r of welfare, concentration of economic power should be prevented
R e exploitation and leads to unequal

b i opportunities of economic
e e Pp¢; the citizens. Property owners are also known to be able to

economic opportunities fo ) : ;
n'lanipulateli[hxe) working of the economy 1@ their advamag; Itis for ttwamsr?:na:;
taXing of gifts and inheritances should find an important place in any ¢g

i to rely upon property as

P eous to rely
I . e may say. that it ill bfy erron P
"’e‘Sol: f;,c;ﬁ's:sz;m zf taxation, but it 1S equally erm"fs‘;:fx ;;;eg: g“‘::;
Any good tax system will take into account th_P“’?cﬂy e 'pt o¥pub|ic
Which it confers upon the owners would consider it as an importan source
ue.
n Index of Ability

2.Con ’
sumption Expenditure a5 . | |
th higher consumption expenditure derive

(hoice lewi
9ftids mesthat peOPee suffer a greater
aller mar;;z?::iz.gu&om it. Therefore, they can pay more tax and gr

Public Reverue

NOTES

Self-Instructional
Marerlal



reduction in their consumption iture without losing more utility than those who
e qmdmgll::any implication, :‘ i:;il assumed that levels of income and expe:;ﬂ:l“:::
taxpayers rise and fall together and, therefore, taxpayers wi'lh higher exPc;im socldY
those who have higher incomes. Fmﬁ:ennom.cxpend‘imrc drains resources o s .
NOTES and, for that reason, ought to be taxed. But in spite of thwc xargumf':msldlt indexl
satisfactory index of the ability to pay. For various reasons, itisa very dnﬁic il
compile and still more difficult to administer because of probler.ns in esti s
consumption expenditure during a given period of time. Use of some indirect tax:

) st ties thil
excise duties and sales taxes as proxies of tax on consumption expenditure implies?
taxpayers can be classified into abili

- {-)
1y categories according to the goods and ww:
¥ consume. But this is frequently not so. Morcover, several indirect taxes c@
quite regressive in their nature,

power in their hands without et
therefore, conclude that a tax on consumption may be a part of the overall tax syst
but not as its sole component.

3. Income as the Index of Ability to pay

Income is one of the most accepted indices of the ability to pay, though it is uS“’m%
supplemented by other tax indices also. Even Adam Smith, while asserting the abil
ion, maintained th 1

payers. However, as
point of view of ability to pay, is sub
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3. The income as an index of ability to pay appears far less relevant in the case of
corporate incomes. An individual or family might own a number of small enterprises
and thereby acquire a large amount of income. Alternatively, a large business
may be owned by anmnbcrofindividualsorfanﬁli&ad\getﬁngasmallamomt
of income. By implication, corporate sector may be subjected to a uniform rate of
income tax.

4. Tn the same manner, it is difficult to use this index in indirect taxes. Since indirect
taxes are collected as taxes on commodities and services, it is implicitly assumed
that the consumers can be classified into homogeneous groups of equal ability to
pay according to the types and quantities of goods and services purchased by
them. This is obviouslya highly unrealistic assumption.

5. A comprehensive indirect tax on both goods and services makes it still more
difficult to structure it in conformity with the principle of ability to pay. GST
accommodates very few exemptions and identified ‘sin goods” which are subjected
to a penal tax rate. If exemptions and ‘sin goods’ are ignored, GST boils down to
a proportionate tax on consumption expenditure.

6. In underdeveloped countries, it may be partially correct to assume that luxuries
are purchased mainly by the richer sections only. Buteven there it is not necessarily
so. Where there is no electricity, even very rich residents are not likely to have
refrigerators or air conditioners etc. Inadvanced countries, the difficulty arises
from the fact that consumption pattern is much less indicative of the relative
paying capacity of the citizens.

However, in spite of all these limitations, income as an index of ability is more
appealing than other indices. It still satisfies oura priori expectations to a great extent.

In practice, however, itis helpful if we adjust and determine the tax liability at
multiple levels based upon incorme, consumption, wealthand property, gifis and mheritances,
capital gains and increments and so.fosth. Also, it is still helpful if the system of
taxation includes both direct and indircct vaneties.

(B) Subjective Indices of Ability to Pay

1. Assumptions

ili i that a tax r
ach to the ability to pay prooeea onthe assuxppnons paye
or suffers a sacrifice by paying the tax. Itis assumod.that he does
deathatheis contributing to the welfare of the &OClety.thmugh
multifarious activities. Also, it is assumed that the sacrifice of a
his own tax liability and isnot affected by the tax paid by others.

Subjective appro
undergocs a hardship
not feel better by the i
helping the State iniits
taxpayer depends upon

2. Equity versus Welfare . )
The question of determining &% Jiability of mdmdual t_axpa)?;a may b%con;nd;ﬂ;:ﬂ;e
Context of e uilyand/orwclfarc.The goal of equity dictates & tsacrif ce W );
"axpayers isi 0} apponioned between mcm.mqonuast, welfare’ approac 0;nmsa
Minimizj s ossible) the esamﬁceofallmew‘cpa)asmn gether.

e Oom:\lclg;(,:o:: c:xz?t:acﬁﬁcc admits of different interpretations and one such
Nterpretation tallies with the welfare objective also.
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3. Equal Sacrifice

The term same or equal sacrifice may be interpreted in three alternative ways, namely:
 equal absolute sacrifice,

o equal proportional sacrifice, and
e equal marginal sacrifice.

Dalton adds a fourth possible interpretation, namely, constant inequality of incomes. I
means that the inequalities of incomes as between different taxpayers should remain the
same after the tax as they were before the tax.

Out of these four alternative meanings of equal sacrifice, the one termed
Equal Marginal Sacrifice also leads to the Least Aggregate Sacrifice which is the
goal of Welfare approach.

Correct Meaning of Equity

to be preferred.” While applying any of th

* utility can be measured in cardinal terms, and

® itis possible to have an interpersonal comparison of utility.
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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 (ii) 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 ahsolute amount
of tax. This will mean a lower rafe 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 1ax rates. It should be noted, however;

that unless the slope of the marginal utility curve is known precisely ever the

relevant range, the above conclusions cannot be drawn.

(ii) Equal Proportional Sacrifice: According to this principle also, no one is exempt
from sharing the tax burden. Each taxpayer is supposed to sacrifice the same
percentage of the total satisfaction which he would have derived from his incorne.
Symbolically, it would mean that the tax liability of each individual is determined in
a manner that for his income ¥, [U(Y) U(Y - D)/U(Y) is a constant. However,
while in the case of equal absolute sacrifice, we were able to lay down the rules
of progressive, proportional or regressive (ax 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 marginal and
average utility of income will have to be looked into. 1f the marginal utility of
income remains unchanged, then equal proportional sacrifice would call fora
proportional {axation. On the other hand, ifthe marginn! utility of income falls,
then we shall have to look at the relative percentage shifts in the marginal and
decline in marginal utilityis of the same rate as the decline
: utility then proportional tax will satisfy this objective. Ifthe fall in
xmﬁtility?s ata rate faster than the fall in the average utility, progressive

i i - Ifthe fallin the marginal utility isat a rate slower than
wsation will e 2 U taxation will be needed to satisfy this

the fall in average ut

S od graphically also. In Figure 3.3, income is
is can be presented graphica’y #55 i TR
I,hfﬂ :b(’mc‘;:::;ysbomon'SF tal :xxs nd marginal uility of income along vertical axis.
f mareinal utility falls at the same rate as the rate of rise in income, then the
m;“afgl? utility curve would be drawn such that for each point the rcctan_glc
formed by the abscissa, the ordinate and the woaxes bears i sart;_cl:ir e
to the are):; under the curve 10 the left of this point. The equation 017 s]cut;;_r::i s
givenby U'(Y,Y U'(Y)= Y, ¥, where U’(.Y')m-‘d U(Y,) areﬂt)hcm the or‘: i:\ g
of: YI A Y’ Letus ght line passing “’“8"450 ; tgwcl;
intlel:‘:;::l‘ic: tile lincz(;f Pmponions ot P and fortoog T al?glcpo‘t;'m :\L linc of
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Fig. 3.3 Marginal Utllity of Income

(iii) Equal Marginal Sacrifice or the Least Aggregate Sacri'ﬁce: {\ccordin!

this interpretation of equity, the tax burden should be apportioned mnsucha
that the marginal utility of income left after tax with any taxpayer is the g
Symbolically, for each taxpayer, U"(Y - T) should be the same. In this princ'?”
the emphasis is €qually on the welfare of the community. It follows from
utilitarian dictum of “fhe Mof&wgreamnumba’.m‘splﬁlos"
asserts, amongst other thi i

Bregate sacrifice g i
accepted view as to what itinvolves i tennsbr)tfi:endt?\:?gﬁlm, “fere ls'm Wa}
if we assume that the Marging| utility schedules are
downwards, it follows thay the taxati would begip wilhthehigh&sl incomcsa‘
Pped of to the next highesy income, both incomes oo‘d
dincOmf.:sa::i olnler[n e ad ey
um!hismiplewmbma;m than the taxed ones 1t has becn g0 i
down

g it

; ¥ laxing only the largest incomes, ¢V J
Thus. a1 inw";: ::g:‘lll: lt:el t% tl;al level, while exemptinieall below d‘a:il:;"‘
MAtlevel andno on, g e /0908 Year oy e by

¢ [ Eeh
an this, would be taxed @ o ;'
Sy U
on which i sometj 'S Principle Necessarily leads to prog™® ¢
other cases g well, Mes erroneoys

bk
¥ supposed to be applic®” |



1t is well-known that utility cannot be measured and interpersonal comparisons of
utility are not possible. On this basis, some writers insist that the above conclusions are
not scientifically based. In the absence of any relevant information, it is not possible to
prove that the best way of apportioning tax burden would be to enforce equal after-tax
incomes. However, Lerner shows that even when the marginal utility schedule are not
precisely known, and even when interpersonal comparisons of utility are not possible,
still we can conclude that a shift towards equality in income distribution would increase
the aggregate satisfaction of the community. Lemer bases his argument on the assumption
that in the absence of definite information, the probability of a loss in aggregate satisfaction
mﬂybemkmssmwasdm!ofagninmaggwgawsads&abnwhmhwmiswdismm
However, in his analytical framework, if we move from equality towards inequality, the
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
equality). As a result, the society increases its probable aggregate satisfaction when
incomes are distributed equally. Lerner’s conclusion, however, rests on probability
argument only and cannot be taken to be objectively conclusive,

Pigou says that the right goal of every govemment is the maximum wclﬁare.of thc
community 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
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
indirect taxation in accordance with the ability to pay principle because an individual’s
ability to pay tax has hardly any direct relationship with his consumption pattern.

3.6 EFFECT OF TAXATION ON PRODUCTION

In line with Dalton, the effect of taxation on production and growth may be analysed

with reference to the following:
(i) capacity to work, save and invest; and

(ii) the will to work, save and invest. : '
An alternative way of analysing these effects would be to split them up into

(i) shiftin the allocation of existing productivcmoumcs.and o
i ons
(ii)a change in the supply of ﬁu):sepmt::’c:a\:emmcm as mani
fthe capacity (and will ) to WO 4y

; is no:&:y that different segments of W effects are highly lmm;z;t
and it is only for analytical simplicity and comprehenson th.at they are cons : y
Pl 1o the following paragraphs he problemis split up into1ts counponc: pans;
wi'hi:'rlmil:d analysis. However, it shouldabl;’nt;:el:g:t ::nurn;:::::t?o;; is no
ek e R e shall also try 10 find out as to which tax
be confined to generalities. [n some Cases: wl;s laes&
hag more of a specific effect and which on¢
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Allocative Effects of Taxes

- an
We start with the conditions under which existing resource allomnoq may be lal'l:(l::; )
optimum one. This is followed by an analysis of the way in which a given tax is li )

shift the existing resource allocation which in turn should help us in drawing certa
inferences. .

It was a tradition with the economists to assume that a competitive market e’cono;!;;.
working with sufficient factor mobility would result in an optimum a}locanox; :v g
productive resources. Optimum allocation is defined as the one in which the re ol
marginal conditions are satisfied, It means, for example, that in the field of produc g

thcmﬁoofmarginalpmdncﬁvityofafaaonoismmkctpdceisequaltome : ol
ratio of every other factor. Similarly, marginal rate of substitution between any pairel
goods is equal to the marginal rate of technical substitution between them, In the -
way, there is no divergence between social and private marginal costs and betW‘ 1
social and private marginal benefits of the employment of any factor. However, optimali®’
of resource allocation depends upon two pre conditions, namely,
(1) appropriate income distribution, and
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dnmn{shing retums and a less pronounced effect on the supply of a good being produced
mderqxcrcasmgrcnum. 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.

Drawbacks of Marshallian Reasoning

However, Marshallian reasoning has its own drawbacks. It assumes that the tax revenue
in d?e 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 surplus. He also
makes the mistake of deciding the social priority ofan industry on the basis ofits cost
behaviour. To him an increasing retums industry should have a higher social priority than
a diminishing returns one and, therefore, the former should be encouraged at the cost of
the latter. However, this area of consideration leads us to infer that the authorities should
be able to pick up a judicious set of indirect taxes on a selective basis for realizing a
desired shift from the existingallocation of productive resources. Such a possibility is of
great policy relevance ina 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 different uses? 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 subsidics. This
way, cost of supplying various goods and services can be altered selectively. Differential
taxation of goods and services would similarly affect their demand pattern. What is
needed is an appropriate pattern of tax coverage and rates to guide the economy’s
investment, production and demand flows sin the desired channels. But the success of
this approach depends upon responsive elasticities of demand and supply of the taxed

goods and services.

Marshallian reasoning, coupled with
between the buyers and sellers leads us t
supply, the effect on demand fora good will be :
Goods with higher elasticity of demand would be affected more and those with lower
elasticity of demand would be affccted less by a given tax rate and its revision. This
implies that the extent to which a giventax ona commaodity would reduce its output and
Telease resources fou‘oﬂm‘industﬁswwlddepmduponitscmmyofdema_nd Similarly,
2good with a higher elasticity of supply would be affected more by tax on it than a good
With a lower elasticity. Goods with zeto elasticity of supply or demand would not be
affected at all by a tax on them and such a tax would have no effect on resources
allocation, This analysis, therefore, tells us that wc'sho.uld consider the r.tle'vanlelafmcmes
Ofdemand and supply of 2 g0od while using an indirect tax o shift n? mcn?su a;g

urce appropriation. But it till fails to tell us the way a tax shol;ﬁcmlstfnw
en commodites having same elasicity oF et cdeEA SRR
T between commodities having same elastiCify.o.f supply but dlﬁ'cren‘t‘; astnc‘mcs o
nd, or commodities having different clasticities of both demand and supply.

l * .
Mdirect Taxes and Income Distribution
fiocts of indirect
peome e
h inequalities in the economy.

Dalton’s treatment of sharing of tax incidence
o the inference that, given the elasticity of
directly related to its demand elasticity,

The gy - \axation would not be complete without
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i i inarily, a less developed cconontt
ifis demand relatively in favour of luxuries which, ordinarily, a o
shifts l’efl:g‘;:l;ﬂl?is ::Eﬁ in the allocation of resources t'qwardhli‘;(ﬂu;sclcdi\'
f: m?;m Unless, therefore, indirect taxation of commoditics lsctive e il
Vil necm : verage : i ttheir respe ot
i and rates and takes into accoun horitl
w%:ﬁndand:lpcgly it can prove a dangerous instrument in the hands of the au
° *

On these grounds, therefore, the case for a selective commodity taxation is very stroné)
ina country like India.

es
Comparing the Effects of Representative Direct and Indirect Tax

. Isnl
1 i isting resource allocation
however, start with the assumption that the existing resour T
l:p:i:?mn one and sec the relative allocative effects of direct and md{rect ta)t(hc: e
any tax will have both allocative and distributive effects, we would ignore o}
the sake of simplicity of the argument. Also, we would assume that the eco!

having a state of full employment and there is no variation in the total supply of 2 fact
'Ihisimpliuﬂmgreatcmnploymenlofafactorinon

c use can be had only by redu
its employment in some other use. It should be noted that inamarket economy, m’eed ;
allocation is guided by demand pattem. It woult_lbe, mercfore,_hclpful to proc a
analyzing the allocative effects of a tax by looking at the way it would mﬂ\wﬂwst
demand of a typical individual who may be taken to reflect, on the ayerage, the 1 (M
abilitytomjoyinoomcandsoonofdnsocietym_awbole. Further, since we canno!
up the comparison for the allocative efforts of di

Thus, in the above framework we take
spend all his income between two
CUIVes, we note that (see Fig. 3.4)
equilibrium atpoint £, enjoying an
curve /.. If the authorities im|

pose an indirect tax on
andtheoons:mcrwouldbcablcto

up atypical consumer who is supp(;‘:ﬁ
goods X and Y. Using the technique of indiffer® si
our consumer has a budget price line 4 Q,, and”
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buya smaller quanti i i
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Fig. 3.4 Indifference Curve

We note that according to our assumptions, £, represents an optimum production
pattern. Direct proportional income tax shifts the demand pattern and, therefore, causes
adistortion in the optimum allocation of resources. However, this distortion is due to the
income effect, since taxation has caused a reduction in the disposable income of the tax
payers. On the other hand, an indirect tax causes both a reduction in disposable income
of the tax payers as also a shift in the relative prices of X and other goods. X became
costlier as compared to the untaxed goods. This causes a substitution effect leading to
areduction in the demand for X over and above the income effect. Therefore, as between
adirect and an indirect tax, the latter causesa greater distortion in the resource allocation.
o which indirect taxation is inferior to direct

The above conclusion, according t :
“taxation in terms of resource allocation, is based upon the assumption that a shift in

resource allocation on account of substitution effect of indirect taxation is away from
the optimun. This however need not be so, If an economy is over-using resources in the
Production of good X, then indirect taxation of X should help the economy in moving

i Jlocation. And we should not forget that the existing
rself be causing an allocation which does not

reflect true needs of the society. The thrust ofthe argumcnf is that in case the qfxis‘(ing
Pattern of resource allocation is belicved to be in need of an improvement, then indirect

%aXation would be a better policy instrument than direct taxation.
Superiority of Indirect Taxation Over Direct Taxation in Resource Allocation

The possibility of mmriori(y of indirect taxation over direct W‘Oﬁ'm l‘?&i(lliﬂ‘1 cC allmm
May be iustrated by extending the 2001 ‘“°d°t'i§fn‘§fﬁ°3§'.n" fvil;d: m
bility curve representative ucet, SO %

Tves gme m:ﬁ:::mﬁw consumer and his budggt price line A ,Ql. E ; I;ecomes ;
Pointof ousle cquilbrium, thatisat £, both e marEne 0 of bt
i Yand marginal rate of technical substitution betwech and Yare equal to - pnt;c

to bety, o by the slope of the ine 4,0, Inordert0 XL
: een X and Y as represe and indirect taxes, let us assume that the

" iNcome e came i both direct
:l:horitics ;g?ﬁ;:; :;2 l;ﬁ;:fedmx private sector by way of%ra:ls. :d ﬂ;a:‘it::’;
v of productive resources and the p| i

sector i e amount : e o
retains the sam Oducc”ema;munchanged instead of shiftingto {20~ =

Do
'Oility curye of ts representative
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i bie
ition li e shown by the dotted line. It also follows that the point of dou

m::z:nhk;o?idﬁso stay. ﬂb\Zassmnption regarding transferring back of coIIEtr:‘le{l““
revenue is ignoring the fact that the tax payers and the mc:;?lel?ts of grants ca 3
and this can cause a shift in the demand pattern and, hence, indifference curvesNowﬁ
typical consumer. But let us proceed in spite of this limitation of our argument. e
direct tax does not cause a substitution effect between X and Y because theirre
prices are not affected. Therefore, if the authorities collect a direct tax and U‘af‘;s
back the tax proceeds there is neither an income effect nor a substitution effect, 3“ -
typical consumer remains at £, On the other hand, an indirect tax would have no in
effect when its revenue is transferred back, but its substitution effect wou_ld e
same because relative prices of X and ¥ would not return to the original position.
an indirect taxation would cause a shift in resource allocation.

i

QR R Q, X
Fig. 3.5 Indirecs Taxation Cayges o Shift in Reso

urce Allocation &J
or due to income inequalities the ¢ |
owans, MU one, then inirect asation W°“‘;‘5

Owards Position. If resources emple: J
taxed and if resources emplo)"t
dbe taxed, For €xample, et us say o
> FePresented by poing E, where the gt
| rate of Substitution between Yand ¥ £

© Margina] ical subs® 0
necdwouldarg rate of technical subs"”

£ ce
omes relativel 10 change the relative pri
the one represented byE ¥ cheaper ang uction pattern comes © sd

msh:g resource allocation
15 at indifference curye 7 butw
by the slope of the line 424 -

Judicious Choice of Indirect Taxes

In practice, the allocati i
[ praiic 2 Ve effects of mdir_ect ta

6
Xes would be superior to those ° l“‘l
. . . e
Cliaxes Judiciously. Inan ““d“de\&‘j
urees towarg various priority indus



indirect taxes can be of help there. Even in a modern developed ecconomy, there are
u.sually 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
monopolics 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 theirunutilized 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 s rather difficult to
have a really proportional income taxation. The very concept of taxable income is an
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, itis not casy to lay down exact standards by which to estimate the expenses

for caming the income, or by which to estimate the depreciation. Ina modem economy,
due to changes in prices and other uncertainties, there are capital gains, windfall profits
and casual incomes, which pose difficult problems of devising a system of proportional

income taxation.

In practice, the above comparison between the allocative effects of & proportional
income tax with those of an equal yicld indirect tax is an academic excrcise only, since
a modern government is expected to prefer a progressive direct income tax with an

exemption limittoa proportional income (aX.
Allocative Effects of Individual Direct Taxes

To begin with we should note thata direct tax will have a resource allocative cffect by
changing the relative attractiveness of different sources of income. On this basis, thercfore,
We can state that a supplier of labour would shift from one employment or industry to

tax liability more than the reduction, ifany,

aﬂt)tht:rifbysodoinght:canreducehisdiret:t an the re
in his earnings from the supply of his labou. Ifhe finds that by shifting his employment,

his s isbility remains unaltered,there would be noreallocative effecton existing labour
Supply in thct{:conomy. Similarly, a tax which does not change relative profitability of
different forms of investment, o relative ratcs of returns from different forms of wealth,
would not cause a reallocation of capital resources. A st

The effectiveness of tax tools is closely dependent upon Some preconditions including

e following, namely,

* sufficient freedom to private sector

* acompetitive market mechanis.

* beliefof the market operators (saVers InVestos: producers, w:nmmm t:a::
the changes in tax structure ar £0iP819 stay fora sufficiently long pery }
their beliefin the stability of the revised tax systemm,

system, and

* simplicity and transparency of the (2=
. Awell-developed andfesponsive financial system-
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conditi nd to the policy meaS}N‘.
i itions, the market may be expected to respo il
G;mgxe?umm&e‘;ﬁ'hus. for example, authorities can makc use of ta_x cc;licc ol
:ndpmahaxestodivmhmsunmlﬁmnbw kgmmy ':.’. hn:]m “:jd::m awppmﬂ'
i Iso be used to influence the location of i . . same o
taxav::nabc;n f:r promoting certain techniques of production. This fact can b;:ie:m i
:x:se industries which contribute towards a rapid capital accumulation in
those with faster growth in employment.

Allocative Effect on Labour

The foregoing approach may be used for a closer look at the allocative effe;:ls b(o’f:’ 4
individual direct taxes. This may be done by examining the aIIoFa{:on'of a claﬁ"‘;
capital. An allocative effect on labour operates through a variation in tllxc 1 -
attractiveness of wage incomes from different employments relative ¥
disagreeableness of those jobs. In general, less agreeable employments carry .
wage rates. A proportional income tax would reduce the absolute difference be i
the two wage rates, but the percentage difference would remain the same. A progre: :
income tax would reduce the difference in both absolute and percentage terms. D.ew
take an example. Suppose the wage rates in two cmploymgn.ls Land Il are respective"
X and1.5X permonth. Thus, wage rate in employment I1 is 50 per cent more mnnli
employment L. Let a proportional income tax at the rate of 20 per cent of income ®

levied now. This would reduce the post tax wage incomes to 20.8X in employment 18”

of labour out of it. By the
reallocative effect on lab

Allocative Effects on Capital

Before considering these effects, ot us : i
betwee agreea » note that investr be c185 &
ones Annllc:c risky it:::,:.:ldm"‘;r? aﬁ‘gr €cable ones, by betw:el:::or:en:st;; and 135;:,
R SRR 15 the o LI A /|
e
ram (s )i W‘nﬂ;?cmmm“mm ki ) a0 the Standard geviation of the €7 ;
that which, with given ';:fnskxpess inmore precise terms. A more risky Vcn, £l
compensate for that exgry r: Sl&; *:lllgher It shoulq, therefore, carry a highens,:;l
forariskpmM, it would W;w:::f re, an ingome tax reduces the comP® i !
ofmore risky Ventures to the investors ::;S Substitution effect wil Jower 26° o

ding to reallocation of capital



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 cffect. 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, be
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 light of the provision or absence
ofa loss offset. Absence of loss offset means thata pasitive income is subject to taxation
but the tax authorities do not share the losses of investors, nor do they allow them to
adjust the loss in one year against the income of another. In such a case, a risky venture
automatically gets discriminated against if income tax is progressive, since its after tax
average return £ falls more than proportionately as compared with the fall in Ez ofa
less risky venture. A proportional income tax, on the other hand, does not discriminate
against a risky venture unless its income falls to a negative figure for some intervals.

If income tax allows offsetting of a loss in one year against income in another
year, then the average tax liability per annum is not affected by fluctuations in the yield.
Instead it is determined on the basis of average yield £, from a venturc. Therefore, a
proportional income tax does not discriminate against a risky venture if complete loss

offset is allowed. The result with regardtoa progressive income tax is, however, not
that clear. It would largely depend upon the degree of progression in the tax rates, the
timing of losses and gains, mtdmcwaymclosometsmallmved.ommaﬁlx progressive

tax rates would tend to push £, of risky ventures downwards and cause a rg:allocmion of
capital in favour of less risky ones, Thus, we find that as'c?mpared }vuth a poll tax,
income tax often discriminates against risky ventures unless itis proportional and allows

acomplete loss offset.
The allocative effect of atax on capita.
A once over capital levy will Jeave the relati

unchanged. but an anaual levy would not. Different capi yield
the sanf;‘tc and some assets have no yicldatall. An annual tax on capital brings about

ashift in the relative attractiveness of different capital assets. Thisis further compounded
by the fact that many capital assets pos® problems of valuation. Inany case, depending
Upon the nature of the effective shift in the relative attractiveness of capital assets, the
Mvestment allocation would be affected. Capila'l resources would teqd to move out of
ess attractive into more attractive forms of investment. In pmctlce&lgl.e 'relat?vc
Mractiveness of capital assets is als0 affected by the efficiency of taxa c‘:llm;zg
ad other legal provisions. If, for examples capital invested in houses or i :

'S not taxed, or is taxed at lower rates ot can be evaded due t ineffectiveness of tax
maChine,y' the shift of capital assets into these forms would take place.

Taxation of Gifts

Anggy , :
itg . er form of capital taxation is that of gifts.

e e iterime, itissubjected 08
Biver o rship during his lifetime, itissubj

lwoulddependuponitsfomandoomage,
ve attractiveness of different capital asscts
1al assets do not yield income at

[t means that when & capital owner gifts
x which may be imposed on the

i :+h reference to the value
the recipient; and the tax amount may be withre
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Measuring Inequality

Till now we have discussed the effects of taxation on distribution. The measurement!
ashift in distribution, however is a separate question and poses difficulties of its owi
These difficulties are both conceptual and practical, apart, from those emanating ﬁ::‘f
lack of data and their reliability. In practice, we are often confronted with l!lc tas

measuring the degree of inequality in an existing distribution of income, specific as*
or total wealth held by individuals or households. Frequently, a need arises to co"ﬂP‘:
the degree of inequality of distribution as between two sets of individuals or groups, “’;‘
measure a shift in inequality as between two situations. For example, given the rele

information, we may attempt to measure a shift, if any, in inequalities of income and
wealth distribution in India on account of the use of various tax measures.

Let us, for the sake of simplicity, confine ourselves only to the distributio“d
disposable income. If we arrange households in ascending order of their annual inco
then an inequality of distribution implies that starting from the poorest households:’
given proportion of total households enjoys a less than proportionate share of aggres®
disposable income, while another proportion of houscholds (at the top) enjoys a

than proportionate share of aggregate disposable income. Represented graphically:
we measure percentage share of 3

geregate disposable income along horizontal axis
percentage of houscholds enjoying it along vertical axis, the distribution curve would
skewed 2 then_ghn_ Re".’emb“. however, that theoretically, it is possible to think of
o viation n which a major proportion of the population happens to have an aver
mmr:;mmgev Wwhile smaller proportions are either very rich®
the richest and the poarest i bution will exhibit a huge degree of inequality

5.
Lorenz Curve

mm :: casu;?f tnequality is given by Lorenz Curve. A typical Lore.“’

is measured horizlﬁtr:l y ;:dboi: cumul :isum;: in which the proportion OfPOPu:a

corresponding ; .. abve from the poorest to the richest
I incon a

5 op(::n'llgnlb:::::to;? tlhc poore cnl Joyed by it is measured vertically. I

- Plotting the pairs of these Population enjoys 29 per cent of’ the'! P

; values gives ys the Lorenz Curve. lfif‘co ;

straight line diagonal from the left by corroups of the society, the curve will
percentage share of income SO

: tothe right 1 ing tha
enjoyed Op comer, showing '™,
are always equal to each oty SNkl the Percentage share of population enjoy’

er.
The degree of

inc ua' . :
the line of equality, o Y isancstimg

S te Ofthe deviati e M
" S measured in Figur 3 ), o fthe Lorenz Cur
Area betw
acnd\cborenzCumand the Line of li
Area of the Triangle ORG ity
Clearly, greater the
the degree of inequalipy < - ee 02 Curve ang ghe 1 "
zeroand 100 per ceny. Ahigher on. The coefficient cap thl:,ne Ofequallty- g;:t‘;‘
value of coefficieny e oretically v:?’y
§ greater inequality-




70 -

50 - &P
’

40 = i
’
30 - -

Cumulative Parcentage of Income
o
=

20 — L '_p

“10 — sae #

= | s e

0 1!) 22) 3'0 40 50 60 70 JD 90 100
Cumhﬁwhmdw

Fig. 3.6 Lorenz Curve

This measure estimates inequality over the cntire range of income distribution
and is not able to account for the fact that a compensatory shift in income distribution as
n different classes can take place without leading foany change in the ageregate
measure of inequality. Thus, take the case as depicted in Fig.3.6.1t shows_that income
distribution has moved from L, szwhHCgivinglhcsll'{)cmmsROf inequality. However,

nequality has decreased while for
richer proportion of population

ity has increased. In other words,
income has shifted from the middle income classes to both lower and upper income

classes. But this shift is not captured by the measure of inequality as estimated by
Lorenz Curve. This limitation of the curve implies that if we are to compare inequality as
between two populations, 0f for the same population in two different situations, the two
Curves must not intersect each other. One curve must lie throughout its length above (or
below) the other.

3.7 SUMMARY

o Every government needs funds to finance its activities. Such funds are raised
from various sources. It is difficult to give a comglctc list of all the sources of
public receipts. But the important ones include taxes, ncome from currency, market
borrowings, sale of public assets, income from public undertakings, fees, fines,

gifts and donations and s0 forth.
ude ‘routine’ and ‘eamed’ ones. For this

o Broadly speaking, revenue receipts incl -
reawny they donot include borrowings and moovefz om fmén a:g:;r :::n';s’

i tax recei ts, donations, grants, fees es. Capital re
o i ; h are basically of non-repetitive and

hand, cover those items whic ically of
:22;33‘: v:nl']cty and change govemnment’s financial liabilities/assets.
nd non-tax categories isaccepted as

o Shirras’ classification of revenue into tax a
most convineing classification of public revenue.

Public Revenue

NOTES

Check Your Progress

10. Mention the two
pre-conditions
which govern the
optimality of
resousce allocation.

11, What is the use of
the Lorenz Curve?
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-fax revenus:
* There are two sources of public revenue, namely tax revenue and non-tax

: k sons and
* Atax is a compulsory levy imposed by a public authority on pe;:?:adcw
organizations to meet public expenditures. It is the compulsory payme
the government. Refusal to pay the tax is a punishable offence.

; and
* Adirect tax is a kind of charge, which is imposed directly on the taXPv;?':‘ s
paid directly to the government by the persons (juristic or natural) on v

né
imposed. A direct tax is one that cannot be shifted by the taxpayer to some0
clse.

. m
* Anindirect tax is a tax collected byan intermediary (such as a retail store) fo

the person who bears the ultimate economic burden of the tax (such :;:;
customer). An indirect tax is one that can be shifted by the taxpayer to so p
else. An indirect tax may increase the price of a good so that consumers
actually paying the tax by paying more for the products, .

* A goodtax system, therefore, is one which is designed on the basis of an appropris®
set of principles, such as equality and certainty.

* The Benefits Received Theory has a long dated origin and its roots lie in ﬂ:
contract theory of the State, A fuller survey of the evolution of }his theory
available in Professor EdwinR. Seligman’s Progressive Taxation in 111;ory :
Practice, The theory was in vogue with German, French and other writers |
Grotius, Hobbes, Locke, H

ume and Rousseau.
* In 1896, Knut Wickse

(@ Swedish economist) provided an ethical footing for "

Benefits-Received Theory in the form of voluntary revelation, by taxpayers: g
their demand schedules for State services.

¢ Lindah!’s solution suffers from all the problems which mathematical models suf®
from, particularly the non-availability of stable and useable data.

- s . . 1 ’
. meihal stheory, which is a refinement of Wicksell's theory, is primarily aimed
telling us the Way a society shoulq choo

; plic
5¢ an optimum leve] of output of pU
goods and the way the burden of thei " 2

o “ﬁ
’ : d betw
members of the society, Provision should be share

* Income is one of the mostaccepted indices of ability to iti usﬂ“"‘“
i Pay, though it is
supplemented by other tax indices also, E i i ing",
ability crierion g : ven Adam Smith, while asserti :

. Canon Ofmﬂlion, maintai bility 15
Proportion to respective incomes of the taxpayers, Ntained that such a

Sl OFNES, each i oo et s
f:fi:dm:szs czch axhas alegally defipeg 4 Quantifiabe “page o whi il
. ssed, as algg o rate schedyle together with hreshold lif"
exemptions, rebates, Cesses angd Penalties :m :
: & \ and so on, .
® Marshall fecognized the zmt;?dnty ofa sub Optimal imer-indusm'al a“oca!l‘:"
consumer’s surplus wi % probleszy flomparing the effect of @ ¥
- co . '
. Expendmme lax is Eenerally digeyeqd - oy
Savings ang capital format;
also which

it#
d

I
butiit b In the ontext of jg cffects on sUPPly :
May be lookeq i as certy

0. Expnan 1: Inly its resource allocative © ¥
N BTNt forms an g, PeIditure a is considered to be nev
rent emp) By ¥ of income g g | as bet™
mployments Oﬂab"“"andcapim therefore neytra

diffe




o Market mechanism by i i
y itself generates ever-widening i i iti
> ism ene: ning income inequalities. :
lhowef\fer, the <.)b_|ecnvc ot: reducing inequalities is likely to come in con%lui:t \t\l/etin i s
at of increasing production and economic growth, l

3.
8 KEY TERMS o

e Property tax or *house tax’: Itis alocal tax ildi i
- on buildin, ppurt
land, and imposed on owners. SUSEE
e Inheritance tax (also known as an estate tax o
_ ! r death duty): It i

which arises on the death of an individual. il
o Indirect tax: It is a tax collected by an intermediary (such as aretail store) from

the person who bears the ultimate economic burden of the tax (such as the

customer).

e Central excise duty: Itisa tax whichi
are manufactured in India and are meant

———

39 ANSWERS TO ‘CHECK YOUR PROGRESS’

ude routine and eamed ones. They do include tax receipts,
and fines and so forth. Capital receipts, on the other hand,
are basically of non-repetitive and non-routine variety
financial liabilities/assets.

f the government include the following:

s charged on such excisable goods that
for domestic consumption.

1. Revenue receiptsincl
donations, grants, fees,
cover those items which
and change government’s

2 T_llc types of non-tax revenues 0

e Currency, coinage and mint
e Intercst receipts, dividends and profits

o Other non-tax revenue

3. A direct tax is a kind of charge,

paid directly 10 the govemnment by the persons

imposed.

4, Anindirecttaxisa
the person who be

customer). An indirect tax is0

else,
s for the fact that the tax system should not be too

5. The canon of simplicity stand sh
complicated. That makes it difficultto understand and administer and breeds
jonand legal disputes-

problems of interpretat ! ' -

6. A good tax system, therefore, is one which is@nglcdonthe basis of an appropriate
set of principles, such as equality and certainty.

¢ divided into two categories. The first

7. Servi .4 by the State may D
categc“ supglledo?Y " scrvicesto which the principle of exclusion does not
ory consists s these services and,

i um

apply. In this case, f the society cOnS .

therefore, should contribute 1 the Sta ordance “lr:th d;:‘ b:,)neg;:

received. But, the other category i the one whcrrck the t;:x?ayn:; p;:;,;‘ :b“l?hcd
“ torrej rvices. Here a ma et relationshif

accept or reject the state s¢ B i papesciises - o

2 ruCiom.

bClwcc f 1. Whal
n the two and, thereior™ =7 .
fees and the prices and not the {axes in strict sense of the term. s "

which is imposed directly on the taxpayer and
(juristic or natural) on whom it is

tax collected by an intermediary (such as a retail store) from
ars the ultimate economic burden of the tax (such as the
ne that can be shifted by the taxpayer to someone
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. au, J. B
8. Thewell-known advocates of the Ability to Pay theory include Rousse
. Say, Adam Smith, J. S, Mill among others.

i is a contractual

i ived Theory is that there is a ¢ t
. mmmwm'mmm&%mﬁdﬁg:ubjm such that the State pn..wudcf( ;;al‘m“s
l:oods and‘:.cmm and the citizens finance their provision by paying taxes.

3 - on are the
10. The two pre-conditions which govern the optimality of resource allocation &
following:
Appropriate income distribution, and .
((l?) Competitive market with unhindered working of market mechanism.

: : th
11. The Lorenz Curve isa graphical representation of income inequality or weal
 inequality developed by American cconomist Moy Lorenz.

3.10 QUESTIONS AND EXERCISES -3
Short-Answer Questions
1. Deﬁncpublicmcnue,

2. Name the main classifications ofpublic revenue.
3. Wite short notes on the following:

(a) Gift tax (b) Customs duty

4. Whatare the basic tenets of e Ability to Pay Theory?
Log-Answer Questions

fits Approach Theory. art®
4. Tustrate ﬂ"_’ superiarity of indirect taxation over direct taxation in reso
allocation with the help of diagram,

5. Whatisthe effect of 1axation o distribution?
6. Analyse the importance of Loren, Curve.
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