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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 goverm:_lent
expenditure of the public authorities and the adjustment of one or thf: other to achieve
desirable effects and avoid undesirable ones. Public finance is a subject which h?s the
distinction of intimate interaction between theory and practice. As such it acquires a
meaning and usefulness only in the context of institutional framework cff the economy
with reference to which it is being studied. The theoretical concepts and pohgy applications
in public finance feed upon and grow out of each other. No s.ing!e tl}eorencal model can
adequately fit in the framework of every economy since its mstntuponal ﬁ‘amc_awork 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 po!xcy
issues covering several segments of public finance, including the role qf fiscal polle.
Pleas are being made for a thorough restructuring of its various theoretical a.nd policy
premises and the framework within which these should be conducted. Exponential growth
and transformation in global financial system and worldwide @eltdown caused by it
have fuelled rethinking on the role of fiscal policy with a spefnal foc.us 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 c.o]'lection., analysis,
interpretation or explanation and presentation of' data S}aﬁ§ﬁcal analysis is very important
for taking decisions and is widely used by academic institutions, nauJ‘ml and soc.lal’scxenoes
departments, governments and business organizations. The subjt?ct of sfatlstlcs-do?als
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 tha't we wish to
study. To ensure that our conclusions are meaningful, it is necessary to subject our ds}ta
to scientific analyses so that rational decisions can be made. Hence, the field of statistics
is concemed 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 T'erms’ and a'set
of “‘Questions and Exercises’ is algo provided at the enf:l of each unit for effective
recapitulation.

Introduction

NOTES

Self-Instructional
Material 1



Public Finance

UNIT 1 PUBLIC FINANCE

Structure

1.0 Introduction

1.1 Unit Objectives

1.2 Meaning of Public Finance

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

1.4 Dalton's Maximum Social Advantage

1.5 Summary

1.6 Key Terms

1.7 Answers to ‘Check Your Progress’

1.8 Questions and Exercises \

1.9 FurtherReading

NOTES

1.0 INTRODUCTION

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

advantage.

1.1 UNIT OBJECTIVES

| After going through this unit, you will be able to:
: = Interpret the meaning of public finance
| « Differentiate between public and private finance

! « Define public and private goods

| * -
e Explain Dalton’s maximura social advantage

1.2 MEANING OF PUBLIC FINANCE

- dif ' i iva ds as well as the concept of the
The main difference between public and private goo ! P

i public sector leads us to explore the vast feld of public finance. Public finance is clearly
| tivities, and can be defined as a subject that discusses

related to the financing of State ac : : - .
 the financial operations of the public treasury of a nation. Earlier, writers on the subject
‘ defined public finance in much narrower context than the writers of today. Public
finance helps us study the financial asgects of the gm{ernme_nt, _It helps us study the
government policy, especially the expcndlture and tax policy, which impacts the economy
and the welfare of the country’s Citizens.

Self-Instructional
Material 3




Public Finance

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

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

Public Finance

Tounderstand the meaning of public finance, it is first important to understand the meaning
of the words ‘public’ and ‘finance’. The word ‘public’ stands for a collection of individuals,

whereas the word ‘finance’ means money resources or revenues. Therefore, public
finance’ means the resources of a public body.

NOTES Scope of Public Finance

NOTES
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.

Boundaries of the subject of public finance have undergone repeated revisions in
line wi{h developments in State activities and corresponding economic philosophy-
Afzcor(_lmgly, over the years, the definition of public finance has expanded to cover ever
widening areas. In the early days of capitalism, it was widely believed that the private
sector was always more efficient than the public sector. It, therefore, provided 8
theoretmfal bagis' for laissez-faire (doctrine of individualism). By implicati(’m almost all
economic decisions were to be guided by the market forces of demand and s’upply- The

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

Self-Instrucyi onal
Materiaj

r.OIe. (?f the government was not to interfere with the working of market forces but t0
limit its own activities to the barest minimum, including the following;

* Protecting the society against internal disruption, and ensuring that effective
law and order situation prevailed. For this, the State was to maintain itself and
create the needed administrative, judicial and police set-ups o

® Protecting the societya .

gainst any forejon : : : ;
The State was to maint y gnaggression that might take place

o ain armed forces to meet this objective
* Stepping fo . L, '
socIi)zi)l oserhea gsd a]:summg tlTe responsibility of creating and maintainipZ
runsocial OVEIhe;d‘: ere the private sector found itsef unable to create 4%
non-viability but Wasortlh as_“ uctural facilities for reasons of their commercia
The argument for ste0 c1Wise essential for efficient working of the econ®™”
e tizlgﬁ \1’1; tof the State was not that the public sector wa
: € sector. The hag; int

absence of the ; € basic argume that in

: public sector, essential social overhea%;; woitlsv ;;t come i

It must be noted t
considered as somethin
with its private sector

hat the State, according tg ¢

g €Xtraneg he fafssez_ ai ilosophy: w

only. It wa;l i;::;g? ceonomy, which wazggrgtls (IJ:SJJ ungtﬁi
% ore, conside - . qel 0

fIvate sector byt p, red best that the public * bt

a5

S, but rather to an: he waY_ g
i analyse t pliv
ethe backgrmmd, the theory Ofp.'u of

Yassigned 5 limiteq
fi . :
Was mainly considered a desctiPti®

the way in which Operations of

h eld. It
sector of the econom . treasmy int

: € i .
Yy and the way in v rfere with the working of the prl e

Mminimum, ich i
t could keep such interferenc® 10

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 meant a
corresponding widening of the scope of public finance including the following:

e Measures for social security

e Checking trade cycles

e Reducing unemployment

e Bringing about distributive justice

e Helping capital accumulation and economic growth
e Removingregional disparities '

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

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

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

The subject matter of public finance, thus, deals with not only the way in which
public treasury operates, it also deals with the repercussions of alternative policies which
the treasury might adopt and accordingly deals with the question of choice of these
policies and operations. Musgrave has advocated an approach in which the state sector
1s viewed as a public household. Such a public household has certain objectives which
can be grouped into categories of the following:

e Allocation of resources

Self-Instructional
Material 3
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Public Finance o Adjustments in the distribution of income and wealth e Inmodern times, it is helpful to study public debt problems separately. Public Finance
ek, 3 e Resorting to the printing press by the authorities has its own advantages and
i aongtpriceand employment. ! disadvan%ages, dgngers irFl,d limitations and deserves special attention.
These refer to the three objectives of budget policy, namely, the use of physical g y . : . :
i e Insome economies public sector undertakings provide a crucial policy and NOTES
NOTES regulatory instruments in the hands of authorities. In such a case, it is imperative
* Tosecureadjustments in the allocation of resources to ensure that they happen to be a source of strength rather than a weakness.
° To secure adjustments in the distribution of income and wealth e With modern governments, public debt has become an important source of
* To secure economic stabilization revenue, but that is not all. Its servicing causes disbursement of public funds
‘We may add that the objectives covering capital formation, economic growth and angelongsio Si0e Ofpubli expe ndlwe'lM.o R ubyc R L ansed.
the like should also be there. In any case, a detailed study of public finance brings it the role of an important instrument for regulating the working of the economy.
various aspects connected with the formulation and execution of bud getary policies 2. Theory of public expenditure: Through public expenditure the government
such as the effects of taxation. Relevant conclusions in the theory of public finance cal participates in and contributes to financial flows of the economy and influences
be drawn by bringing in the detailed discussion of not only the way in which public its demand and supply patterns. It is also a major tool for implementing welfare,
household should itself operate (such as in the field of public sector undertakings) bu! growth stabilization and other policies of the government.
‘g:{?;ﬁ:;g;;“ﬁ;&iigi?:;E’Ero;‘x\;’;ulld relf.ct to altern:fltive fiscal measures. SUC_I; 3. Financial administration: All financial activities involve issues of financial
dcbe, Accordingly, ftmaybe en; - It)he:[ Liose of tafcatlon, expenditure and pUbEJl af:ln'{nnstratlon including pl:lth budget, its passing, 1mplelmenta't10n, auditing apd
in focussing our atention upon Easikc ob'ecz Ungrave s approach, though very use y snm!ar oth.er matters. Without a study of TC]P.:V&I_'J’E dimensions of financial
aspects of its working, cannot help y sj VES ofthe public housghold and normalt“' administration the subject of public finance remains incomplete.
knowledge of the varioys COmpon:nts ol?gzcallmleﬁs we are ele_pped with cletfilf]:iII 4. Stabilization, growth and distributive justice: These have becon.lc Ieadipg
analysis takes into account the relevant institutio pc; ;\cy and operations and unless issues in economic policies of modern governments al?d, therefox:e, their financial
Since a modern govern e S, implications deserve a separate treatment in the discussion of public finance theory.
local), the subject matter ¢ fpllb??;ifaizn lOpera.tes at several levels (federal, stat® B'I:;s 5. Federal finance: Existence oi:' a'n"nultilayer (qr multi-level) system of govemment
of the government at di e ¢ looksinto the financia] problems and p@ 1o necessitates a corresponding division of ﬁmchgns and resources betweeq different
relations. sand also studies the nter-governmental financ! layers as also issues and problems relating to intergovernmental financial flows,
The subject matter of pubj; _ financial imbalances and their rlectiﬁcation. Federal finance has, therefore, been
unavoidable areas of overlapptiﬁg ;ij il::nce admits to alternative subgrouping WIﬂj Apintege e Ofmo_dem eublietinance. ; :
group admits further detajlg, ¢ should erdependence, Moreover, each group 0 5”,6 6. Issues of public'pqlncy: Amodern government is e?cpected to deall with a host
dynamism ofa typical modern €conom o be kept in ming that the Socio-econorﬂl of socio-economic 1ssues Fhaj[ keep cropping up continuously. Such issues are of
financial system and globalization, hag a}(;’gupplemented with exponential growth © diverse nature and financial 1m_phcat1ons. They may be treated on a standalone
1ts activities. Fresh issyes and prol;lems ke o th? responsibilities of a modern stat® basis, or integral parts of other issues.
process, the resource needs of the State k o OINg U and demanding attention Public Finance and the Economic System
ofits disbursements as g, additional “CPncreasing, It alsg dise overs new aver'
enriched and continye to rapidly engj EL P Oh(fy Weapons, A these developmenﬁ The state sector is not just a necessary evil to be tolerated. It can be designed and
The scope of public finance maybe d(; & discipline of public finance operated as an effective set of tools for improving the performance of the economy in
1 The thee i Vided intg the followiy several ways.
o bublic revenue; Ty F e - fpublic finance did not ——
Sources of State income W + 1he theory of public finance deals with alterﬂan y The classu:a_l approach to the study of public nance did not accept this viewpoint.
disadvantages o i SCusses anq analyses comparative advant2&e It assumed that private sector was alwa?fs more e:fﬁcrent than the public one implying
the choice be tween ther Orrfns of revenye and the pI‘incip1 1}\]’3 i 4 f‘; that to the extent possible, the econ(?mlc activities should be entrusted to the private
revenues, public debt ang ;:re Various soureeg of public rsvzsnw ltc " 8" gector only. It was argued, a_ccordmgly, that the' ‘sqund bud getary policy’ of the
s ln e et ation of addmonal Currenc claimue e cialatte io? government was th:.it of balancing the budget. Rur_mmg into deficits and creating public
e thaxatlon, We cover varioys pp 4 our spe 4oic® of debt causes a financial burden upon the future public budgfets and an “‘undue’ interference
i Worki; e t;ﬁ:»ro‘blem fincidence OfI:T'lllclpleS governing the c;: 410 with the working of the economy. Thcrcforle, any una\imdable deficit such as during a
oKt g Ct the economy, axation, and the effects © war should be redc?emed as quickly as possible. There is agother_ da_nger in the practice
fevenue includes divid , of budgetary deficits. It creates an atmosphere of financial indiscipline and imprudence
fees, fines, angd interest g ®nds and profigg from public undertakings: gfﬂ;ﬂt within the government itselfleading to irresponsible spending and inflationary pressures.
Importance in overa]| policies g’fts ans so forth, Bach of them is of signi ]?c.iﬂs Similarly, one can argue against surplus budgets. A surplus budget implies a heavier than
6 ﬁiﬁb{ﬂmc”"”“‘ ‘i particular, the g0vermnment i general and of fiscal P°
e Self-Instructional
Material 7
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Public Finance

NOTES

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

It was realized, in due course, that the market mechanism, which guides the
working of the private sector is not an unmixed blessing. It leads to certain undcsirifl‘ﬂc
results also. These considerations strengthen the case for the public sector as an effective’
alternative to the private sector in many ways. Accordingly, the old dictum that the:
government must try to balance its budget as a sound budgetary policy stands discredite‘.j‘
It has given place to what is called the functional finance. According to it, what 1%
needed is not a balanced or unbalanced budget as such, but stability and growth of
income and employment in the economy. For this purpose, it may be necessary to addof
subtract from the effective demand created by the private sector. If a particular tendenc¥)
such as a deficiency of effective demand, persists in the private sector, there would 1

. Theconcept of a balanced budget, in whatever way defined, becomes jrreleve?’
1 apolicy of using financial operations of the government exclusively as j trumentS of
economic and public policy, veyasins

By private finance, we
. R ’ ean the ﬂnﬂ.l'l 3 i6
unit (which do Clal problepng - oy po?”
authorities, s i::::));jom_n Apart of State Organs) ::dp()hcws of an individual e°9publw)
Soastoprovidean analeyltlit;:l“fto look into Similaritieg 3:111 giared i those o
sSimilarities between
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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
accurnulate 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. Thedistinction between private and public borrowings does not end with only
amounts of possible borrowings, but extends 1o their forms, rates of interest
and other terms and conditions. A private firm cannot raise non-repayable
loans, but the State may and sometimes does. The State can borrow both
internally and externally, that is, it can borrow from those who are subject to its
authority and from those who are not. But a private economic unit (such as a
firm) cannot raise an internal loan; all its loans have to be ‘external’. Furthermore,
high creditworthiness of the State enables it to borrow at rates much lower than
the private economic units have to pay. It has the support of the central bank of
the country as an agent and as an underwriter when its loans are floated in the
market. It can draw upon the facilities of the banking and other financial institutions
more liberally. In some cases, it may adopt indirect coercive methods to borrow
at lower rates, as was done in India till the early 1990s.

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

The upshot of the argument is that the government can just create purchasing
power and add to the demand side of the market and take away a part of the
national produce. It can leave the rest of the economy with more money and a
smaller supply of goods than before. A private economic unit cannot do so. Its
obligations can never become legal tender. A private economic unit 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 Jollows the ‘market principle’, or the principle
of economic rationality; but public finance follows the budget principle. 1t
means that private economic units are guided by market signals and of market
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such services, but by decisions reached through political and administrative
procedures and based on common social objectives. The State does not go by the

principle of quid pro quo. works, the way various financial flows take place in. the economy and ic
5. Quite often, in private finance, the view taken is a short-term one. In contrash, corresponding economic acth}t;tEfT that fireththc.ere. The actlwngs;l?:' ;I:;:J itz:ig:;%
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-awhole and be ready to suffer commercial losses for that purpose, both in the of public finance has to be discussed in the light of all these implications.

shortrun and in the long run. Also the State would keep in mind the fact that 1_h°=
society is a perpetual entity and for its welfare many activities are needed Whlc.h
have no immediate economic return, even to the society. An example in case If
the investment of the State in removing untouchability.

6. Itis génerally pointed out that while a private economic unit proceeds by firs
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Jirst decides about its expenditure and then goes round 1o s
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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

1.3.1 Public Goods and Private Goods

J 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.

eek revenue fOT
pon the outmoded thinking that &
t0 the minimum possible and that t?

A distinction 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
1 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
restricted, amongst other thing¥ can have it. In contrast, a non-excludable good is either available to all or to none, A
the State, the 0; etically speaking b# good example of a non-excludable good is the defence of a country against foreign

sense, its use cannot be rationed between its users and it is, thus, indivisible. There isno
‘overcrowding’ of its users irrespective of their number. For example, any number of

¥l persons can fune in radio or TV programmes without reducing their availability to others.

.aqts of a private economic sibl The use of a rivalrous good, however, reduces its availability to others.
Imits it has to work out the PO°

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
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and there is a risk that its users would not pay for it voluntarily. For example, in the ¢a¥
of defence service, every individual can argue that he would have access to iteven ifte
uld not be affected by Ais nof PaJ’i"gﬁ? riﬂ
Consequently, very few or even none may pay for it voluntarily hoping that the provis’
of the service would be ensured through the contributions and efforts of otllel'-"'-_ﬂ]{E
1sreferred to as the problem of free riders?, that is, the non-feasibility?

does not pay for it. Its provision for him wo

phenomenon
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Marketable ¢

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

price represents its social supply cost also. By imiplication, even in the hands of private

financing the provision ofa : -ion of susl] of pure private goods should be entrusted to the private sector. But on account of various
1 agoodorservice hastobe 800({::(11 i:}:r:)lunrary basis. Therefor'e, th? pm‘lnﬂséogxaﬁo- ) reasons this may not be adhered to in every case. The government might decide to step
by the members of the 5 ociety Thl eir fin “gl_l COMPufso];y lcogtr:bunin.: ( cchanis™ { in where merit wants are concerned or for other relevant considerations like the cost
. : ancing cannot be left to market m o o : - .
| Ttmustbe noted that the non-excludabli ot outiis pood docs ol 160 . cond:ttons,resource availability, social and political philosophy and so on.
:ttnfci gt atlcl,membem share it equally In case of 2 war pgrOtectlon against enct) Marginal Cost
y; 10 some ? - . . . . . '
people living near ::It;?:'a‘li?end pon one’s places of residence and work. S s y Alikely characteristic of a pure public good is that its marginal cost is zero or close to
comparaﬁvely_less Protected, °“nda1'l_es of the country may, for obvious reaso™ g Zero. It means that an additional member of the society can be benefited by its use
em even when all members I’ie“’lﬂle living near public parks derive more ben® ald without appreciably adding to its total cost. To put it differently, the use of a pure public
01 50¢j eln=

{ good by one more member of the society does not reduce its availability to the others. A
4 good example of it is the tuning in of your radio set. Still another example is that ofa
4 bridge, over which an additional vehicle may pass without any additional cost to the

fthe concerned activity has to be "1 society. Note, however, that mostly this principle applies, in reality, only to a limited

glcal,

nce between the internal (OF P
goodin Question. Thus, for exam

.e pﬂeclsions
Production and consumptio? ™ : re)

'y

1 extent. We cannot keep adding to the number of vehicles that may use the same bridge;
1 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
" | ofa 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
1 extraneous factors. Pure public goods which possess this characteristic have a strong
o™ case for inclusion in the public sector since public goods are indivisible also. In the case
i of private goods, on the other hand, the argument is basically in favour of large scale
i production for which either the society should agree to a monopolistic type of private

¥ enterprise or should go in for public sector enterprises. .

"

g1

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
.1 cost of operating a sewerage system is much smaller if it serves a wide area than when

flut

ost

128, Sln‘lilarly, beneficial externa™” { private sectors for the provision of goods possessing this characteristic, considerations
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| similar to the ones mentioned above in the case of marginal cost characteristic apply.
{Impure Public Goods o

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
Ipure private goods. In general, most goods possess a mixture of both publicness and
g% privateness. 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
[public goods (also called quasi public goods or quasi private goods). I the elements of
ublicness are predominant in the mixture of characteristics of a good, then it may be
ermed a public good; and in the opposite case, a private good.

; aﬂeS)

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

sector, its supply would be at the socially optimum level. Ordinarily, therefore, the provision -
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Local Public Goods

Overtime, the subject matter of public goods gained in depth and coverage. Additiona]
1ssues associated with their nature and relevance were identified for policy-making

Further impetus was imparted to this subject when issues like the geographical covel'ﬂ&:’,,ﬁ;l

ofapublic good, its provision in a country havi ] |
Fo S ‘ ving two or more tiers/laye rnment
determination of public preferences yers of gove .r

and their aggregation for it gained prominence. |
Tiebout-Oates Model

gw;iﬁao:nthgaltnsﬁ]:ﬂggteis??q problen.ls rd?t‘ngt" apublic good, such as the level Oé
its users, financing itsprozisi“ © I, quantification and aggregation of the preferences 0

Onandthelike.Charlml\aﬁusTi bo o
and asserted that, under some assumptions, these typical pr:bl ut probed these qu&suonﬁﬂ |

solved inthe case ofa sub-category of public £0ods provi enasre satiSfachﬂx
He fermed this sub-category of puby
abstract mode] based upon strong
the Tiebout Model, Tiebout H

lic goods—Lacal Public Goods, Tiebout's is 4 highly
and unrealistic assumptions and is varj :

. ay)
i ypothesis, Ti : - vartously known ¢
recognition of the contribution made bs;;raﬁz]:?g Sc‘;’rtmg and Tiebout Migration.

also refetred to as Ticbout—Oates Model, ates’ to this line of reasoning, it

ghtix_lg, and so on) irrespective 0f

>ame time, every such person can b¢

. altangement th
y ere .
acceptable to them, Ths o the provisiop of Mmunicipal segvj

il Method ' ces and |
and willingness to pay for them b of showing Preference for a user charges at®

. ioraf specific set of1ocal goods
with the feet”. Inter-mupie oY Migration between Munijc; *ollocal go

: Migratio e ff c1pal areas is termed *votin
bodies and charges for them synchy Onlil:;’:vt;?;‘:ﬁ:;l thfe servi ed ‘vol

Itmaybe Teierences

are only pmgally?;ﬁ?igzrlfoiﬂ Samuelson had Pointed oyt th,

“excessive’ ue by some may n;d eyanf_: Prone to congestion (o

€Y can migrate to som®)

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,

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

e There are enough areas and communities to choose from.

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

¢ Migration is costless and without any disruption.
¢ Each municipal area has a set of services which are not revised over time.
o The quality of public services is same everywhere. .

o Communities do notsuffer from negatives like poor law and order, orundesirable
habitanis.

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

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

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

As stated above, these are highly unrealistic assumptions. A growing economy
and society, with changing urbanization and inter-country roads, communication, rail and
other facilities and infrastructure is abound to change the scenario over time. The model
does not take into account these changes. It is set within the framework of a static
economy. It loses relevance in a country like India where every locality is not served by
municipal bodies and quality and type of services provided by municipalities widely differ
from each other. In several cases, even a large number of basic amenities are not
provided. Moreover, in any case, public expenditure in India suffers from a high degree
of nefficiency.

Club Goods

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

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

Club goods are neither fully rivalrous nor completely non-rivalrous. By their very
nature, the number of their consumers can be increased but only up to a limit.
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It may be noted that suppliers of club goods are in the nature of monopolies.
These goods are characterized by artificial scarcity created by the suppliers in one of;

more ways. FO}' this reason, club goods typicaily suffer from under-supply as is the case]
with most merit goods, |

Iti als?)ver space and over time, the category of club goods is subject to a wide vaxiation.;
18 also noteworthy that the precise nature of club goods is shrouded in a blanket ©

\ ia, for example, we have roads built an
2&?1'&::;1& 051 thfh basm. of publi.c-pr'ivate partoership. The users of such roads
cas g on the basis of certain criteria and some categories of users have to pay th
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Um Social Adyay
lage was intrody, ) -
' Ihtroduced by British economists Hugizu

. ¥ pUbl- :
uthorities ang i, tlI::: f:fjanf; is concerned with income &
Ustment of one with the other.

i

Budgetary activities of the government resuits 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. This
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. If they are socially advantageous, then the financial operations are

justified otherwise not. According to Hugh Dalton, “The best system of public 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. 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
1 sacrifice imposed by taxation. '

Hugh Dalton explains the principle of maximum social advantage with reference

.4 10

() Marginal Social Sacrifice (MSS)
(ii} Marginal Social Benefits (MSS) -
This principle is, however, based on the following assumptions: :
@) All taxes result in sacrifice and all public expenditures lead to benefits.
(i) 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 benefit and taxes
" aresubject 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 at an 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.
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€0 : 17 additional unit o : : : . :
e o e rightas shown in Figure 1.2 - Rl :}:ztnqetﬁgcial advantage. This situation of increasing taxation and public expelld?llie
Ya - continues, as long as the levels of taxation and expenditure are towards the left of the
= pointP. , : :
2 - he level of taxation and public expenditure moves up to OQ. At tl?ls
£ At point P, the le | inal disutility or social
= point, the marginal utility or social benefit becomes equal to margin o
= B : N i ocial advantage is achieved.
-, sacrifice. Therefore at this point, the maximum s . : : ;
A B— 0o | int P., the marginal social sacrifice S,Q, is greaterl than marginal soc.1a1
g B, e . o At point P,, b d the point P, any further increase in the level of taxation
= benefit Png. Thereff)re, e}/olllﬁ_in A t’he social advantage. This is because each
= MSB and pumlf exfe?i;g;z;;aixaﬁmgl will increase the marginal disutility or social sacrifice,
uent unit o : . .
0 ——_ sulb -Se}? /ill be more than marginal utility or social benefit. This shows that maximum
U Mo, M, X v H-C] “d ntage is attained only at point P and this is the point where marginal social
nit - social adva ; . St o
By $ of Pupljc Expendimre (Rupee) benefit of public expenditure is equal to the marginal social sacrifice of taxation.
18: 1.2 Divirsis : . , ; ; ;
| g D!mm.fshmg Marging) Social Benefir ¢y Maximum social advantage is achieved at t.he point where the fnargmal social
[ In Figure 1.2, the Margina Social B i i benefit of public expenditure and the marginal social sacrifice of taxation are equated,
eftto right. Thic 1 - Cial Bepef ol L .
reducing at z;r (;}11'15 {ll(}llcates that the socig benei}'t (34 >8) curve slopes downward 1ff 1% i.e., where MSB = MSS.
IMinishing ¢ Clt deriveg - ndit” |
€. Whe ; out of public expendit™, 4
Self '-hf.s'u‘nrfiuum’ hCn t € pUb]] P 7
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be carried up to the point where the marginal social benefit of the last rupee or dollar

S z L7 .
t:::: ;becomes Sual tolthe marginal social sacrifice of the last unit of rupee or dollar

This shows that to obtain maximum social advantage, the public expenditure shpuld

Limitations of the Principle of Maximum Social Advantage

The simple exposition inci
ofthe principle of maxi 3 .
imum ¢
suffers from some obvious limitations. Fovisladvantagepsdescribed Aty

; €Cts :
Spﬂ,] over beyond the periog covered b Ofa-p ublic budget to the economy generallf
logic to argue in ¢ - Yagiven budget. Accordingly, 1+ oo
€rms of a single budget on] -Accordingly, itis a defecti?®
e If we assume that al] taxe .

WE arrive at some absg
H!‘d 'eSl{f " 3
for the State wol pe not m!lé' i

free itself casily. Thege
ofthe Country,

the pegp]e’ ce

Xpenses - g [iaph:t: o
€Xpensec ; §-aliab : . goiaanll
PEDSes incly e Mainte ility from which it ¢3"

Maintep; ]
rtain ’:‘:eﬁfmce Oflaw ang or nance of the State itself, defe” 0
, iImparting Jus

€asure derin the
8, 8ervic;
fVicing of the existing debt and 0

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

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

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

The Principle in Practice

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

advantage to the society or not.

The Case for State Activities

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

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

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

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

Furthermore, we must remember that though competition is supposed to guide
the economy according to consumer’s sovereignty, in reality it is not so for two reasons
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Public Fi 1 : s . - i i :stributi i i ¢ i ? Public Finance
ic Finance Firstly, on account of ine qualities of income and wealth g An improvement in the distribution of national income covers both ‘efficiency _

4 and ‘equity’ dimensions thereof. Efficiency in distribution relates to aggregate of
d| satisfaction only, while equity relates to the sharing of aggregate satisfaction
' tob i : ) i| between members of the society. Normally, the two aspects are so intermixed and
NOTES oy for want ot‘.purchasmg power. There is also a shortage of merit goods due™; interdependent that { decision gvolﬁng efficiency also.affects equity and vice versa. NOTES
- Secondly, the mark e ..t The welfare aspect of distribution of national income, therefore, does not lend itselfto an
competition in \’whf ch meimfeht[on, Inpractice, tends to degenerate into a 11‘1011015'0llstlu easy treatment. Quite often, we are not even able to find out whether certain decisions
productive capacity, hoardi: & otof wastage on account of selling expenses, unutili?® would add to the efficiency of distribution or not. In other cases, the efficiency and
| & speculation and s0 on. equity tests might clash, so that improvement in one leads to a deterioration in the other,
The Tests It is not, therefore, poséible to lay down full-fledged objective criteria of social advantage.
But we can recommend some common-sense steps about which, on general grounds,
8| there is not much chance of a difference of opinion. We can, for example, advocate
,f' reduction in inequalities of income and wealth, reduction in unemployment, uplifting the
ing| standards ofliving of the people, bringing about a higher rate of economic growth, bringing
the) about economic stability in the economy and so on.

ﬂ% I 2. Hicks’ Tests

and associated bud . 8ates as such, byt also thej : ositi®% Mrs Hicks has also suggested two sets of criteria for judging whether a particular public
getmy Policies. o fielr detailed comp finance operation or policy adds to the net social benefit or not. The first is called the
However, this is not an ‘

quantified. As example casy task. The effegtg of many Sta - 4 s cqnnol production optimum and the second is the utility optimum.
+ s’ Wi . - C

education, improvement in E;al]:hmennon.the femoval of ulirtouctl?;:uciﬁlivt;n:;readmg of
hias widespread effects and i is na:ﬁlsa{maﬁon 20d 50 0n, Almost everj; State aotivit)
words, itis very difficy]s to Y Impossible 1 ¢ sti 1n othe”
and thereby determine d imate all of them. 101 O

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

evise N commodity without reducing-that o.f some othe_r. Obviousl.y, this criterion is not only .

] the (esﬁmate) ﬂ‘: JECtive tests of benefits and losses to the soci¢¥| ambiguous but may also be misleading. Increasing production of one commodlty'may

activities. © Quantum of Social advantage generated by Stﬂtﬁ necessitate reducing that of the other, but the total output may increase. Mrs.- I:Ilc!acs’

1. Dalton’s testg _ | | production optimum may apply in a situation of full employmentand complete ut}llzanon

: : i ofexisting productive capacity. However, it must be noted that budgetary operations and

Evenunder difficy]t (but reajjes: i § policies are not alwz}y? successful in achieving even these conditions. If they f:oulc_l,

tests according fo Which it . €) °°nditiom, Professor D ' ) . objec W many of the economic ills ofthf: w.orld of today would not have bee_n .there, Again, .ﬂus

| adding to the social advanty e A5Certaineq Wheth alton.glVes us certain oY ¢ _;\ test of production optimum applies in short-term only. In the long run, itis always posm'ble

| are certain generally ace gf:,dcr OL These testg arq f: * Public finance operations ¢ | to augment productive potential of the economy such as through creation and expansion
| achieve, namely the f “pred des " ulated by assuming that™ 1 ¢ eocial overheads, capital goods sector and investment in human capital.

. irable obieat:
llowing: Jectives which ) ]
* Preserving the soci : o the Society should ¥ Utility optimum of Mrs Hicks is related to the composition of the national output
Preserving, theni OSC’ety: Ifit is 3greed that fhe g : ;tbj' and relative importance of its components. A \{ariation m this composition would
! the society agni YStem of public finance whi Society, as it exists, is WO | automatically lead to a variation in the utility derived from it. When a stage is reached
tosocial advi?:tl:t both forej aggression andl ¢h €s adequate F,mtectiﬂIl d;' whereby such a variation in the utility derived from GDP cannot be increased, the utility
» Ec o ge_ andis Wworth Pursuing Interna| diéruption certainly ad optimum is said to have been achieved. The difficulty with this criterion arises out of the
imonomu: welfare of the L i | fact that utility and, therefore, the relative importance of various goods and services
improvement mproduction, ag b. Thls Welfare iy I a) # cannot be quantified. Furthermore, such measures of relative utility are always subject
Income, (b IMprg . OIVes two aspecis: @ o : individuals
Ani Vement i the distriyye fnaﬁoﬂ | torevision over time and place and as also between individuals.
i, sl:ll:;irozement'in Production shoulq ution 0 |! All said and done, we find that the basic idea contained in this principle is useful
st ’b ug ba§1cally. an incregg, i Notbe ta) an utp"‘"l even when it is not possible‘to adopt it in strict quantitative terms. In line with the -
. ega I(f-basm‘. Anincregge ; " the Clive o Increase in current © ) A reasoning of this idea, we tan proceed with the aim of increasing the usefulness of
Tmpro ;ﬂ Mprovement jp, PI‘Oduc:nt ?ulput ) ;chzly of the economy . tl,ﬂj; overall budgetary policy of the government for the society. To this end, we first equip
e Ved productive ¢, ity 00 becayge it j Pital Consumption can” | ourselves with adequate theoretical knowledge and empirical evidence relating to the
Sources . . . .
immediate and long-term repercussions of varions budgetary measures. We have then

>and an ingrag e : 1S not SUstainable in the lon8 qu
the socj ®ase in progyyefi.s oo Al : : :
Socia] adVantage_ p Odllctlwty ofWOrkers W?t’h Her utilization of pri?d‘,loIl 9| to choose between various alternatives which budgetary policy may offer including, for
_ a

) 40 -y s
Self Instruction s ° Cortesponding addi?* example, the level of State activities, the composition of tax and non-tax revenues, tax
- uclional
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Check Your Progress

5. What are the

=]

activities dealt with
by the principle of
maximum socia]
advantage?

What are the
aspects of economie
welfare of the
community?

. Name the factors

!hal are required for
Improving the
distribution of

National income,

Se_!)‘"—hJ.s':‘rr.rcn'wm!
Materig)

rates, and similar other considerations regarding the expenditure side of the budget. Al

these decisions have to be taken in the light of our objectives and the extent to whict

g:,y can bE? achieved in practice. The optimum size of the government budget is not!
- ed quantity. I‘t qepe“dF upon several relevant considerations, for example, the objectiveé
eir practicability, their relative costs and benefits, the administrative capability of

ﬁ?v?mx?]egt including the acc9unting System and programme and performance budgetiné
¢ Institutional and economic framework of the society and the like.
bl
1.5 SUMMARY
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0 Allocation of Tesources
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mployment,

©n operates a¢ :

Ctmatt : alseveral lev af

OV e Ofplubhc finance looks into th - (ff:deral, StalS o
ermment at diffuy othe financia] problems

nt | i
e evelsand also Studies the inter—kgf.o\“?mnl 4

atey y
;r Way deﬁned, becomes in‘ele‘;ﬂv

i Vemment exclusivelyas instru™”
YPrivate finance, v, me

an the financiy) Problemg

ol
and polici nindivi®
Oorm apart of Stat P esala i

€ organs) as compar®

o Itis claimed that private finance follows the ‘market principle’, or the principle
of economic rationality; but public finance follows the budget principle.

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

e The first characteristic is that of excludability ofa 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.

o 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.

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

e 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.

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

characterized by an artificially created scarcity.

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 concerned with income
and expenditure of public authorities and with the adjustment of one with the
other.

e The principle of Maximum Social Advantage (MSA) is the 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.

e 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.e., where MSB = MSS.
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Public Finance * The question arises that since the Principle of Maximum Social Advantage suffers] 6. The aspects of economic welfare of the community are as follows: i¢ Finance

from so many limitations, should we not discard it totally to which the reply is an o Animprovement in production.
emphatic no. . * Animprovementin the distribution of natioral income.
N, q . Animprovementinpmdt_lction should not be taken to mean an increase in current 7. The factors required for improving the distribution of national income are efficiency NOTES
OTE . output as such, but basically an increase in the productive capacity of :he" and equity.

economy on a sustainable basis.

* Mrs Hicks has also suggested two sets of criteria for judging whether a particular’ 1.8 QUESTIONS AND EXERCISES
public finance operation or policy adds to the net social benefit or not. The first iS% -

called the production optimum and the second is the urility

optimim. Short-Answer Questions

1.6 KEY TERMS ! 1. What are the similarities between public and private fiiance?
—4 2. Listthe characteristics of public goods. '

government that upholds tht’if.é 3. Write a short note on club goods.
believing that govemment should)
feconomic affairs. "

¢ Laissez-faire: It is the theory or system of
autonomous character of the economic order,
mntervene as little as possible in the direction )

. '_I‘axat.ion: It is a means by which governmient finance their expenditure bY* Long-Answer Questions
Imposing charges on citizens and corporate entities,

* Revenue: Lirefersto an income
activities, usually from the sale

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

1. Discuss the nature and scope of public finance. |
2. Explain the principle of marginal social sacrifice with the help of diagrams.

¢ Public goods:‘lt is 8 g00d that i bothn 3. Interpret the following:

. On”eXCI - - tl' . . L] >
individuals cannotbe effectivelyexcluded fromustibd]:v;nd nen :vaquus _111_‘;1'.1‘:-1t (a) Dalton’s test (b)Hicks’ Test
does not reduce avalabi; 5o others, €reuse by one individua! :

» Externality: 1t refers 10 a cost or benefit which results from ap activity of;_ 1.9 FURTHER READING
transaction and which affects an otherwise uninvolved party who did not chaosé’
to incur that cost or beneft. notchoo

Tyagi, B.P. 1975. Public Finance. Meerut: Jai Prakash Nath and Co.

produced changeg . 'nge in the total cost that arig es when the quanti}ﬂf? Sundaram and Sundaram. 1984. Public Finance. New Delhi: Sultan Chand & Sons. |
"1ECS by one unit. {Croxton, Frederick Emory, Dudley Johnstone Cowden and Sidney Klein. 1967. Applied

| .

General Statistics. New Jersey: Prentice-Hall. _
1.7 ANSWERS TO ‘CHECK YOUR PRO(_;W Gupta, §. C. and V. K. Kapoor. 1996. Fundamentals of Applied Statistics. New Delhi:
1. The term *public fin, , \_,/ Sultan Chand & Sons.
2. The scope of public ?«nce denotes the esources ofa pup body [Endnotes
fiscal operations Ofthl;l;gf’:l}nnr‘::nvte:ts:lfomplete discussion of the influence % 1. P.A. Samuelson, Pure Theory of Public Expenditure, in The Review of Economics and
Prices and the growth Process of the ec(:-llevffl ofoveral] activity, employment’l_ Statistics, Vol. 36, No. 4, Nov. 1954, pp. 387-389.
3. Two dissimilaritieg between prj \t on?lc stem asa WhOIt,: | 2 James M. Bucharian, The Public Finance, Richard D. Irwin, 1970, p. 25-26.
* Thedistinction between - e and publc finance are as follows: L3 1bid,
amounts of possible borlr:':;?;e alll;l public bOITOngs does not end with 0[115@ 4. Exclusion here will be either impossible or ineffective and also too costly.
and other termg and cop ditionsg,s’ Ut extends to their fOrms, rates of intéf®7 5. Bernard P. Herber, Modern Public Finance, Richard D. Irwin, 1967, p.27.
* ltisclaimed that prievate finance f; 1 6 Charles Mills Tiebout, “A Pure Theory of Local Expenditures”, Journal of Political
of economic rationality: by bﬁ°u°‘”5“‘e,‘ Market principle’, o the pﬁnciplt’f{' Economy, Vol. 64, (1956), pp. 416-424. | |
4. Such goods which arencith Public finance follows the budget principle : 1. Wallace B, Qates (1972), Fiscal Federalism,(1972), Harcourt Brace.
impure public goods (al:(l) :‘l']PUTC Public goods NOF pure priyag calle 8. James M. Buchanan, ‘An Economic Theory of Clubs’, Econometrica, Vol. 32, 8. (1965),
5. The principle of may “7ed quasi public goq g o quasi ; goods a(rjes oo 1-14,
budget the feve] aImax.nmum social advantage d _ p ?rate goods)- »
Self-tnstructional Which the Stgte should 5 deals with the size of the pul”’ Self-Instructional
26 Materigl Operate or the boundaries ofits activit®
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UNIT 2 PUBLIC EXPENDITURE

* Public expenditure is spending

: strategic priority.

. lower froma budgeted 3.5
' year 2018 and then down to

" canons of public expenditure, Wagner's

: After going through this unit, you will

Structure

2.0 Introduction

2.1 Unit Objectives

2.2 Meaning and Scope of Public Expenditure
22.1 Comparison between Private and Public Expenditure
222 Kinds of Public Expenditure

2.3 Canons of Public Expenditure

2.4 Wagner’s Hypothesis

2.5 Growth of Public Expenditure
25.1 Growth Trends and Causes

2.6 Effects of Public Expenditure on Production and Distribution of Income
2.6.1 Economic Stability and Economic Development
26.2 Effect of Public Expenditure on Production
263 Economic Distribution

2.7 Summary

2.8 Key Terms

2.9 Answers to ‘Check Your Progress’

2.10 Questions and Exercises

2.11 Further Reading

2.0 INTRODUCTION

made by the government of a country on collective needs
etc. It is supported by taxation. Its

and wants such as pension, provision, infrastructure,
e the well-

main objectives are to provide security to the country or states-and promot
being of the citizens by proper allocation and efficient usage of resources according to

ficit in 2016—17 was 3.2 per cent of the GDP,
s expected to stay at 3.2 per cent in financial
3.0 per cent in the following year, in accordance with the
per cent fiscal deficit for the next three years by the newly constituted

ty and Budget Management (FRBM) committee. The FRBM
ded a sustainable debt target with a debt-to-GDP ratio of 60 per

he fiscal deficit to come down to 3.0 per cent.

is uni will study about the meaning and scope of public expenditure,
In this unit, you y Hypothesis, growth of public expenditure and

n and distribution of income.

The revised estimai¢e of fiscal de
per cent. It i

recommended 3.0
Fiscal Responsibili
committee recommen
cent per centby 2023 and t

effects of public expenditure on productio

21 UNIT OBJECTIVES

be able to:

o Explain the meaning and scope of public expenditure
o Discuss the canons of public expenditure

¢ Analyse Wagner’s Hypothesis
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o Interpret growth of public expenditure
* Evaluate the effects of public expenditure on production and distribution of incot

I—

2.2 MEANING AND SCOPE OF PUBLIC

EXPENDITURE

B

Public expenditure refers t i

o the expenses which a i fe
- . - . Ove : rs .
(1) its own maintenance, (ii) the soci ) belnine oftercon

ety and the economy, and (iii) helpi ie
In practi : ; W ii) helping other countri®
o separate e e Vith expanding State actvites, tis becoming increasingly diffic
Sl portion of public expenditure meant for the maintenance of th nmeéf
itself from the total. Ceol'the gover

Historically, public expenditure has recorded
almost every country. However, traditiona] thinking
trend because it ratetd market mechanism g 5 better guid 1 t
cconomy and allocation of its Tesources. It was argued i )
best judge of its own economic interests and o
behalf of others. Furthcnnore, while
economic interests, the public sector

a continuous increase over tirﬂe.!
and philosophy did not favour th

apri
ad no
ad this philo

vate ecoqom.ic unit was puided by its oW
was bound to be very low. Ssouc: II;OUV&UOI], Accordingly, itsefficidy
expenditure would not 0Py been practised ip ire ub!
could not ignore problen:lI: z: eggg i as rapidly as it did, In reality ;i;‘::,grﬁﬁ st

y nomic growth and social inj ustice., It could n,ot rerﬂf‘i

a silent spectator of the miseries of
o = erles of the people. This resulted in the 5 tance
; ccep

stevery State, and in
t

spite of it :
, the area Ofpllb]ic o5 p S gI'Ong role al

: enditure remains relagivé
ell Harris g P mains relativ
. . a L "
concentrated their attention on the theory Oftaxai?! the €Conomists have generﬂl

on,

has been more or Ie The the ' .
hasienn lSS confined to thyg of generalitig ory of public expendlwy
on employment and prices gty O cours R 1erms of the effoctg of publl

this deficiency is bej ; €, 1t i
YIS bemng removed by various studies ip thelz”::l}:lzefpoﬁted o, that g
Public expenditure:

: arities between t '
h}"pﬂthems.e thatboth private ynits gprg EEIPUbhc a
of expenditure (the rety Public author

5 s bein A,
front will be on account Shie g the Objectives tg

nd Private eXpenditures, we
IHies try to Maximize I‘ei'LlI‘I’IS per
ed). Any shortfall o tﬁ:
. foresight ang gimilar O*

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

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

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

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

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

2.2.2 Kinds of Public Expenditure

It is conventional to classify public expenditure into various economic categories.
Accounting classification has been there for centuries because it enables the State
executive to maintains an effective control and check over public expenditure and possible
leakages and wastage, diversions and misappropriations. It may be departmental
classification or classification according to heads of expenditure. Such a classification is
good for auditing and for safeguarding against misappropriations and so forth, butit does
not help us in understanding its effects. It is, therefore, difficult to formulate an appropriate
expenditure policy on this basis. In the same way, a distinction between obligatory (or
legally committed) expenditure and optional expenditure can only highlight the constraints
under which the government’s budgetary policy has to work. It cannot bring out fully the
possible effects of different expenditure policies. These days, however, an increasin g
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

NOTES
Productive ang
Unproductive

some of these expenditures do not add to the productive effort and national income, they
will be adding to the enjoyment of the people. Of course, just as some tangible assets
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:.
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Fourthly, there are certain public expenditures without which the economy cannot
live and cannot maintain its productivity. Rather in many cases such expenditures indirectly
help the economy 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
0 productivity while others retard it. Therefore, a precise distinction between productive
i 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
cilﬁhy, the only productive public exper 1 o0l expenditureis unproductive, while all the necessary and relevant expenditure is productive.
and ma

intain social overheads. EXpen sltatﬁ # Transfer and Non-transfer Expenditures

rder, and maintenance of the >~ : i i

: ct ' - : Znoli i an ditureisa
at ; ive caP™ “x This classification was favoured by English economist Pigou. Transfer expenditur
- -aneconomy added to its productive’ P oot 1HISC vt
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i ngible qssets int to the™ 4l certain sections of the society. In contrast, non-transfs:r expend.ltu}'e is that by “"hlcll the
People would like to adhefe reid? @ State pays for its purchases or use of goods and services. While in the case of transfer
*ectoris considered as something duct expenditure, the beneficiaries are to decide about the use of real resources, in the case
" of non-transfer expenditure, itis the State which uses the resources strai ghtaway. Such

: ent, or more precisely iﬂco. e 1 | a use of resources by the State, of course, may be for consumption purposes or for
Mg public enterprises of commerct’ for th° ;. investment purposes. Expenditure on defence, education and such like things are all of
CIvices of those enterprises t0 pa . Y., non-transfer or real expenditure type as are the mv§stment expenditure_,s. It mgst, of
Other factors, gych public expendi flﬂlori“ - course, be remembered that wh{:n the government incurs a real expenditure, it is not
1be a source of profit for thed Sicﬂjl)‘ implied that the government will necessarily pu rc'hase at the m_arket rates. For one
AMmework s — Jistic: ot I reason or the other, the government may be purchasing at concessional rates or at non-
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Public Expenditure officials across all levels that plan expenditure is good and non-plan is bad. This biasit objective of the government being achieved through that particular expenditure. Below Public Expenditure

favour of Plan expenditure and against non-plan expenditure has led to a situationit the minor heatfl are the two tif:rs of sub heads (fopr_tl:n tier) and detailed heads (fifth tier).
which essential non-plan expenditure like maintenance of assets is neglected. Thish# The sub hc.ad indicates spec1ﬁc schemes or activities of lhe. government under which
also led to a motivation for showing higher plan expenditure and higher plan sizes both? the expenditure has been incurred and the detailed head indicates various components
NOTES Central and State levels. Further, several factors such as shift o £ plan focus from capi of the schemes or sub schemes. The sixth tier of object head provides details about the NOTES

torevenue expenditure and the process of transferring expenditure of old schemes! ohieet F}f e endlt}lre. Thus, t.hls forms a twa dll‘l‘lET{SlOﬂal CIaSSIﬁcéti.o.n where' the
non-plan at the end of each Five Year Plan mean that correspondence cannot be drav expenditure is classified into ob]ectl}eads for éach ﬁu‘lcnonal headl. The division provided
between plan and development expenditure. ' by plan/non-plan classiﬁcaltion is laid over th(le ﬁmcnor_lal and object classification. This

The plan/non-plan bifurcatio division cuts across the entire classification hierarchy into two columns.

view of resource allocation to vario

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 ofa
a satisfact : - judicious use of public funds with associated legal propriety. Some of these canons are in

ory classification of developmental and 1 Jthe nature of adriinish‘ative safeguards while olh::)rs are expected to help the economy
and society in achieving their diverse objectives. It, of course, goes without saying that
these canons are only broad generalizations and detailed guidelines have to be worked
out in each specific case.

1. Canon of economy: The resources of the economy are always scarce compared
with its needs. No wastage should, therefore, be permitted. Public expenditure is
the financial counterpart of the resources which the government uses up directly
or places at the disposal of certain sections of the society for this purpose. It is,

respons : : : 2 . :

mplzits f;l;ﬁt;z;c;;mlldmmn of the Five Year Plan covering :1% SC ommission dma)' therefore, essential that the process of public expenditure should not involve the
mistry of Finance CIvices based o ~  are just necessary. Utmost care must be tak

revised to facilitate ottt B The annua] budgetin & Process may need {0 use of resources more than what are ju ry. en

to avoid wasteful usage of public funds. And as the sphere of government activities
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.

Another way to classify i 2

_ public expenq i .
expenditure or capial oyt Ilm iture is to categorize them as either reve™
school building) or redyceg liability

(e.g., repa :
On the other hand, the costg related to spec?ﬁgl:;i?n?lfloan) 15 called capity] expenditlﬂ‘
e i jof

such as maintenance expenses are know, One form of wastage of public expenditure is the delay that often accompanies in

of India, re : nasrevenye formulating the plans of public expenditure, their sanction and their execution. On
S onvlt:)nal:l: ;’[({F;ins;ttlhlre Chcompasses salaries ;;g;?g;;unie& For the Gtt)\ﬂ&:l“m:r account of the faulty. pla{mm‘g and execut.ion and the delays involve.d,_ some benefits
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expenditure will be dlscusiglg _shareS Qlant machin ery, ang Ing Sch.ools, hosp! i on var’{{}.us cost elements of prolech, especially the manufacrurm g 01_1es. The

In detai] in Upj 4, > HES0on. Capita] and reve 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

T f public eXpenditure ; benefits ofa project are estimated (including an imputed valuation of the intangible
classiﬁgat‘ 'ture of the governmeps . In Indija | social costs and benefits) and then the worthwhileness of the project is decided,
bektiin cu;fgmgn ifies broadly the function of led into functiong) heads, The ﬁmctioﬂ: It must, however, be noted that the techniques of costing and cost benefit analysis || Check Your Progress
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2. Canon of sanction: This canon asserts that no public funds should be used
without proper authorization and further that funds must be used only' ﬁ?r the
purpose for which they have been sanctioned. In a democratic set up, it |§ Fhe
legislature which sanctions the expenditure on demand by the executive authorities.
The idea is that such a restriction would avoid unscrupulous and unwanted
expenditure and will also be a check against misappropriation of funds. Given the

authority by the legislature, detailed authorisations are worked out and at each

stage the spending unit has to have the sanction and approval of the appropriate
authorities. Since, however, there can alw

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

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

1. Canon of maximum social benefit: Ideally, each con'{ponept qf public expenditure
should aim at maximizing aggregate social benefit, tl?at is, sah.sﬁnflg one ﬁ]_ndal.nex?tal
principle of Maximum Social Advantage. In practice, application Frf thl? criterion
poses several difficulties including the identiﬁca}tmn and c.;[uant.lﬁlcatlon of the
expected benefit, the efficiency with which public eplcpfend‘lture is mcurfed, the
alternative ways in which it could be spent, the C{)nﬂlctl{lg iptfzrests‘of dlfferegt
social groups, and so on. In general, a good deal Qf 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 rigid.ityf in spending
public funds. It should be possible to bring about necessary changesin it in respnci?_se
to changing circumstances and situation. This objective, however, comes in co 1::;
with the fact that there has to be an overall and tight control ovqr.each pleco.le 0
public expenditure and functionaries of the govemment cannot be given comtp etz:l
discretionary powers to use public funds as per their personal judgement an
preference.

3. Canon of balanced budget: This principle does not command Entl-\;ersal
acceptability. In a way, it says that the government sh9u|d allow the mardﬁh cirtcl‘;::
to work without intervention. In contrast, some thinkers r@omr;;n 3 :
government should take active part ifl _1110Fi1ﬁlmg the.workmg 0f eman fe}[r}:
supply forces and thereby aim at facm_tatmg the a.chleveme.nt of some of the
socio-economic objectives like accelerating economic growth, improving income
and wealth distribution, stimulating employment, helping some sp.emﬁC economic
sectors, and so on. To this end, therefore, if the government requires a syrp{lﬂus}.1 or
a deficit budget, it should proceed with it. Howeve:'r, itis alsg reFognflze ]i | al:
persistent high surplus or high deficit budgets go against the objech;eil or whic t
they are adopted. It should be remembered that even a balanced bu getis no
neutral and can interfere in the working of market forces hecause: of (1) the. size
and manner of collecting revenue and (ii) the size and manner of public expenditure,

4, Canon of optimizing production and distribution: It is claimcc} thlat plublic
' 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 publir': expenditurc conflict with ea§11 other.
The starting point for formulating these canons is to dEC'lde whether :[he gli)vi‘rr}lmenf
should pursue a policy of total non—interventlor{ and letthe i ll~eﬂ"ccts of br?ar et aud ures
gounchecked, or whether it should adopt a specific set of ol?_]echves Of public cl)_(pen iture,
Even in the latter case, it is not necessary that the public expgndlmre policy §h0u1d
always aim at a balanced, a surplus or a deficit budget and the size an(‘:[ composition of
this imbalance. Every government would therefore, take degsmns in the context of
various detailed objectives, legal provisions and its own capacity.

24 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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desire for development of a progressive people will always overcome these financial Public Expenditure
Public Expenditure 1. Wagner’s Law of Increasing State Activities

difficulties.’

Adolph Wagner (1835-1917) was a German economist who based his Law of Increasing

State Activities on historical facts, primarily of Germany. According to Wagner, theré
NOTES are inherent tendencies for the activities of different layers of a government (SUCh_ as_
central and state governments) to increase both intensively and extensively. Thereis3

functional relationship between the growth of an economy and government activities:
with the result that the governmental sect

original version of this theo
inthe following;:

Thus, Wagner was emphasising long-term trend rgther than shor-t-term _chan ges
in public expenditure. Moreover, he was not concemed'wnh. the mech?msm of increase NOTES
in public expenditure. Since his study is based on the hls.toncall experience, the precise
quantitative relationship between the extent of increase in publ-lc expen@Me and tm‘.ne
taken by it was not fixed in any logical or functional manner. His contention thgt public
or grows faster than the economy. From the expenditure had beel?j.t‘lcreasi:_lg over ti'me, could n‘ot beused to predjct. its rate of increase

iti i increas® in future. Actually, it is consistent with Wagner*s law to state that in future the state
ry1tis not clear whether Wagner was referring to an incre n ! ' . e

expenditure would increase at a rate slower t.ban the nationa mt;ome ho g i . 3;
i i i speaking, it had increased at a faster rate in the pas't. Thl?S,' in the_mltlal .stages 0
TR L S s eendime economic growth, the State finds that it has to expand its activities quite fast in several

9 sthesmto el soyermment expenditure to Gross National Product (GNP) fields like education, health, civic amenities, transport, -communic.atllc-ms and so on. But

(iif) Proportion of public sector in the total economy when the initial deficiency is removed, then the increase in State activities may be slowed
Musgrave believes that Wagner was

thinking of (c) above. F. S. Nitti not only. dovn.

; ; ir levels (say, the central or state governments)
mntentions (peacefi] or warlike), and size

had exhibited the same tendency of increasiﬂg Growth of Increasing
i i f state
niblospending, o ot e
Anumber of reasons can be enumerated for this inherent long-term tendency
recorded in history, '
(1) An expansion in the traditional functiong of the State: Defence becam®
] F 2 .
inereasingly more expensive over time. Within the country, administrati*® Increasing cost of contiboing ' e
setkept Increasing both in cove i - : . debt servicing and toIncrease in expand the sphere
had to be db a8candintensity. The government machine®s ooyt of rokneLl of public g00ds
manned by experts in thejr field ' =
; s. Witht iety:
administration of the govermnment, an, - Progress of sociy

i overage: Traditionally they wyere limit® oo
overbendy Bt Justice, law ang order, Maintenance of the State and s00i® ?v‘”.u:‘:;*’:;‘:‘-f;‘
e - “ULWith growing awarencees ofits responsibiit; he socicl protet the
Sovernment starteq ex and B 1es to the d Noreieg
of socio-econg Panding its activitieg ip, hitherto unexplored fie urbanization
cultural Jife oftrlr::gc Wt‘jlfare_ These Mmeasures included efforts to e ot
(suchas olq age pe]f:i(::ty agd Provision of sg¢ig] security to the pe%
various merit goods a] S(;; ?_:: S:) on), SUbSldleS for and direct prov iSioﬂsﬂ : Fig. 2.2 Factors Resulting in Increase in Public Expenditure
took acti gistered an increg ts ‘ . : ; ;
' acl‘zlve steps to ensure dlsmbutive]ustice : se. Most govemmenwe i Additional Factors which contribute to the tendency of mcreasin gpubhc expel:lcfhture
(iii) T}?q g Yreducingincome and relate to a growing role of the State in ever-increasing socio-economic complexities of
e . , :
increiz?d t provide anq €Xpand the Sphere of ved 8% modern society,
n iamn- e : 1 d . 3 . i ;
i gfattentlon. The State tried to shift Of public go-o.ds rece 40 e Many societies are experiencing a growing population which becomes a major
it M avour of pyp ic goods and th; Ut the composition of 1 ; o contributory factor in the growth of public expenditure. The sheer scale of
o vestment activity of the governme ts M turn, necegsitated an exP? state services has to increase to keep pace with population growth, inc luding,
3 nt, ; : :
Comptds?og:ser deaW Was bage( upon hiso . ; ﬂﬂf?f | for example, more schools, hospitals, and police stations.
' under ywhie rical factg - ] the ¥
xpenditure gs i, ha goy Nment j, At did not reveal bl
I

® Most countries have registered increasing urbanization. Existin g cities grow

10 Mcrease its activities and P eﬂlﬁ and new ones come up. Urbanization implies a much larger per capita
only

4 Xpand; ; to mod ve governt 4l
This genery tendency of Panding pypy;, sector ©Im progressive g f

pen® expenditure on civic amenities. It necessitates a much larger supply of incidental

. ! . .

n the short-ry £ Of. & actiir: Ofthe CConomy for its overall thguﬁj_ services like those connected with traffic, roads and so on,

s I, Tinanciy) diff; Itieg ¢ 1Mt*es hada definite long-term trend; i Self-Instructional
-Instrue > N 7
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enon

: - ; blic expenditurt  actively. Thus, the government decxsmn—makmg has becgme a complex phenom

G i Pnces- fl.l ;VQ i STCU?I‘ tendenc.y f0 o uP'.ThlS allslo add(Sl WpbLCeRp and has multifarious tendencies to increase public expenditure.
cven it the scale of state services remains unchanged. . ; . dh
o ; : ) .g increasint Buchanan and Tullock, in the context of US experience, have vm“tfe;i fﬁtm
iR s1lze ane I}Ea‘hture Olf pul;l;: TS lneccssxtatgst;n ev]e I-;Erical fao theory in terms of increasing discrepancy between gTOM\l;of g;)vse;zzl;i; i }]?p e NOTES
ecialization. The quality of the services im roves, bothasahi henomenon as ‘Wagner ]
INIRES ZE also due to circurr(}stangal compulsions. Belzter quality services and hight and government output and termed the p

: DS 17 ’ : ostd Theybase theirargument on two fact_s. _Firstly, in contrast with the snuflnon f:::a;ﬁfnf
quah_ﬁfed adm}mstra.tors, technicians and so forth, imply a higher ¢ o the private sector, expenditure on civil servants grow_s faster t_han the corresp g
providing pubh_c services. Also, the government has to purchase a numb‘ef increase in their output. Secondly, with increasing social secunty‘::fnd oﬂ}er.measu‘res,
Bt and services forits own maintenance. With rising prices, expenditU the proportion of population receiving transfer payments from authorities keeps mcre.asmgf._
el This way, public expenditure increases both in absolute terms and asa propc')rtxon 0
national income. It may be noted that even if the expenditure on rj'ml services as a
proportion of expenditure on employees in the private sector does }mt mcreas&}al, anwd eve:;
if the proportion of population receiving transfer payments remains sFat-lle, the agilof
wealth inequalities and bringab - Squared hypothesis would hold. The major limitation of this hypothesis is that outpu
210 public expenditure. public servants cannot be measured with any degree of accuracy.
® Modem governments have shown a te

1 ith thi i anan and Tullock.

ndency to run into debt and this leadf*ﬁ_ Alan Tait Peacock does not agree with this explananon of B::c:{ith it
nditure in the form of increasing cost! He says that a typical individual does not.rcl_a_te_ his tax paymels Su—i e
loans. government services, He considers his tax 1'1ab111tles as they are 1(z‘m s . k\?; b
planning and economic growthas also jncreasif. Public services; that is, he fights for additional opportumt.lefhg;'r I:é - i—i e

: < bl - .. - n )

SO vomment activities in the areas of capital accumulation and econon! Services and not for reduc1}ng t?‘xes, T] ;301221:;;‘3;: It}as;:t:s) v"‘l.:‘;ie government expenditure
tott ' overnment services and, therefore, im . !
e b Eeeps on increasing without any reference to productivity/cost ratio of government
services.

* Amodem government consider
from the “failures’ of market me
regulatory measures are adopte

sitapart of its duty to protect the econo
chanism. Accordingly, anticyclical and ot
d. Efforts are made to reduce the income %
outsocial and economic justice which, in tuf

asubsequentincrease in public expe
debt servicing and repayment of the

i We may add that modern governments have found new weapons wherebzlto

1C servi : : . ‘ . L
growth in public expenditure o ety it correspond’ increase their expenditure even without collectm%hmore ];apéc::l .O’fehieg] ;g:aﬁm f; e
: i hi e to them. Bu
undertakings which can be a source of revenu r : :
is their caﬁacity and willingness to resort to deficit financing. E;Ie‘:n m. a'dvapcec:
% countries deficit financing has become a common occurrence. Tgfe put ic OPrll.?]i;J:il ; ;10
public budget. strong enough to check this sort of policy even though it has disastrous i ry
inherent tendency 1o exp? effects.

2. Wiseman—Peacock Hypothesis

The second thesis dealing with the grOWﬂ? of pUbHF CXP.EHSEU ;e \:1;35 zl:.: t;??ggtg}}_f
i Wiseman and Peacock in their study of public EXP?ndlme i ; dor eOI:I- 2,, NN
1955. The main thesis of the authors is that public expenditure does not increase i

in ierks or like fashion. At times, some
; Mg to these concepyg . byAllan Peacoc]‘éi a smooth and continuous manner. but in jer ks or 55‘;{:)]. ;ncrjf: T I
and productive thay, the private one and tenclp tk bonnsector s lss off ) wilarotierdintanta Bisples erea g n\i;q ile earlier, due to an insufficient
ied). Similarly, an element,of avoid ShObe g S ] | & s oss i lamvaosue e ltwas doniinating and restrainin
cost (tepx?ed X~irleﬂiciency) Creepsin dyg able ineff; clency and, thet® | pressure for public expenditure, the revenue constrain i resmmgt
responsibility, noncheck on OUpUt ofing €10 poor Supervision, nonfixatt® ( anexpansion in public expenditure, now under change VEQ_ y it ;
of governmen services, B eMployees anq nonquantific? gives way. The public expenditure increases and makes the inadequacy o Cpresent
® Atthe same time, there ; revenue quite clear to every one. The movement from the older level gfexpendlnlre and
togsther to sl CTC IS a myth thyy the indiyiqg 1 rilyg taxation to a new and higher level is the displacement effect. The ln.adequz%cy of .the
iy Olve market deficiencjeg Without g e i s on ! revenue as compared with the required public expenditure creates an inspection effect.
Decentraliz;gg]?e fa“ﬂcy‘ The myth ig explaginvfjmem mterventtlal E The government and the people review the revenue position and the need to find a
e . ;
Wagner® S P cXPounded by B, (3, 1,by Fundalpel}w solution of the important problems that have come upand agree to the required adjustments
an Ecllgner ey important analyticy] | el gl gy to finance the increased expenditure. They attain a new level of tax tolerance. They
Xpan i ical limitat; : ¢ 2 ; e .
organI; am; ‘ e p&gm_}emme“t 15 N0t a mopj; In'mtatl.on Which can be rem®Y 4 now ready to toleratea greater burden of taxation and as a result the general level
sl als;somated hstitutions, Hoyyge 10ld i g 1IC entity, |t comprises a num”
Self-Instructiona 0 not obserye 5 Sand b
40 a"l-'fr’.‘fw'j;.-’ iy govenln]ent aCthIt u

: g i 5e Self-Instructional
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of expenditure and revenue goes up. In this way, the public expenditure and revenue g e Effective and efficient usage of resource according to strategic priority (operational
stabilized at a new level ill another disturbance occurs to cause a displacement effed effitiency)
Thus, each major disturbance leads to the government assumir
of the total national economic activity. In other words, the
effect. The concentration effect also refers to the apparent
government economic activity to grow faster than that of the
governments. British data are consistent with this hypothesis, but i
countries needs verification. Moreover, this aspect of concentratio

1g a larger proporti. The role of public expenditure in the fiscal policy goals of growth, equity and stability,
re is a concentralid has varied across different phases of economic development in India. The historical
tendency for centt! importance of public expenditure lies in the mixed economy model adopted after
state and local ¥t Independence in India whereby the government assumed the primary responsibility of
ts application to ot building the capital and infrastructure base to promote economic growth. The concerns
- 74, n effect is also close! regarding equity and poverty alleviation after two decades of Independence added another
connected with the political setup of the country. important dimension to public expenditure in terms of redistribution of resources. The
On the face of it, Wiseman : ; o inadequate returns on capital outlays and the macroeconomic crisis of early Nineties
must remember that they are emplfai.?:.;c;ﬁﬁgfﬁéilﬁ%ﬁgﬁgﬁig{’ v1trLllc i?ognsB\:;“\; arising out of high fiscal deficit shifted the focus of public expenditure to efficiency in its
cause sizeable jumps in public expenditure and revenue. In al] faj S1 2;1  histodt management for fafnlltatlng adequate returns and restoring macroeconomic stablhty.
facts, we must not forget that on account of advance;nent ? lll'I]lf:SStot . ¢ While the fiscal policy goal of stability could be achieved, the modus operandi of public
structural changes therein, there are constant and regular incr ks % Seonomy ans ‘_S'Xpenditure management through curtailing capital expenditure raised concerns about
and revenue. Public expenditure hag 2 tendency to gro = e GG g Al infrastructure investment and its impact on the long-term growth potential of the economy.
expansion of the public activities as als an increase in thg oD gceonty of a system™ Furthermore, stagnating revenue mobilization in particular and some upward movements
population, urbanization and an everincreasing aw: e quality. Incré® in expenditures led to a reversal of the fiscal stabilization process since the second half
of the public, coupled with an increasiy sawareness of the civic rights on the P! of the Nineties. An improved fiscal performance during 2003-04 engendered by

aware i i ) 3 ? 2
leads to an upward movement Ofpubhfexperfgftisrgf"}ts gztéii on the part of the Sft containment of the non-plan expenditures and supported by high revenue mobilization on
gets financed by ever increasing rev ent public expendi . the back of buoyant real activity paved the way for renewed commitment towards fiscal

: ges in the econom ooty
India, the State is deliberately trying
finance those activities through varig

State finds that it has to perform an ip

to increase jts activities and makes an effor!! Study of management of public expenditure by state governments in India is highly
us tax efforts. Evep in developed countries; ﬂ, relevant as:

against instability and excessiye jn Cre?_?»{ng regulatory duty to protect the econo.  © There is need for appreciation of the fact that the character of expenditure, rather
Peacock hypothesis is i de dualities of income ang wealth. Thus, Wisem™ fhan the 5ize of the defictt s more IMpOTIIL dud Wk the composition efthe
Wolute oir i ke Scription of g Particulgy tendenc f does ™ budget and direction of expenditure influence the growth of GDIT' and that the

auses at work, o . level and patterns of expenditure as well as the means through which resources

are raised directly affect the income and expenditure streams.

o e Analysis of transactions on revenue and capital accounts, at the Centre reveals
market mechanism inachieyin ‘ponantladdltional contributory force isthe fajlufgi tl}at revenue surplus covered to a m_gmﬁcapt e‘xtent' the capital deficit till Fhe
G T g vario 0Cl0-economic objectives ofth Inhﬂfd eighties. However, the trend reversed in the nineties with the emergence of capital

€ country.

it surpluses and revenue deficits, reduction in capital expenditure and increasing
borrowings and debt liabilities in the latter years.
et mechanicom : oo s,
economic growth 11 Mechanism js not gble to P 2-3-1 Growth Trends and Causes

witha correspondingj : t.he 80vernme d-viti‘ The fundamental strategy for boosting growth in the Indian economy was to assign a

enditure : lead role for the public sector in building the capital base of the country. The effect of
2.5 GRO . Mahalanobis model, adopted in Second Five Year Plan (1955-56 to 1960-61) is visible in
WTH OF PUB the capital formation in the public sector comprising central government, state governments
LIC gx : :

PENDITU‘RE and public sector undertakings.

tioﬂl An overview of public sector investment and consumption

ments and Xpend; : ;
¢ to create T res?{Public sector investment and consumption expenditure have constituted important

Yand newly intr, nage_mem, Thege objectives are ba sed on 1 f:o_n_stituents of effective deman_d in the Inc‘lian econo.my.l The investment process was
careas fol] gy« Uced INstitution ) devel The o jgct’ mitiated in the planning period with the public sector being in charge ofthe ‘commanding-
® Fiscal discipline - “oproent. height’ of the industrial sector, representing infrastructure, heavy industries and defence
that required heavy dozes of capital formation, '
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The spurt in public investment during the late Seventies reflected government
response to the second oil shock by expansionary adjustment through increased investmef
and reorienting investment for boosting oil production and removing infrastructuré
constraints. However, in the wake of two successive monsoon failures in 1986 af
1?87, the government had to resort to expenditure cuts that affected capital formatiof
Smce the mid-Eighties, the public sector capital formation slackened which, howevé
did notnarrow the saving-investment gap of the public sector as the public sector savil
dete.rlorated more rapidly than investment. The asset-wise distribution of public sect
capital formation shows the predominance of inves
machinery and equipment reflecting its greater acce
e s o e s e il
to the Nineties which has semeizvhat ré‘%vlmfe;s;m et Ofmach].“ery and equipment!
PR crsed thereafter reflecting renewed emph®

nt on infrastructure . Anotewor‘h

Up till the mid-cighties,

: public sector ¢ i i f
that reflected the overal] any, onsumption witnessed an upward tr¢

nsion in the government sector. Since the mid-eight!

policy

rowth
Payments) ap 4 the neeq f%rrof?ess
aS Constry;

. ramledbythe

e'matlona] sta

: fmancing pattern? olalf
Scal consolidation. A% I il
Need for rationalizatio” . o

ndards, Despite the in itia® i
Uoyanej the typical ‘Laffer curve ®
: -t0”
Verage ofg gcm did not occur, The tax ts o’
7 Per cent during the Eighti©

’ e
and CXpected jpe s Ndhap conteXt,

tment in construction rather th®

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 X 82669 crores during the
year 2000-01. It increased to ¥ 465277 crores during the year 2015-16 (BE) showing an
increase of ¥ 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

7l during the year 2000-01. It increased to ¥ 1312200 crores during the year 2015-16 (BE)
{ showing an increase of ¥ 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

i rate of growth in percentage terms was 29.34 per cent during the period from 2000-01
' t02015-16.

The total expenditure of the Government of India was Y 325592 crores during the

ol year 2000-01. It increased to X 1777477 crores during the year 2015-16 (BE) showing
d! anincrease of 1451885 crores during the period from 2000-01 to 2015-16. In percentage
' terms, the overall growth was 445.92 per cent during the period. The annual rate of
u‘)!- 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

i 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 Nineties. The fiscal consolidation process in the first half of
the Nineties facilitated some control in the debt burden of government. However, the
fiscal stress in the latter half of the Nineties again built up the debt burden.

As aresult of the mounting debt burden of the government, interest payments
registered substantial increases during the Eighties. The interest burden kept on increasing
even in the second half of Nineties despite a softer interest rate regime reflecting impact

- of'sizeable outstanding liabilities contracted at higher interest rates during the early part
( ofthe 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.

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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cost without borrowing and, thus, maintain a primary surplus. India also has to mai

. . e H g
ahigh growth rate while interest rate has to ease down sharply for significantly bringint

down debt to GDP ratio. '
Subsidies

Expenditure on subsidies is a crucial element of government expen'd it'urfa partrculai‘b"f;E
the light of targeting poverty alleviation and the growing need to rationalize expense:sakl
fiscal consolidation. The total burden of subsidies on government finances should t 01
into account, in addition to the explicit subsidies, several implicit subsidies in the fol‘mhE
lower user charges for economic and social services provided by the govemme'riF- T
major element of explicit subsidies is food subsides which is determined by the minimu?
support price of food grains, operational efficiency of public distribution.

Table 2.1 Public Sector Capital Formation and Subsidies
1o Agriculture (Centre and States)

{in ¥ crore and as per cent 10 GDP from agriculture and allied a1 current ?_ﬂffi/]
Public GCF pukctary  FoodSubsidy  Toud Fertlser  Subeidy o T Allother
Agricultureand  Subsidies (C30) Subsidy Indigenous Urea  Agricuiture
Allied Sh”l“'l'}f s 5
Tenth Plan 1.
2002-03 9563 20 43597 90 a7 50 IS 23 7 e iy 16,196 33
W0-04 122B 22 M7 8D suB ug paio - U £ R | SO
AOLG N 00T (29 GES 84 1598 45 1spe 2810243 18 162y 29
200506 2079 33 51065 80 WPy 3 B0 29 sz 47 aag 32
2006-07 25,606 35 8510 82 2441y 33 26,222 36 12650 1.7 21824 30
Eleventh Plan
W07-08 27638 33 85698 102 3y 37 A% 39 ey 5 Msw 42
006-09 26692 28 LMK 166 a39% b T 7 TR s 58
N0 3137 3L 1398 120 sgas ATT828 . 57 sy g6 a4
W0-11 M8 27 L0 118 G840 @ 4y g 12 3006 34
' by 3 £ o ot i ________._-_-___/
;; ders:u;\:;j::;nirh ::._,;r:;lr.lllotunl GCF and GDP are from cs0), National Accounts Division; budgetary subsi

1 " mic and purpose cl
documents of the Central Government, *A]| o
subsidy on indigenous ure

:  mirmus food sybs
subsidies on indigenous urea gs subsidy to iy}

dies, are also from ’:ﬁ
ubsidies are from f“"’y
crary subsidies (SO F
o agriculture but clas

assification of Governmeny
ther agriculture subsidies’
dy. This s because C50)
usiry,

expenditure. Food and Fertliser «
In the table are defined g budg
classifies foagd subsidy as subsidy

Wages, salaries ang pensions

 Electronics Systems
e Aerospace
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.

= Build local 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 offset 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 (.)f public _expendltu;]e ba;z;:il:;:c?::; ii]m,:)'
The earlier approach was closely linked with tlhe philosophy o lalsst s tiat
which the best government was the one which governed the least. oo u..g,'llcl1 i
the best judge of his own interests and that the governm oy

everyone wask decision which was basically superior to the private ones. The only
b Eaﬂ}’ vernment could legitimately operate was the preservation of the
sphere whgl'e td:rtgacll(iﬂ g those activities which were needed by the economy but vlv]ere
zzfifltliri?alll;nunproﬁtable. It was this logic which d?h_mltefi - Séa:gfi zlafl:goixtrl:rls;eafii e
of activities to defence, law and order, justice, administration and s :

ism failed in many respects to bring
However, the fact that the market mechanism failed i !
about th; dezirzd results in the economy, forced an mcreasm;g rl::ervn?;t;gfoﬁz ;h(;: S{TSﬁj
the State. This not only led to a rapid growth in the go:.:rcerning public expenditure.
expenditure but also fed various analytical I?B’P‘?theses el st ol
However, we find that on account of the basic differences in Whli e hionil
various w;iters, we have no general agreement as t_o the ;va}; Iélonomy I')rh ey
can be used and the way it would affect the worl:cmg ofan o moi o br,inging i
s uem haye haragieds el pYDLS expendlmf%ﬂlsla : e sceptical about the very
income and employment stability in the economy. }: o uarblic eE enditure is a sheer
possibility of using public expenditure usefully. To ts?ﬁ pthe Wc‘puk1 il
Waste and, therefore, a burden upon thg economy. 1”0 ! IS ey v};ﬁ lis
expenditure as a major weapon for bringing about an egalitarian society
Wwelfare measures and so on. b
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 ofcogrse just as different sectors of the economy are interdependent and influence
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each othert similarly, the government sectoralso is interlinked with the rest of the economy.
But there is one major difference. It is that the private sector of the economy is guided
by. the ma:llcet mechanism while the government sector can be used by the authorities®
bring certain changes in the economy. Within limits, the government sector can flout ¥
laws of the marl_<et. Itis also an important means of directing the working of the rest 0
the economy. It is this intricate relationship between the government sector and there!
of the economy which spells out different possible effects of public expenditure.

2.6.1 Economic Stability and Economic Development

eficie :
-HCIenCy of effective demand which was caused onacco
Sity to consum

,ad

vocated € Coupled with a low marginal efficiency Og
i le la continuous injection of additional pul‘C}]asm'
S tm . atmfl of investment and consumption activities 2
€Xpenditure, Such a pubjic iz ®nt. This direct investment was a part of the P!

of e hetketand generye, hlpendme Was meant to directly add to the effective 47
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that such spreading out of effects should be even enough and without undue time lags.
And if a depression is to be cured through stepping up of demand, then there must be
adequate unutilized excess capacity in the economy. If these assumptions are satisfied,
then the authorities have to concern themselves only with the aggregate demand and not
with the particular directions in which it is flowing, since through the interaction between
demand and supply flows an automatic adjustment takes place. In a market, where
there are technical and other rigidities, the effect created in one sector may not evenly
spread to the others. It must be noted that such rigidities are not absent even in developed
countries. As a result, under such circumstances, public expenditure no longer remains a
simple and easy tool.

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

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

Another factor which contributes to the complexity of the problem is the fact that
anunderdeveloped economy is having, generally speaking, inelastic demand for essential

maintenance imports while demand for its exports is quite weak. The r?su'lt is that if: the
world prices for its exports fall, it is forced to distress sales; while if its import prices

| increase, its cost price level is pushed up. Ordinarily an underdeveloped country does

not have much defence against this type of instability. Public expenditure 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 underunfavourable

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 COUII_U'i(?Sa public expenchtur.e 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 hax_ld and even then
public expenditure alone may not be adequate to overcome the difficulties. A careful and
Judicious combination of the import and export subsidies, duties and other steps hastobe

| Used forachieving effective results.

2.6.2 Effect of Public Expenditure on Production

Public expenditure can help the economy in numerous ways in attaining higher levels of
Production and growth. The ways in which such effects might be brought about are
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Public expenditure can add to the effective demand directly and thus generate conditions
| favourable for the market forces to push up production. Actually such public investment
need not be productive in the sense of adding to the supply side of the market also. This:
public investment can just be a means of disbursing purchasing power to those who

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

Public Expenditure

 Public Expendinure obviously inter-related. The analysis of these effects can be taken up separately in-the |  But there is an addition to money income right from the beginning. In the short run,
context of developed and underdeveloped economies. therefore, such public expenditure generates mﬂa.tlon-ar){ pressures. Hen_ccz care must
: be taken to ensure that inflationary pressures remain within manageable Limits.
- Letus first take up the case of a developed market economy. Such an economy i ) ’ diture is wasted due to faulty planning and -
has enough of flexibility but may be suffering from a deficiency of effective demand A sizeable portion of public expenditure 1s typ g NOTES

would spend the same and add to the effective demand.

; _ E:ut the technique of increasing production through increasing demand becomes'
_ 1_neffcct1ve once the level of full employment is reached. Money income goesup but real

income does not increase correspondingly because real income depends upon the use of
real Tesources. If, therefore, demand is pushed beyond full employment, it will only add
to the inflationary pressures. It may be noted fiurther that the public expenditure may not
be able to push up production proportionately because of various rigidities from which|
evena Qey?loped economy is likely to suffer. For example, some industries may nof |
];z:;;: t;]:;\;t;lll:ed b:}'mess capacg{hwhen demand goes up. In some industries monopolist’
oo TY'he 1N Vogue and there can be strong militant trade unions, Under differed o stimulate private investment. An underdeveloped economy has
technical and other types of rigidities the economy may not be able torespond fully ¥ :Ei 2“:;:;:;;&2:2;;@5, but thgrelxtent to which they can be utilized in the near future
ﬂ?t;ease 1111 Pmducuon. When demas d and the extent to which they can be Shiﬂefl-ﬁon; 011‘;;150 . t(]ilift:u(:'ethai; E;cesl S(;i‘:l:(r:c:
. wﬁzﬁ ;sdc;a‘i :): %1(1112 l:ﬂanonag: cqnsuaints. Accordingly, the size anq wﬂ”ﬁﬁﬁﬂ ; pprglsjs'zf)l:glc'rnowing ﬁ'omotshfe);entral
ing lack of complete inter-flow of d p d bnomym‘ﬁ ith the way it is ﬁmfmced' Resortm%e dgmandinthe country. Such a course, therefore
the co-existence of inflation and unemplo o domandSetween ] | bank ofthe country will add t::) ABETCETE . inflati effects. In ’ financi ’
yment cannot be ruled out. ¥ hasto be keptunder observation forits possible inflationary | oontrast, fnancing

such a case the authorities cannot be indj 3 i :
. indifferent as regards th i . 6 . wings or taxation may drain the private sector
expenditur o ) gards the manner in which pubb® ; arket borrowings P
p © generates additional demand in the €conomy. Specific details (;Ifl‘gubliﬂf of public expenditure throughm

i h atis, 1 ‘crowd out' the private i
expenditure would have to be deciged soas of the corresponding investible resources, that1s, st may p investment.

al . \ to achieve selective addit; |  » expenditure depends upon the uses to which these
along those lines which suffer from shortage of effective dcmandaddltlons to dema™|  Therefore, the net effect of P“blzz s ecl:aor before their acquisition by the authorities, and

terms of input-output coefficients. _Emphasis must be laid on industries to which, for
various economic and social reasons, a high priority is accorded and which satisfy the
cost-benefit criteria. ' _ |
Creation of additional productive assets is meaningful only if adequate public
expenditure is devoted to their maintenance and operation. ‘
Public expenditure is known for its sub-optimal output. In the very nature of
things, it is not possible to fully reme(_iy this situation, but efforts shguld be made to
Minimize the wastage of public expenditure. )
The authorities should carefully allocate public expenditure over various projects

The is a di funds were being put by the priva o ) s es , )

characteri s:isg}l'saalgffl,:rz: zﬁzﬁgm?ﬂ eveloped €conomies. Such economies af| theusesto Whic]f tliley are putby the atl;lﬁglfziz?:otﬁﬁ;;aﬂ tlsnzt;gnl;&fizt;l;?;ies myl?si
i an i . - e _

may be remedied by stimulating private Saﬁ“:l‘::;?ent actvity. This deficiency, aga" of the flow of funds and the changes Fove the best possible results. :

be made on an ongoing basis in ordertoa

Ani ¢ in the rate of investment undoubtedly helps in accelerating the rate
increas

U, capital equj i o o vestment need not be in the form of direct
and basic industyie “ Squipment and mag of : wever, all additional investn S
be directly used toii;t:;r donot ‘_mst_ orneed to the expan d:;Y Pﬁﬁ}mber of nnpm‘”o:; puﬁ;:joqomlc gmx:ftlll].l H;ub ic expenditure may also be used for helping private investment
- | human sills through a't)d maéﬂtam Social overheads. It can als lcbexpa:id;mcr;ereﬂﬁ and piolgflftti?;n thr.;)ugi:l a pursuit of policies whichreduce tc(c;zt qurod;cnop, tor push
. . g N and traj " 0 Deused to 1™ 4 . d bottle-necks. Creation and maintenance
of regional dispari & A country like Ind; ¢ u articular shortages and o . !
settingup in dul;tﬁetﬁl Xlanous tax concessions angzre ditlgif‘ﬁﬂ;lﬁ'ers fromthe prt:fl:lI ! Olt-'_' s((l)zl'mimd 01 relg;;::ag 1o an all-round reduction in cost of prosluctlon and l‘mprovement
cconomic infra-structyy :;e areas. Public expenditure cag e :ls'zgs canbe_ ]Jl'OVldes sﬂﬂ ineﬂi::? eg;/_er e herefore, ic Easespmﬁtabihtyqndproducuon. A139 scoclai1 ovtirheadfl
be used to give subsig or the developmen; of selecteqd to provide nece o bring diff ¥ Itlus, i ons and sectors of an economy 10 closer contact with cach other an
strengthen the process 23; for- increasing their brofitaby; tConomic activities an ) erfb 1 ﬁi;elflatrg%li e process of economic growth. Also Pujbhc_mvestmept can go directly
financed through fore; “apltal accumulation, T the extty 1 ous the anthorities B into chflevelo ent of basic and key industries, pOWer, IrTiga fion and mines étc, Through
Inthisprog fn aid, the Procesg °fe°0!l0mic = ent t.hls capital formati® these Steps thgl;::onomy can add to its infrastructure and thus provide a firm basis for
€88 ¢y : . 1sac ?
few precautions so ag toaOCelf_’ra‘fmg capital accumpylatiy C(-alerated. ol Eowh . i
possible harmfiu] inc Maximise the benefits of o, the authorities have t0 125 . diture can be used to create demand for various products, an 1 thus
. ncidental effects, Public expenditure and to avoid" Stim Public exper tion, A policy of purchase preference in favour of domestically
Several inve Stment projecy t ulate private product! 'h elps domestic enterprise and employment. However, itis
time before the Jects have long Produced goods and services heps ™ ards WTO can come in the wa
commencement of o, ut Sestatmn Periods, that is, it takes 3 1% Doteworthy that international commitments such as tow canc¢ y
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‘ublic Expenditure

Se!f-lnsrracrional

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 differently, 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 be
subsidised and otherwise helped through loans, etc., if they are established in speciﬁed.i
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 as

afurther aid in reducing regional disparities.

Reseaf'ch and development are important and helpful activities which must bé,

| accorded ahigh priority. New, effective and cheap methods of production can be foulld-iI
whereby local resources are used and a saving in imports and foreign exchange i¥

effected. New products can be invented which will help the economy in its various,

pl‘od]ilcﬁVf: activities. In these diverse ways, the economy can be helped in effecting?
re-allocation of its resources and in the process of economic growth,

To summarise, publi ‘ o
Theseare as follows pubic expenditure affects the level of production in three ways

(a) Capacity to work and save

(b) Desire to work and save |

According to Dalton, public exp

: enditure prom
consequence of this, the income plorotes the

and standard of living of
(¢) Productive utilization of resources

will to work and save, As?
people increases,

of I?roduction Which ge
their productive utilizat;

tion, Accordingl roduct:
from unproductive activiti % Production leve| i
) activi ; eltends tora urc
i ties to productive ise the reso

ones, |
®s. Asaconsequence there i an incre®”

2.6.3 Economic Distributiop
Animportant ag :

: Pect of the mark o ]
that arise op account of | et_mechamsm 18 the inequaljti : aldr1
LT e ot o
disparities not g} . cPassage of time, F vato prop ald’

Y spella soc ime. urthermore, ; wed”
employment patterns, 1l and €Conomic mjustice, they alss{:];};g;o;?:dﬂ%w aﬂdf

,tit may be claimed, contribute towﬂd?

matginal propensity to consume . f

0

deansogn ot Onary phase ofa trade cycle, coﬂs‘“n.pﬂdl"
eck on further expansion of demand **

" ’
poorer sections of the communl

1 need to reduce inequalities is the greate

economy, Without such a check the upward movement of the trade cycle might develop
into a real inflation. Similarly, during a depression, consumption refises to dip below a
certain level and as a result the economy is provided a firm base below which on account
of a minimum demand it would not go. Furthermore, such a stability in the economy itself
is helpful 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 beto contribute towards achieving the maximum
social benefits. Though we cannot prove objectively that marginal utility of income falls
as income increases, such a statement may be accepted on common-sense basis. Ifthat
is agreed, 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 which margmal utility ofincome falls with
arisein incorile and even if we cannot have interpersonal comparisons of utility, still a
shift towards equality would probably add to the aggregate satisfaction of the community.

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

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

society. A number of welfare measures like free ?ducatio_n, health, water and other
facilities can be given a top priority. Numerous social security sc!:emf:s can be adopted
whereby people are entitled to old-age pensions, umemployment relief, sickness allowance
and so on. Articles of common conmunpﬁOIl]lkﬂﬁ)Od f:anbe subs@sed, 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 l?e.msuﬁicwnt. Public expenditure,
through direct purchases, public production or subsnd_les can ensure that thf:]r supp.l){ is
augmented to the desired extent. Similar Iy, public expenditure, through appropriate S.ubSldm
and other ‘purchase and stores’ policy car eACOUrage labour—_mtf:n31ye techniques of
production which reduce unemployment and improve income distribution.

while proceeding with the programme of bringing about incomeand
certain aspects of possible interaction between distributive justice and
other dimensions of the economy must be kep_t in mind. To begin ‘.""th’ poorer peopl_e
may not be able to enjoy fully the additional income because of ign orfalmce-. But this
argument is applicable only if suddenly large amounts of income start flowing to the
ty.Inan underdeveloped country (to whose poorp.cople
d); this argument does not apply because there is not
the lot of everyone. Through income redistribution the
ginal relief. Even if there was a lot of income to
g inequalities would not be disproved. It would
fow in this direction, so that the poorer sections

However,
wealth equalities,

this argument could be directe
enough to significantly improve
Poor masses can only feel a margin
redistribute, the desirability of red}lcm
only point towards the need for going SioW ™
also get accustomed to higher standards of living. N . .

' eration is that of the effect of equalities on production through
d invest. This is a controversial field, and clear-cut
are difficult to make. In a poor country, where the
st, saving potential is only with the higher income
tities, such a saving potential is much reduced
of the community are bound to consume away a
incomes. The objective of economic equality,
of economic growth. In other words, both will

The second consid
the witl and capacity to work, save an
and widely acceptable generalizations

groups. With a big shift towards equa
especially because the poorer sections
Wajor portion of their newly acquired
therefore comes into-conflict with that
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Public Expenditure

and capacity to save on the part of the members of the society are likely to suffer whes

2 shift towards income and weaith equalities is made. An underdeveloped country;
therefore, s faced with a difficult choice. ' '

‘ Thirdly, the distributive effects of public expenditure must be viewed in the conteX!
of its method of financing. For example, if the tax system of the country is regressive, i
would militate against the distributive effects of public expenditure. Similarly, if publ®
emx;l)endmtre is ﬁnanced_throug_h.deﬁcit financing, or through such borrowings as are,
extea:.tox?:g n ChﬂBCter,-meql-lahn&s would widen. However, deficit financing toa lm’llIaed
vin oftEOt generate inflationary pressures. Slmﬂarl , public borrowings out of genuin?

53 01 the economy are expected to be only mildly inflationary. While the long-ter®,

solution ofits economic difficulties cannotbe had without economic growth, the probler

of income distribution also cannot be i ; -
postponed indefini i 0
be worked out wherein both these objectives are tely. Amedium, therefore, has¥

manner. A'nd to the extent the hithefto un- i
aid is received, the task of pursuing both

become less difficult,

27 SUMMARY — —

. z:l:lhc e._xpenmotzrs _rettl‘lers to the expenses which a.govemment incurs for (i) i
maintenance, (ii) the society z_mdthe ceonomy, and (jii) helping othercomuii%;

Sources,

. s between the bli i di Wi G;
N . _ public and TIvate iture "
pzfothi:s;;e that bt.)th Private units ang public authc})n'tie L imi > re:ljﬂ]s
umt of expenditure ( the refums beip g the obje St mbimize

) ctives to be ach;
ify public expenditure int chieved).
b

government (such as central and state governments) to increase both intensively
and extensively.

o 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 government output and termed the phenomenon as ‘Wagner
Squared” hypothesis.

s 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. "

- o 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 isa crucial element of govemment expenditure particularly
in the light of targeting poverty alleviation and the growing need to rationalize
expenses for fiscal consolidation.

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

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

e Animportant 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,

o Welfare considerations also favour an equitable distribution of income and wealth,

~  Public Expenditure

services by the State X .hout corresponding ds anﬁ The purpose ofan economic policy _should be to contribute towards aphie\dng the
unemployment benefitg ples are Interest Payments i[:ic : 't ofgoons J maximum social benefits.
s Plan expenditure in the G , ¢ pensio ; o The distributive effects of public expenditure must be viewed in the context of its
under development schemz‘geéﬂment, generally, Signifies e - akeﬂdg method of financing. For examp}e, it_‘ the tax system otj the coun1fry isregressive,
Check Your Progress * Due to the complex —_ Urng a particylay Five Year P}l‘g: ndituret it would militate against the distributive effects of public expenditure.
9. What steps should Classificd as Plan expeg; O“80vernment, the o . g
: ture and w » “CPolicy regarding what should %
nderdovaiped ias been losing clarity, hat should 8etclassified g nof-;)wlaz eipendlﬂ‘ﬁ _2_-8 KEY TERMS
countries for * Actually econg, : :
economic stability expenditure jg t?zgf?xpendm"e isarelatiye te N’j "o Fiscal deficit: It is an economic phenomenon, where the government’s total
0 and development? * Adolph Wy Viewed againgt g benef; tsrt?:aand not an absolute one-*" expenditure surpasses the revenue generated.
' Eﬁ?;;sﬁaﬁg?f Increasingf;;?ril 8?5..:191 Twasq Germ twill acerue from it. P o Meonetisation: The process of converting or establishing something into legal
) to Wagner, ther: ar(: ities on historica] fac:Sn cconomist who based his Lar:‘pﬂ tender is known as monetisation.
hereny tendencieg for » Primarily 0f Germany. AccO"” 4 * Subsidies: It refers to assistance to a business or economic sector for producers.
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: Public Expenditure
Public Expenditure « Egalitarian: It is a belief that ail people are equal and should have the sams 2.10 QUESTIONS AND EXERCISES
' rights and opportunities,
S __"'ﬁ Short-Answer Questions NOTES
NOTES 2.9 ANSWERS TO ‘CHECK YOUR PROGRESS —-"‘3 1. Prepare a short note on the similarities and dissimilarities between private and
R . . . i public expenditure?
L. Public expenditure refers to the expenses which a government incurs for (1)_‘ ; . with of public expenditure in the
ownmaintenance, (i) the society and the economy, and (iii) helping other counmﬁ 2. What are the factors responsible for the gro p P
2. Thekinds of public expenditure are the followin g 3 ;::u;ntry"? fallacy
. . . _ » Lenne coarse ' . .
* Productive and unproductive expenditure | 4. How can public expenditure be used as a weapon for economic stability and -
- Transfer and non-transfer expenditure . development of the country?
. ® Planandnon-plan expenditure .
" . -Answer Questions
3. The canon of elasticity denotes that there should not be any rigidity in spend1ﬂ§ Long-An Q .
public ﬁmds I_t should be possible to bring about necessary changes in it in respof¥ 1. Discus the scope of public expenditure.
to changing circumstances and situation, 2. Discuss in detail the types of public expenditure.
4. The canos(of opﬁmizingproﬂu;ﬁon b:lt;ll distl;butionbeliev&stlmt public expenditlﬂf 3, Describe the cannons of expenditure.
must work out a proper control on production and distribut ; ’ . hesi
wealth in the society. ribution of income | 4. Critically analyse the Wiseman-Peacock hypothesis.
5. According to Wagner, there are inherent tendencies for the activities of dlﬁ‘erdi
layers of a government (such as centra] and state governments) to increase bo,‘! 2.11 FURTHER READING
intensively and extensively. There is a functional relationshi il Jai Prakas
p between the grow - - Jai th and Co.
of an economy and government activities with the result that the governmen?] Tyagi, B.P. 1975. Public Finance. Meerut: Jai Prakash Na . an
sector grows faster than the economy. Sundaram and Sundaram. 1984. Public Finance. New Delhi: Sultan Chand & Sons.
. - idney Klein. 1967. Applied
6. The main thesis of Wiseman ang Peacock is that public expenditure does ¥ Croxton, Frederick Emory, Dudley Johflstone.Cm;r{deﬁl and Sidney Klein. Appli
Increase in a smooth and continuoyg manner, but in jerks or step like fashion- ° General Statistics. New Jersey: _Prent:ce- all. 5 New Delhi
‘ecti : . ; ' 7 tistics. :
| 7. The (fbject{Ve-s O.fpubhc expenditure are ag follows: . Gupta, S. C. and V. K. Kapoor. 1996. Fundamentals of Applied Statistics. New
; ] Flscal dlSClplme _ Sultan Chan d& Sons.
* Resourceallocat; :
, On.accmdmg to strategic priority (allocative efficiency)
* Effective and efficient usage of resources : g
(operational efficiency) according to strategic pri?
8. Expenditure on subsidies is a cryc;
. Crucial e} .
in the light of targeting poverty all:::::in N xpenditure parhcﬁ
expenses for fisca] consolidation, The ¢ on and the growing need to ratio?
finances should take into account, in ac;);? Lburden of subgidieg o gove
lmph_cnt subsidies i the form of IoW;l‘use ition to the explicit subsidies, S¢ cf
provided by the governmep " eharges for economic and social
9. In underdevelg ;
< oped countries, pyp; :
ecorl;cgnc nstability has ony 4 limi;:; toonditure as a generg] weapon a8
WO ,a :
alone o0 Meetthe specif problems hazery detailed programme h#S
one may'( nothe adequate 1o overgg dand even then public expen 04
:ioncllbmanon Ofthe import and exporrtn ¢ the difficulties. A careful and jud®
. Tt;e for aChlewng effective resu] SubmdleS, duties ang other steps has
€ as
PﬁCtS of market mechanigy, € ineauar _
qllalltles Oflncome and wealth
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UNIT 3 PUBLIC REVENUE

Structure
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3.4 Canons of Taxation
3.5 Benefit Approach of Taxation
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3.6 Effect of Taxation on Production
36.1 Effect of Taxation on Distribution
3.7 Summary
3.8 Key Terms
3.9 Answers to ‘Check Your Progress’
3.10 Questions and Exercises
3.11 Further Reading

3.0 INTRODUCTION

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

Central excise and customs. Non-tax revenue includes all revenues other than taxes, -

accruing to the government, such as administrative revenues, commercial revenues, and
grants and gifts.

I 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
o Discuss the classification of public revenue
» Identify the sources of public revenue
o 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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3.2 PUBLIC REVENUE: MEANING AND

CLASSIFICATION

Every government needs funds to finance its activities. Such funds are raised ﬁ-om

various sources. It is difficult to give a complete list of all the sources of public receiph
But t!le tmportant ones include taxes, income from currency, market borrowings, salé
public assets, income from public undertakings, fees, ﬁnés gifts and donatgio,ns elt
Professor Dalton makes a distinction between public rec;ipts and public rcve’ﬂ“é

Itis a normal practice with a

oo : government to divide j
capital’ categories. Broadly odivide its

receipts ‘into ‘revent

assels.

Classification of Public Revenye

* Adam Smith’s classificatiop; Adam Smith classif;
1k

categories, namely revenye from the public and

ed public revenyes into
This classification is Very narrow:; itdo .

evenue fro
=S not serve the purpoge 0?1 State prope

venue into six categoﬂﬁ
» Public debts, grants i
three are no jonger inclv

"

* Dalton’s classify

. Caﬁon- A . :
public revenye. tax * According tg Dalton, ]

* 3 y t N o
finance: taxes, g ﬁ::;?;d Prlces:. Hehag g here are two main source;

: entified tyy - -'
re el
enterprises, public py pm;f;‘;;;mp“lsory loans vf?xf:stiﬁ?eitfgsbw
s OUris,
2ym 15, public Monopolies (monﬂl’ag

and mint,

. y
Of;itgpe of lacuna in them. shtff;
S1saccepted as most convi®®"

As shown in Figure 3.1, there

| Tax revenue itselfis divided into three sections:

() 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, if any, in force.

(i) 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 fax, land revenue and stamps and registration fees and so forth.

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

Non-tax revenue of the government is divided intq three sections:

@) Currency, coinage and mint: This category covers the receipts of Currency
Note Press at Nasik, 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) Interest receipts, dividends and 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) Other non-tax revenue: This section covers revenue from various government
. activities and services such as from administrative services, public service
commission, police, jails, agriculture and allied services, indus_try and minerals,
water and power development services, transport and commuglcations, supplies
and disposal, public works, educat-lon,. housing, _mﬁ@aﬂon and publicity,
broadcasting, grants-in-aid and contributions. Note that income and profit from

the creation of currency by the government, i.e., the excess of face value of

currency over its cost of creation are also included in this group of revenue.

) 33 SOURCES OF PUBLIC REVENUE

are two sources of public revenue, namely tax revenue
. i d by a public authority on persons

- ue. A tax is a compulsory levy impose
gg ongants rg‘(f:sl’to meet public expenditures. It 1S the compulsory payment made to the
organiza Refusal to pay the tax is 2 punishable offence. Every tax involves some
government. ke A tax is not a fine or penalty. Non-tax revenue

sacrifice on the part of tax payers. ! . :
includes all revenI:les other than taxes, accruing to the goverpment. These are internally
generated funds, such as administrative revenues, commercial revenues, and grants and

gifts.
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1. What is the
difference between
revenue receipts
and capital
receipts?

2. Mention the types
of non-tax revenues
of the government,
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Public revenue

Tax revenue Non-tax revenue

1

Indirect taxes eg.
Central excise,
customs, VAT

Direct taxes eg.
Income tax, wealth
tax

Interest receipts,
dividends and fees
from licenses,
passports

Fig. 3.1 Sources of Public Revenye

A. Tax Revenues

Let us discuss the various sources of tax revenuyes.

1. Direct Taxes

posed directly on the taxpayer and Pf“i{j

directly to the government by the persons (Juristic or natural) on whom it is ixnposed.f*

direct tax is one that cannot be shifted by the
direct taxes imposed in India are a5 follows:

® Income Tax: Incom Tax Act 1961
the individuals or Hi i i

: )imposes tax on the income o
mndu undivided families or fi

India. Not ordinarj
Or income age
from India.

income received ; i
: n Indj
ly residents are taxable i ro lation to n

: i
a0r income accruﬁd il
rued i i 1
din India apq INcome from, busingsg
: 2SS 0

. adi
Come recejved in II} 3
I profession contro

I'the provision of Inc©* il
edtobe resident in [ndla-ﬂ
T1aNagement s sifuated entirels i
S, tax is levied op the income whi® lc:*
any other Indian so%°

7 ]!
ildings, along \‘n:,_::
POwer is vested in the Sta_ ¢
&the valuation method:* iﬂ
Annyg| Ratable Value (4 o
TOperties not producing ¥

18alocq] tax on by
E?I‘S. The tax

168, Specifu;
i edures.Thetaxba D

e
€dang other D

taxpayer to someone else. Some importa

are assessed on cost and then ccmver_ted into ARV by apliilyﬁnng iéjeeg:;t:lngl: I(:tf
st, usually six per cent. Vacant land is generally exempted from i .

T erties lying under control of the central government are ext?mpte om

E;et:;gﬁon. Instead a ‘service charge’ is permissible under executive order.

: : These taxes are levied on the demise of a
! Illhentiﬂce E:f(iiec? zgifoz;a;:ii inherit from the deceased person is ter!nefi_as

O tax and is usually assessed with reference to the O\ferall tax liability
" mht’frltanf:e . In contrast, an estate duty is levied on the entire wealth of the
gf Séz Slzgjgzgn Letbie 3 né after the tax balance is inherited. Note that both

e

vied simultaneously. _ _

taxes clan be 1&:6 duties came into existence in 1957 and were abohsheld in thﬁ
i 36 because of their widespread ill-effects and extremely sma
budget for 1985- ties were imposed and collected by the Centre, the net proceeds
chitbHian Th els the States. Similarly, estate duty on agricultural lands can
i behtec’:lhe States. Some States were doing so and the Centrf':I\;as
be imp.osc_d only 'ybehal fand distributing the net pl:DCeeds between them. L ?;
- On‘theltri However, the 1989-90 budget 1mp0§ed a tax on transfer
Werel: ?I 510 abc;lllsil;ll(lalc;ﬁtance and this tax was not shared with the States.
wealth throu.

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

some forms of wealth tax.

o Gift Tax: Gift tax in Indig isre
on 1 April 1958. It came into €

i hich was constituted
ted by the Gift Tax Actw. :
gf?'iit in a}lrl parts of the country exceptin Jammu

e 5,000, in the form
: 11 gifts in excess 0£ 325,000,

: GiftAct1958,2 t have blood
e Aslf er};[hoﬁr others, received from one w_l'tll(l) :ﬁ‘O:cSt I%-oom e
of cash, draft, check ©! : ble. However, w1

" e ipient, were taxabic. date were free
relations with th:: ; e;;g;?;;led and all the gifts maéde on c;rl ;ff;hipfovision -
1998, gift tax got de again revived partially. ' o

: : 4, the Act was agaiil ion 56 (2). According to it, the
from tax. But in 2004, 1961 under Section : e

. Tax Act, Lok HUF) excess 0
s T Incy?r'::lilividual or Hindu Undivided Family (HUF)
gifts received by an

¥50,000 ina year would be taxable.

* Indirect Tax ary (such as a retail store) fI‘Oﬂ)] tAhle
1
such as the customer).
[timate economic purden of the t:;](]e one else. An indirect tax
ingio o bears e b shifted by the axpayer rually paying the tax by paying
Indirect tax is one t‘hatg?;go od so that consumef’fg;;imposed in India are as follows:
May increase the price rtant indirec

More for the products. The some i) formulated in 1962 to prevent illegal

t was be subjecttoa
- . The Customs AC! - s are sought to
® Customs guty. 'S;eof goods. Besides, all lm}:;r;us industries as well as to keep
imports and expo

i ion o ndig i rate of
duty with a view 0 affording Proter. interests of securing the exchange

um in the d on goods imported or exported
=

: minim S
the .nnportS © thfl:j)uties of customs arc¢ levie ms Tariff Act, 1975 as amended
Indian currency. 0 in force. Under the custom

i er the cust
from India at the rate specified und

time being
from time to time or any other 1a¥ fc;r 3;;})16
Oom time : ; -
lawns] the various types Of duties aTed IR il Bl
J ; levied o

o Basic Duty: Thisduty is
1962.

interrflﬁdi
An indirect tax is a tax collected by an
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leviable b i . .
respic t?velj;z. the Emance Act (NO.Z), 1998, and the Finance Act, 1999 * Public Reverue
: manufactured or broduced in Ind; ] J o Surcharge on Motor Spirit: Special Additi '
i - NOTES : on that product hg?it%zz’;alzz}:cﬁ e:i(mse dL:lty that would be leviablt (Surcharge) on Motor Spirit is leviaII)JIe by the Filaﬁ:ilAzztgogg Customs
' | payable. If the product is levi ured or produced in India is the duf o Central Excise Duty: The central . : '
those rates is the rate appliszlball:l; 3Z]?§reptlmt§, the highest rate amOF% Central Excise Act, 1944 and the Cﬂgl?r‘;?];.]ﬁ?:; ':*::;;? ::tclis ;8?%1 t;nger th; NOTES
plus ba.sic custorn duty payable, ty is leviable on the value of SOO‘i fzxcise duty is a tax which is charged on such excisable goods thatare mam 1fact|cn1u-md
¢ Additional Duty to compensate d ) . in India and are meant for domestic consumption. The term ‘excisable goods’
- manufacturers: This is levied under sut{r on inputs used by Indi¢ means the goods which are specified in the First Schedule and the Second chhedule
Anti-dumping Duty: Sometimes, fore ection 3(3) of the Customs Act. (‘f] to the Central Excise TariffAct, 1985. It is mandatory to pay Central Excise duty
| | goodsat prices below the am ch;rgﬂ;eﬂem abroad may export into Ind payable on the goods manufactured, unless exempted eg; duty is not payable otﬁ
P in order to capture Indian 0 "m:ts totﬁ bythem in their domestic mark?’ the goods exported out of India. Further various other exemptions are also notified
i is known as dumping, In Oma‘rdmkto e demm.ent of Indian industry. TH by the government from the payment of duty by the manufacturers. Various
- TTIEEY levy additional duty equal ¢ 3: :ﬁ:?lt dumping, the central governm j Central Excise are: ’ '
of;?ﬁ;?;g, certain restrictions omﬁlﬁp‘“g onsuch articlé o Basis Excise Duty: Exciso Duty, imposed under Section 3 of the *Central
Favouied Natior Sat;:u s1§namnes tothe GATT or on c“;npll}g duties 11‘1 Excises :;‘nd Saé;{tamo;i 1944 ﬂ(:n all excisable gpods other than salt produced
o Protective Duty: Ifth ST\Jn.der peement. woires given M %;ﬂumnﬁqcu;ct, 11385 f:,ll::m;;ra ttl‘:es o~ meﬂl:ssiChEdule 10 the Central
iﬂ Ol'der to pfOtC(;t t.h .e mECOmrision Set up by law i ) i ] . Catﬂg.ory 0 C EX.CISC D'I.lty m hdia_
¢ mterests of Indian i recommends the o Special Excise Duty: According to Section 37 of the Finance Act, 1
may levyprotectl ' 1an lndustry the c 1 . . . . . ) < Ct’ 978)
ve anti-dumping duties at the rate reco m;?;dgove nme Special Excise Duty is levied onall excisable goods that come under taxation,
goods. mme; on iff in line with the Basic Excise Duty under the Central Exci
spec 1 Excises and Salt Actof
0 Duty on Bounty Feq Articles: Tn ca 1944, Therefore, each year the Finance Act spells out that whether ﬂ?e
€xporiers for eXporting goods toTndy case a foreign country subsidises | Special Excise Duty shall or shall not be charged, and eventually collected
id;tlonal import duty equal t}i::dla, the Central Government may i during the relevant financial year. yeoee
\ addlg‘;ﬁsubsldy or bounty dami:::l]‘;’“ﬂt of such subsidy or bounty. 1f it o Additional Duty of Excise: Section 3 ofthe * Additional Duties of Excise
detemunatfluty may be collected on : clearly determined immediat Act’ of 1957 permits the charge and collection of excise duty in respect of
be. lon, difference may pe cone‘g;‘:[‘flslonal basis and after b the goods as listed in the Schedule of this Act. '
0 Export Duty: Sy, or refunded, as the case . o Road Cess:
| articles such a5 shﬁlsl :n“;){ 1slevied on eXport of good (@) A.ddltlonal Duty of Excise on Motor Spirit: This is leviable by the
| Ofthis duty i o regg e -2t e Subjectto export £ S proseat very ) Finance Act (No.2), 1998, |
| o Cess on Export Under s’;llijons of certain poods ty. The main pul'P“d ) Additional Duty of Excise on High Speed Diesel Oil: This is leviable
| ocessed Food Proguere oo oe o0 (1) of Se ‘ by the Firance Act, 1999.
:ipva:tor;m asthe ratel:;cft;féport CessAct, 190;1;’? 33 Off ltls;eA culturﬂii o Surcharge:
ort of all cus o2 3 01 1986), erc ) . . et sy s
o National ¢ schedy products toms be levieg and col] ec)te(; Zspc eS8 it (a) Spec1alAdd1t10nal Duty of Excise on Motor Spirit: This is leviable by
134 Ofthe Fman Conﬁngent Du ty- 'l'hjs the Fiﬂance Act, 2002-
also leviable OH‘;;*‘:CL 2003 on impo;te P dutywag imposed under s@cﬂ'ﬂﬂ' (b) SurchargeonPan Ma}sala and Tobacco Products: This Additional Duty
and mobile ph Oneso Or cars, imPOI'ted m p‘?tm!ellm crude oil. This tax W‘d of Excise has been lmposed on mgarettes, pan masala and certain
. 0 Education Cegg, Ed ultl'utllity vehicles iwo whee! gpecified tobacco products, fat specified rates in the Budget 2005-06.
of duties of CusEo Ucation cesg g levialy o Bidis are not subjected to this levy.
CVP lmdersﬁﬁcﬁonlgs (except safeguarq le@2 Der cent on the aggregﬂﬁi o National Calamity Contingent Duty (NCCD): NCCD was levied on
Tariff Act, 1985), | and ant; ping ¢ duty undey Section 8B and b _ . panmasalaand certain specified tobacco products vide the Finance Act,
tionaj cﬂm'-m_tems attracting Cumy under Section 9 A “fihe Cusi®”, 2001, The Finance Act, 2003 ext.end_e.d this 1favy to polyester filament yam,
0 Secondm.y and B ments ape exemp tes;‘jﬂ_ms Duty at bound rates W ¢ motor car, two wheeler and multi-utility vehicle and crude petroleum oil.
aggregate of dutieg g? er Education C Om this Cegg, o Education Cess: Education Cessis leviz{ble @2 per cent on the aggregate
0 §eparate Point R, 0 Customs_ €882 Leviable @1 per cent on of duties of Excise and Secondary ar}d Higher Education Cess is Leviable
. f;g;h;s;mﬁm ; 1§ leviable and Adg‘.“.i Cess: Additio l ; @1 per cent onthe aggregate of duties of Excise.
Fig H . .
itiona| Duty o u";t (?r:ty of Customs on Motor Sr{ﬁf o Cess : A cess has been imposed on certain products.
s : ; 3 ;
on ngh Sp eed Dies el 1 i;g :;.:frucnona! .
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» Service Tax: The service providers in India except those in the state of J ammu’

and Kashmir are required to pay a Service Tax under the provisions of the Financé.
Actof 1994. The provisions related to Service Tax came into effect on 1st Julyi
1994. Under Section 67 of this Act, the Service Tax is levied on the gross o)
aggregate amount charged by the service provider on the receiver, However, 1
terms of Rule 6 of Service Tax Rules, 1994, the tax is permitted to be paid on ﬂlﬂf
value received. The interesting thing about Service Tax in India is that th“1
government depends heavily on the voluntary compliance of the service provide®,
for collecting Service Tax in India. - |

— ¥

* Sales Tax: In India, sales tax can be imposed only by the States on the salds:;

purch_asF, etc. of good_s. Most States were doing so. It was being levied “‘l
_successive §ales of anitem on the full sale value. This system had its own il
effects particularly in the form of adding to the costs and prices. Therefore, mg

- accordance with.what several other countries had done, in India, States wer
persuaded to swn?ch over to another form of sales tax, termed VAT, It is alst
. levied on successive transactions of an '

R ltemb t o % ’
the preceding transaction. If implem ut only on the ‘value added” aft®

ented properly, VAT
over sales tax such as avoidance of taxation of thz ak%dh;;i?: et;xalezdvama ]

In addition, the Centre levies Central Sales Tax on ; i
nter- .
net proceeds go to the States. state transactions and

E?::l?eg‘;?&:c?gAD; E]le practice of VAT executed by State Govermneng
? e Q I » . " X
VAT paid. VAT in Inc{gia clas;si% with 2 particular apparatus of credit for the mp!li

commodities, 1 per centon gold i:ld under the tax slabs are ) per cent for essenti_j’l!:

inputs, capi . gotsand expensive stones, 4 per cent on industr?
mpﬁﬁnﬁeﬂtﬂgm‘; 0 commodities of mass cOlﬂsunl:;‘;ticnl, and 12.5p%
products, tobacco iiquor c:irates (Mate dependen) are applicable for petrolev”
Added Tax Act ang o a;l 8o forth. VAT levy will be administered by the Val"’
tax on the estimated marrll:le:s made there-under and similar to o sales tax. Iti5%
its manufacture or disu-ibutizz?:ﬁ 2ddedto a product or material a each si2g°°
current single-point syste tmately passed on to the consumer, Under &

0 The Addition method: The value

. Payments that jg
: Payable to
interest payments eto). the fac

0 Tax credit meg, '
od: Thj
Collected on saleg, his

* Securities Trap
acti
fransactions done on Tax (STT), STT is 5

. Onthe
quity shares, deriygt stock excl_:nanges, Itisap

addcd is comput ] all tb‘
tors of product; pu‘ed by adding ©_ s

on (viz,, wages, sal

entaj .
Is Set-oﬁ'ofthe tax paid on mputs ﬁ-orﬂtﬂ!

tax, which is levied Oﬂe ]
Plicable on purchase ot sg}ﬂd"
sale of ap adequity-oriented mutual

mes an i i ;
an investor Ter‘l‘rg share s 0,075 per cent. APf‘;}'

Sale of shares after 12 molilayment of §

atthe time . "
However, a gaip on seling ofsdoes Not 5. ime of selling securities (9

harer this tax or tax op long-term galﬁ?
efore 12 months is termed short-ter™ gﬂ“‘

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

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

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

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

and State taxes into a single tax, the aim was to mitigate cascading or double taxation in
a major way and pave the way for a common national market. It is being held as the
largest tax reform by a number of renowned economists after the Inde_pendence 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 ox_rerall
tax burden on goods, which was estimated to be around 25-30 per cent. Introduction of
GST has also made Indian products competitive in thfe domest_iic and intematioqal markets.
The system has been evolved asanew regime against the different categories of taxes
imposed by the State Governments as well as the central government. The new tax

tom lnown as GST has been imposed as an indirect tax system to encourage a single
g;r;?:: under the single tax system. The Indian Constitution has also been amended with

this effect.
Salient Features of GST

The salient features of GST are as follows:
(i) GSTisapplicableon ‘supply” of goods or services as against th.e present concept
of tax on manufacture of goods or on sale of goods or on provision of services.
(i) GSTis b.ased on the principle of destination based consumptjon taxation as against
the present principle of origin-based taxation.
(iii) The GST to be levied by the Centre is called Central GST (central tax- CGST)
d that to be levied by the States (including Union territories with legislature) is
i:lled State GST (State tax- SGST). Union territories without legislature will levy
Union territory GST (Union Territory tax- UTfiST)-. . i
i grated integrated tax- IGST)is levied on inter-State supply (including
™ ggflztg‘ansfergsolt:(gooeﬁr services. This is collected by the Centre so that the

credit chain is not disrupted.

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

tion to the applicable custorms duties. |
-, - er-State supplies and is subject to IGST.

supplies and is covered under IGST in

vi) Import of services is treated as int
N GST is levied at rates to be mutually agreed upon by

i GST &1 .
D gfgﬁggcﬂ States under the guidance of the GSTC (Goods and Service

Tax Council). o
(viii) GST has replaced the following taxes currently leviedand co

e Central Excise Duty | |
e Duties of Excise (Medicinal and Toilet Preparations)

llected by the Centre:

Public Revenue

NOTES

Self-Instructional
Material 67




" Public Revenue

68

NOTES

Self-Instructiongy
Materigl

* Additional Duties of Excise (Goods of Special Importance)

* Additional Duties of Excise (Textiles and Textile Products)

® Additional Duties of Customs (commonly known as CVD)
o SpacialAdflitionalDuty of Customns (SAD)

» Service Tax i

* Cesses and surcharges insofar as they relate to supply of goods or Sel‘Vic'%

(ix) State taxes that are subsumed within the GST are: ﬁ
* State VAT : | | |
* Central Sales Tax | |
¢ Purchase Tax . | |
~* Daxury Tax | |
' * Entry Tax (All forms)
¢ Entertainment Tax (except those levied bythelo

cal bodi
» Taxes on advertisements e
o Taxes onlqtteries, bettingaﬁd gambling |
e State cesses and surcharges j I \ :
State ges insofar as they relate to Supply of goods d

(x) GST applies toall goods and services exc

. € Centre angd is kept to a minimum and has be?
possible, the States a5 Well as across States as & /

'  the Cengr s
State to the Centre, g; dfor payment ~Nire and the States to €2°,
€. Similar of IGST e

by the Centre 1, the degt; éYs the IGST uge orp;s transferreq by tl_le orlgﬂi‘_: ﬂod
08 B2C supplies i trarere " S1ate- F Yment of SGST is transi® ]

transf urther, .
of fands s carried gy o oo O e the SGST portion of IGST coll®

the taxpayers, on the bagig Ofinfonnat?otll:i dest}nation State. The U‘;:jfj

taxes paid op

(ITC) 10 be broag base
in the coyrge

an ino; ¥
Y SUDLY 0f gonyy g oo . Y Making it availgble in respeﬁgai'

or se
furth.efance of bllsineslg‘,Vlces Orboth used or intended to b€

eptalcohol for human consumption. |

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

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

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

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

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

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

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

(xxvii) Limitation period for raising demand is five years from the due date of filing of

annual return or from the date of erroneous refund for raising demand for short-
payment or non-payment of tax or erroneous refund and its adjudication in case
of fraud, suppréssion or willful mis-statement.

(xxviii) Arrears of tax to be recovered using various modes in'cluding detaining and sale
of goods, movable and jmmovable property of defaulting taxable person.

. : i 1 has been constituted by the central
Goods and Services Tax Appellatt? Tribunal y r

o) govemment 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. N o

(xxx) Provision for penalties for contravention of the provision of the proposed legislation

has been made.

(xxxi) Advance Ruling

taxpayer to seek a .
has adopted such authonty under CGST Act.

ided i that business
ii i- ine clause has been provided in order to ensure
oo 12;:;15 :l(:f lt;ilreni}i%of reduced tax incidence on goods or services or both to the
P .
consumers.
(xxxiii) Elaborate transitional provis
existing taxpayers to GST regime. |

Benefits of GST

Authority has been constituted by States in order to enable the
binding clarity on taxation matters from the department. Centre

provisions have been provided for smooth transition of

(A) Make in India -
(i) Ithashelped to created unified common national market for India, givinga boost

to foreign investment and ‘Make in India’ campaign. o
() Ithas prevented cascading of taxes as Input Tax Credit is available across goods

and services at every stage of supply.
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(ii) Harmonization of laws, procedures and rates of tax.

+ (V) Ultimately, it will help in poverty eradication by generating more employment and)

~ (V) More efficient neufralization of taxes especially for exports thereby making U‘ﬁé

(iv) It has given an impetus to export and mahufacturing acfivity, generated mONf;
employment and, thus, increased GDP with gainful employment leading i¢;
substantial economic growth, '

more financial resources. I

PTOdllrgs more competitive in the international market and giving boost to Indis?

exports. |

" (vii) Tthas improved the overall investment climate i ichwi ;

te in the country which will naturally

- benefitthe development of the States, rywhichwilln i
(vill) Uniform SGST and IGST rates will.

rate arbitrage between neighborin
sales. .

reduce the incentive for evasion by eliminatit
g States and that between intra and inter-St2¥

(B) Ease of Doing Business

@ Simpler tax regime with fewer exemptions.

(i} Reductionin multivlici !
: plicity of taxes that are t : e
System leading to simplification and unifonnai p.resent sovemingorindirec WT

(i) Reduction in compliance costs ... ) . }

(C) Benefit to Consumeys

() The final price of '
) goods js ¢
credit between the Xpected to be lower ¢ '.
Ue to seamless flow Ofinput
xom Supplier of services. ;
ﬁmmaxorwﬂlmff Ement of smaj) retailers will bé 3@0’-_‘

Purchases from, _ o
Such entitieg v; rates . che
wil under a sC!
(i) Average tay burden o .1 Cost less fop the consl,!;:r’:mllﬂdlﬂg .

reduce prices 1 Compan;eg is li |
and lOWer price S Mean lkiy to Come dOWn which is expected
Consumpti,

11,

Let us now go through the highlights of Union Budget 2017—18.

» Overview of the Econemy and fiscal deficit '

o Economic growth expected at 6.5 per cent in2016-17.

o IMF expects India to grow at 7.2 per cent in 2017 and 7.7 per cent in 2018.

o CPlinflation has come down to 3.4 per cent in December 2016 from 6.0 per
cent in July 2016. ,

o Current Account deficit declined from about 1 per cent of Gross Domestic
Product (GDP) last year to 0.3 per cent of GDP in the first half of 2016-17.

o Foreign exchange reserves have reached US$ 361 billion as on January 20,
2017. '

o Revenue deficitof2.3 per cent (of GDP) in Budget Estimates (BE) 2016-17
stands reduced to 2.1 per cent in the Revised Estimates (RE). The Revenue

deficit for next year is pegged at 1.9 per cent.

e Budget Estimates 2017-18 _
Total receipts (excluding Borrowings and other liabilities) estimated at ¥ 15.16
lakh crore (US$ 224 billion), a growth of 6.48 per cent. |
Revenue receipts comprise of ¥ 12.27 lakh crore (US$ 131 billion) of tax
revenues and € 2.88 lakh crore (US$ 42.7 billion) of non-tax revenues.
o Total expenditure estimated at321.47 lakh crore (US$ 317 billion), an increase

of 6.57 per cent over previous year.

o Plan/Non-Plan classification to be done away with from 2017-18. Instead,
expenditure will now be classified henceforthinto ‘Scheme’ and “Non-Scheme’
nditure. Every new scheme sanctioned to have a sunset date and an

)

expe
outcome review.
o Total scheme expenditure expected tobe ¥9.45 lakh crore (US$ 139.7 billion).

Total non-scheme expenditure expected tobe ¥ 12.02 lakh crore (U_S$ 177.6

billion). .
o Expenditure onrevenue account is expected to be ¥ 18.37 lakh crore (US$

271.5 billion), or 85.57 per cent oftotal expenditure.

» Financial Performance 2016-17

Receipts . '
. ' : i d other liabilities) stood at T 14.24

eipts (excluding Borrowings and o- A
0 ;[‘otalcizcre (IEIS($ 210.5 billion) in Revised Estimates (RE), which i1s more than

the Budgeted Estimates (BE)0f¥13.77 Jakh crore (U S$ 203.6 billion) by ¥
46,540 crore (US$6.88 billion), led by hlghertz:( t:sot:lzc:?ﬁs. KB whih
rore (US$ 160.9 billion) in RE, whic

° rgg;u;i;t?hfgéi; glsgéiklhal; cmg(U S$ 155.8 biliion) by T 34,691

:;‘:-f;z (US$5.13 billion), led by higher excise and service tax collections. |
increase of 21.6 per cent in collection of Union
d at T 3.87 lakh crore (US$ 57.2 billion) in RE, an
(US$ 10.15 billion) over the BE of ¥ 3.18 lakh

o There was an substantial
Excise Duties which stoo
increase of T 68,700 crore
crore (US$ 47 billion).
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| Public Revenue Expenditure ‘ _: o A 100 per cent village electrification target looks achievable by 1 May 2018 Public Revenue
fj 0 Total expenditure was¥ 20.14 lakh crore (US$297.7 billion) in RE, which':j 0 PM_GSY roads copstruction accelerated to 133 km roads per day in 2016-17,
j %mm;pE of 19.78 lakh crore (US$ 292.4 billion) by X 36,347 cro® against 73 km during 2011-14.
j NOTES 37 billion). i o - Women participation in MGNREGS has increased to 55 per cent from less
- o Totalscheme expendi | b 48 o o NOTES
| ) | Total pon g Penditure expected to be 19 45 lakh crore (US$ 139.7billiod per cent
billion), e expenditure expected tobe T 12.02 lakh crore (US$ 1774] ¢ Youth
o E _ ” o Skill Acquisition And Knowledge Awareness for Livelihood Promotion program
lmpn defence sector was lower by 0.4 per cent or ¥ 1,094 crore (US) (SANKALP) will be launched at a cost of ¥ 4,600 crore (US$ 591 million)
Siguiﬁczzgtljl; ?;iﬁéiwhﬂe that on pensions was higher b; 3.89 per cen!{' providing market relevant training to 35 million youth. :
s 1 : * .
e Farmers- e exPendluue RE was lower by 0.5 per cent than BE, o Pradhan Mantri Kaushal Kendras to be extended to more than 600 districts
o Tareetf B - i across the country for imparting skill education. About 160 India International
arget for agricultural credit in2017.18 Skills Centres will be established across the country.
101akh o -18 hasbeen fixed ofiﬂ _ -
o F cron:e (USS 147.8 billion). - atarecord level ! o SWAYAM platform to be launched with at least 350 online courses enabling
Dﬁ;l‘;:lzl(l) ?éso benefit from 60 days’ interest waiver . 3j| students to virtually attend courses taught by best faculty.
o Co ' . | announced 077 o Nextphase of Skill Sirengthening for Industrial Value Enhancement (STRIVE)
cen:?f: under Fasa.tl Bima Yojana scheme wil] be increaseq pd will also be launched in 2017-18 at a cost of £ 2,200 crore (US$ 325 million).
2018-19 gp‘:fj:;ea;ndzm 6-17 FO-40 percentin2017-18 a;; sofrom 30nt 9 o Incredible India 2.0 campaign will be launched across the world to promote
' beetmade a budget provision 0f ¥ 9,000 crore (US$ 1 33 lﬁfﬁgs) hﬂ'[ tourism and employment. '
derprivileged: |
0 TheLong Te i » The Poor and the underp g ’
by 100 pfr cel:tl tI;n taia tion Fund already set upnNABARD to be aUgmentg;l o Mahila Shakti Kendra will be set up with an allocation of T 500 crore (US$
billio) e the total corpus of this fund to T 40,000 crore (US$ 5‘! 73.9 million) in 1.4 million Integrated Child Development Scheme (ICDS)
0 Dedic . ' K Anganwadi Centres. This will provide one stop convergent support services
: Crop :rti:]g M{CI.-O Irrigation Fund in NABARD to achi o"l for empowering rural women with opportunities for skill development,
| Y COVef % inttial corpus of 5,000 crore (US$ 7%;(1:11;5?(8 per drop 7 I employment, digital literacy, health and nutrition.
J 250 m:rgl: of National Agricultura] Market (e-N ‘on) E o Under Matemity Benefit Scheme ¥ 6,000 (US$ 89) each will be: transfened
provid:f 10585 APMCs, Assistance y toe% AM) to be expanded ﬁ'oﬂ directly to the bank accounts of pregnant women who undergo institutional
o Daj o every e-NAM Prox75 lakhs (USS$ 110,872) . delivery and vaccinate their children.
Ng;gessmg and Infrastructyre Devel o National Housing Bank will refinance individual housing loans of about T 20,000
increased to‘;ltgh&' ;olpl!s of ¥ 2,000 cI‘Oree (gg;;ngt:und to be set uP crore (US$ 2.9 billion) in 2017-18.
» c i . . . oy e -
* Rural Populatio I‘O-re Uss 12 billion) over3 million) and wi 0 GovemmenthaspreparedanaCtmnplan to eliminate Kala Ag:mandFﬂanasm
> Ou n- Allocation; ¥ 1,87,223 erg years, by 2017, Leprosy by 2018, Measles by 2020 and Tuberculosis by 2025.
o er ¥ 3 lakh crore (US$ 44,3 1y re (US$ 27.7 billion) The allocation for Scheduled Castes has been increased by 35 per cent
rrural poor rHon) were Spent on ryrg) ery Y 'I ° com aared to BE 2016-17. The allocation for Scheduled Tribes has been
i AccordjngtoMmsmn tyodaya et ;fggased to Z 31,920 crore (US$ 4.7 billion) and for Minority Affairs to
Poverty and 50,00¢ oy 10 million 1, eholds wil] i . 24,195 crore (US$ 620 million).
0 Underthe Prime pfiy; VRIS Willbe g o O OIOVED - ared to reduce Infant Mortality Rate (IMR) from
has b Minister Gram € poverty-free by 201 9 o Actionplan hasbeen prep . , 167
o een allocateq along wit, fadak Yojana, 219,000 2 pill 39 in 2014 to 28 by 2019 and Matemal Mortality Rate (MMR) from 167 in
pected to b ) States, wh; VO crore (USS 2. A E
© Underthep CspentinFyyg While ¥ 27,000 crore ([(JL;$ 4 billiOﬂ)l ~ 2011-13t0 100 by 2018-2020.
i radhan M . o Inf ture
' alloCate(i for? antr; AWE.S Yoi 4 rastruc . .
017. Oja j . $$ 35.7 billion) in 2017-18 for
| and thoge livi 17 1810 Complete 10-] na’z23,000 crore (US$ 3.4 blllloﬂ?f o Provision hasbeen made 0f?241',387 C.l'Ol'e (Ul $ and hl) "
! o Asum Ving in kutchy houses il ouses by 2019 th hous"l ' transportation sector as a whole, including, rail, roads and shipping.
0f¥ 48,000 ' or the . diture of Railways has
: Wl ¢ : tal and development expen ¥s
Nationg Rury) Empkr,;: (Uss 7.1 bi[lion) all al‘dp! ° Eor 201 7—183’ tltl;t;) t;i i)a(l))(l) crare (US$ 19.4 billion). This includes ¥ 55,000
Self-Instructiona) 0 Rura} H"elihood Misci cat G'larantee Sche Ocated for Mahatma G oen pegég$ 8 ? billi’on)’ provided bythe Government.
2 Material 185100 hag eenal) me (MGNREGS), ) crore (US$ 8. SolfInstrctional
Ocated ¥ 4,500 crore (US$ 665 mjllioﬂ Material 73
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o For passenger safety, a Rashtriya Rail Sanraksha Kosh will be created withe! usage of BHIM; these are Referral Bonus Scheme for individuals and a Public Revenue
corpus ofX 1 lakh crore (US$ 14.8 billion) over a period of 5 years. Cashback Scheme for merchants. '
0 Railwaylines of 3,500 kms will be commissioned in 2017-18. = Public service
NOTES o Itis proposed to feed about 7,000 stations with solar power in the mediut! o A Centralised Defence Travel System has been developed through which NOTES

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

o Web based interactive Pension Disbursement System for Defence Pensioners
will be established.

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

o In the.road sector, Budget allocation for highways increased from ¥ 57,97
crore in BE2016-17 t0 % 64,900 crore (US$ 9.6 billion) in 2017-18.

| 0 Totallength of roads, including those under PMGSY, built from 2014-15 till ¥

/ current year is ab Rl Ea 4 4
.’! . fit ygars_ about 1,40,000 kms which is significantly higher than previo®

0 Second phase of Solar Park develg

MW capacity. pment to be taken up for additional ZU,OOD

o For creating an eco-s :
. ystem to make India a 108
manufacturing a provision ofZ 745 crore global hub for electron

S ikde: : (US$ 110 million) in 2017-18"
mcentive schemes like Modified-Special ; ilion) in 2017-
and Electronic Development Funé) (EII&.)F];I‘CEIRW& Package Scheme (M—S[P

e Financial sector

o Lending target under Pradhan Manr; ,
crore (USS 36,1 billion), Priore o 1udra Yojana to be setat% 2 44 1a¥

Priority will be i e
Gl )- Priority will be given to Dalits, Tribals, Backws

0 Inline with the ‘Indradhan

recapitalisation of Banj b’ roadmap, 210,000 crore (US$ 1.48 billion)

provided in 2017-18.

consideration,

o A Computer Emergency Res

Fin) will be establigheq. Ponse Team for gy Financial Sector (CEET'

° Promoting affordable housing and

0 Under the scheme for profit-

previous year.

Total resources being transferred to the States and the Union Territories with
Legislatures is T 4.11 lakh crore (US$ 60.8 billion), against X 3.60 lakh crore
(US$ 53.2 billion) in BE 201 6-17.

Fiscal Responsibility and Budget Management (FRBM) Committe_e h?s
recommended 3 per cent fiscal deficit for the ne_xt_ three years, keeping in
mind the sustainable debt target and need for public investment, fiscal deﬁc:t
for 2017-18 is targeted at 3.2 per cent of GPP and Government remains
committed to achieve 3 per cent inthe following year.

rment restricted to X 3.48 lakh crore (US$

i Gove
Net market borrowing of Go er than T 4.25 lakh crore

51.4 billion) after buyback iI:l 2017-18, much low
(USS$ 62.8 billion) of the previous year.

Revenue deficit of 2.3 per cent inBE 201 6—17_ stands reducec-i to2.1 Pder C,Tngt
in the Revised Estimates. The Revenue Deficit for ne;t‘)tfear ispeggedat 1.
per cent, against 2 per cent mandated by the FRBM Act.

real estate sector

linked income tax deduction for promotion of

affordable housing, carpetarcd instead of built uparea SE ey R

will be counted.

The 30 Sq.mtr imitwill apply only in case of municipal limits of 4 metropolitan

luding in the peripheral areas of

will be listed j res of Railway p ‘ . cities while for the rest of the country inc
Pk sted in stock exchanges, Y PSEs like IRCTC, IRFC and IR méliz:vlinﬁt of 60 Sq.mtr. will apply. : )
gital economy Red t 1 the holding period for computing long term ;lapltag gims from
0 AMission wi eduction 1 ' 3 2 years. Also, the base year ,
18 tlilel(ljghwllju De Sl up iy alarget of 25 h; 1 transfer of immovable property J-Eror:;f-: }1’1‘:%111??98??0 1.4.2001 forall classes :
ervice Daty s Payment Interface 1:1.1 fion digiy| transactions for 2 for indexation is proposed t0 be §luﬁe IWO A |
debit cardg A([tiissi?), Sk Pay, hnmediz?t:gunsmlcmred SUPplemen 11]' ofassets including Ry llaer 2016, deposits between 3 2 lakh l
5 0 . cem ’ i .
0 Banksh : " 1sation (US$2,957) an v 03 lakh (US$ 7.436). Deposits 0
tenninaellzitar[iete{l tointroduce additiq ; d accounts with an average g ?Ii;:dsc in 148,0(00 accounts with average '
Ao basgd arch 2017 o nal | Million peyy Point-of-Sales (FO;f more than 80 lakh (USS 1 18,263) Wﬁg; 313)
0 Aadharp i b Septembel‘ 201 ?e encouraged to introduce 2 Iﬂilll deposit size of Z3.31 crore (US$ 487,212
&Y, a merchang yep: | ° . ino srowth
: - ulating g 5
launcheq shortly, €Ision of Aadhgy Enableq ' il d Measures for stlm’ it cent charged on interest e amned by
o 1 25 m]lllo € Payl'ﬂent System, v (4] Concessiona]_ WltthI ng s lbon_ow.lngs or in bonds and Govermnegt
3PP 50 fa e oDl have o, t / foreign entities in extermal iy luding rupee denominated (Masala)
Self-Instructiong] . The GOV&I’HI’H@ P .Cd the harat | [’[ﬂ. g P xtended {o 30 June 2020, mclu grup .
74 Material nt will lal.lllch t nterface for Money (B f]]‘ ECHIeS 136 Self-Instructional |
W Bonds. Material 75 i

0 new Schemes to prolﬂo




Public Revenue

76

NOTES

Self-Instructional
Material

0 Inorder to make Micro, Small and Medium Enterprises (MSME) companies
more viable, income tax for companies with annual turnover upto < 50 crore |
(US$ 7.4 million) is reduced to 25 per cent. '

0 Forthe purpose of carry forward of losses in respect of start-ups, the condit.m"
of continuous holding of 51 per cent of votin g rights has been relaxed subjec
to the condition that the holding of the original promoter/promoters continucs
Also the profit (linked deduction) exemption available to the start-ups ford
years out of 5 years is changed to 3 years out of 7 years.

0 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 per cetl
t0 2.5 per cent.

0 Allowable provision for Non-Performing Asset (NPA) of banks increase!
from 7.5 per cent to 8.5 per cent.

* Promoting digital economy

up ,658) at present, 8 per cent of the!
turnover which is counted ag presumptive income is reduced to 6 per cent i
sh means.

0 Notransaction above ¥ 300,0

00 (USS$ 4,435) will be itted in cas ol
to certain exceptions, ( ) will be permitted in cash subije

* Transparency in electoral funding

0 Apolitical party canrecejve

A amaximum of% 2,000 (US$30) in cash from 0%

tuns within the time prescribcd i

Provision of the Income-tax Act.

mncreased from umover of¥ | Ola

: kh
orincome from 3 | 5 lakhs (U :183) 103251 kh 36,9
; S aKns (US$

0 Under scheme 3 LT3 2.5 lakhs (US$ 3,696).

for pro

{

‘ _ ) 0
fessmnals with receipt up! g

: Paid in one instalment i
0 Time period for Ievising a tax
completion of finan %

® Personal income-tax

; turn i pe; of
clal year, ¢ par with, th:?g reduced to 12 months ¥

Me period for filing of retv™

0 Existing rata of taxati |
ation for ;

lakhs (US$ 3,695) fo§ lakh(s)r 0

the present ragg op 10 per ce(US$ 7,391 €S between income of *

Nt a8 beep reduced tg 5 per cent

I
L]
W~

of

smalland medium tax payers whos

)y -

o Surcharge of 10 per cent of tax payable will be levied on categories Zf
individuals whose annual taxable income is between X 50 lakhs (US$ 73,9 Ll )
and T 1 crore (US$ 147,829). The surcharge of 15 per cent for annual taxable
income above ¥ 1 crore remains.

o Individuals having taxable income upto 35 lak'hs (US$7,39 lgllitjlﬂermm business
income can file a simple one-page form as income tax return.

e Goods and services tax (GST) : .
0 The GST Council has finalised its recomm_endanogs on almost all the issues
based on consensus on the basis of 9 meetings held.

o0 Preparation of IT system for GST i alsoon lschedule. i e S
0 The extensive reach-out efforts to trade e mdusgc{nﬁ;;stem.
1 April 2017 to make them aware of the new taxa

i i d Digitisation)
* RAPID (Revenue, Accountability, Probity, Information and Dig

: ming year
0 Maximise efforts for e-assessmentin the coming y

rtment for specific
o Enforcing gréater accountability of officers of Tax Depa

act of commission and omiss1on.

B. Non-Tax Revenues 154 patfmeDt e ss
: are defined as ;

1. Non-t es of public revenues 0 of goods Or Services,
Gover?x ?01[.1;01. whiclf there is a quid pro quo (an ifxizvef these non-tax sources
Where lmc;a ?sfer is contingent upon the o t Othree categorics:

d Fsin: tures and are classified mnto PP oy
O not have similar fea that are compulsory and requited paym
es

: : n-compliance of
" First, therearcsome 50 Ities (other than penalties on 0o p

These sources include pena iroh
: i ipts. Thes
taxes) and fines. Junrequited receip
. ary an
° consists of vol@t iy de to the Government or any
The second category ntributions made

: co
payments include donations and

: i vernment.
unclaimed funds lying with the GO

: tary and requi
® The third category cOmprises yoluntary

ces owne
revenue earned from the resour

ted payments, including
vernment such as forest,

ed
! also has revenue carn

itats and wildlife. This cate%orsythc ard A gl
Marine, riparian habitats dmission fe€; 45 wel aed e e of dividends
by sale of usage rights, é overnment. mcomedf-‘aif)“ the Government also fal}
payments received by ﬂ‘lBfr ot ents made by " from the e
and the interest receipts 1

. idends arisin
ts and divICet :
i . est, profi 1 this category
Lnto this (.:alteg‘z;y&;nj[ﬁ;s 3;5 also included i tl
ommercial undertakin

. . he
dlmnlswaﬁve o e non-tax revenue. lntf
of non-tax revenues 1or

hso ; -
_fouf-t Jreliable source iz, general services,

1 v

S S0urce aceouns for about three :
the L thiS iS hke]y to be the I‘l‘lOSt p[()d‘l,lc dm’mistra

S0¢ig) > : . . from Public Service
SCTVices, and economic services:

d printing, Public

coveries towards pension
re .

risere
omp gtationery a1

i . oo These ©
0] Receipts from general services: T;n isposals
OMmission, Police, Jails, SUPPLICS ribution a0

. ; ges, CORES ou
Works, Other administrative Scwxlld Other miscellan®
a

and othey retirement benefits,
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3. What is meant by a
direct tax?

4. What is an indirect
tax?

— ]
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(ii) Receipts from social services: The major items that come under this class aT
(a) Education, sports, arts and culture, (b) Medical and public health, (c) Fam! }1
welfare, (d) Water supply and sanitation, (¢) Housing, (f) Urban developmen

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

(iii) Receipts from economic services: Major items under this class are (a) Cro?
husbandry, (b) Animal husbandry, (c) Dairy development, (d) Fisheries, (¢) Forest
and wild life, (f) Co-operation, (g) Other agricultural and rural programﬂllesf
(h) Special area programmes, (i) Major and medium irrigation, (j) Minor irrigatio®
(k) Village and small scale industries, (1) Industries, (m) Non-ferrous mining 8%
metallurgical industries, (n) Roads and bridges, (o) Tourism, a0

(p) Others.

User charges

'C[l‘he? n;);;tla;x revenue in lieu of the provision of goods and services by the Goyernment d
erived through ‘user charges’. These charges indicate paymen s trativell

! ts that trative
determined for the goods and servi i S e s /
OEC_D, these are requited payments. However, the link betw
provided may vary considerably in terms of de
payments in exchange for non-capital goods an

and health; entry charge for museum, parks, et

een payments and servic®.
gree of cost recovery, These inclu®®

dservices—e.g. charges for edycati®”
¢.; and rent for housing.

Current status of non-tax revenues iy India
Non-tax revenue:

2009-10. The Spll;ie;; ? (t}El ﬁﬁixﬁﬁmml Tate of 7.6 per cent in the 10 years 611diﬂg.
ofauction of telecom 3G /broadband wh%:‘s‘ﬁl:bmgeted realization from the proc®,

. .t
;435 'C]'Ore iﬂ 201 1_1 5 (BE) theSS SDeClTllm AS agal nst the cstm’]ﬂ |

the actual fisca] oyto eeds from thig com vised the reserve
omefor2012.13, Ponentare ag yet ap important “sf t.i

which ha : he oth :
Vealso in the pag exhibited g] e “Omponent is diyidends and P

uggish

levi i iecti ‘
.- INg certaip objectives, cho0s° tt?'ﬂ

1S Chargefe o 5% )
ost] don the 1S ofap aaraCIer{gt,CS. A good tf.ix S?s! Suc:1
ey Y, howeyey .- PPrODriate set of principle®
15¢ 1S nee » ODject;
ed. Therefope ul ve
: y

ashequalily and Certainty,
other ; l
and a Comprom 6

. b i I
S of taxation conflict Wit I‘ﬂﬂ
ec ; imp?
Onomists select some 1M

; . e : ' dadh
objectives and work out the corresponding pI'ﬂJC_lPlCS which the tax S'y}?temhsiz?luflle ialfc:f;ei
to. The first set of such principles was enunciated by Adam Smith (W

Canons of Taxation).

Adam Smith was interested in the ways by which an eclcl} n;i}l;;alﬁ :E;:aj;g:
productive capacity and thereby achieve a higher rate Ofgr%?rt cay therefote the
firm view that private sector is more efficient than the-glum - rivate se;:tor. Economic
primary responsibility of economic growthshould restwtAT S/ E o the
growth necessitates large scale saving 40 fpetnett fore, he was of the view that
investment should be along productive lines. All _tOids s -ble,eConomic responsibility
the private sector should be entrusted with the maxinum pOi’S(:h freedom as possible. The
foran efficient discharge of which it should be givenas mfrevenue for the State (for its
only additional consideration should be the adequacy 2 for social overheads) and an
OWN maintenance, for defence, for law and or Chies he laid down those principles
Cquitable distributi(;n of the tax burden. With Thls Sl
oftaxation which were to satisfy these CRICIHODS.

, ! ith are the following:
The foyr canons of taxation as PrescnbEd e ol ghtto contribute towards the
- State ou : .
L .+« “The subjects of every otate ion to their respective
glanon of equality: ?;nt aane arly as poss1b16_, in proporstlilzﬁvely L soyunder
ablijll?t(? . f)f the gqvefﬂpon{on to the revenue which me}tr;: cfbjccfi"e plisonontie
the e that 15’;1&2 State.” This canon tries to observe 1d pay more taxes because
1€ protection of the St tc terms the richer shou fesioyed that
Justice. It dictates that1n absolu ed and enjoy

d not have earnce: :
without the protection of the State e lc T;lin terms of disutility which the-tazﬁ
o 1
eXtra income. If we interpret ﬂ;‘lig:z thzt the tax should impose equal marin
0

i s, 1t e -1 this case. [fincomes
gf"yers ——. paymtg ;axzycr Two possibilities ;:niri%; I;Bd i socrsBonldbe
o Two z ‘
1sut111t'y upon every ta mgrginal utility, then both O given perceniage ofhis
ar(;J §ub ject to constan pal taxation each person pay
Subjected to proportio

isti ition
i re realistic propost
i 2oree with the mo ! i
‘ e ity then the richers p
INcomne as tax. On the other -

| i ching margind dbe progressive).
that income is subject to dunlmssgslTMGS (thatis, he t4X€2 et ¢ 3 yers from
) ; ir income the taxpa
largerplopomon oftheir1 i neant to protcC;ich each individual is
- Canon of certainty: This ©

non 18 I W
. ] ‘The tax : nt the
‘“t e he time of payment,
Unnecessary harassmentt) by ﬂ:ain and not arbitrary. T lear and plain to the
bound to ht to be CeTtT>
pay oug

X jtalltobec S
. be paid, ougl 1d not be subjec
manner of payment, the quantity ' ° Loy o xpayers shou
: th
contributor, and to every ©

' : ds a corrupt tax
ef PRIFET .15 since that bree _ _
b discretion of the tax officials, st tax machinery will
arbitrariness and discre
administration, With a scope 1°f

itrariness €ver anll-]iﬁg(iapie ** to claim ‘thata
. oo emphatic about thisP
become un lar, Smith 15 80
popular.
Very considerable degre

an evil as a very
lty... is not near 0 greay
snequality:
e of in€q

1d be, so far

) ] , a el'l_t ShOll ]

Small degree of uncertainty. d timings of ‘tax p ymnds that unnecessary
mode an¢ = 1 recomme

3. Canonp of convenience: The is canot ious ill effects may

the taKPayerloided otherwise var
Vi ’

a8 Possi enient {0
Possible, conv hould be 2

rouble to the taxpayer $

i ftaxes
of collection ©
result, nends that i

to impose taxes which are too
S8

01
on 1€C
o tail an unnecessary burden

- Cangp of economy: Th! sible. 1t is usele esen
Should be the minimum POS inister. These ta%
Widespread and difficult 103 "
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Check Your Progress

5. What does the
canon of simplicity
* stand for?
6. What is a good
taxation system?

Self-Instructional
80 Muterial

upon the society in the form of additional administrative expense. The productive
efforts of the people suffer due to this wastage. Realizing that the tax collections
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 aspects of tax administration and its effects. However, in view of
developments in economic philosophy and problems of a modern State, a few addiﬁonﬂl
principles were also suggested by later writers. A brief description of these is as follows

1. Canon of productivity: It is also called the canon of fiscal adequacy. According
to this principle the tax system should be able to yield enough revenue for the
treasury and the government shouid have no need to resort to deficit financing

2. Canon of buoyancy: Thetax revenue should have an
along with an increase in national incorne,
are not revised.

inherent téndency to increas®
even ifthe rates and coverage of 1%

3. Canon of flexibility: It should be possible for the authoriti i dué
delay, to revise the tax structure, both with res orities, without un

3 : st pect to its cove tes, 0
suit the changing requirements of the econo rage and rates,

my and of the treasury.
4. Canon of simplicity: The tax system should not

5. Canon of diversity: It isrisky f_or the State to depend upon too few sources®

on that there g ,
, \ Payers and th asically an exchange or contr2” 4
services to the memberg ¢ State, The tat . ge0
et ey contrbuge g g o gofth -
) CIng of these SV ¢
com S quidpro quo set up, there 1: ﬂﬁ
mamner Thix . the bagis £ ;¢ A0d Wealth Tnstead. the BE.a
ner. This theory overlooks PO o for distributing g tax bus:gzg’in aspe 15'5-
Policy for bringing about econ”

i

dinto two categories. Th YI"

/

Services supplied

Category consists of thoge by the State

. Hlay be divi

this ¢ Services tg yh: Wide

conl:r;llfe oy etber of the gociep o L€ Principle of ex cluci pl
1€ to the State reveyye o 1y consumeg hese exclusion does not P )

Services and, therefore: ° aﬂ’é

category is the ope
wher ance wi
¢ ith the benefits received. But th° gt

Services. Here a matoy relafi ayersh
0

hip ;. .Coption g oct the
P eStablisheg bemeeni?epx; I;{fl thﬁr"’fafﬂq

Since, in the ultimate analysis, bepefit dertv

8

the §

what the members of the society pay are the fees and the prices and not the taxes in

strict sense of the term. Taxes are by definition compulsory payments without guidpro
* quo and this condition is not satisfied in this case.

The Benefits Received Theory has a long dated origin .and its roots li'e in tl_1e
Contract theory of the State. A fuller survey of the evolution of this theory 1s ava}lable in
Professor Edwin R. Seligman’s Progressive Taxati?n in .Theary _and Prl;acnc&c Tl];a
theory was in vogue with German, French and other wrters like Grol:n.xs3 Ho bes, \
Hume and Rousseau. Its main theme is that there isa cqnuacmal relatlonsh.lp betxzet;n
the State and its subjects such that the State provides various goods and services and the

citizens finance their provision by paying taxes.
Hurdles

i . in its practical application.
g the case of other theories,several pob A0 crogrzli)nl;rop%nion to the benefits

Since tax burden is to be distributed between taxpey ropor el
feceived by them from State services, the authorities have to identify the beneficiaries

i i task.
a0d quantify the benefits derived by them- This, however, is notan €asy

istribution pattern
() Benefits derived from State services are closely related to the distribution pa

e things, income
i ndwalin s cun L8 0D L
distribution is a major determinant ofdcmtal:::1 ) t%ae o fing distbution ofincome

services. Therefore, it has tobe assumed e o pange it
and wealth is an appropriate 00€ and there is |

T O ubiective
() Benefit derived by an individual from State services 18 ultnmafﬁh?indjividual
Ing and it i conditioned not

ices enjoyed
oulyby "> .S‘ta e hese servi to other members
Under consideration, but also the availabillty of these services
——— s of their beneficianes.

There is no standard
of the community as also the attitude ul dépendiﬂg upon the set of
o des and, as a result ;
:l:tlr?tﬁ?ltez?f"anfnrgl?;?tl;:;eﬁg:m, agiven am;uﬂt and variety of State services
cof . {¥] ts.
may yield divergent measures of derived b:f: ) n;et addition to or reduction in
(i) 1t i possible that State services 0

may lea R

todoin this case.
i ‘ . doesnot tellus what to .. ifficultt
Dational income. This theory ently it is very difficultto

. and frequ )
(v) Sever . ces have spillover effects, % <ses and gains. For example,
al State servic tify theirlo

Pinpoint the losers and gainers and quart ) locality islikely to have a beneficial
Provision of health services 10 residents 0" jonies as well. Again, ifaslumarea
i ighbouring €o* jal houses may be
impact upon the health of the 0° i{‘; ose living inneardy palatis OREE e
is improved by the State, som® ay feel that their comparatively

happier for it, while some otners

hasbeen romised. compensated by the state
(¥) This ﬂleo:;l;lzes nottellus whether the Josers are to be compe
Ornot, and if so, who pays for that. rvicesis a subjective thing,

ed from State s€

Atthemost, it may be possible to consider

_ : fying it. At

Oere 18 no scientific way qfqua“nfwgfd criteria. .
Te proxy variables or widely 3PP 4 anindicator of the benefits received from
se

- 1 t

For example, income iS oﬁe.ﬂt‘)‘, and its economy cannot bf; 'prese?:fdv:ot:;zs
tate. This is because the SOC1€! 5o earn and consume 1ncom

tate progec tion. Members of the socwt:k‘:snlaws o that effect and enforces them. By

: . te m : ir income and wealth.
in’lp]enJ 0y wealth only if the S12 suldalsobe proportlonal tothe

ication, thejr tax liabilities S
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This was the stand taken by Adam Smith when he said that each individual ought

contribute to the public revenue according to his ability. Smith equated relative abilityt®
pay off the taxpayers with incomes which they respectively enjoyed under State protection:
Thus, in due course, the benefits approach gradually came to reflect a philosophy that
taxation was basically a payment for the protection provided by the State.

It is, of course, interesting to note that even this narrow reasonin g pcrmim’jd'
contradictory results. Diametrically opposite opinions were expressed as to who was!l
greater need of State protection, the rich or the poor. Thus, while Rousseau and Sismon

argued that the rich needed greater protection of the State, John Stuart Mill and othe®
thought that the poor were in greater need of protection from exploitation by the rich

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

In late nineteenth and early twentieth centuries, the Benefits Recejved Theo"
was put to an additional use in simultaneously determining the optimum level of St
activities and optimum distribution of tax burden. To this end the concepts of demd™”
and _supply schedules were extended to demand for ang sul;ply of St Ifi : rvices i
varying details. In each model, taxpayers were treated as buyers of Stata corvi és wi
respective demand schedules and the government was treated as the g i Si-rwc £ thes*
services. The basic problem was that, in several cases, it was not pc\ssi'ckzllpp nom it
demand schedules with any precision and taxes had to be charged b } to_detel’l alf
S s ey ged by making cert?”|
In this connection, we ma

y start with an Italian thinker, U. Mazolla (18631 899!

famous for his contribution to the theg

rive from their respeY

ol
fi0

CC‘HOlTiiSt) made an aSSUmp o
Plion shoylq have | consume public services in prop?© iof
. ed hlm 0 advocate propoﬁional tax tiﬂ';i
SRR . of inc : 5.2 g
same service, ; Tginal ytj] _ty Oome to the taxpay® ff
with that Ofth[e)zgfl?:;&’ lﬂge Adam Sy tll?(:nthe_l'l(:her Citizen ought to pa;) more 0; gp.1
e disty . ? INog i - . L

approach. He i ot assertiztm.)uno“ of sacrifice u%]im 4 mixture of the benefit apP[ o
PCTVICes, as is maintajpeq bg that the riche, peop] ‘ehis represented by abilitY 5!
taxes becayge of gr Pi¢ secure greater benefit f Dmmﬂf

er Itahan e

eater be 1°1S. The richer ¢ il
taxes. They are to Pay mo nefits, by because e '-herefgre, are not t0 PBY "
esser sacrifice jnvolved i P rﬁ*“[

€C 8§ ;
€ Proport onal taxation hurts the po©* ¢

ryofpublic goods. In 1880, he asserted that the!

and the richer less. It is the equitable distribution of sacrifice which leads us to recommend
that the richer sections should pay more taxes.

Voluntary Exchange

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

(i) Self-contradictory: If division oftax burden is to be'based le_y upon vo_luntary
disclosures by the taxpayers, its role to bring about cqmtabl_e dlstnbugox:f of income
and wealth is ruled out. Wicksell admits thatan equitable income distribution isa

precondition for his theory to be app licable.

(i) Revealing demand schedules: As of now, there is no eﬁ‘ecti\_fe and reliable
payers can be forced to reveal their true demand

mechanism whereby the tax propounded by thinkers

schedules for each State service. Various voting models
end up as theoretical exercises only.

Lindahl’s Solution

A formal and rigorous formulation of the benefits re_cewed approghﬁa;%;?ggg:gézﬁ
aframework of vo/untary exchange theory of ublio finanicey tr'l State services, say A
m1919. He assumes that the society has only two cm:.ls,umerf1 g e such, e
and B. They are to jointly bear their entire sup_pl)’ cost mcurrfirth}e;r i it both
A pays more for it, B has to pay less and vice versa. He‘d e TS
consumers reveal their true demand schedules for the sal

: ili sumers, thereb
services are subject to the law of diminishing marginal Ut’h[};g‘_:; bl?rﬂ:hce?:verric s diﬁm}::
8enerating downward sloping demand curves for them. Accordingly;

'epresents the demand curve of the society @
demalld and Supp]}r curves of the State SGI’\{ICES
A8gregate volume of State services, (b) their ¢4

(©) the allocation of their supply cost betweer! the
D,

s a whole. Thus, an intersecti-on of the
would simultaneously determine (a) the
ilibrium division between Aand B, an,d
m, that s, their respective ‘tax burden’.

200 —

D —
18 D,

160 - S

D,
140 [
120 — P g
S

G
100 i X <
80 [ \\ D'
E K i
60—
i \\ &
40 M
. 20 L
L ——
: State Service
4 pemand for
Supply an

o ofe L lr[{(”' S (lf{’ Vic es

Self-Instructional

Public Revenue

NOTES

Material 83




Public Revenue

NOTES ‘

Lindahl’s theory has been explained by Howard R. Bowen with the hel[_) of a{'
simple diagram (see Fig. 3.2). Let SS” be the supply schedule of the State services i the,
sense that this is the per-unit cost of their alternative amounts. Let there be two members
ofthe society, Aand B. Ahas a given demand schedule for the public services. Keeping!
in mind the fact that whatever be the supply of State services, they would be consumed
jointly by both A and B. Mr A agrees to contribute different proportions of the cost ‘-’f},,
supplying those services to the community. Larger the proposed supply of the Stat‘?"{
services, smaller is the part of the per-unit cost which he is ready to bear. Of cours®;
whether his absolute contribution would increase or fall depends upon his elasticity for
demand for the State services. Thus, for a supply of less than OM_ units of St
services, Mr A is ready to bear more than their full cost. For supplies l;rger than OM/
his desired contribution per unit is smaller. For example, he is ready to contribute ool
NE per unit (out of the total cost of NG per unit) of the State services when their suppl
is equal to ON, Inthe same manner, the demand schedule of the individual Mr B is U
-out. Now since, for example, fora supply of ON of State services to be jointly consumﬂqF

byboth A al}d B, Mr A is ready to contribute NE and Mr B isready to contribute NF
therefore, the State can collect a tax revenue of NQ per unit of State services, The poiﬂ{

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

| vertical addition of the two demand curves, we can get the commmusity’s dumand sched®’

for the State services, namely D D, Now note that at ON, the cost of supply is only N

perunit, Since the State is not interested in making a profit out of the supply of servic®

it respects the desite of the taxpayer and increases the supply of State services, Butf’

Em Sllvi:rle)l;ie;,letzch taxpayer is ready to contribute a smaller proportion of the o2
bythe tax:;yers (M7 :"Aﬁ;:supply of OMof State services, the combined contribut’’
the combined demand curve— 324;? io;fltl;alrs:ct?:g cost of supply. This is the position whe/
avoluntary exchanges basis, is achiey e S“P_lﬂ)’ curve §S°. Thus, equﬂibrium,,l—,:il

ed at this posttion where the State supplies ser\ﬂ"é

0/

i

OD. Further, each of these functi d
r as;zl:gﬁl ISites Cannot be easily satisfied v;:;g
bound tg e infom;{fmpllcated theory) difficult *°™

tion gaps in ouy speciﬁcatioﬂs'

Limitationg of Lindahp
Llndah] % sohlti(}n Suffs
pa.l‘tlcu]aﬂy thc non-

Self-Instructiona

84 Materigl

TS ffom al] the
oo Prob, S whi
Wailability of stable a::d “swe hI:Ch Mathematical models suf?
a

le data

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 ducpoly and is not likely
to yield a stable solution without highly rigorous assumptions, and that too would depend
upon the position which is assumed to exist at the beginning and our assumptions regarding
the bargaining strength of A and B.

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

Thirdly, it is totally unrealistic to assume that we can ever know the true preferences
of individual taxpayers. By definition, public goods, to which the principle of exclusion
does not apply, are expected to be in the public sector. Since no individual can be denied
the use of such public goods, each taxpayer would have an inherent tendency to understate
his preferences for them. This means that in the case of public goods, every individual
has an incentive to be a free rider. Brown and Jackson add that in a small society, the
contribution by each individual to the total cost of supplying a public good would be
significant, so that if he tries to be a free rider, the supply of the public gpod would be
significantly reduced. It implies that there isa disincentive for concealing one’s true
preference in a small society. In a large society, however, the incentive fo-r t?c?ncealmg
one’s true preference and an effort tobea free rider assumes greater possibility. In tl{e
case of private goods, on the other hand, the incentive for distorting the p-references is
greaterina smaller society. Brown and Jackson think, however, that even in the case of
a small group, voluntary agreements are not likely to produce a _I-"areto efficient supply
of public goods. This would be caused by the fact thatevenin a small. group, each
individual would reveal his preference (so as to geta share of the public good) and
misrepresent his preference (s as to minimize his share 9f its cost). Ordinarily, therefore,
neither a set of decentralized markets, nor a central planning system, nora set of voluntary
agreements is likely to produce a Pareto efficient supply of public goods unless the

taxpayers reveal their true preferences.
i jce, indivi hardly get a chance to express
rthly, in actual practice, individual taxpayers h '
their pll':e(grenges. Their preferences are expressed on their b?halfby the legislatures or
the executive authority and such a system is bound to be an imperfect one.

Fifthly, Lindahl’s theory makes an unrealistic assumption that the distribution of
Pre-tax income is optimal. Thenon

validity of this assumption indicate the fact that the
demand schedules of individual taxpayers cannot be expected to reprgsent true needs
and preferences of the society.

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

Seventhly, there are also problems

d on the assumption that the State activities are
ghpublic borrowings and use of the printing

connected with the derivation of demand curve

: f indifference curves and their
for a publ; d. The usual technique shopld be that9 : :
Dointg of tailggﬁcy with given budget price lines. Theprice i;:a;)tm gf;ul:(iJ ;Tf,:: fo:;;g cst?;
OFprices of both public and private goods. However, apart from o El e onding
With the determination of indifference curves themselves, thereisthe yofecidi
i i ch would be held constant. Opinions differ
ome constant, while Musgrave chooses

ue of marginal valuation curve which s the

Oniey income, Buchanan uses the technid th budget price lines on the assumption that
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the price ratio between public and private goods remains unchanged. Obviously, a change |
in price ratio would generate a new marginal valuation curve. |

Eighthly, Lindahl’s solution ignores the fact that the very existence of State means ‘
aresource cost for the society. This cost has its own floor level below which it cannot be |
pushed. And this floor level itself is determined by several exogenous and endogenous |
variables. One such variable is the minimum size of the State machinery, its cost and its
efficiency. Another such variable is the internal and external political situation faced by
it. ‘Thus an unpredictable and, to an extent, an indeterminable cost of the State and its
primAry functions has to be recovered from the members of the society with no referenc®
to their demand for State services. In addition, a resource cost has also to be incurred of

extracting the preference pattern of each member of the society. |

. Andlastly, we must note that the pricing of public and private goods are 1%
independent of their supplies. Demand curves for public goods are derived on the

assumption thajc these prices remain unaffected by scale of their production. In othef
words, the sqluuon of the problem has to be a simultaneous one with the recognition th
all these variables are interdependent. =

Lindhal’s theory, which is a refinement of Wicksell’s
tellingus the way a society should choose an o
the way the burden of their provision should
In practice, as seen above, there are various
Lindah!’s theory is couched in partial equi
made by later economists to extend it to the
based upon some stringent assumptions. S

_ theory, is primarily aimed®
ptimum level of output of public goods an
}t)e shared between members of the society:
ll'mitations of this theory. Moreover, in itSel i
librium terms. Various attempts have be¢”.
¢ field of general equilibrium, but they are 3.1
Eo pfoxr%de rules for determining an equitaﬁ?dﬁiﬁiﬁ:: (I:;'l ;SIS ey
Justice is realized if the equilibrium is Pareto optimal. This t:qlil{ivltT
this, in turn, implies complete unanimity,
process also by which this fina] equili

Limitations of the Benefits Received Approach

pr.ices only partially acqui
without any necessary
- Itis impossible to qua

i ntify the 4
society. Benefit ig y]; enefits der; %) i
tim R 1ved b . fv

e cctive thing andy iy r_ﬂembers_:ecm.

cannot be estimated 4" 4

quid pro quo).

; ) € result i
Inte >m '
'Pretation of e benef Aybe arrived at on account® o
“Ielits. Thyg, some authors take in? d";?l

of the benefitg recej

especially if e doi

: otlook j
itwould be Wrong ¢ okinto

‘ eex
0 maintajp that th];

v i ; '
enqu.'hl itself, this is a questioﬂable 1 1]31F
ture pattern of the State. For €%?
benefit 1
of State services derived

urden, it implies th*

. Ttis equally questionable to assume t

- It must be remembered t

individuals would be equal with one of them getting a State pension of 100 per
month and the other earning that very amount by own labour.

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

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

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

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

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

upon how he views the consumption-shares of others.

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

distributive change. ‘For example, the benefit derived by an old-age pensioner
from his pension is definite enough, and the benefit of service principle would
require him to return it to the public treasury in tlle'fon.n of" a spcqal tax. ” Though,
quite erroneously, this principle assumes that the distribution of income is a?rc?a.dy
proper, still such a proper distribution might be the result of the State activities
themselves. Ifthe State taxes according to the benefits received, the net result
might be an improper income distribution. Therefore, the a§sumption thz_n inFome_
distribution is already proper is obviously erroneous. An 1mp9rtant Ob]GCtl'VE of
most fiscal policies is to bring about a shift towards what s cogmdere_d anequitable
income distribution. The benefit principle 1nilitqtes against this p0351_ble obj ecm_ze,
The relationship of the State with its citizens is reduced to a semi commercial
level only.
hat the income received by amember of the
d only with the benefits received from the State. The
exact relationship between the illCOm?, of an individual and tl_le v;luatlogfof [ﬁw
benefits received from the State services 1s nog always leeal an quantifiable.
ked at from one angle, it may be said that income 1§ sutl)Ject to the: law of
Eﬁr?in?slmlg marginal utility and as a fesult the richer %eople (itenc\‘n:ﬁ}ar:)g;mﬁzitzz
lesser benefi from the s activx‘tles. s edaisi's emeex loitatiopn by the
in ereater need of the State protection sO asl to be saved from ‘ p‘ e
e : he State has to enact all kinds of labour leg.lslatlon and enforce
tigh, THatiswhy' c . .w here could be that the richer sections can enjoy their
HERE Tl.] s vwi pecause of the State protection of their rights. I.f the
gtealtg and mc-zgilfcrilr};’i“h s, they will lose this privilege. Therefore, the richer
Sezi(i:o:srizgglznd geta larzer measure of Statq Qrotectxoéll. At\;so,_lé\h[;a;z;::é :itfg
know that enactment of various Jaws anc':l‘tradltlons ena z ‘ ; (:13 Tl
vt ider and profitable opportunities Ofacauirngs

opportunities to the poor are always madequ.ate.

hat a society is not J}lst th sul
have the tradition of insl
fits ownin addition to

society is directly connecte

e summation of its individual
sting upon, a society 18 an
members, As German Writers being the sum total of its

Organic entity, having a soul 0
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members. }l'&ccordingly, there are many benefits and costs which cannot be ascribed |
to any particular individual or a group of individuals. The existence of the society |
and ﬂ:l& nature of some goods is such that there are externalities of those goods
¥§:n22;11215 a]r;zlldybecn made pf such externalities while discussing public goods
burdp Tlelzm, erefore‘, remains thz}t of assigning the net benefits and the 2|
en. There are certain State activities, such as those helping the economy |

its economic growth, which ¢ :
: 1F A 3 annot be quantified at all m ibed to any
particular sections of the society. uch less ascribe

5 glt:t:?enr\'?izgizas’sz g?o ple suffer from a lack of complete knowledge. A particul’
but it may notbz wideigmz: iiptathe s_ociety and even to the individual taxpaye™
ST appreciatz - own. In India, for example, quite a few villagers may|
measures. It will be mj : l.)eneﬁts of polio vaccination and similar other health

¢ misleading on our part to assume that these villagers wou

be voluntarily optin :
g forthe i
offer to pay for the same. provision of these health measures and would 25° |

8. A modem economy i i
Fce o erl:ilg ‘:eslﬁezzrally face_d with the problems of economic ar owth @
g eco}; €conomies) and/or of stabilization (especially if %
government in this sph omies). Benefits approach is not able to guide A
riaats phere because the benefits accruing to the oy 85°
© @pportioned amongst individual members of the s?c?:tzmy

9. The Benefits Received Th
i eory does n
take up a more rigorous and formal state ot become more acceptable even ifwe

_ ment of Erik i y
necessitates that &-:ach taxpayer should reveal his tmf; ;,2321:: mdaﬁ.l i ?p[?r‘);ﬁ
ces. rrstly, it me

¢

10. Wicksell and Co i

U throug}llm emp}_mmze the basic fact that [E

demand anq sup I

legislature o through

not a market process i '

;acflil Service ang its

urthe

determl;;}:;e., Colmalsg points oyt g,

through 5 political pr, -

om the individual const” i
a ;
S gan. ffolm-the fact that the State b¥ glzﬂIL
»aindividual also changes his 0"

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

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

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

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

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

15. The benefits received principle of taxation is based upon the assumption that
market mechanism fails to supply goods and services which have a quality of
publicness in them. It assumes that these goods and z.;er‘vices are o) .important
that arrangements should be made for their supply. This, 1n m, implies that the
State should undertake the supply of these goods and services and chargc.for
them from their beneficiaries. Samuelson has been a strong supporter of the view

ly those goods which arenon rivalrous in production.

that only public sector can SUpp . ¢ 3
The latter characteristic implies that its consumption by one does not deprive
others from its use. However, this characteristic also leads t_o the inference that

its marginal cost is zero and, therefore, 'it is not possﬂ;le to eStabll?rl; a
correspondence between its cost to the supplt‘er and the btine ;t to 1t]§11:15<3rs_ d \is
weakens the very theoretical basis of ﬁna.ngmgthe supp 131! ofa §1:h 1((1; ifgﬁoci lt;m;
benefit principle. Moreover, various theoreticians have emphastze e e

i ith i ifyi ds and services that not only contain the
associated with identifying g00 _ . ai
characteristics of publicness, but also retain them. The Paretian type tl'leon_zmg of
welfare maximization couched in static terms becomes debatable in th1§t§35;,

viig s : oods tend to vary with the
since the characteristics ©

f publicness in many g
techniques of production an

dareas of consumption.
35.1 Ability to Pay

This theory has enjoyed widespread popul

pamm‘[aﬂ}’ it sub-serves the ends ofamodem we

Dlthis theory include Rousseat) ). B. Say, Adarr 1poli
®0 used as a theoretical underpinning f_c'r BEVeR poa;
Xation, reduction in income and wealth inequalities,

arity right from sixteenth century till date,
|fare State. The well-known advocates
Smith, J. S. Mill, among others. It k?as
cy prescriptions like progressive
dremoval of regional disparities.
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This theory views tax liability in its true form—compulsory payment to the State
without any quid pro quo. It does not assume any commercial or semi commercid
relationship between the State and the citizens. According to this approach, a citizenis®
pay taxes just because he can, and his relative share in the total tax burden is to b
determined by his relative paying capacity. This doctrine has been in vogue for at le&*
as long as the Benefits Received Approach. A good account of its history is found!”
Scligman. This theory was bound to be supported by socialist thinkers because offf
conformity with the ideas and concepts of justice and equity. However, the doctri®

received an equally strong support from non socialist thinkers as well and becamne a P
of the theory of welfare economics.

Under certain conditions,
from this line of reasoning, As
quantity, and amon gst other
government budget. A mo e

mentioned above, ability-

thi

mg&gS, depequ upon the expendityre side of |
walh

cagertoadopt all feas",

Ociety. Basically, thefefq;"

Just the taxation inisol?”

plicity of analysis, all th°
I

yands
ch matteI'S, and not

dget. However, for the sake of sim

factors are Cconsidered €X0genouys

: and giv,

e While the fact ofre . given,
: Ic
ignored for ket Percussive effe

ct e s
: & the argumeng * ofa fiscal polic

. YiSrecooeni ERET)
S atasimple Jeye| gnized, itis U

sovernment shoy|(
does not haye any such direct i

3 . ] the ab.l' fo
- mplicatj Uity to pay apP™”
et ! on. T
budget to make }]18 ki Stre he ] ¢

Ngthened ¢ claim of non-essentiality _y
the . If'we b 3 : { :
the advantage fhyy n?fi”f IO tealigic, poqyan - Sxponditureside g
Us aunified Nalysis can be ext ‘

lly, abi]j P
3 § ) topa approa b
; Picture of f} ended tyt pay g
Interdependence of govlee overall figca) policy 01;:‘;10 more realistic spheres to'fﬂ“

¢ government, It can ad™" ¢

ent e}{pendimr
; ea 3
Yhavinga gy eMment gh, ndthe paying ability of tmi}?‘florl ﬂf

not haVe a pl‘edetermined nOtl ﬂLr

eficit byg i
et. Simj ities 17 4
. tf) Similarly, the authorities 1° c:laif

My—an actj flectiv®
nd parce| oft tiveand e

heir fiscal policy.

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, welalt!:l and
property of the taxpayers, ora weighted combinaﬁon of some of them. SlrF!IlaTIY,
a subjective index may be compiled on the basis of those v_arlables wh_lch are
identified as relevant for equity and welfare. Either way, an ability-to-pay index is
supposed to enable the authorities to djstrib_ute thc? tax burdel_l between membqs
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 ol:fiect_lvs -mde;I(‘;
By itself, it is an incomplete index and may be usedl only to'supplgmqnt ‘(:J er me 1ce:;ld
has a meaning only in an economy which has the 1r_1$t1tut19ns 0 pnv:ta e propm:gl d
inheritance and in which, therefore, decisions of saving and nwestme':?h are ?;Stiwtiins
the hands of private individuals, families and the corporate ;c:ctor.e eisSeClmsen Hane
provide a great incentive for the will to work, §ave and m;[-est. -tiraoﬁ\,:fs i
index of ability to pay, these activities are liable to sntu er wi

capital accumulation in the economy and its growth rate. .

Furthermore, if tax rates are quite high,. they would eat into the property, a;lld t]l;e
set back to saving and investment activity will be all the more s;ver;. It mbu_llst also be
remembered that in an underdeveloped Cfn.muy’ where the volume t; Fsuc taxable prsie:f’;
is likely to be small, and where inequalities of wealth are great, this revenue reso

' i i inadequate.
ety likely to be both inflexible and ina . |
- P . erty by itself is bound to be an incomplete index in many cases. Some
: r?pieﬁmore income than the others, and some do not yul:ld any income at glll‘
%fpe?liz yconsiuclcring the ownership of property to the exclusion of other possible
erefore,

: : isleading.
T % topay1s bound tObe mis A o
LD rty should not be chosenas the sole index of ability to pay,
. just as prope o rties do not
it }(liowfz?:ritjzﬁ out gf any index either. This 1s s0 even wh?n ?30.?16 goge P
‘shoul r}o e. since their very existence adds to the omer sa 1;1ty 1dpb§ i
fﬁeld any i of welfare concentration of economic lJo_wer S do;.; . rg il
b A i tes opportunities of economic expfom‘”o”l ankno“m pire s
€cause it generd .o Property OWners are aiso
; : qunities for the citizens. XTOPE. i his reason that
€Conomic oppor nmzii{f; f of the economy to their advantag;:. It 1_s ’f;aé tegalitarian il
i 1 : in
?;al-upm? teftthe WdOF he%itances should find an important piace y
Xing of gifts and 1N
System. y upon property as
that it will be erronéous to rely up gp ;Z it out
In conclusion, we may Say. ™ but it is equally erroneous R '
the sole index and source of 1xalo™ wnership and the po\\{)e]FS
: into ac ; : ource of public
Any good tax system will take IO 860 F s important s P
Which it confers upon the owners a0 W
I‘EVEHUQ' it
- dex of Ability
. Consumption Expenditure 25 an In
with higher consumP
ay more

tion expenditure derive

sChQice of this index assumes that people tax and suffer a greater

o an
Aller marginal utility from it Therefore, they ¢2P
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- quite regressive in their natur

T e o
taxpayers rise and fall toge?ﬁ;rl;r?dsoi?ssmmd B Of-] e expen.dlture %
those who have higher incomes Furtiqt i taxpayers with higher expenditure art
and, for that reason, ought to b ermore, expenditure drains resources of the society
S btary fndek oi:the Sbi]io te taxed. But_m spite of these arguments, it is not?
compile and still more diffty ({pay' For various reasons, itis a very difficult index ¢
consumption expenditure du s : tq admm}Ster because of problems in estimating |
e A rnga given period of time. Use of some indirect taxes like

€S as proxies of tax on consumption expenditure implies that

taxpayers can be i ' it
thei))! gonsume. Biltatshs:f iedfmto ability categories according to the goods and servic®
s Irequently not so. Moreover, several indirect taxes can be

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

f

income, Pergg

2. Ability
21ty to pay de
It . pends :
A i5subctto guigy i B ‘
1s subjectyity, 100 0n seyery| Money which js a tricky ™%

gro
Unds and capp be quantiﬁed b

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 a number of individuals or families, each getting a small amount
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
ons and identified ‘sin goods’ which are subjected
d ‘sin goods’ are ignored, GST boils down to

expenditure.

accommodates very few exempti
to a penal tax rate. If exemptions an
aproportionate tax on consumption

6. In underdeveloped countries, it may be partially correct to assume that luxuries
are purchased mainly by the richer sections onl_y. Buteven thereit is not necessarily
so. Where there is no electricity, even very rich residents are not likely to have
refrigerators Or air conditioners etc. In advanced coun‘trle_s, tl}e difficulty ari §es
from the fact that consumption pattern is much less indicative of the relative
paying capacity of the citizens. :

of all these limitations, income as an index of ability is more

However, in spite o .
It still satisfies our a priori expectations to a great extent.

appealing than other indices. .
In practice, however, it is helpful if we adjust and determine the tax liability at

multiple levels based upon income, consumption, wealth and property, gifts and inheritances,

capital gains and unearned increments and so forth. Also, it is still helpful ifthe system of

taxation includes both direct and indirect varieties.

(B) Subjective Indices of Ability to Pay

1. Assumptions

on the assumptions that a taxpayer
uffers a sacrifice by paying the tax. Itis assumed.that he does
that he is contributing to the welfare of the socxetylthrough
farious activities. Also, it is assumed that the sacrifice ofa

{ax liability and is not affected by the tax paid by others.

Subjective approach to the ability (0 P2Y proceeds

undergoes a hardship ors
not feel better by the ideath
helping the State inits multi
taxpayer depends upon his own

2. Equity versus Welfare . |
ability ofindividual taxpayers may be considered inthe

ity dictate ifice undergone by
fequity dictates that sacri ‘
cont ' welfare. The goal 0 J J
tapo;L:sf;cguutya;nd;;;ortioued between them. In c_ontrast, u“t:lfgf ;}l;;;c;a;t}: sgu;s] ;t
Minimizing (tu:):i the gxtentpossible) the aggregate‘sacflﬁce . fta r:tatignbsl and one such
Be concept of equal sacrifice admits of different 11 erp
: 0

iactive also.
Wterpretation tallics with the welfare objective d

The question of determining tax i
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3. Equal Sacrifice

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

e equal proportional sacrifice, and '

e equal marginal sacrifice. ;

Dalton adds a fourth possible interpretation, namely, constant inequality of incomes. It |

means that the inequalities ofincomes a i
s between different taxpaye in the
same after the tax as they were before the tax. e

Out of these - : :
f four alternative meanings of equal sacrifice, the one termed

Equal Marginal Sacrifice also lead:
i sl eads to the Least Aggregate Sacrifice which is th

Correct Meaning of Equity

As Dalton says, ‘ Prima facie, it is not clear, on
to be preferred.” While applying any of these
know the utility function of income
. of each taxpayer. That i
. - e . i St

1:]2? 111]11 w{;clil(margmal utility of income varies as income of a tzxsgi;:;e;}?mt knmiv'?iz
: g y tricky area. Moreox_*er, any precise conclusions regarding th, 'c_m.g ?s. o g

urden between taxpayers in accordance with their 1 i D

derived only if on the basis of two assumptions namely?spective ability to pay can b

$mn ds Ofec!mty, which of these four S |
principles, or interpretations, we have |

e utility can be measured in cardinal terms, and

e itis possible to have an interpersonal comparison of util;
utihity.

Factually, both these assumpti :
7 ptions s
found outof the difficulty posed by these a:sr E;lg}.‘l}’ unrealistic. But some way has to b

However, while .
; agreeing that it ;
may offer the following sbs:;\i;? not possib]
- 3 On .

() Equal Absolyte .
ﬁ'O]I] i]’]_cOn]e b

objective Measures of utility: 9

Sacrifice, This meg
ntof utility g that the

el

v

ns that ea
€ crl
YEris made to sac*’, i
|

: efore tay : diﬁeren
taXpayer. Symbolicgp o M Ullity ofipcor . " een the aggregate U
Y, U(Y) - Come after tqy ; ‘egﬁﬁ
ax is the same for "/

denotes tota] yti: T)
utility, y oo x4}
denoteg incom 10uld be the same for all, whe™

after tax, [f thi
s 18 dOctri . fi
som Ne s apnl; Clore t .
€1ax. No one yyjjj PPlied, eqc Inelnhn-:lrX ,? ?d 7~ glanale® 1110‘;551
ofthe society will pay 3°

enjo
Y complete tax €xempt;
on,

(ii) Equal Proportional

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 absolute amount
of tax. This will mean a lower rate of tax as income increases, that is, regressive
rates. On the other hand, if the income utility schedules fall, that is, if marginal
utility of income falls as income rises, then with rising income, tax amount will
have to increase to represent the same amount of sacrifice. When the rate of fall
in marginal utility of income equals the rate of rise in income, proportional
taxation will result in equal absolute sacrifice. On the other hand, if the marginal

-ate faster than the increase in income, then the equal

utility of income fallsata?
absolute sacrifice will require progressive tax rates. [t should be noted, however,

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

relevant range, the above conclusions cannot be drawn.

Sacrifice: According to this principle also, no one is exempt
from sharing the tax burden. Each taxpayer is supposed to sacriﬁce_tl?e same
percentage of the total satisfaction which 118_ V_VOllld hﬂVf? df?_“f“fd ﬁ:om his tReaIIc.
Symbolically, it would mean that the tax liability of each m_dmdual is determined in
a manner that for his income ¥, [U(Y) U(Y - T)J/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 tax rates (with reference to the 'ratz? at
which marginal utility falls with an increase in income), such an easy generalization
se. Here the relative rate of change in marginal and
average utility of income will have to be Iaokea_* into. If th_c marginal utility of
income remains unchanged, then equal p_roportiona} sacrlflf:e wo_uld call fora
proportional taxation. On the other ha.nd, if the margma_l ut1_11ty of income falls,
then we shall have to look at the relative percentage shifts in the marginal and
average utilities. Ifthe decline in marginal utility1s gtthe sarmeTate &8 iy PRI
i1 the average utility then proportional ax will Sfmsfy this objective. Ifthe fall_ in
oinal utility is atarate faster than the fall in the z'n.!erffge utility, progressive
the margind  utility is at a rate slower than

i 11 be called for. If the fall in the 1nar§na : ' .
:i};af:?lni:( ;E.zerage utility, thenre gressive taxation will be needed to satisfy this

criterion.

The above analysis canb
measured along horizonta e
If marginal utility falls at the same rate as

ht
S G Wl:"-llddi?eacgaa\;’g tsl:lectwo axes bears the same proportion
formed by the abscissa, the ordil

fthis point. The equation oft_his curve is
lafearssilEr ¥ curv;- ﬁoyﬂzfglizio[j'(l’])gmd U(Y,)arethe marginal utilities
2 1

givenby U'(Y,) U(Y D <2 {raight line passing through the origin O,
of incomes ¥, and Y, Lotus o ;Dlagnd forming an angle of 45° with each

. - : ons at :
intersecting the line of proportions @ through point P. Then the line oL

B pass
axis. Also, let a rectangular et g jar hyperbola to the left of Pand
onal sacrifice, we have the

proportions CPD would lie belO"f‘f th: rﬁecltla;il;oﬂi A
above it to the right of P, Now 307 1 cides with CPD, the ncome

1 urve coin
following conclusions. Ifth

is not possible in this ca

ically also. In Figure. 3.3, income is
| utility of income along vertical axis.
he rate of rise in income, then the
hat for each point the rectangle

e prescnted gra'pl‘l
| axis and margina
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tax rates should be proportional; if it falls more rapidly than CPD, then the rates!
should be progressive. And they should be regressive if the marginal utility curve|
descends less rapidly than CPD. Thus, we find that in the case of equal proportiond!
sacrifice, the tax rates do not have to be progressive simply because income i

It is well-known that utility cannot be measured and interpersonal comparisons of

utility are not possible. On this basis, some writers insist that the gbove 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

Public Revenue

subject _tO falling marginal utility. It should be noted, however, that the abon? incomes. However, Lerner shows that even when the marginal ut_il.ity schedule are not NOTES
CO]:ICIUS]ODS are pased on the assumption that the behaviour of the marginal utilitf  precisely known, and even when interpersonal com-parisons .of gtthy are not p_ossable,
.J of income (that s, the slope of the marginal utility curve) is known over the entit|  still we can conclude thata shift towards equality in income distribution would increase
range of income. the aggregate satisfaction of the community. Lerner bases his argument on the assumption
< that in the absence of definite information, the probability of a loss in aggregate satisfaction
/ 1\ may be taken as high as that of a gain in aggregate satisfaction when income is redistributed.
/ - However, in his analytical framework, if we move from equality towards inequality, the
¢ . amount ofa probable loss is more than the probable gain (and therefore, the. amount of
g probable gain exceeds the amount of probable loss if we move from mequahty towards
E equality). As a result, the society increases its probable aggregate satisfaction W-hf:]'l
% 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 government isthe mgximum welf’are.of thp
I3 community as a whole. And ‘in the special field of taxation, this general principle is |
. 1] . . ]
- identical with the principle of least sacrifice. |
It is noteworthy that it is not possible to directly apply thjs‘ principle i_n th.c ﬁe.ld of
7 business taxation because in the final analysis, incidence of busmes; taxation is shifted
G to the business owners and/or consumers. Also, it is extremely difficult .to S.t["llCl'llI:e
g Income X indirect taxation in accordance with the ability tq pay ﬂF:dh?Cip]e becaqse anindividual’s
] ; bility to pay tax has hardly any direct relationship with his consumption pattern. :
Fig. 3.3 Margingl Utility of Income e s
(iii) Equal Marginal Sacrij
s e Sacrifice or the Least Aggregate Sacrifice: Acoqrqigff 3.6 EFFECT OF TAXATION ON PRODUCTION
that the marginal £ .lequzty, the tax burden should be apportione(;I ' Corldm%a\
mnal utility of : Insuchaw" : i
Symbolically, for eacﬁax 1;100111;1@& after tax with any taxpayer is the sa®”. 10 line with Dalton, the effect of taxation on production and growth may be analysed
the emphasis s equally 01}13 tl"}:: r\:vglg}/h Tfrsﬁ ould be the same. In this pl-incipl"' with reference to the following:
tll i 1 ¢ are ot t e : ; ? v
Zssletf-ltl;an dictum of ‘the greqest happiness of the comtmum . Itfollows from (i) capacity to work, save and invest; and
, a : S oL, e ) ;
Comunigobngst other .th ings, that the o SI‘Z? est number . This philoso? f (i the will to work, savean o — i
Y by the taxation should b gate sacrifice imposed on ¥ : ffects would be to split them up into
others consider it the “ulti . ¢ the least possible, M . ! Analternative way of analysing these e1iec
sets the objecti HAte principle of taxgfiop:  USgrave, Pigov 4 : isting productive resources, and
J' ve of least aggre _ on’, HOWever, tho his doc (i) shiftinthe allocation of existing pr A ) |
accepted view as tg what it { gaite sacrifice by the taxpayers, th ug:h tais ergil? 1 v of these productive resources and use them as manifestations ,
if we assume IVOIVeS in termg ofin dror g e ISTOGENT 41 (ii)a change in the supply 0% thes :
At the marg; i otindividual saeyifiee is C8° ' i work, save and invest. Check Your Progress .
downwards, it f; arginal utilit sacrifice.” In this ¢ ¢ fthe capacity (and will ) to A : _ |
> IHollows that Y schedule ident: i LR highly interdependent , _
. i the taxati S are 1dentica d sloP : nents of these effectsare Yy : . 7. Mention the two
;)}11106 that income s lopped of 1, ttlllon would begin Withithe highelstajllllcome ﬂpt’ It is noteworthy that qlﬁ“eljel'lt S:E; comprehension that they are considered singly categories of i
” ;T:glihe taxation equally and g € next highest ; ncome, both jncomes stﬁf{ am.i it is only for analytlca! simplicity b the problemis splitupintots compone.nt‘paﬂs Zcr:'lllic; ts;:spl,ed I.
alnon-taxed ingomeg 0. Inthe eng, o ta , eﬁl”;’l Or in groups. In the following paragrapt=: 1d be noted that in most cases, it 1s not y : ,
that this princip] are SmallEI‘th xed Imcomes are left J Wit} i ; s However. it shou : 1d 8. Name the advocates
S IPle would pe realizeq 31} the taxeq ones. It has b ; et Ith their detailed analymsz ' t asand,th erefore, our obser\fatIOIlS.WOU ot |
. ;1 lel a}bove acertain leve] ¢, the - Y taxing only the lar'gesiats een ssl %:; ¢ ;ni‘ Possible to assess the effects in quantita ;Ves we shall also try to find out as to which tax Bay Theary, ‘
> all Incomeg above atleve] w ¥ mncomes, “° ol € confy . lities. In some Casess State the mai
,S » While ex . ¢ ned to generalitl . . 9. State the main .
’ thatlevel, ang No one, wh EI.Y.'?Z,SO’UOO ayearw “rptingall below that-l o Masmore ofa sg ecific effectand which one has les theme of the
Itisalso ¢ : » Wiose INCome ould be reduced b taxati? P Benefits Received
'S0 Clear that wigh, these agc i Was legg than thi Y " ], e |
taxation, a conclusion whe s mPHoORS, thig o+ 'S, would be taxed &° . |
other cases ag well T S0metimeg Principle Hecessarily leads to ngr@SSl d
) Mlf-Instruc fn ' ITOH&O . ¢
9 r\;afe:::! Vi uSly SUPPOSed to bC app]lca Self-Instructional
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Allocative Effects of Taxes

We start with the conditions under which existing resource allocation may be termed al
optimum one. This is followed by an analysis of the way in which a given tax is likely t0

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

It was a tradition with the economists to assume that a competitive market economy
working with sufficient factor mobility would result in an optimum allocation of it
prodqctive resources. Optimum allocation is defined as the one in which the relevant
marglpal conditions are satisfied. It means, for example, that in the field of productiou'
thelratlo of marginal productivity of a factor to its market price is equal to the correspondié,
ratio oi“ every other factor. Similarly, marginal rate of substitution between any pair®
goods s qual to the marginal rate of technical substitution between them. In the sat¥
way, there 18 no divergence between social and private marginal costs z;nd betwed!
social and private n}arginal benefits of the employment of any factor. However, optimal®’
of resource allocation depends upon two pre conditions, namely; : o |

(1) appropriate income distribution, and

(i) competitive market with unhindered working of market mechanism
A market economy gives rise to a -
and services in harmony with the patte

not an optimum one (and we know ghmcome et enonanbutioninthe socictf
inequalities), we will not be able to ace
one. Similarly, if the market is riddled wi
factormobility and monopoly elemen

Marshallian Reasoning

Marshall recognized the Possibility of a syh optimal inter-

- He approached the problem b, . industrial allocation of resour®,
with the amount of tax collect; ¥ comparing the effect §

of a tax ;. :
lon. Ifthe loss to the R o ot
Onsumer’s surplus was Jess tha?
tm, ' :
' Stte:t f;ut ofthe tax!ad industry” o
; Plowards optimum res© b

4

he outpy - At

 InCreasing refymg industry, the a%% i
Output. For this reason, an ad
Ply of 4 good being produced

| investment, production and demand

diminishing returns and a less pronounced effect on the supply ofa good being produced
under increasing returns. It can also be shown that under oligopoly with a kinked demand
curve, if an indirect tax shifts marginal cost curve within the limits of vertical range of
the marginal revenue curve, the output of the oligopolist would not be affected.

Drawbacks of Marshallian Reasoning

However, Marshallian reasoning has its own drawbacks. Itassumes that the tax revenue
in the hands of authorities yields an equivalent benefit to the society while the loss to the
society is equivalent to loss of consumer’s surplus. Both these assumptions can be
refuted easily. Further, he ignores the effect of taxation on producer’s surp'lus. ITIe also
makes the mistake of deciding the social priority ofan industry on the l‘)ams pf lltS cost
behaviour. To him an increasing returns industry should have a higher social priority than
a diminishing returns one and, therefore, the former should be encouraged aF llhe cost of
the latter. However, this area of consideration leads us to infer th_at the aflthont]es ghould
be able to pick up a judicious set of indirect taxes on a selective basis for 1?ezl1]'1z1{1g a
desired shift from the existing allocation of productive resources. Such a_po'ssffnhty 1s_of
great policy relevance in a country like ours where investment in high priority industries
and infrastructure needs to be encouraged.

! ; 5
What is the role of taxation in resource allocation as b'etween dlﬂ.‘ez"ent us§s ? 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 eve'n subs@es. Tl.ns

| way, cost of supplying various goods and services can be a]tgred selectively. Dlﬂ"erenn:fll
¢ taxation of goods and services would similarly affect their demar_ld pattern. What 155
§ needed is an appropriate pattern of tax coverage and rates to guide the economy’s

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.

Marshalliani reasoning, €
between the buyers and sellers le
supply, the effect on demand fora g
Goods with higher elasticity of deman
€lasticity of demand would be affecte

oupled with Dalton’s treatment of sh_aring oftax ingi@ence
ads us to the inference that, given the clashmlty' of
ood will be directly related to its demand glastlmty.
d would be affected more and those \lnv'xth lowq
d less by a given tax rat¢ and its revision. This

Impljes that the extent to which a given taxdon a r(:ionm;oi(tisitg; a\;fg;ggefctl;;i ;;[15. d?lsltlf;ﬁ :;113

% ther industries would depend upo :

q gzaosg ii'st;uarﬁzt;;roelasticity of supply would be affected more by tax on it than a good
i

ici d would not be
' s 1 aro elasticity of supply or deman
Wit Goods with zero €
aff;;? l(;)wer til;stlclgx on them and such a tax would ha\‘fe no effe;ct 01}[ ;lt-:ds;;t;flf;:
al e. at al_ y & s fore, tells us that we should conmdertllle fe evant elas
Ocation, This analysis, therelo’® to shift its production and

iJe using an indirect tax ctic
till ;ails to tell us the way a tax should be distributed

' icities of supply,
. ity of demand but different elasticities of su
asncigsgcitey of supply but different elasticities of
telasticities of both demand and supply.

"Ssource appropriation. Butits
tween commodities having sameel
Tbetween commodities having Same ©
*Mand, or commodities having differen

i (ati { be complete without
. {irect taxation would n0 : e Wi

s stribution. Indirect taxation 15 pro
y. This in turns

cn§ .(-iiSCUSSion ofthe allocative eﬁmtsf income redi
i, dering the fact that it also aﬁ?;ealth incqualities in the econom

t ; .
'Onary and widens income anl
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shifts demand relatively in favour of luxuries which, ordinarily, a less developed economy
cannot afford. The result is a shift in the allocation of resources toward luxuries at t.ile |
cost of necessities. Unless, therefore, indirect taxation of commodities is highly selectl.\'f ',
with reference to coverage and rates and takes into account their respective elastic'it_“35

of demand and supply, it can prove a dangerous instrument in the hands of the authorities:
On these grounds, therefore, the case for a selective commodity taxation is very stro%|
in a country like India.

Comparing the Effects of Representative Direct and Indirect Taxes

Let us, however, start with the assumption that the existin g resource allocation is®f
optimum one and see the relative allocative effects of direct and indirect taxes. Thovd!
any tax will have both allocative and distributive effects, we would ignore the latter f(.“.
the §ake of simplicity of the argument. Also, we would assume that the economy ls:
ha\.ru}g astate of full employment and there is no variation in the total supply of a fact?
'.l"hm implies that greater employment ofa factor in one use can be had only by redluciﬂ'g
its emp'loyment in some other use. It should be noted that in a market economy. resous®
allocation is guided by demand pattern. Tt would be, therefore, helpful to ;Oceed 0

analyzing the allocative effects of a tax by looking at the way’it wguld in?luence e

defn.and ofa typical individual who may be taken to reflect, on the average, the 1851

ability to enjoy income and so on of the society as a whole. Further, since wg % not ‘

up the comparison for the allocative efforts of directand indirect’ taxes as.e : 231016: !

must choose arepresentative direct tax and compare its allocative effects with thos® 4

arepresentative indirect tax, assuming all the while that the government collects”

3?12?; alt'ng\tl)nt_ of tax revenue either way and the expenditure side of its activity i';!\

ected by its choice between the two taxes. For this purpose, it is typical to chaﬂft

aproportional income tax on th ks
eone hand a ; }
e nd an indirect tax on q given commo®

oty
e 4

ol equilibrium position beingat =hby ncreasing his purchases 0%
This analysis, with the assumptiong
(a) An

: ndirect tay jg more burdepg
ccause the tax Payers sacrific

o

i

Ponwhich it is i i
ased, is used to make two 3Ssert i

o .
e than ap Cqual yie]d proportional in com?

€ More utility .
In the
greater dig former case.

'{1'
tortion ; |

burdenso Onin the allocation of resources "3
me thap direct oneg |

that Teason, are mgre

j taxation in terms of resource allocation, is based up

¢l :on on account of sub ’
y o il a“OCﬁ“_Oﬂ be so. If an economy 18 OVer-
.~ the optimum. This however need not be s0.

L eﬂ';’ production of good X, then indirect taxation
' closer to the optimum resource a

5~

v

Fig. 3.4 Indifference Curve

We note that according to our assumptions, E, represents an optlmumfprodu_cnon
pattern. Direct proportional income tax shifts the demand pattern apd, th_ere_oge; C?;:ES
a distortion in the optimum allocation of resources. H.oweven:, this letc:rtlon 18 Lf Th ) e
income effect, since taxation has caused a reduction in the dlsposa_b fi }ncomslo 'the tax
payers. On the other hand, an indirect tax causes E?orh areduction in 1sp0§a ; l;ncc.me
of the tax payers as also a shift in the relative prices of Xand (.Jth(?l' goods. 1 gFame
costlier as compared to the untaxed goods. This causesa substitution eéﬁ?ecr ez; ing to
areduction in the demand for X over and above the income .effc'ct. Therefore, asl | ew:fgen
a direct and an indirect tax, the latter causes a greater distortion in 'fhe r.es'oufrce.a a toc;z. I(Jn;

i i ich indi on is inferior to direc
The above conclusion, according to which md:)rﬁ}t-, ;a;:stlll ey
stitution effect of indirect taxation is away_from
using resources in the
of X should help the economy in mgv:mg
llocation. And we should not forget that the existing

; i tion which does not
i S i i tself be causing an alloca S T
Ing ‘stribution in the society may 1 : : A
Feﬂ{;mtet distr :::ads of the society. The thrust of the argumenF is thatin c;?liethen mdirec%
Daﬁefn ;?:exgource allocation i8 believed to be n need of an improvement,

icy i irect taxation.
@xXation would be a better policy instrument than dire

over direct taxation in resource allocation

ing in the production
. del. Let us now bring in the pro

May be extending the above mo : - etion with the indifference

mﬁbﬁi&lﬁiﬁﬁﬁa representative producer, SO thzt mtcosil{;ll:ﬁi(; A,Q,, E becomesa

Cl.ll‘VeS of'the re resentative consumer and his bu g@ F:rate ofSleSItitIl.ltiDn between X'

Point of doub| : {librium, that is at £, both the e Yand Y are equal to the price

a o e ?qull ; Oft,echﬂical substitution between

. marginal rate

i In order to eliminate
slope of the line 4,0,
o e il i representel;i t':]j;r Itihifect z]:nd indirect taxes, letus assume that the
0

the private sector by way of %-m}nts, $0 ;t:;ttfgi
1 the pro
uctive resources an du
i unchanged instead of shifting to

The possibility of’ superiority of indirect taxation

e . . .
1t Ncome effect which is same 11
Dri‘:‘)flties pay back the collected tax to
Pog : ° Sector retains the same qnmuntd e
S blhty curve of its representative produc
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a position like the one shown by the dotted line. It also follows that the point of double
equilibrium would also stay. The assumption regarding transferring back of colle&:te‘_j fax
revenue is ignoring the fact that the tax payers and the recipients of grants can differ
and this can cause a shift in the demand pattern and, hence, indifference curves of the
typical consumer. But let us proceed in spite of this limitation of our argument. NO‘-_"E_
direct tax does not cause a substitution effect between X and Y because their I‘elﬁnve!
prices are not affected. Therefore, if the authorities collect a direct tax and tl‘a“Sfei:
back the tax proceeds there is neither an income effect nor a substitution effect, and o _
typical consumer remains at E,. On the other hand, an indirect tax would have no incor®
effect when its revenue is transferred back, but its substitution effect would rem®”
same l?ecausc relative prices of X and ¥ would not return to the original position. Th)
an indirect taxation would cause a shift in resource allocation.

Y

te of technical Sub?t; ol
© 10 change the relative pri¢ 561,1‘
Production pattern comes ©

and Y such that X bec

omes
the one represented

by E,
Judicious Chojce of Indirect Tax
es
In practice, the :
> alloc g
cative effects of; irect taxe f i
Nt chooses the g Co1d D€ Superior to those i

perand

Self-Instructional
Material

Cettaxes judicioys deve f
€ resourges ¢ Judiciously. In an unde igsﬂ

Stoward varjgug priority indust

indirect taxes can be of help there. Even in a modern developed economy, there are
usually numerous market imperfections, monopolies and so on, as also a good deal of
divergence between social and private costs on the one hand and between social and
private benefits on the other. However, we should note that production of certain high
priority goods may be lower not because resources invested in them are too few, but
because due to market imperfections there are unutilized capacities as in the case of
monopolies and monopolistic competition. The appropriate approach in breaking a

monopoly is not to push more resources into it (as suggestec?by Prest) through taxation

of goods produced by competitive industries and subsidizmg the goods produced by

monopolies. Instead steps should be taken whereby monopolies are forced to make use

of their unutilized capacities.

Another reason on account of which a judicious use of indirect taxes turns out to

be better than direct taxes in their allocative effects is the fact that itis rathfar difﬁcglt to
axation. The very concept of taxable income is an

have a really proportional income t Lot
imprecise one and its definition differs from country to country and even wi e same
even the critical standards by which to

co ime to time. We do not have

meuz:;ga ft;l(:ar?n;[:lome of self consumption, income from dura})le consumer goods and so
on. Similarly, itis not easy to lay down exact standards bywm?h to estlmazie the expenses
for earning the income, or by which to estimate the depreciation. In amo erg ;Tlononfgr,
due to changes in prices and other uncertainties, there are Fé-lpltal gains, windfall pro ?
and casual incomes, which pose difficult problems of devising a system of proportiona

income taxation. -
ve comparison between the allocative effects ofa proportional

In practice, the abo i) ? : . Iv. i
income tax with those of an equal yield indirect tax is an acadlemlc exercise only, since
ive direct income tax with an

a modern government 18 expected to prefer a progress
exemption limittoa proportional income tax.
Allocative Effects of Individual Direct Taxes

at a direct tax will have a resource allocative effect by

' i is basis, therefore
changi relative attractiveness of different sources of income. On this baSLS.., !
w}rljzgf sgtiz that a supplier of labour would Shlﬁ. from one emtgﬁynthneezdiz ?j:ig;;
another if by so doing he can reduce his direct tax llabllltylmoge i e emplowem:
in his earnings from the supply of his labou. Ifhe finds that ﬁy s b fon cai 1ab0u;
his tax liability remains unaltered, there wou!d be noreallocative € i
B o Similacy,atmwh e ?aﬂggi;gzrent f(?rms of wealth
different forms of investment, O relatiye rates of refurns from 3
Would not cause a reallocation of capital resources.

The effectiveness of tax tools is closely dependent upon Some precond
the following, namely,
e sufficient frecdom to privat
® acompetitive market mechani

* beliefof the market operators (8
the changes in tax structure 3“13 goevise
their beliefin the stability ofthe

d
A he tax system, ail
® Simplicity and transparcnc)foft - cial system.
° awell-developed and responsive financia

To begin with we should note th

itions including

e sectof,

sm,
avers, investors; producers, CONSUMmers, etc.) that
E)

i riod, that is,
ing to stay fora sufficiently long pe
d tax system,
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Given these conditions, the market may be expected to respond to the policy meaS}lrﬁs
of the tax authorities. Thus, for example, authorities can make use of tax concesslofls |
and penal taxes to divert investment from low priority to high priority industries. Differentia
taxation can also be used to influence the location of industries. And the same approach
is available for promoting certain techniques of production. This fact can be used {0 help

those industries which contribute towards a rapid capital accumulation in the country of
those with faster growth in employment.

Allocative Effect on Labour

The foregoing approach may be used for a closer look at the allocative effects of SO
individual direct taxes. This may be done by examining the allocation of labour a"
capital. An allocative effect on labour operates through a variation in the relati¥®.
attractiveness of wage incomes from different employments relative t0 the’
disagreeableness of those jobs. In general, less agrecable employments carry highe’
wage rates. A proportional income tax would reduce the absolute difference betwe®
the two wage rates, but the percentage difference would remain the same, A rogressiv‘e
income tax would reduce the difference in both absolute and percenta ;: t . ns. Let s
take an example. Suppose the wage rates in two employments 1 and I[ Ere o .ctivel}"
X andX1.5X per month. Thus, wage rate in employment 1T is 50 per cent reSp?than if
employment L. Let a proportional income tax at the rate of 20 per cent ;clprc me
levied now. This would reduce the post tax wage incomes to %0.8X in sty lrrllchJ~l ] o
%1.20Xin employment ll'. The absolute wage difference is now rcduced‘ﬁ) ?eo 4X%
compared withX0.5X earlier but the wage rate in employment I1 is still 50 per ¢ cni mo®

than in employment 1. On the other h :
o e e and, let the income tax be progressive, say 209",

er 1 |
rates would be %0.8X in emplo ber cent atan income of¥1.5X. Then the post tax W27

4|

> @ PTOgIessive income tax wil] have a greiﬂf :

i _ should be n jate W
pensation for a less agreeable employm oted that an approprial® ot

employments,

Allocative Effects op Capital

Harry M ;

may look at the mea arkDWltZ, J.R. Hijc A
: efs )

Teturn (s ) to put the ::lgixpemed feturn (£ ) apq thks and G LS, Shackle and o o

that which, with, iy Ceptofriskinesg ;v ¢ standard deviation of the €*

compensate for thyg

n"
)a . %
. : ore ‘ o
E hasga higher g It Shpremse terms. A more risky ve’f big
fo.r arisky venture, jt J
of more risky venty

eXtrarisk, ould, th ighe "
A1, ther » therefore, carry a N1E”" 40!
would cause cfo Iy 52 il

0 [
Ires to tf eﬂe

Ie, an i .
AN Income tax redyces the compel:ab‘]lic

C B
eii-sﬂbsntuhon effect will lower 8¢
g to reallocation of capital res?

e | §
€ Ivestopg | (o

favour of less risky ventures. This effect would be stronger if income tax is progressive
than when it is proportional. A reduction in income from investment (and a greater
reduction in income from more risky ventures) would generate an income effect. However,
whether investors, on account of lower income would strengthen their preference for
safer ventures, or whether they would go in for still more risky ventures to compensate

for that loss of income due to taxation, cannot be asserted with certainty. It would

depend upon the capacity and will of the investors to bear risks. It may, however, 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 Prmis_ion or absel:lce
ofa loss offset. Absence of loss offset means that a positive income 18 subject to taxation
but the tax authorities do not share the losses of investors, nor do they al_low them to
adjust the loss in one year against the income ofanother. In such acase,a nslky venture
automatically gets discriminated a gainst if income tax is progressive, since its after tax
average return £ falls more than proportionately as compared with the fa.ll in E_? ofa
less risky venture. A proportional income tax, on the oﬂ%er hand, does not dllscnmmate
against a risky venture unless its income falls to a negative figure for some intervals.

Ifincome tax allows offsetting of a loss in one year against im?ome: u 3n°,ther
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 ventuf‘e. Therefore, a
proportional income tax does not discriminate againsta ri§w venture '1f complete loss
offset is allowed. The result with regard to a progressive Income tgx is, however, not
that clear. It would largely depend upon the degree of progression in thf: tax rates, t_he
timing of losses and gains, and the way the loss offsets are allowed. Ordinarily, progressive
tax rates would tend to push E, of risky ventures downwards and cause a rf:allocatlon of
capital in favour of less risky ones. Thus, we find that as.c;?mpared }V“h i I;Olllltax»
income tax often discriminates against risky ventures nlessitfiopEmiatata i 0w

a complete loss offset.
. 1 would depend upon its form and coverage.

i ita
The allocative effect of a tax on capri _ : .
A once over capital levy will leave the relative attractiveness of different capital assets

u nual levy would not. Different capital assets do nOt‘weid-mcomc ¥
ﬂ?: :ﬁgczii,t:l;;?ins?me asseghavc no yieldat al]._An annuaITt'z?_C 91]&&?&?%::;:5
: shift in the relative attl‘acti\;eneSSJf Ofg;g;’zj;;ﬁ:zlfis;ﬁ;:ﬁOnl.slls any case, deI;;;nding
the f ny capital assets p ; i ital as
“gogilicrt;:;j;iaftie el;fective shift inthe rel?tlvc amacnven:jdi;?iﬁaéﬁ\fg fj{l:l:;
ivestment allocation would be affected. Caplta.l resourceStWIn ractice, the relative
less attractive into more attractive forms of mvsstnggziéncy%ftax a&ministration
ltractiveness of capital assets is also affected bl)’ t zsic din houses or agricultural land
nd other legal provisions. If; for example, capital v

' iveness of tax
Snot taxed, or is taxed at lower rates, adeg iﬁ :.E ;r}ljc;ieectl
n.“achinery, ;he shift of capital assets into these forms W

Tax .

o ‘fts. It means that when a capital owner gifts
e ' be imposed on the
d to a tax which may be 1mp

reference to the value

A o
. Other form of capital taxation is tha! of

S ; v Aregtia T4 jecte
. YWnership during his lifetime, 115 subjec

oo =
==

termined with
®rorthe rec ipient; and the tax amount may be deter
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Measuring Inequality

Till now we have discussed the effects of taxation on distribution. The measurement of
ashift in distribution, however is a separate question and poses difficulties of its OW
These difficulties are both conceptual and practical, apart, from those emanating fro
lack of f:lata and their reliability. In practice, we are often confronted with the taskof
measuring the degree of inequality in an existing distribution of income, specific asse®
or total wealth held by individuals or households. Frequently, a need arises to compat
the degree of inequality of distribution as between two sets of individuals or groups, o
measure a shift in inequality as between two situations. For example, given the relevant

informati ift, 1
weahhz:jt};);,b we may atte.mpt to measure a shift, if any, in inequalities of income an
1stribution in India on account of the use of various tax measures

disposala'; uils1 ,ci(:; ;h;aff:éce of simplicity, conlﬁne ourselves only to the distribution o
e incquality.of " gltiange h(_Jusel}olds in ascending order of their annual incom®
B (1) utl}(lml émplfes that starting from the poorest households: {
S e useholds emoyg aless than proportionate share of aggr egat

» While another proportion of households (at the top) enjoys a mot

than proportionate share of
a i i
We measure percentage share%}:%‘raeggga:c(:3 disposable income. Represented graphically,’

percentage ofhouseholds enjoving : gate disposable income along horizontal axis
skewed to the right, Remenigymg Italong vertical axis, the distribution curve would )
ituation i i hOWeVef, that theoretically, it is possible to think of!

The degree of

. inequality; :
the line of equality, quality is an CStimate of'¢

. prl ﬁ“
and is measyreq (in Figyre 3 2‘; gevlanon of the Lorenz Curv® fi0
ARy

Lorenz Cyry
€ and the T |
3 Area of the Triang]e OB::Lme Oquuality |
il earl}i, greater the gap ey, I
gree of inequality i distn'but"een
10n.

zeroand 100 per cent. Ahigher val
ueofc

LOI‘&I]Z Cll!'\?e al]d Bf I

; the line |
e co'efﬁment can theg Of equality, gb . &
Ocfficient g, retically vary

OWS greater inequality-
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Fig. 3.6 Lorenz Curve

This measure estimates inequality over the entire range qf income dIS'tI’Ib.Utlon
and is not able to account for the fact thata compensatory shift in ncome e UGEs
between different classes can take place without lleadm.g tolany chang; in tl'i; atggrcgate
Mmeasure of inequality. Thus, take the case as depicted in Fig. 3.6. ? S ow?j 'C}-I :)1\1;0\1{1:
distribution has moved from L, 10 L, while glvmg the same mga;me 0 uéequa ty(-i 3 le g )
With the bottom OF percentage of population, income 1T1€C[U311_ty has ?rlejiih;v:';rdzr
richer proportion of population above OF, the inequality has merease d e >
income has shifted from the middle income classes to bo?h Iowelrl an UPI:?" L . be
classes. But this shift is not captured by the measure of inequality as estimated by

e Sl t if we are to compare inequality as
nitation of the curve implies thal : pare
Sl for the same population in two different situations, the two

between two populations; Of : :
Curves must nlz)tpi)ntersect each other. One curve must lie throughout its length above (or

below) the other.
Rt o SRS
3.7 SUMMARY
i
eds funds to finance its activities. Such funds are raised
It is difficult to give a complete list of all the sources of
sinclude taxes, income from currency, market
come from public undertakings, fees, fines,

o Every governmentne
from various SOurces.
public receipts. But the important one
borrowings, sale of public assets, 1n
gifts and donations and o forth.

e Broadly speaking, revenue receipts inclu

' ings an :
reason, they do not1n¢ lude borrowing :
but they do}i’nclude tax receipts, donations, grants, fees and fines. Capital receipts,

on the other hand, cover those items which are basically of non-repetitive and
n theothie , X o e
non-routine variety and change governments financial liabilities/assets

. iesi S
* Shirras’ classification of revenue into tax and non-tax categorics 1 accepted a
rras’ ¢

s ‘o revenue.
most convincing classification of public reven

de ‘routine’ and ‘earned’ ones. For this
d recovery of loans from other parties,
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10. Mention the two
pre-conditions
which govern the
optimality of
resource allocation.

11. What is the use of
the Lorenz Curve?
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° A tax iS a com F
organizations tolz;liz(;gﬁg;’;i‘éﬁff byla public authority on persons and
the gov 1tures. It is the compul
government. Refusal to pay the tax is a PuMshablelz}li:fi?l?epament e

e A directtaxis aki :
it th:engdo(\);i :[?;rge, which is imposed directly on the taxpayer and
e e oneet;tby the persons (juristic or natural) on whom it
e at cannot be shifted by the taxpayer to someof®
® Anindirecttaxisata
Hiarmersor Wit X collected by an intermedia :
n who bears the ultim, ry (such as a retail store) fro®

i ate ec ;
customer). An indirect tax is one that c;;g;ﬁlg_?[u(riden of the tax (such as ¢
shifted by the ta
xpayer to someor

S.

® A goodtax system, th
axs . therefore, is one which i i
':t of principles, such as equality and cer]tz;ilwgned S e
he Benefits Recej ved Theo 5

co has a o
ntract theory of the Sata Ky long dated origin and its roots lie in th°

available in Profe . A fuller survey of the evoluti : '
Practice, Th ssor Edwin R. Seligman’s Progressi ution of this theory ;
e theory wa gressive Taxation in Theory af

Grotius S in vogue witl
»Hobbes, Locke, Hume e Ro‘llgennan, French and other writers 1ik¢
seaul.

1(aSwedish i
economist) provided an ethical footing for
oluntary revelation, by taxpayers; o

om all the problems which

: availabilj
* Lindhal’s theory, which i i ilability of stable and

telling us the i :

el ntof Wicksel|’ iS pri

goods and the way thcée;y should choose an opilil Stheory, is primarily aimed ?‘I

members of the society urden of thejr provisio??u?: level of output of pu° 1:1
; should be shared betWe

mathematical models Sllﬂ.cr
seable data,

f

Optima] i
Mal inter-indystrial al[ocatiorl;"

7 . ;

Earket mechanvlsm. by itself generates ever-widening income inequalities

howeyer, the (.)bjectzve of reducing inequalities is likely to come in conflict with
that of increasing production and economic growth. '

38 KEY TERMS

2. The types

3 A directtaxisa kind of ¢

4. An indirect tax is atax

5. The canon of simpl

6. A good tax syst

amo Y Compar;

generally d; it oftax ‘—'Ollecti}z); ing the effect of a t3*
1 format; ISCussed ; |
ation, by 1 -0 €0 J
Pl butith : ntext ofits 1y |
fi - Certainly jtg ro Siieotsion §llpp |
Orms ang amo ndityre tax i source allocative € 4|

. 18 COHSidered to be neuﬂ'ﬁ f;ll

¢

nents of | ofin
abo Come
and capity) and therefore peytral as bet™

° Expenditure tax is
Savings and capjt,
also which may
b§tween differen
different employ,;

7. Services supp!

e Property tax or ‘house tax’: Itisa local tax on buildings, along with appurtenant
land, and imposed on owners.

. lnl!eritance tax (also known as an estate tax or death duty): It is a tax
which arises on the death of an individual.

o Indirect tax: It is a tax collected by an interme
the person who bears the ultimate economic
customer).

o Central excise duty: Itisa tax whichisc
are manufactured in India and are meant fo

diary (such as a retail store) from
burden of the tax (such as the

harged on such excisable goods that
r domestic consumption.

39 ANSWERS TO ‘CHECK YOUR PROGRESS’
routine and eamed Ones. They do include tax receipts,

1. Revenue receipts include
donations, grants, fees, an
cover those items which ar¢ ba
and change government’s financia

of non-tax revenues of the gove

al receipts, on the other hand,

d fines and so forth. Capit
d non-routine variety

sically of non-repetitive an
1 liabilities/assets.

mment include the following:

e Currency, coinage and mint

e Interestreceipts, dividends and profits

e Othernon-tax revenue

harge, which is imp
nt by the persons

osed directly on the taxpayer and
paid directly to the governme (juristic or natural) on whom it is

imposed.

collected by an intermediary (such as aretail store) from

the person who bears the ultimate economic burden of the tax (such as the
one that canbe shifted by the taxpayer to someone

customer). An indirect tax i8

else.
hat the tax system should not be too

icity stands for the factt st
kes it difficult to understand and administer and breeds

on and legal disputes:
which s desi

complicated. That ma
problems of interpretati
em, therefore, isone :
s, suchas equality and certainty.

ied by the Stat€ may be divided ir}to ltwo categoric?s. The first
oge services to which the prmmple of exclusion ‘dOes not
member of the society consumes thesel: services and,
to the State revenue in accordance with the benefits

ry is the one where the taxpayets have the option
; hip 18 established

pay are the

gnedonthe basis of anappropriate
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category consists Of th
apply. In this case, €VerY
therefore, should contribute
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FublicRévenue 8. The well-known advocates of the Ability to Pay theory include Rousseau, J. B. iy

Say, Adam Smith, J. S. Mill among others. _U_NIT'4 GOVERNMENT BUDGET

9. The main theme of the Benefits Received Theory is that there is a contractul

NOTES relationship bet_’weerl the Stat§ gﬁd its subjects SL-ICh thaF the State pnf)vides various | Structure ‘ " NOTES
goods and services and the citizens finance their provision by paying taxes. 4.0 Introduction
10. The two pre-conditions which govern the optimality of resource allocation are the 4.1 Unit Objectives
following; 4.2 Indian Budget
() Appropriate income distribution, and 43 Revenue and Capital Budget

43.1 Revenue and Capital Expenditure

(i) Competitive market with unhindered working of market mechanism. 4.4 Revenue, Fiscal and Primary Deficit
11. The Lorenz Curve is a graphical representation of income inequality or wealth 4.5 Counter Cyclical Fiscal Policy
inequality developed by American economist Max Lorenz. 4.6 Summary
4.7 Key Terms
QRN

3.10 QUESTIONS AND EXERCISES 4.8 Answers to ‘Check Your Progress’_

. 441.3 PC:)l,u::ﬂslticn;{s alf Exercises
. urther Readin
Short-Answer Questions e . °
1. Define public revenye, 40 INTRODUCTION
2. Name the main classificati o i
cations of public revenue. B ] : flegislative control and executive
. ud ] instruments oL 1€g s
e 3. Write short notes on the following; manfggrsigl‘ie O'f ﬂ:;‘ m?StIp?r\EZZe; the financial health of the country. oVt s
_' () Gift tax (b) Customs g - tas it effectively ted in the month of February every year in the
4. What are th Bl P lget = i pres wot d that many days before the budget is presented,
. atare the bagg - arliament, served tl :
asIC tenets of the Ability to Pay Theory? there are ¢ Yf}u i alSOdOb the general public about tic expeiad Gtiangos In
Log-Answer Questions tax Onjectures all round by 2nnounced by the Finance Minister, Mr Arun
€s. The Union Budget for 2017-18 was ins three major reforms:
| 1. Discuss the current Status of't, Jaitley, in Parliament on 1 February 2017. Budget 2017- IbS fioztta\;' o s peel st and
. : ) : ' udg
| 2, Binhinthe o i ax and non-tax revenues in India. advancement of date of present;lnon, mefgjlrrzga}?tgs unit, you will study about the
r‘ % Of'taxatio i ; abandoni lan and Non-Plan expenditure. < : :
||I 3. Critically analyse the Benefitg b T e it pl'esrf]:dg:il(?f O?fg£; budget, revenue and capital budget, revenue apd copitl expenlgis,
4 Tinsteste e i Approach Theory. r@\’eétte fiscal and primary deficit and counter cyclical fiscal policy.
. . o1 1ndi s
allocatlon Wlth the help Ofa d::;‘fnit taxatlon over dlrect taxatlon n [‘SSOUf J
5- . .
6 that 1sthe effect of taxation oy distributiono 4.1 UNIT OBJ EC TIVES
¥ 1 . s \—//”
alyse the Importance of Loreny Curve, will be able to:

M_/ After going through this unit, you
r— READING e State the periodicity of Indian budget
. ISCUSS I d capital budget
Tyagi, B.P. 1975, Public Fingpe, « Dicouss evenue and cap

d capital expenditure

Sundaram and Sundaram. 19g4 Meerut: Jai Prakash Nagp and C ® Analyse revenue an _ it
Croxton, Frederick Emory; D  “ublic Pinance New Delpj: g 1 " 4 & S0 ® Define revenue, fiscal and primety it in India
A :Su 2
General Statistics Nel\lleengOhnStone Cowden ang Sid et ApP j / * Interpret the problem of budget defict
Gupta, S. C. and v, g Ka Sey: Prentice.p Il ney Klein, 1967. 4P

oor. 1996 : . y L/ff
o M amentals of Appiied Statistics, New D% | %2 INpIAN BUDGET AR
tatistics. Ne - f India incorporating 1tem-

nto
‘- : o t of the Governme ; ' Ilya
_Indla, the actual financial Stdteme?imated receipts fora specified period (normally
s

S : s that
y 18e Proposed disbursements and Ct Asficla] 12 of the Constitution of India states tha

) iS termed its temen bha, and Rajya Sabha,

: ed its Budget St - both Lok Sabha,

; ; I‘lﬂﬂ be placed befme Sm’j'—z‘ns:rucfiomr!
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while Article 202 of the Constitution states that a similar financial statement for each
State shall be placed before the Legislature of that State.

In India, all government accounts (of both the Centre and the States) are gn ouped

into three parts, viz., (i) Consolidated Fund, (ii) Public Account and (iii) C ontingency
Fund.

All sums of money received by and belonging to GOI or States are credited to the
Consolidated Fund of India or those of the respective States. For example, all revenues
received by the Government of India, all loans raised by it through the issue of treasufy
bills, loans or ways and means advances and recoveries of loans are credited (with th
excep"cion of sums credited to the Contingency Fund of India) to the Consolidated Fund
of India. -No amount can be spent from this Fund without parliamentary sanction, except
for certain expenditure items specified in the Constitution and ‘charged’ upon the Fund
(such as the salaries of the Judges of the Supreme Court and Comptroller and Auditof
General of India). These expenses are included in the budget but are not put to vote i

parliament. Corresponding provisions . . 3 tad
govern the replenishments ofthe C date
Fund of a State and expenditure from it. . Rl

mi-llll stums of money received by the Centre or a State, but not belonging to it and
No legis] i , are crec'llte‘?' to the Public A ccount of India or that of the concerned Staté:
gislative sanction is needed to make payments out of the Public Account.

The Contingency Fund consists
governments to meet unfores
(for spending an amount out
(for spendin
- SECh expgen a&ﬁ:gzst :}ult) of the State Contingency F und) is not needed. Howeve"
as the case be, and the Cox?tirf 2];%0;3(1 la_ter by the parliament or the State LegiSl‘E‘wF6

EeNCy Fund is to be replenished accordingly.

held

of finances which are put at the disposal of th°
€en emergent expenses. A prior sanction of the parliame?”

Contents of the Budget

Presentationt in Paytg

(national and sub

ional) hag it ow
n budget. In addition, there are hound to P 5

‘

of the Contingency Fund of India) or of a State Legislat”

may be presented ; 4
-natj edin parts, Foy exa mﬂqcl |
mple, each layer of the gov®™” , i

A

Secl'ecy

Secr ecy surrounding budget EJY'TI‘IZ‘C'Sa1

0

t

TQ Passage of the Central bu
hug State budgets are also ind

intergovernmental transactions and, depending upon the legal and accounting procedures,
they may form a part of the budget of one layer or the other. The net effect of the fiscal
policy of any one government is conditioned by the collective budgeting of all the layers
ofthe government. Similarly, while railway finances form a part of the central government .
finances, the railway budget is presented separately from the main budget of the central
government.

However, with effect from 2017 the Railway Budget is merged with the Union
Budget.

Periodicity
The periodicity of the public budget in India has also beena subject of debate on two

counts.

(i) In India, fiscal year runs from Ist of April to 31st Marr:h qf next year. It }'135 been
a long-standing argunient that the agricultural sector s1gtnﬁcantly conu:xbLl_tes to
our GDP. It has, therefore, been a long standing suggestion that the beginning of
our fiscal year should coincide with the beginning of the busy season of the
economy (which starts with the kharif crop) in Octoberﬂdovembfar. This way the
budget would cease to be a gamblein the monsoon. However, this reasoning ha_s
lost much of its weight. This is because Indian economy, on account of'its (i)
overall growth in the recent past, (ii) increased exposure to th_e global forces, and
(iii) increased commercialization and diversification of agncult_l.xral sector, has
gained in resiliency. Now a change in revenue receipts from agICUImral'scctor
are not able to cause a major swing in aggregate revenuc r.ecelpts of the
government. Public budget, for these reasons, is no longer a gamble in the monsoon.

(ii) Itis argued that the annual practice of preparation, presentation an? p?asrstage'(t)lf
the budget is a wasteful one. Expenditure against anchoncy amom;fst:r Insc;:}ier
atime lag, while preparation for the nf:xt annual b}ldg‘e'f Star:js;onacti my i
words, the budget has become a continuous and time L{Elllls 'ﬁesfo soiqhid s

overnment. Itis claimed that this practice allows the authort! bty

ftrucﬁzre more frequently. But this argument holds no weight. ; ~;
..+ < are in a position to vary those [axes ki P i

authorities are n . duties). In respect of most other taxes, however, frequent

(B cuStOI}low a judicious assessment of the effects of tax measures.

change§ do nf)t_ a Lonested thatthe broad features of the tax structure should be

Accordingly, I'5 S8 ars at a time and only minor otanges shold bedllowed

left unaltered for E’l[ fl‘e'w Ee t the authorities from introducing

from year to year. 1 1S,

owever, doesnot preven
' 1 encles.
major changes in tMes of national emerg

gisalsoa debatable issue. Ttis asserted ;hait bllldlgcut?ry
i :on to the legislature.

: i t secret till thewr actual presentation to the g i

Oposals are unnecessarily kep S e el .

: . culation an _
1S practice causes a lot of uncert  ndia, this uncertainty affects even Sthe S?‘tﬁ
€Conomic activiti gveryone. ’ : entre to the State. 11
dgegolzzgisgzlftizfg?sca]e transfer Ofresoﬂrcestggsr: Stltl}fecsize of these transfers.

" Sta . :
{.jli:ct::t;l;}1:ffected by the inflationary 1mpac
l .

get,
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Critics maintain that there is absolutely no reason to be secretive about p_rqposa]s
concerning direct taxes. Rather, they should be widely discussed to assess the.lr m’lpf'ict
on savings, capital formation and other parameters of the economy. An open d1scu§51?1ﬂ
of proposals concerning even indirect taxes would cause less speculation t}’la.n is the
case atpresent. Moreover, such a discussion would enable the public to partlc_lpﬁtc ‘g
the budget deliberations in 2 more constructive manner. For the authorities also, 1t woul
be a more flexible position as against the existing one in which they think it necessary 10

better placed to modify the proposals to suit the needs of the economy.

B

43 REVENUE AND CAPITAL BUDGET

B

In many countries (including India), the budget is divided into revenue (current) and
capital accounts. Revenue account covers those items which are of recurring}routi“e
nature; while capital account covers those items which result in acquisition and dis.pﬂﬂal
of capital assets and liabilities. This division can be justified on several grounds. There
an economic sense in distinguishing between expenditure that does not add to or subtract
from the capital assets and that which does. And this economic sense applies with c:‘Cl‘Ja1
fgrce to government budgeting as well. It is maintained that every economic unit mus!
distinguish between current expenses and those incurred for acquisition of capital asset*
Current expenses are equivalent to consumption; while acquisition of capital assets *
not. It is only when thgse cap_ital assets depreciate that real expenditure takes place iﬂ
$Z iﬂgﬁi?ﬁ;fﬁ?ﬁgﬁ c;i i(;lilt ‘;his l(;gic that private commercial units do not cO‘:_i::
the year. It is only the depreciation p(:lrrlt(tjh Cta_pltal Asntags g oy eXpenseSwn
should also follow the same practee atis so counted. It is argued that the governn
Another argument in favour of th
revenue accounts is, however, quite fli

¢ division of the budget between capital a,ﬂd
the government can follow a good w

msy. Itis maintained that through such a divis®® [
Ork.mg rule, namely, ensuring that all the cur™ b

mands ure?
revenue account from gt o that the budget myst distinguish expe“dlmriiei

only. to thedexpendimre side of thziluntirgeétrfg;l:ughl lthjs constitutional obligation apP i
receipts side as wel]. : 2 ally, this claccifioon s . - dtot
classification, and nolglzzozg?h? Constitution does not pl:(isf;g;zim; :-istzggl;or suchff
sources, Factually SPcakir;g gh‘ctwe at‘ld llnambigUOUS Criteria are > 1able from 0 ;ﬁ
and official discretiop ReV’en;S classification j based upon egt g;'a;lad convel 0 |
revenue and non tax re"eﬂue__e ]?] udget congigyg of the reyey, a) ‘15 ; 1s—b0 t?l‘f
non-tax revenue TeCeipts ing] ; nd the Xpenditure met out fm i ceipts 1 d
receipts,dividends, profits o STeVee frop Currency, co?narl::;nu; II: int, it rlffr

’ Th; hOUSing‘

broadcastip, Ocial and community services ®

(such ag agriculture and allieq servi g, and gg

3fi0ﬂ'

defend every proposal presented to the legislature. Under the new system, they willbe |

g |
i |

ces, indg on), and revenue from ec onomic s 4
fines, transport and communi©

Correspondingly, receipts on capital account, include market foan.?, borrowings from
the Reserve Bank of India and others, through the sale of Treasury ]_31115I and Ioar_ls from
foreign governments and others to the central government. CapitalldlgbursemenFs include
expenditure on acquisition of various physical assets like land, buildings, machinery angdi
equipment, investments in shares and debentures, and loans to Ste_1te G(;}\;e]::’x}lm;ntz it
other bodies. The Capital Budgetalso incorporates the transactions n the ic Account.

The division between revenue and capital account§ for the State Busifget's is smll:la:
to that of the GOI budget with only some difjferences in terms of1 spfecd1 ic ;f;llict:d
example, the States receive a share of netreceipts of sev'eral taxe; e;;x: Sat:tes 5
by GOL. They do not get any revenue from curre.ncy, comageban Or?v fr;)m i e
both revenue and capital grants from GOI While GOI carr[{h 011;j o e ,RB ;
States cannot. States borrow from GOI but do l}ot lend toit. : EI:\I,II.f:_i e
are also nearly non-existent. In recent years, mvestment§ yhave s
Fund in State Government securities and market borrowings

Components of State borrowings.

Plan and Non-plan Accounts

. : as of now appears
This division applies only to the expenditure side of the budge and,

i the total expenditure
counterprodyctive, Plan expenditure COVErs only tha::?ggﬁ; ic:lfl:ﬁated undera plan or
Which is directed to finance the projects/schemes S'Pﬁlose projects/schemes which are
Which are the spillover of the previous plan/plans. ino expenditure in future; but such
Completed algq require maintenance and cth-er mm?;h%he result that, over time, itkeeps
expenditure jg classified as Non-Plan expenc.llﬂlre V;f(li be. However, the budget makers,
on increasing automatically, and this is as it shou tio.ns S projects/schemes at
under varioyg compulsions, prefer to increase alloca

up.

' eand
ot B . +ion of the budget into revenu
In India, till mid 1980s, 1 addition to the dwcliSI'[h o R dgetwasa document

are
s n Budget Was also.prep i rogrammes and schemes
Wﬁ?{ltal accounts, the Pla -ovisions for important projects, P Sgurpport e
inC}c}éShOWGd ﬂée bud%;tla;); plt gave the details of the Budgetary

Uded in the Centra :

sistance for States and
: ine the Central Plan as ; e
Rl Juding - for the Central Plan w

:? b}_'rsectors Ofc‘lFevfll'l(;fmc’re A bUdgetawbleSOtrLngeneral Services, Social and

on Territories. Fur ) outlays betwe ' - ad

ragoses ¥ -ther with various physica

aia:SJ(r)nShown. Theloak uz%ﬁ?ﬁfmig Services, was shown together

Munity Services, an

dations of the Auditor
; of the recommen ‘ )
arget wherever possible. Currently, 1N purs?{i?;ands o dified. The bodgetis firs soli
this prac

anq Comph-o‘”er General of India, - turn, 1S divided further into Revenue

’ hpart, 10
a]3 into Plap and Non-Plan portions g LR
u Capital Accounts.

From several quarters;
een Plan and Non-Plan €Xp°
ldbe a two-fold classificatio™
8 “Ssified into plan and Non-P1a"

Sub-classified into revenue %

been made for the abolition of distinction
ion has

his is not done, there

: ver, so long ast :

i }igogef/cnue and Capital Accomﬂsj;gg: S;Itbs

namelyh(ems " d (i) Plan and Non-Plan :
compo 3

d capital components.

Sh(]u
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Concluding Observations

The traditional approach towards budgetary accounting is designed for an effective
legislative control over the executive, and to meet the requirements of fiscal management.
It is an excellent aid to government auditors and an effective check against
misappropriation of funds and other fraudulent practices. To this end, therefore, accounts
are classified into cate gories corresponding to individual ministries, departments and
sections; and within each, there are further divisions and sub-divisions. But there is2
lack of correspondence between the purpose and the account head. This approach does
not provide information required for the formulation of fiscal policies. It does not provide

a ba_si_s for. assessing the effect of alternative budgetary policies and operations and for
devising improvements therein. To that end, a system of economic and functionai

classification of the budget on the one hand and the introduction of programme an
performance budgeting on the other (to be discussed in a later section) alse vg essential
Itis notel:worthy that, in India, the accounting format of the budget broadl ci)rxyms onded
to functional categories. But with the passage of time, the extent of this c{:nespolzldence
wegk@;dhmd could_no longer meet the requirements of a proper functional classificatio™
and with the expansion of government activities, the older classification losta good deal

ofits earli i i
o rzrl:cher funchpnal relevance. For example, instead of adding new heads for ther
1mp__0rtant items were put under the head ‘miscellaneous’.

The inadequacies of the b i
) - udget format ‘ r
alternatives which have appeared ongscen;m A

4.3.1 Revenue and Capital Expenditure -~

The Concepts. Article 112(2)
ofourC
the GOI'budget must meet the followinmlS

titution requires that the expenditure part o
has been imposed for the receipts pa

gtwo requirements. (Note that no such restrictio”

Second, the Constitution say:
account from other expendi
onrevenue account’ and
facts are specifically note

s that the Budget © o ¢

nditure is to be classified into ‘expend!®

al obligyi |
Betare split ingo « bligation, both receipts and expe“d':mi
I‘E\’emle aCCOUnt! and :capital aCCO

C“'“Darative Size: Revenue receipts

C
eent during 1997-02, and was b

Capital Account

Items representing receipts and disbursements which meet the following criteria are

classified under capital account, namely, those

(i) which add to or subtract from government’s financial claims and liabilities to third
parties (such as deposits, collections of small savings and other forms of loans but
not, say, grants);

(i) which result in variations in physical assets of the government (that is, their
acquisition, creation and disposal or additions, as also subtractions and alterations
therein); and

(iii) which result in variations in financial claims upon or liabilities to third parties.

It is clear that borrowing, lending, recovery and repayment of loans, as also
remissions of loans belong to capital account of the budget.

Revenue Account

The following items belong to the revenue account of the budget, namely,

(i) variations in financial balances created or owned by the Centre (such as t%}mugh
tax collections and their spending, receipts and payments of interest, dividends,
profits, rents, fees and fines, grants, creation of currency and others),

(ii) expenditure on upkeep and maintenance of physical assets and schemes, and
(ii) costofadministration, police and judiciary and the like.

Broadly speaking, that expenditure which a’oa_s not result in creation of ph){sjcal
assets of the Centre or its financial claims upon others is treated as revenue expenditure.
Grants given to State Governments and other parties are also_ treated as revenue
expenditure even when some of them may be meant for creation of assets by the
recipients.

As regards defence expenditure, it can be argued that apart from current
expenditure on salaries, rations and training and othe.rs of .the_defelz_(l:{e persolnnel,
expenditure incurred on acquisition of defence equipment (including 1tems 11X aerop anes(i
tanks and ships efc.), should also be in the revenuce account. T}l:ese 1ct{er£s ;:1 ;}i(tiiztzn

: i sunk value left at the end. BEX
to be ‘consumed’ away, with at the most jun | re 0
capital account is, therefore, only that portion of the total deﬁ_ance expenditure whichis
: ildi -esident on.
Spent for acquisition of buildings and fesidential accomod-an | d

Correspondingly, revenue receipts, while addingto 1t§ purchasing pOWer, (t)not
add to the ﬁne?ncial claims upon the government. These re?e}gts tsﬁaynt;e ;?;ejzcmp S, OF

i ends a s
hon-tax receipts like interest receipts, grants, profits and dividen

Itis noteworthy that the criteria parrated aboveare only gen(;:r:;l :::;:a,tl?,fs.
They are not precise enough to pitovides T dﬁ: :ﬁ;tcirl;it:l ac cougnts of
. : ; tion into reven ) ;
asis fo ification of every transac ns till there
the blld;ectlaézlnf:;caluenﬂy the authorities tend to follow prevalent conventio

'Sa compelling need for deviating therefrom.
have always

e‘-‘S@ipts, but have shown an unct £ Variahdog 6 E:;?cent in the Third Plan, rose to 72 per
0-51, thi declined to aroun -
, this component decll

been a large component of thfe tOIf'l].
m four fifths of the total receipts im
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. t
secular increase was budgeted at as high as 89.2 per cent in 200809 and 86.3 per cen

in2012-13. Clearly this leaves very little scope for capital expenditure and deve lopmentﬂl
orientation of the GOl budget.

It is seen that revenue expenditure component dominates and far exceeds the
capital expenditure one, the former registering a persistent secular uptrend since_th_e
Third Plan, and budgeted at 86.3 per cent of the total expenditure in 201213, This 1
considered an unhealthy trend for a developing country like ours where the authoritics
have assumed a major responsibility of Promoting capital formation. Moreover, ther¢ s
apersistent deficit on revenue account while, ideally speaking, a surplus should be availabl®
from it for financing a part of investment on capital account, Several explanatory factor®
have been mentioned above for this rapid increase in revenue expenditure. In additio™
we may also mention inability of the government in checking inflationary price 115%
mnefficiency of public enterprises, and avoidable populist policies.

_—-/

44 REVENUE, FISCAL AND PRIMARY DEFICIT

Itis quite easy to say that a byq
over pub%lc revenue. However, in practice, the concept admits of several variations a%
yields widely divergent meas

: ures of budgetary deficit. There is also a good deal of
confusion due to the fact that there is no standard correspondence between a selected!

ed to it. A given measure of deficit may be referred to by

ure to opt fo

World Bank says, the choice of th

analysis.

Receipts and Disbursements of GOI

Before we take up alternatiy

€ measures i i i two?!
be useful to present 5 break-up of th Of(.jeﬁcn spending and illustrate them, it WO
categories and sub-catego

getary deficit is simply the excess of public expendituf“: =

E) it
therefore gross tax cmllect‘tirc‘?r151’.2}91 - DUt,Ofthe 1ax revenue collected by it
Local Bodies § states’ share Jogq Assignments of UT tax®
I(b). (i) This ite
53110115 pmlg‘ésr;iresents Iterest Iecetved op loans extend, Cenﬁe ;
U € state GovemmentS, Railwa st }’565'
reign Govemmentg g, Y8, P&T, Government empl©
L(b). (ii) This item ;
ncludes dividend iof
. sand prof; - in”
VArious government gyt Profits, recejpg inthe erfo™
taX revenue of g, Wmi]e: and 1ctions ang €Xercisin ofiiﬁzcessj Ofll-)iohts, 0?&
a5t component e 0" Legislature, g income%fr ferellg" Hrices 111(
currency, that is, the excs:rvxc ) Tepresentg profit on C? mt. e fséoverﬂ gd
during the 88 of the ace valye eation o
il Year over its ¢ogt of prodycy Otbovernment currency pro
(b).(iii) This iter, is self- on

II(a).This item represents repayment of loans to the Centre by its debtors. It, however,
does not include recoveries of:
(i) Ways and Means Advances to states
(ii) Loans for Agricultural Inputs
(iii) Loans to Government servants etc.

Correspondingly, therefore, all estimates of deficits (except that on Revenpe
Account) are affected by this omission.

fati i I except
I1 varieties of borrowing by GOI exce
Oy mud IN(E): Theac eempoteni e 288 ills (borrowings through treasury bills
those through the sale of 91-day ad hoc reas iy e s are nef amounts, that is,
Ofeher kindsare meluded in igm T ggeise p?r;?l‘tz;]fding loans. For this reason,
; = the onits 3 g
ings minus repayments by L ationc? urities are
tg;gsso?'t(;gr? “J\éefsmies Issued to International Fmgnmal Institutions ré;heist: :]61; =
depl;sited with RBI by the Centre) gets totally omitted bect:ausc itrep
i .
capital receipts and disbursements of equivalentamoun e
fsome assets sold by the Centre. h’::’re S}f’ef i i
: i are ho
this came into existence on account Ofdism?{esment Ofds Orr:tfciﬁglrtﬁe the claim of the
PSUs in the wake of new policy of liberali;aﬁon. The TBZ ?ﬁcit by an equivalentamount.
Centre that the sale of these assets reduces 1ts bud<=,’~"3T31‘tir’1 4 iriew Hisoreie: e wpeint
Many analysts and the World Bank do not agree with this ddjti(.)ns D L
f thyGovemment can be defended by pointing out th?t al e ot
?hrosgh its capital expenditure, and through exte;_dln% [;};;cit B sy Defidis, S
. i i imating Fisca
from its total expenditure in estima 7 TR
delducrﬂ'fu]; glle sale of assets be treated differently? i 'o.meg::;; e 11; nyc::]taken to
s to add to a deficit while the acquisition Al
s BCCI;Jlmt ac;.f: talt(lfir; r(z:asoning to sale of assets, it follows that their sale pro g
reduce it. Extending

ignored.

. 1f- . )

-amainine items in Table 4.1 are seli- P . 1 Capital Account

. Th;;l f::]l;lglf[ﬁans by GOI do not appea;1 in E?}fee;?fgézrf " duf:)e dito st of
at repa i et ital -eceipts ave a ;

‘ capital I ; ' of loans [Item I1(a)]
because the ‘Borrowings 1 be noted that ‘Recoveries ! :
ever, it should ben : ints). For this reason, item
ff?payTeEt gtiur;cosf gg\;are included in item lé‘(Cap:slciggf Aszcount] includes gross

om the de 1 EX en iture ; X
. dvances’ 1n EXP such as Foreign
Ef(a) Lo LoanS::;dO};loans extended by GOIto other parties (
and not net) amou

) C.).

II(d): This represents sales proceeds 0

1 ion
explanatory. It only needs reiterati

Concepts of Deficit
The following break-up of GOl budg
few concepts of deficit, namely:
s Deficit on Revenue Account (RD)
o Deficit on Capital Account (CD)
* Budgetary Deficit (BD)
® Fiscal Deficit (or GrOsS Fiscal
® Net Fiscal Deficit (NFD)
® Primary Deficit (PD) Of (GPD)
® Net Primary Deficit (NPD)

ablesus to define (and therefore estimate) a
eten

Deficit) (FD) or (GFD)
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1. Deficit on Revenue Account (RD)

The excess of expenditure on revenue account over receipts onrevenue account measures |

revenue deficit,

Item IV —Item I

Table 4.1 Alternative Measures of Deficit

@ in croe)

2006-07

2007-08  2008-09 2009-10 2010-11 2011~
1 -
1. Revenue Receipt : : o 5 6 :
. CCelpts
: ' H34,387 5,41864 540259 572817 7.83.693 7.898%
(a) Tax Revenue (net) 3,51,182 4,39 54 vla, Y. R 1 -t
50 22247 4,43.319 456,536 5.63.685 6,641
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Plans. Non-Plan expenditure includes interest payments, defence expenditure on revenue
account, subsidies, debt relief to farmers, postal deficit, police, pensions, other general
services, social services, economic services, non-Plan revenue grants to States and
UTs, expenditure of UTs without legislature and grants to foreign governments.

2. Deficit on Capital Account (CD)

The excess of capital disbursements over capital receipts measures the capital deficit.
Plan capital disbursements include those on Central Plan and alsmstance fc_:r State and
UT plans. Non-Plan capital disbursements include defe:llce expenditure on capital account;
other non-Plan capital outlay; loans to public enterprises, states apd uT Goyremm;:lnts;
foreign governments and others; and non-Plan capital egpendlture of UIts w1tldo;1

legislature, The item of capital receipts has already been discussed above. .Wmllﬂ ! et:
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Therefore, the amount of loans and advances by GOI is also reduced to a net figu® and
FromTable4.1, | 'NPD = FD-IV(a)-V(a) (b)

FD = [VI-{I+1(a)+1(d)}] This brings us to those concepts of deficit which cannot be estimated from the

| i ion given i i t directly.
NOTES ‘ = TI(b) + TI(c) + VII . Information given in Table 6.1 and has to be made available by the government directly NOTES

Sez_’,f—ln.srmcn'ona!

In other words, FD is (Total Expenditure /ess [Revenue Receipts phis R.E:covl?l'iﬁtSI 8. Monetised Deficit (MD)

Monetised deficit is defined as an increase in net RBI credit to central government. The
rationale for this measure of deficit flows from the inflationary impact whicha }Judgetary
deficit exerts on the economy. Our Budgetary Deficit (BD) discugsed al?r_Jve is noF a!ale
to meet this test. The Chakravarty Committee recommended that in adc?mon to existing
measure of BD (namely, borrowings through 91-day ad hoc treasury bills and drawing
down of cash balances), it should include all other bor_rowmgs from the RBI by the
government. Since borrowings from RBI directly add to 1ugh~powe.red money, therefore,
this measure is termed Monetised Deficit. It is obvious that MD is only a part of FD.

Also, it should be noted thateven MD is not a perfect measure of the inflationary impact

of the budget. Loans from banking sector also add o the liquidity and inflationary forces

in the economy.

and (iii) BD.

backed by acquisition of some assets or not). This
the item ‘drawing down of cash balances’ is zero. Mostly.
by and large, the above-mentioned statement ma
making.

S. Net Fiscal Deficit (NFD)

This measure of deficit is obtained when FD is reduced
component [V(a) of ‘Ex
considers the fact that
away’, b'ut for acquisition of assets,
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penditure on Capital Account’]. In other words, this meas¥

However, this reasoning is not carried to its logi®
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9. Public Sector Borrowing Requirements (PSBR)
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G e s : 1,
arises from the fact that while indirect taxes add to the revenue receipts of the go'vernf‘m' .
they are also inflationary in nature. Similarly, many PSUs included in the est [ma“iﬁhe
PSBR may resort to raising of user charges. This act simultaneously adds to bot

ST he
revenue of the government sector and the inflationary forces, and thereby clouds!
true significance of this measure of deficit.

Tolerable Limits of Deficit Spending

Tolerable limit (or ‘crucial’ limit

: _ d
) of deficit spending is indicative of that stage beyor
which its ill-effects overshado

. s 3
W its benefits. This limit ig not an absolute figure but E
level related to economic conditions of the country. This level is difficult to estimate, %"

it is easy to see when the deficit is sufficiently within ‘safe’ limits or clearly eXCEcdm.g

the ‘tolerable’ ones, Further, the ‘safe’ limit depends upon the way in which a deficit”
Jinanced. For example, over-reliance on domestic private borrowings s likely to P
up interest rates and ‘crow

g1 Ll ing
d out’ private investment. Similarly, excessive borrow!®
ate problems of debt servicing, These problems get aggra‘fat i
hort maturity and/or do not lead to additional export earnifg”

exchange reserves. I the same way,

|
i an economy can absorb only a limited amount?
additional money without

feeding inflation, and an excessive reliance on this sourcﬂ‘ﬂ
financing a deficit becomes inflationary, In this context, the concept of Seignorage”
also anoteworthy one. Seignorage is the ability of the government to claim resources”
return for issuing currency. Itis an implicit ‘inflation tax’ which the holders of financ”

» 80Vernment expenditure ri _ _ reve“
d to resort to . rises faster than its
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45 COUNTER CYCLICAL FISCAL POLICY

' ent takes
Budgetary or fiscal policy comprises steps and measures \lv}:;;h trl-ﬁi?‘rr:gﬂl;;tions and
both on the receipts and expenditure sides of its budget, mﬂz tl]lq " o%erall ;conomic oty
procedures relating to them. To ensure its consistency ”;”- a piecemeal and haphazard
of the government, its contents should notbe selecteb maufe some components of the
manner, This frequently poses some difficult problems :E T s gy
policy may be contradictory to each other. The field o

e they all make
L d debt management becaus _

se of monetary policy and deb Tt is frequently
£ o g nts but aim at different sets of goa’ls 9 :
use of several common compone nt of government’s economic policy

maintained that fiscal policy should Tezri:fg::at?;éziemmcm G e mx?ﬁor{

. itself “with aggregate : is limitation, the micro-leve
:’:}1 ;;E;r?lzczﬂiiﬁfgn‘:;d eliirloyment”' Twemne ;T:c:lll:)lttf; included in fiscal
effects of \’farious taxation and expend.itlll‘e meflsurizsconcemed with the manner'in
bolicy proper. Mys. Hicks says that “Fiscal POYSY & 500 0 concemed with
which all the <;li fferent elements of public ﬁnancel,s\to faise revenue), may collecnw_al}f
Carrying out their duties (as the first duty ofa tﬂKll_c » The crux ofa good and effective
be geared to forward the aims of the 'econgmlc po ;ginue, loans, transfers, tax reverues,
fiscal policylies in keepingits in gredlents like Cxé?ethe like in a proper l?alance' 50 as to
income from property, debt management, an ired economic objectives. Discussion
achieve the Bt possibl"-? results in terms of the des

field of fiscal
- lly left out of the 1
Ofindividual taxation and expenditure measures ls-fftl;egi‘aialysis. Essentially, a fiscal

impli
Polic}f- But this js done only for the Sak; ?;51:2;
policy jg Meaning]ess unless necessary e

Usefuly egg evement of socio-economic
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fiscal policy 15 01 e
ent. It should also b{‘a emphasie :
s lating the working of marke

objectives b}’:;g;y by-pass it). The extent of its
other weﬂpf:;;e of market forces to various policy

its facilitating the ach

Us.eﬁllness of fiscal policy lies in t not be forgotten that

Objectives of the society. Butit mufi
SeVera] gets of weapons in the han-;
hat fiscal policy tries t0 achieve r]ne
Jechanigm (while in contrast sg upon the respo
SUccess, therefore, largely depends i

Steps initiated by the government
. fthe authorities came to be
gnition , notent tool in the hands O_C thinking favoured /aissez-

The fact that fiscal policy (-,311 l::!esp e acg%f: ;lwn drawbacks. As Keynes
re?ognized onlyslowly. L :cl'(;lis Pt;licy, obviously, l-m'ts imbalance and vice versa. The
fq‘?”e and balanced budgets ce the budget g lcogﬂize(.’l only during 1930 and
i‘_med out, an attempt to bfafl.:la] policy came (0 ]?te\;ZS also discovered that long run

'Onale and usefulness 0 1
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th theorys larity of planning an
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simultaneously direct it at several targets, which also poses additional problem of priority-
mix and object-rating,

If fiscal policy of the government s so formulated that it generates additlopal
purchasing power during depression and it contracts purchasing power during the Penﬂj
of expansion, it is known as ‘counter-cyclical fiscal policy’. The fiscal policy is base
on the relation of public expenditure and taxes to the national income, the GNP. Thé

relationship between public expenditure and GNP and between tax and GNP may b
expressed in the form ofthe following propositions.

Taxation and GNP Direct taxes without a
effect on GNP. Direct taxes have, there

: multiplier: The multiplier i atio”
works in the reverse directio_ For, tax P

. : ation reduces disposable income and henc®
cqxlnisum%tlon expenditure cumulatwe!y. Itshould be noted here that the negative multip/ic’
willnotbe as high as in case of publlc_expenditure because the payment of taxes at th°

first instance does not reduce GNP as it is only a transfer of income. Reyerse multip! ier

or tax-multiplier will be one jggg than '
; ublic- ] il ' R
same in both the cases, The implicati Pudlic-expenditure multiplier; even if mp¢

on of : 3 S ¢
than tax-multiplict js thay Hirve otthe expenditure multiplier being higher by o |

; ture effect i s
neutralize the effect of taxation of ap €qual am Oth;:: Certain amount woyld more th

: ‘ ' ? size of decrease in GNP qs 4 result O
increase in taxation depends on the tax

. i
ficome and consumption d€°” 5

itect and imi:
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ol €s, ta
leve] Temaming the Same, the by,

¢
Sand tax-rev . E en (8
. enue increases. EXP Ju
AUtomaticy)

yshows surplus. The deficit and$

resulting from fluctuation in GNP work as automatic stabilizers of the economg. Itis,
however, generally believed that automatic stabilizers prove to be adequta.lte at‘;bi lsizgz
useful purpose only for short-term fluctuations in t_he economy. Au;?n;laelrcasm il
Prove generally inadequate to control the economic fluctuations o larg 2 g
Under such condi-tions, discretionary changes in budget becomenecessary.

' -structure,

The discretionary changes in the budget refer to o Changii?ittii\fnxdsi:;eﬁon.

adin the leve] and pattern of public expen-diture bythe gOVemf;O""Eﬁon st akes,

DiScretionary changes include change in tax-rate S enditure, changing the

Mposition of new taxes, increasing and decreasing the bt ex]:) design:’.d as to arrest
Pattern of public expenditure, etc. Discretionary changes ares

. itigate the destabilizing
e mﬂationary and defla-tionary trends in the econgmy 311; tomitiga
; mand.
Orees, such as increase or decrease in aggregate de

; icy ating a counter-cyclical
Prob{ems i"fﬂrrmdating Counter-Cyclical Fiscal Policy Formulating

: Jiokira hich should be borne
@l policy isnot an easy task. It involves certain Compilcigotﬁi,z‘: the economy. Some
' ming while devising the tax and expenditure policyto

( . llows.
comphcations have been pointed out by Eckstein19 aSI 'fO fect, For cxample, transfer
oo effect. :
L Ao —_— t have the same multiplier oods and services.
payn? petititiwes do o ment do not create 2 demand foéfcation and hospital
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€ Kinds of public ex -
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1Icomg groups, because of differences !
Indireey taxes are not clearly knowrn-

{ Deﬁcit ﬁnancing through public borrowing

cmwdmg-out effect. This kind ofdefi? d to the
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“CCuracy of forecasts. There isuncer

Policy,
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aratio of GDP) than they did during wartime. Rather, the persistence of budgetary
shortfalls during a long period of peace, when governments traditionally pay off debts
and save for the future, should set the alarm bells ringing, Furthermore, projected increases

in the cost of government programmes, as population’s age and economic growth lags.
give cause for further concern.

Government budget deficits (the excess of spending over revenue) in industrid
countries have been growing as a per cent of GDP for the past 20 years. Large deficits
emerged after the oil crisis in the mid-1970s and widened dramatically after 1980, lar gely
the result of government overspending rather than meagre tax receipts. Governmen'
expenditures in industrial countries rose from 28 per cent of GDP in 1960 to 50 per ceft
in 1994. These deficits have sharply increased the public debt (the accumulated burde?
of yearly budget deficits), which jumped to 70 per cent of GDP in 1995 from 40 per cenl
in 1.980, weakening government finances and draining resources from the econom
Aging population and sluggish economic growth add urgency to this worrisome trend
Governments now have little choice but to restructure their spending programmes Befor

understanding the measures to reduce different deficits h the
problems of budget deficit in India, » we should first understand

%1zs;:§rz:1§10ﬂaer; ::rl 20 ;0 Wl'lich a{'med atreducing the deficitto 5% per cent of GDP ¥
el daiion iy ;ac 1€ving this target has proved elusive. In 2012, new plans fof
nnounced. These plans focused on lowering Cxpe’nditur e and ob

controlling the cost of India’s fije] ili idi
e chauenging_ and fertilizer subsidies, but achievin g long-run fisc?

i ' cal deﬁc t con
i tuation gpq; 1t was brought under Iy
233?)5’ gg‘f}? discipline legalisationg W:r'b’eai‘;;hreatened t0 go out of cintm] inthe® |
y -O{S a benign Macro-fisey] o tuted. The deficjt was broughtunder & s
SHbashre > "¢ global finangiy crisi &l growth and moderat® ™™ i3
including tay Cuts and; s fiscal pohcyxesponded th counter-€Y”_ !
Inessing 5 Correction Nditures. The post-crisis ¢ it

of the fisca] policy path towards iefoﬂﬂs

and bet g s the focyg
elter targeting of social eXpens:jﬁl?:;d Probably he oy bringing in new 1%
8.

P growth in 2009-10and 9.3 per:;
» Was short lived as growth rate S 2

VIng year, 20111

: () {5
106.2 per cent. Fiscal ex[Jatls‘»IC'ﬂ"‘lry dgﬁ"f ;

growth decline resulted in high ﬁsczoﬂoml"

. ) e
omy economic trends in majio*

Wioarrest
e (5]
One crisis a4 e

contributed adversely, impacting India’s exports negatively. This along with the elevated
levels of crude prices and high levels of gold imports led to the widening of trade gap and
current account deficit. Macroeconomic analysis of India during the years 2010-11 and
2011-12, therefore, showed a trend of rising current account deficit, sticky inflation,
fall ing savin gsrates, falling investmentsand even consumption. The uncertainty in global
economy along with the monetary policy tightening measures led to a perceptible negative
Impact on economic growth. As a result of these factors, the growth is estimated to

- come down to a decade low of 5 per cent of GDP, as per Central Statistics Office’s

(CSO) advance estimates. Last time sub 6 per cent growth was seen in 2002-03, when
the growth in GDP was registered at 4 per cent.

The widening trade gap, falling investment and difficult econorgjc situation, both
dOmthtically and abroad, have added to the negative outlook on the Indian economy. The
tigid inflationary conditions and consequent tightening measures on monetary policy along
With negative sentiment on investments and savings have hada delep HﬂPath’n industrial
&owth. Discouraging trends in economic growth called forimmediate cormctw;en _rnga;ure?
and appropriate policy response. Public debate centred arounc‘:l the fgct that : fam isca
deficit tends to heighten inflation, reduces room for monetary policy actions, anc < dp i
Private investment, The sustained high levels of ﬁsca} deficit though require oiii:
Countercyclica] measure to spur growth, has also caused dl.versc forms .of mac;gz;:eosl’lwere
mbalances, which could not be overlooked and immediate correctlvg me -

Called for to conggin the likely growthinfiscal defiit during 201 2, 13andonyEiee:

' imminent in the
. 1 1 i olicy response became imminent in
Mid-yea, course correction with suitable policy pﬁ i i

Cmergj e :dation by way of reg
EINg scenarjo, Fiscal conso!lc‘i:;tslzgvgonmiém e simmediate need of the hour

O4dmap for Fiscal Consolidation’ withi erne
Cld serjeg of meetings with Ministry of Finance, cone frame
~OMmisgion to finalize its report within the given timeframe.

i fmeasures to contain
‘ ’ ttee suggested a slew OLT .
Sues facing the economy, Kelkar comm i ngewcd st

€ lising trend of fiscal deficit. The comm! twin deficits hypothesis

Deliberating on various

Government Budget

s, i erease ,
g, art! 4 increase fn the current

e

toy ezﬂlat, givena certain level ofprival? S'El;
Aeeoyy anceq by either a reduction 11 private

eficit. The Indian economy has bee” e
Wag : he fisca| stress in the ‘do—uothmgsé‘;e;a:;nuc side,
Sowh ; PProaching unsustainable Jevels.

; . ~ome tax—due to
ration and 1nc0 o
1 : : __poth corpore™: eant shortfall on
lowey glphed shortfall in both direct 2X¢S ace of economic owthm
1ts and incomes, Similarly, sSlOWerP :

due toslower pace growth
. . . non-tax revenue
Cu.t}’, being directly linked to 1mporlt:ted s

Y0, Another matter of concernr |

m 2G spectrutm following
izathy . nmittee that
Cast 330,000 crore on account of lower real : L by the Cor
ons.

: : hitby
ltigqs; i ther will take a

. ional

: and iy, neration

2{ leag HUS Collections in the current yeﬁ’ tag::; in 12'(113' Sﬁglll]er{,md peaking

Ty 000 crore from the budgeted tah ¢ 110t0 uirements

T P e e VOPL : range © ofits crudered -

t » 120 for some tme. £2 n

G he Prici pcrbarrel - ducts by 0i market

Ulag;, & 0fpetroleum prody the 1

i dtoth
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7. What were the
recommendations of
the Kelkar
Committee in 2012
regarding fiscal
consolidation?

8. What was India’s
GDP growth rate in
2009-10 and 2010-
117
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significant increase in the estimated under-recovery of Oil Marketing COmPa?l‘;‘;‘
(OMCs). In tandem with high crude price, prices of most of the petroleum p.ro.duc S

the intemational market went up sharply, and fertilizer bill ballooned due to rising Urefi
prices. Therefore, it was estimated that the subsidy expenditure would rise by abou

¥70,000 crore. Accordingly, it was estimated that unless immediate corrective measures
are taken the deficit will be well above 6.1 per cent of GDP.

The net effect would be ‘crowding-out’ of private sector financing for investm?“t
due to large gross borrowing requirement. In an extremely fragile world market ﬁnaﬂ-cfﬂg
of this magnitude would be creating huge risks for macroeconomic and external stability:
Against this scenario and aided by Kelkar Committee recommendations, govemmem
undertook the task of meeting the challenge. As a first credible step towards fiscal
consolidation, the fiscal deficit target was revised from 5.1 per cent to 5.3 per cent for
the current year. As per the roadmap of fiscal consolidation laid down by the govemmen"
the fiscal deficit in 2013-14 has been projected at 4.8 per cent, to be reduced by 0.6 pet
cent every year to achieve 3.0 per cent target by the end of the plan period, viz, 2016- 17

In order to achieve the target for Disinvestment, committee of secretaries was constitte
in the Ministry of Finance. Similarly,

| rly, efforts were made to mop up revenues both tax a%
non-tax to contain the ﬁsca_l deficit within the projected targets. However, shortfall in the
customs duty on indirect side and non-realization of targeted revenues from Spectru™
sale on the Non-tax side had to be factored in.

The case of India illustrates the cha

: llenges of s it cal positio?
when growthiis relatively strong, Fiscal vy g consolidating the fiscal p
past years, the debt-to-GDP ratig has £

Inerabilities are masked by high growth. In ﬂ;,z
y allen as nominal output growth exceeded !
pace of' debjc accumullatlon. However, several papers show th;f it sg less costly to emb?
on fiscal adjustment in a Supportive mac :
to be larger during downturng and fisca

lroeconomic environment. Fiscal multipliers e
higher costs (see Corsetti et 3],

) 2010, Baumet

Going by official statisti s
. 1al statistics, the [ng o
whatis globally considepeq Bt pézﬁieconomy appears to have already achlowth
on-—

and dwindling inflation, A ! a virtug o high &
: .Acco : us combination of g P
growth accelerated from rding to CStimates P

by th istical Offic® ™ er
5.6 per cent ; Ythe Central Statistical pe
t07.6 per cent in 2015.1¢, pe e L2307 per cent in 2014-15 and W
had fallen from 7.4 pe .~ Verage annya| inflatio dby e s
SRS oy p feentin2012-139 9 & tlon rate as measure )
(up to January 2016) Percentin 2014-15 and further t0
Indicators from g, i
formation (investme R e

Survey h
; nt) h ¥ hay
in 2014-15 and furh ) had fallen from33 4

11029 4 per cent o Lo SN Of GDP in 2012.13 to 30-3P
The governmen mtin2015-16,

th i
macro{:conomic Stabl_l as bl.lllt up ﬁSCal Cred.

ital

al‘d

X o tion has yielded < 4 o
deficit are within comfort .. Yielded ricpy dividends. Inflation and the curre™* %% ¢. A
fiscal slippage ol Sand forejgy i : n an olict®
€seen Negatively by vestors have endorsed the P
Oreign investors,
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cﬂp
¢ reflected that gross fixed of cﬁﬂt!

Ibility since it came to power 11 2 Ccoﬂﬂ‘ -

4.6 SUMMARY

Government Budget

o In India, the actual financial statement of the Govem.rnfant of India inf:mporat.ing
item-wise proposed disbursements and estimated receipts for a specified period

NOTES
(normally a year) is termed its Budget Statement.

o In India, all Government accounts (of both the Centre and the Stat.t-a's) are groupecl
into three parts, viz., (i) Consolidated Fund, (ii) Public Account and (iii) Contingency
Fund. ‘ .

e The Contingency Fund consists of those finances which are put at the disposal of
the governments to meet unforeseen emergent Xpenses.

e In many countries (including India), the budget is divided into ;evenu: (currfang
i those items which are of recurrin

and capital accounts. Revenue account covers tho \ . il
routinc-l:) nature; while capital account covers those tems which result in acquisition
: Baak iabilities.
and disposal of capital assets and lia - '
e In India. till mid-1980s, in addition to the division of tl(;e budget into Revenue and
Capital Accounts, the Plan Budget was also prepared.

deficit is simply the excess of public
e It is qui to say that a budgetary detic ' e
exlse?ll;ili:uiazzer puglic revenue. However, in practice, t};e ;onggtdaedﬁrz;ts 0
. . !
Se\?eral variations and yields widely divergent measures of budg s el
, the choi
* Asthe World Development Report (1 989) of the \\;orlnggiI;k SayE
the ‘correct’ measure depends upon the purpose ol an . ); -easmes el
: ital receipts m
ta] disbursements over capl v
. 3{ h{: ??le:lzsnocf;lﬁg[?isl:lsurscments include those on Central Plan and assistance
eficit.
for state and UT plans.

s i . ot RBI credit to Central government.
i eficit is defined as an increase Inne : : . s
) ’ﬁon:atéis;s;lie for this measure of deficit flows from the inflationary impact whi
1€

i nomy.
) budgetﬁr)-’ déﬁCIt ?Xer;sa(:?]::i;czfdeﬁiit spending is ir}di‘ca.tivc of that stage
e Tolerable l{mlt, (0er Zr;ects overshadow its benefits. This limit is not an absolute
Rl wlu?h lc:?;el-ated to economic conditions of the country. 0 |
figure but a lev deficits (the excess of spending over revenue) in industrial
° Goverl_lmintv?:f:; giowing as a per cent of GDP for the past 20 years.
countries ha

‘ tral
: . the net RBI credit to the cen 1
it: Tt implies the increase i cteasily.
* Monetised deficit 1mphiletmy needs of the government could be m ‘ Y
government, such that themo deficit would beifthe

fiscal
) . fhow large the
i+ It is an estimate Ot nployment.
" ructural dEﬁmr'aItti:g atanormal, sustainable level of employm
€conomy was 0pe

1 s in return for
ent to claim resource .
o . litgofthestiit *whi ders of financial
. Selgnlorage: : 1Slt h'e al:f}i:;]icit “inflation tax which the hol
I8suing currency. [t15 @

. balances) pay-
assets (including conventional money 54
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48 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. All government accounts are grouped into three parts namely, (1) Consolidat@d |

Fund (ii) Public Account (iii) Contingency Fund.

2. In India, a budget (whether central or State) shows financial accounts of thi
previous year, the budget and revised estimates of the current year, and the budg®
estimates for the forthcoming year.

3. The items which belong to the revenue account of the budget are as follows:

@) Variations in financial balances created or owned by the Centre (such
through tax collections and their spending, receipts and payments of interesh
dividends, profits, rents, fees and fines, grants, creation of currency, €tc-)

(i) Expenditure on upkeep and maintenance of physical assets and scheme®
and
(i) Costof administration, police and judiciary and the like.

4. Revenue account covers those items which are of recurring/routine nature; whilé

capital account covers those items which result in acquisition and disposal of
capital assets and liabilities.

5. Fiscal deficit may also be called Gross Fiscal Deficit (GFD). It measures thet
portion of government expenditure which is financed by borrowings (that is, al

borrowings including those through 91 -day ad hoc treasury bills) and drawiv?
down of cash balances,

6. The excess of capital disbursements

H ' . 1
X over capital receipts apitd
deficit. P pts measures the cap

49 QUESTIONS AND EXERCISES

Short-Answer Questions

1. What is a budget Statement?

2. H . .
Write a short note on the penodicity of the public b

3. Prepare short notes gp the follo gt

wing:
(a) Budgetary deficit (b) Prim

ary deficit
Long-Answer Questions
1. Why is it necessa st f
_ Sary to distingyigp, ) the
expenditure? Giye reasons for you::,f:“d'mre on revenue account o™ 0
2. Discuss the Teceipts and “Xpendityre 'Wer, : h
3. Critical Sides’ of jab
ally analyse the Problem of blldget defi tt.heh? ovenment of [nd
Citin India
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Endnotes

1. Borrowings from the Reserve Bank of India through the sale of long-térm secm-iue% are
considered a part of the ‘market Joans’.
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UNIT 5 PUBLIC DEBT
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0 INTRODUCTION

ent, under the influence of laissez-faire
ism, restricted its activities to its

tection and security to the citizens.

ELHLGS 18th and '1 9th centuries, t}}e governmen
minimophy’ Whlf:h was refl es:ted in economic _hberal
ansemn unavoidable essential duties of prowdl.ng_pro : :
equently, the activities of the state were limited to performing only the essential
fictions of protecting the community against external aggressions and internal disorders
C{}anssending on the defence and maintenance of law ancli order. These functions were
idered essential for the preserVation ofthe community.

However, with the passageof time, with an enormous increase in the responsibilitics
ghtcned views on public finance, the

of the state and also with the development of enli
| financial resources started borrowing

2overpments in order to supplement their traditiona
from individuals and institutions within the country and also from outside the country.

Although borrowing as a source of financing certain government activities has
Mot beep unknown in the developed countries, the necessity of the public borrowing by
the government is imperative iD the case of less developed countries where the taxable
Capacity of the peopleis low. Inmodern times, public debt isas popular in the developed

¢ : :
OUntries as it is in the 1ess Jeveloped countries:

X In modern times, b
Vernment finance along W!

overnment has become 2 normal method of
th other sources of public finance like taxes, fees and so
tendency of increasing

Otth. In a -« of the world, ublic debt has shown the
S parﬂicularly external debt burden, of the world’s less

. I e tb ] " edc

®veloped countries has groW! pheno
o5, At present; he external debt burden of the

Sepy; e
thjrvlc‘“g capacity of these PO 00 bill ol
t "d world countries has crossed the staggering figure ofover $2,000 billion markan in
€ case of several individual developing countries of Latin America al_'ld Africa; the

quals their total export

ual g ds or nearly €
ebt servicing burden of payment €Xce€ ‘
i b : ntries, there is little hope that in any foreseeable

arl‘lin
gs. F cou
or such unfortunat® o it foreign debt. In fact, the external debt

re th . : il
b ey will be in a position top ;
: tries has been mounting up year after year adding to ‘Fhe
gareinthe never-ending

orrowing by the g

tden of

fray, of the Third World coul :

€ economic oli countries: These countric

o ic plight of these poor o o

Cag : nal debt rap from which thes find it almost impossid
Passing year, world’s developing ¢

e countries

ountries ar€ sliding deeper 1
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Public Debt We find a significant difference in th iti
developing countries. For example, the toéfgtﬁﬁfcsg;?oﬁiem Oif tlhe {je“j‘i}"pcld agg e inion s bl -
TR s e fgs 2 t }:el ess deve lol‘J . methods of redeeming a loan necessitate a separate study of th?.- SZ‘E:CS;) : e d{ﬁ"erent Public Debt
country these mainly consist of the borrowi ised e nlondl el : s
NOTES institutions and individuals. Itis on acco t“%;}?ls?d ]'memauy e
F)fpllblic debt that the American ecoglj;]moi éts Sirsllcglllig;;an}fdlfferetlme - compos‘;m;; g L sep e e i ™ .
S L i iy howevér = g Taylor, have e{nphamze t ] MGk sisviite brsower Tht lg,ti gh' x m?ﬂ 'Stg aced in almost a similar position
debt. However, both internal debt ar;d exteme,ll dei‘:‘)nommts Empl?aslze th_e exterﬂﬁt the government bond ; th‘3 gl t;]l? t ; s g('wemmem e i hOIdc‘rS .
components of public debt. In this unit, you will get . th-c cssent.ml anc {mporlaﬂ lender. The ovemms lst i ebsamle Wi PfllVE}te bomwer'arfd i
between private and public debt, SOUl’(’:eS of ub%‘e Zcquamtcd g dlfferencfi ransactions gLik it bElre o g(:l:remmem iy Cl’;afaCtensms'm i
public debt and effects of govern™e™ | unproductive cons?lﬁ?pljtril(:: ;er foc;ri;l(:;:trr;'len? ;;zg%;rgji;f;ﬁ?gﬁ&::giﬁ;

Differences between Private Debt and Public Debt
NOTES

borrowing,
gai interest on such borrowings. However, the dissimilarities between the two kinds of
5.1 UNIT OBJECTIVES plib[t'are quite glaring. The following are the main differences between private and
. 1c debt:

_
e In times of emergency, like war of economic crisis, the State may force the
try to lend funds to it. No private individual or

After going through this unit, you will be able to:
people and/or institutions in the coun
el the other private individuals or institutions

| e Differentiate between private and public debt G S
! e State the sources of public debt 1”5“111t10r1 can, however, force or comp
0 lend
I e Analyse the effects of governm - : '
j ent borrowing e In the abnormal circumstances, the State can repudiate the payment of loans
p : : .vate indivi der no circumstance
52 D taken by it from the public while the private individual can under n :
IFFERENCES BETWEEN PRIVATE AN —4 refuse payment of loans 10 another private individual withoutinviting legal action.
PUBLIC DEBT D However, normally the State will only in very rare and exc;'ptlonal circumstances
| £ take resort to repudiation ofloan because suchan act on its part will damage 1ts
e government of a country finances it : __,/_ Prestige beyond repair.
the government consi : s expenditure from its ; ; o i '
S o _IStS of what is called public m its income, The incoM® ® Public debt is generally spent for productive purposes whereas private debt may
, the term “public revenue’ includes a revenue and public debt. In its W id be spent both for productive as well as for unproductive PULDOSES:
/ public debt by taxing the people. The creditors also

e The State usually repays
make their contributiontot

of public debt. In other words, t
ernment. As against thi

Il kinds ofj
income. Consequently, it incl" gl

durin i : s.Th
gany given year constitutes the incg ¢ amount borrowed by the govern™ e

repaid to the creditors fi me of't
d]tOrS t['Om WhOm it i b hat Year, HOWBVer: Since dCbt has {0 )

government from the poi orrowed, it do : :
nthe point of the view o €s not constitute the income ° ; ‘ creditors of the gov

he extent they also pay taxes in this task of repayment
he burden of public debt is also borne by the
s, the burden of private debt is never
an say that a private person has to

between the tw fthe ;
e govemmen? 11: ]t]l'zt é:;;zll?hc revenue ¢ Onsistslg?tgh E{:;md. Thus, the main differef.lcg: borne by the creditors. In other words, we ¢a i :
public debt carries with it tlf edtoretumto the people ﬁODey tevenue or income u;lf repay his/her debt ither out of personal em&}%‘sl oz}?ut i lrimer iccum]i latec:
amount together with inereat 1 o 7 e Par s obtained ¥ e orby borowing from otber S2UIeES F R bould fthe inividul
A estto the creditors feniot € government to repay t i partially shift the burden of payment of Publlc de tcn‘;d ;Sb :) ers of the individua
the taxes levied s sense, public debt may b P msbesabeng o g Ceitos nthe counyin he s O 7S - able onpubliloanshu
in the same way, loans f‘fted nany given year ¢ called ‘revenue’ of the state: Justm ® The State can anilaterally reduce the rate of interest paya bc on 5‘::1-31}?3 3:?(? ;1
the income of the BOVer? Heforoght incurred 4 I;Stltut? the income of the gover” -8115 a private economic unitisnotina positiont0 doso. anatehml'ro il pay
Put?lic debt and the Othe;ft“efﬁ c_nfthat year, Ho\:e feceived in that year also cons lt:}lf the rate of interest which they have contracted to pay to the len _. .
Vf::)urieﬂtnhc f()];}n erhas to ber?tf;:?dnal. Sources of pl‘l‘;;lrijcﬂr]e vitaldifference bet™S ﬂlﬂj ® The government may 2ke loans from (€ puﬁllcioitap\;‘rgc;zﬁi?;; (Ifggllfhz
¢ public without an With interest, e evenue (taxes and €657 o private person can get 10ans only fora relatively s> i i
f;;)\t};i;:;z::xg g it dy Sye}:;:;:,l ?;?;f ommitmenlta (t)ts rt;:;e tot. Taxes o= Ci,ﬂen‘ “:1 DUl?lic dIZ—:bt may consist of government ponds which have infinite or no maturity
institutions aﬂ;i i;:;'plfbhc loans or ety lessthe Commitm o ofth'e gover; cf‘L eriod. :nternal and external sources. In
be repaid on i 1\_x1dualS onthe exmic‘ztlre taken by the goem of paying thetlne balﬁl ® The government may borrow both from thle ml ::ically o also borrow pg
stipulated in th Tty while Intere tundergtap, dins o’ Velmme.n‘t from s€ 5'“}5 Other words, it not only borTows from others; €€ Ll st
¢ loan St shal] ‘Nding given in writing that thes® 8 the budget deficitt rough the p
agreement, 4l be paid re 1 tng atls liself. When the governmﬂﬂt covers e DF0 e 1 owever, aprivate person can
gularly, half-yearly of ¥ Paper notes, it amounts 0 taking loans from itself, However,ap

cES.

borrow only from external SOUT
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would be committed toincur a much larger expenditure and would, therefore, run Public Debt

Publi ‘
blic Debt o The' prO(_;eeds (.)f public debt are generally spent to promote the welfare of the
?gzlzegz)izlgdmg dthe creditors. For instance, when the government spends the into a sizeable public debt.
e SE 325&?&3;2; :chemles, it benefits almost all the sections of the 4. Waging of wars: When a country is engaged in war, it has to borrow heavily
o e handai; : Sl(j betnefte d_through tht§ devel.opmeﬂfﬂl ﬁ'(.?m the public. Modern warfare is so costly that the normal income of the State
S O teone i, f wéln e debt is not spent in the interesto I‘alSF'd throug.h taxation falls _sut?stantially short of the actual war expenditure. NOTES
y spent to finance the individual or private pro_]ect. Besides, taxation beyond certain limits has disastrous consequences on production,

and, thus, interferes with the most important objective during a war, namely, the
war. Moreover, a public loan is a better and easier method of collecting
borrow extensively from individuals

e Being | i . b,
dism%uzgieo?wzzﬁm’dmbllc debt significantly affects the production and
in amount, produces rim m:lome e cenniymilke apryate debt, being =8 winning of
i o such effects. revenue than taxation. Governments, therefore,

and institutions toward war financing.

e Sincethe credi i
edit of the government is generally high, it can borrow at lower interes!
budget deficit: Sometimes, the government does not

rates than i i ST P
easily thaff ;ﬁ?:t]: g);.t h%pmate individuals. We can trust a government mo® 5. Covering of temporary
risk free. ividual because the government loan is perfectly credit consider it appropriate tomeet its budget deficit by resorting to additional taxation.
D it : In such a situation, the government resorts to temporary borrowing from public.
ncrease in Public Debt 6. Fighting the depression: During the great depression of the 1930s, the long-

practised traditional monetary techniques of raising the economy from the depth

| The size of public debt has i
s Increased trem . : '
'/ government today which has not cOntrac::;:‘lj1 ?;l; 4 g modern times. There is hardly 2% of depression failed. Fiscal policy was then devised as a way out to deal with the
| ﬁotr)n' its people, Following gre the important C:SSQ?? fr;:n abroad and in the count” problem. Depression does notmean that the public has nomoney o spend. Money
. i ‘ : 0 i i i 3 - . . q
f{ public debt in modern timés. r the extraordinary increase is there but due to lack of entrepreneurship, the money remains unutlhze_:d. Profit
body is willing to invest his money. At such ajuncture,

expectati eing low, no i
pectations being borrowings from the public and

1. Abandonment of the laissez-fai . L
O P R pOli:;SS?li?slre, lal§sez-passer policy: Modem govemmeﬂts the government can utilize this money by raising :
minimum amount of economi Sez“.fa_]r_e according to which they indulged in he utilize these borrowings Onits own to raise the level of aggregafe effective demand

omic activities in the community, Th + ) in the economy. On the other hand, the private enterprise may be willing but not
y. The 19th cent¥” ' on and thereby to raise output and employment due to

philosophy was that the C
ove ' ucti
government which governed the least and conseq lcntl)' able to enhance producti

spent the least was the b
est. Nowada lack of funds. At such times, the government may borrow from the banks and

private enterprise. Either by

economic affairs accordi ys, governments acti 2 ;

. ingt . vely pa t :

state is a welfare state. Co gto the requirements of the peo [y o B mdaY release the borrowed fnds often supplementing the :

o P . Thie peeseitt ) ensuring circulation of new money or by activating the idle resources in the econonmy
: ble to lift the depressed economy and

itresorts to e :
conomic plannj hic
ngunder W&, by raising loans, the government may be a

lt undel tach the €xe ]
al de\fel()pm en i
no € ¥ ty
rder torats I]lace 1t on the I‘Oad to re'COVEry aﬂd Iead to prOSperl .

living standards of people. In orde

borrow funds fre rtoimple
quently on ment the economj i+ has >
e MG take}’ alarge scale from the public mic plans it h3 7 Controlling inflation: By raising public debt, the go_vemment can wnt]_Jdraw a
Ol advs recourse to public debt for de of Jarge amount of money from the public and preventprices from rising. Since the
of public works like roaa(linced' countries have to undeﬁ:l?lopment purposes- E"!oﬂ monetary policy of the central bank alone has not been very successful, f:iSf,‘.al
for accelerating the emj; I‘alllWays’ irrigation ke © mass scale constru® policy 0 fwhich the public debt constitutes an important part, has been attaining
L, om s PO - =
countries interested in the o tl'c growt1l1 of their ¢ Ounﬂﬁwer houses and 0 1° areater importance over since World War L. :
public debt a very usefy] def: mum utilization of the; es. The less develoP g T _ .. development: Al underdeveloped country 1S always faced
o 1 1ce to finance th . eireconomic resources . Financing economic 5 ted if itis heavily imposed on the
p pll al'lty Of taXah{)n P e‘v’ﬂl‘loug devel Bcts Wlth the Shortage Ofﬁlﬂds Taxatlon 1S resen € ;
government. Taxation, wh : People generally g ' opment proj ’ e {axable capac ity of the people 18 low. However, the nleed for
public. The citizens gene 11ether old or new, has alo not like to pay taxes t ” people b.ec_ause ive in order t0 take the economy out of the vicious circle of
of the old rates fiax tally oppose the impo ways been Uﬂpopular wi f | finance is impera FV . blic loans are the only way out for the govenunent.
adopts the easier meﬂ?tl.;m To get over this Sltll;n Ofnew taxes and enhame]ﬁsﬂ* poverty. Insuch? Sl
0 . pu &k [
3. Facing natural calarmnOfresomng 10 public delctopposmom the 80"611]111 Cla‘“‘sification of Public Debt
face natural ¢ €s: Somet; These differences are due to
a 1m Pyki: : ects. These d1
For etample ﬁlﬂzlgllt;es such as, floq dse;’ the government rajses Joans i ord?* t:' ;;Ehc loans differ from 0n€ another 11 m?lr;); ta;p o )1 ® intorest offerc A'on this
;theN itie” er the markets in which the loans are . purpose for which they are used.

s amiﬂe
orth-Eqgst S, earth 1
Stateg—_ quakes and other ala™ . 0 o yment Of the
S o Vermnment bonds, the conditions of repa ries. For example, We may have

and Nagaland
Were seve :
announced a rely affect ssam, Ary ManiP g .
: package of ed by flg 5 Arunachal Pradesh, J us , .= 4 into various catego _
impact of floods Ongshol-f 2,350 crore for ﬁ’ﬁ?. Prime Minjster Narend™ ?l o] 1 9-11,1 Dlubhc debt canbe classified m;d {nfunded loans, redeemable and irredeemable
. - . c i a
lead to a sudden spurt in and long-term, basi orth-East states for mitigat” i 10%8 al and external loans, fundff oans, In the past, loans of some governments have%
Self-Instructional s govemmeﬂt e N Sllch cases ofnatural Cal al ; ﬁl‘t alSQ ];producnve and llﬂpTOduCtlvef lﬂﬂaem ggvemments aré \'Ollll'lfﬂl'y- In times O
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Public Debi . .
t;ﬁcpeopct le ogg_en' countries to subscribe for public loans (govemment bonds). Howeven
ass )Eomp 101 15 i}afdly ever brought to bear on the people in present times. The mait
¢ cation of public debt can be discussed as follows: '

NOTES | 1. me md, unpreductive public debt: Public debt is incurred for yarious
lineora éazieg?w’t{;ﬁvﬂﬂment_bomws money in orderto constructa railway
. sometimes itisboT; ;f’ money is borrowed for purposes of famine reliefand
seen, therofore that‘?n to wipe off a deficit in the government budget. It will b
goods or services that son];e cases, the borrowed money is spent to produe®
profitable commercial can be sold for a price. A railway line, for instance, isa
pay. i the debt is inm,:ﬁpﬁsmon' While some railways do not pay, but maty do
railway line that Loy the govemment for the purpose of constructing 3
pays, it would be called a productive debt. The same appliest0? |

loan raised to finance the 1 irei
o construction of an irrigation canal if it is able to pay

However, the publi incurred to wi
employment tgub oc (lie"nﬁ 110 wipe-off the budget deficit or to hel rovid®
people in the famine stricken areas and to supply people fv?th fo0d

businessman’ i

o s sensea.;n suntp;e words, we can say that productive debt is th? |

act spendingmofsuch : dsg:? ﬁy the government directly for productive purposes:

haending ofsucha h:s ersome time on the completion of the project 0*
ney hasbeen spentincreases the revenue of the governm"Ill

out of which the governme;
nt can i .
loans add to the total productiy pay the interest on this debt. Thus, productivﬂ

unprodl_mtive debt is a debt Whe cz}pacity of the country. Ag against this, at

the co;nh‘y. Consequently,
unproductive loans, It is or; thi
nownasa desdmai s account that. this debt (unproductive) is oft<”

of public loans. Consequently,' loans

their own accord
are called
those | . voluny
o oans which are takep by thtary
s sovereign pow ® government by irtud
In most cases, the dely -

. ti
taken against the wil} o Incurred by

. 15
notbuy govemmeng b fthe lenders, HOWCVe:?;l:m 18 voluntary and no loaﬂdo
» L emergency when the peOple ¢

b];y f(()lmi]]g the p}erople t 01 :::; thI uls()ry for the n the Stability of g0venunents “ﬂ{
onds) are terme ag e g o
fo bo
3. Int.emal and externg] ::li?libans, nds. Such loans (for examples
naho}lal and/or intematig ” c X
debt s contracted by he ;

onds due to Jack of faith

debt:

Capita] mpg:li:e%ovemmeﬂt ofa country can go t(;zjj

Sovemment f, t?ln d bo.zr.ow finds from there- 1% et

€xternal depy ; ® individuals and institutions ™' pt
Istaken by the government {0

the ¢
Self-Instructional OI'mtry- On
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isnot i
a productive debt. Thus, the word ‘productive’ here has been used in 19 |

Nt ofj ordinary income- The Pﬁmipal

A

individuals, institutions and/or governments of foreign countries. For instance,
under the British rule, the government of India used to take (i) rupee loans which
were taken by the government from the people of the country, and (ii) sterling
loans which were raised in the London money market. At present, the government
of India has profusely borrowed from international financial institutions like the

World Bank, the International Development Association, friendly foreign

governments and from international capital markets.

There is a general feeling thatan internal debt is better than an external debt.

Many people denounce the resort to external loans on the part of the government

on political grounds by arguing that a foreign loan may cary wI
of the country’s economy. The main objection to an external loan seems to be
based on the misconception thatit involves a drain of wealth from the country.

When loans are taken from the foreigners, the country has to pay annually a

heavy sum of money by way of payment of interest o these loans. This results in
the remittance of huge funds to foreign countries. Consequently, a large chunk of

couniry’s limited forei exchan earnings from e
fry'slimited o8 & er, an external debt can also

for the country’s economic development. MoreoV
pose a danger to the economic and political independence of the country. Onthe
ihe home market, there is no drain of the

other hand, if we borrow money i  ma
scarce national resources and the wealth remains in the country.

A country cannot, howeVver, be rendered banlcn.}pt pyan internally hel‘(ll deb'gbicausei
it only causes the redistribution of wealth within the country while an exierna

) . -+ care, ma causegrcathardshiptothcnationby
debt, ifnot used pmducuvelleﬂl Y apacity. For example, for

. er debt repaying<
Increasing her debt purdenbeyondh 1 debt servicing busden
through their limited

most of world’s underdeveloped countries, the exterm: .
i ien exc earnin;
their total foreign € hange b el debt
was the fifth lowest and

orary deficit gap

absorbs a major part of / _
exports. Among the top twenty developing debtor countries,
stock to Gross National Income (GNI) at 23.4 percent was 18 -
in terms of the foreign exchange cover for external debt, India's position was the
i : i 5.
sixth highest at 69.7 per cent 1 201 _ '
i . Funded debt is that public debt for the
4, d unfunded public debt: P:un lic d
Fu ndedt 2?whi°h the government establishesa separate fund which is called the
I:.a }’n_lenﬁm d. Every year the government creditsa ccrt.am amount of money to
this ﬁlﬁd On-maturity, the debt is repaid out of this particular fund. |
As apai - t this, an unfunded public debt is adebt for th':e rep:ayment of which the
Eovemms against this, rate fund. The interest onthis debtis paid bythe government
ent creates no SCpP am ountisrepaidbythe governmentby copum_mng
; I times
ditional loans from the market. Itison this account t’:h?etaz Zunnded dzl:l 1; :t(:tni]secalled
SO referred to as a ﬂoaﬁng ¢bhtora long-term de-bt Wﬁ‘ iri pig uﬂfyear“ﬂ. Treasury bills are
23hort.term debt, Unfunded debtis generally paid© o o a period of hree of six
“Xample of un-funded debt because these are generally
Nths and are never for a period 107850 en? yf: ancing the temp
m »
N th Unfunded debtsare mcul.'red for purp:stlifeoequa] to public expenditure, but it may
beyy Pudget. Although the PP rovenue 02 B urenthe st balfol e 0 the
“Xpe tdue to mismatching of the ic0™¢ an.l .1 the second half the revenue 18 greater
Uditure is preater than the Ve whilel ave to bOTTOW SOTE Tnoney
greater overnment would havetoP
Sty ©xpenditure. In such a casé, the 8 - dcbtoan casilybe repaid
“atily during the first six months

thit foreign control

xports become non-available .

during the second
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Check Your Progress

1. What constitutes
revenue of the
state?

2. Define external
public debt,

half of the year out of the bud .
e get surplus. Such borr . : :
anticipation of public earnings. owings are, therefore, always 11

L?;g;egzg;:ingllrredeemahlle p‘ublic Qth: Redeemable public debt refers t©
period (Fine Thé) Oiltcnount of which is repaid by the government after a predeterminﬂd
maturity perio.d Oftﬁe dem;m regularly pays interest on this debt. On the expiry of the
is on this account that it i icn ¢ government pays the principal amount to the lenders It
government establishes : milwn as aredeemable debt. In order to repay this loan, the
to this fund. On the expigfsof thl;gdfet‘g}cd ?:id ;redits a fixed amount of money every year
sinking fund. Public loans are mostly rzdegmgl;z Egnr;;};s:i:ymoum . T ¥

As against thi . .
L ne%la;ffe:?r;’; r{;}}r!lt;zdgg‘rzable public debt is that debt, the principal amount of
I g rnment, although th i
inte e gh the governm ‘)
s Pl e e Consnls mmccin 1750 by Prime Ministe t}?el:xri
government is an example of such an irredeemable public debt R

The differ .
L TR e vl sl v o s ooy
obtained for the 1 . ment for its repayment ¢
e {:}E:E::; bte ﬂz;l)ald. It may be decided to repa;rﬁlfroxgxt]i;iiunds nave u?;gt
i zmdfojr R ia Eto do. For_ this purpose, either the old tax 2?;6‘-1}! andto
xes have to be imposed on people. In other words tl};we 0}
= , there

be deepening and/or broadenj
( ening of the tax s Whi i
depends on a variety of considerations ax structure. Which particular tax is pett¢!

Certainly, it is not wis

: etogoonb : :

because such a poli g orrowing without payi : igtle

policy would plunge the government il; ﬁ%ﬁﬂ;;hj debt little by h-t:g
an ever-grow!

burden of public debt. M
ot. Moreover, the int
e A A heavl;lsﬁsttjlaurden on public loans goes on mOUntmg

53 SOURCES OF PUBLIC DEBT — 3
There are two important sources of puh|; _4’/1
&

exact effects of public i
borrowed funds, (i .
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securities may indir 1
e ca

after the review of tlf:gt}}iave POHE COntradsll:;tlz}alances The diversion o™ | ¢
them. The net benefit herer sources of -y S:‘Y effects which will be con! f o
Al amount o be spept ©1 tatalihgy gy e

ire collected amount nany smg| i Vldllally people poSSBSS (e

SUccegsfu“y n bllilf:l?ft butthe government may
1 abig project

. Borrowing from com

- Borrowing from the central

. Borrowings from

2. Borrowing from non-banking financial institutions: Another source of

government borrowing is the borrowing from non-banking financial institutions.
When the non-banking financial institutions such as insurance companies,
investment trusts, mutual savings banks, chit funds, and others buy government
bonds, they reduce their surplus cash balances by making investment in the
government bonds. These institutions prefer to invest their funds in government
bonds on account of these bonds being perfectly free from credit-risk and also
due to their high negotiability and liquidity. Therate ofinterest paid on government
bonds is, however, relatively low. Consequently, inmany cases, financial institutions
prefer to invest in the hi gh-risk high-return giving securities, particularly in the
equity shares of companies under the management of known and experienced
industrialists. When the non-banking financial institutions purchase the government

bonds, they do so in order to reduce their cash holdings.
mercial banks: Both the ndividuals and the non-banking

financial institutions purchase government bonds out of their o?vn cash funds.
The commercial banks can do so by creating additional purchasing pOwer. The
commercial banking system can make additional loansup toan amount determined

by the credit multiplier which is determined by their excess cgsh reserves and the
required cash reserve ratio. Th made possible by the fact that

e credit creation s
money given as learm by a bank is typically added to the accounts of the borrowers
and is paid to people Who have accounts with other banks.

bank: The central bank of the country subscribes,

rnment loans by supporting these Joans in the money

is acti i in the same manner
and capi ts. This action creates he purchasing power1
¢ e bt nds, the central bank

as the commercial banks do. By purchaSing government jbo ; :

credits the account of the government. The Jatter pays to 16 CT editors by drawing
cheques on its account maintained with the central bank. Those bond-'holdel:s
who receive the cheques from the government deposit these cheques with thleu'
banks. Asa consequence, these banks find themselves with large reserves which

become the basis for additional loans and advances.
external sources: Apart from borrowing from different

jonal sources in the country, the government may also borrow

These borrowings can be used to finance war expenditure
t or to pay for the import of capital

d defence equipmen
elopment projects and so forth. Inrecentyears,
borrowings are first; international

the World Bank Group

at tjmes substantially, to 80V€

individual and institut
from other countrics.
or to buy the much-neede

goods required for the various dev i
1 «ternal sources© gove
Dninl L | Monetary Fund,

NSNS tiona
fin: titutions like the Internationd e :
- ;I:;La} ;?;rnational Finance Corporation. These financial ms_.tltuttlxo[tls prov;de

it
loans to the member countries both for short-term, for Ovegcomllﬂgm;itefsrl;:)sg
balance of payments difficulties and alsO for long-{er™, for develop sistaflce il
The sec nI(Jil external source of borrowing 18 the government 8 = Tnmodern
a - : Jopment projects.
: S ‘g all recewed for deve

e WU TE T m)t:ries ike India, external sources of government
eloped ¢! | t. India received aloan of $3.8
| Bank for

times, for the less dev ;

b : - nsiderably importan :

L Loy e |d bank comprising the Internationd

gt ional Development

billion in 2015 from the Wi
> [nternat
Reconstruction and Development (IBRD) and the Inte

Association (IDA).
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3. Name the internal
sources of public
borrowing.

4, Mention the two
important external
sources of public

L"Donowing ]
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54 EFFECTS OF GOVERNMENT BORROWING

S

Following the well-known German economist Adolph Wagner, economists have argued
that ‘fhe government should use its tax income in order to finance its current expenditure
and. it should ‘fake recourse to borrowing from the public only in order to finance its
capital expendml{e. In modern times, it is commonly accepted that taxation and borrowing
can be used for either t_ype of expenditure depending upon the circumstances. In case of
less_ developed countries, both taxation and borrowing are used to finance development
projects. The economic effects of government expenditure financed by public borrowing

are basically different from the effects of simil : e
following two important aspects: ar expenditure financed by taxation in the

e Taxation curtails the wealth of the taxpave i
of the lenders but merely change its f%:nrs B ety

e In taxation, the funds are transferr
w2 G LAl ed from the public to t rnment
compulsorily while in the case of borrowing such a transfer ot? ﬁmhfis%gzzlmr?:ﬂ'

The uniqueness of public debt lies i
t lies in the fact that it has its ¢
o . ; S1ts ‘re *as
Ezll as ;:. e);lpendlture effects’. In the first place, the raising of mon‘;ené]e T ? a
o 1:«; lrlnm ::is the peopl.e change the?r budgets. Although it may not direyctly r;:%ans Ome-
ption expenditure as taxation does because it is not out of the currint ' uCenes
mcor

but out of savings generall i
_ y that the public loans i
certain that the raising of money affects the overal] :;e sy megecgleut iy

expenditare, Thus, asits first effect. oubf: penditure, consumption and capi
S ct, public debt affects the overal] expenditure ofpeoplc

Secondly, the benefits confe
; ) rred
by public loans, have another kind of e&gie

contradictory effect if
theb the
Fhey have excess cagh res(e)?;j Saresold to the centl:a;):n . Tham WL |
individual lenders iy purchass t\;}/hm! they utiljze t ank, to the commercial b {he
SCthem oyt of 0 purchase the bonds, Of
Sllrp]us nd € bonds,
.

Apart from these effects, there is one direct effect. The growth of public debt
may give rise to the fear of increased taxes in future. The profitability of investment
running over a long period of years will appear to be less if it is felt by the people that the
government borrowing will result in higher taxes in future.

2. Effects on the National Income

Since under usual circumstances, the borrowing of funds will have little contractionary
effect on the economy, the net effect of aprogramme of government expenditure financed
b}_’ borrowing is almost certain to be expansionary. The extent of the expansionary effect
Will be greater than that arising out of the financing of the same expenditure by taxation.
Bol‘rowing will have almost no adverse effect on consumption and no great adverse
effect on investment. In contrast, any programme oftaxation is certain to have considerable
Contractionary effect. If government bonds are sold to the central bank, and the
Commercial banks increase loans on the basis of their larger cash reserves, the borrowing
Itself, as well as the expenditure of the borrowed funds, will have an expansionary effect
On the ec onomy. The only instance in which the overall effect of public borrowing is
likely to be contractionary is that in which the borrowing creates great fear about future

financia] stability of the government.
3. Effects on the Distribution of Income

i.q Programme of govemment expenditure financed by bt?rrowmg increases tl}e real
INCome of those people who benefit from the expenditure without currently reducing the
Purchage of the bonds (except through price increases with ﬁJ_ll employment). If the
BOVernmepy expenditure is meant to provide greater faf:onomlc welfare to ?he_ lov.uer
- ome groups, the result will bea reduction in the inequalities andamore equal_dlsmpuuon
Ofincome bet\;/cen people. However, t0 the extent the loan finance becomes llnﬂatlonary

S0me of the favourable effects on the distribution of income May be neutralized.
Another point to be considered here is the paym
Interest payment represents a transfer of real income from the taxpayers to the bond-
il have to tax the people s0 @5 to pay to the bondholders

olders hecause the government w
the interest and later the principal amount as well. If the bond-holder§ anfi the taxpayers
1o net redistribution of income. This will, however, be

e identi ons, there will be AR T i E
e Egmai pfrll‘sa ixe’ry Lare situation. Consequently, some redistribution of income will
take pla c?;gl ong as the taxpayers and the bond-holders belong to the different income

&oups in the community.

4. Effects on the Allocati

ent of interest on the bonds.

on of RESOUI’CES
¢ deb f i fore, on the
Th Public d i source allocation and, there .
]e ‘ ini el has little effecton e ! ; -
i h i 1 - duct HowevVer, to the extent that pUth debt cu:ta%ls business
1 Position ofnational pI'O uct. - e e

ity i ut of capital goods com :
; oy o el Oli'tpe in investment will not be equalin all the
i tut wil] pe |ess, Furthermore, the declin

tri : i The allocation of resources
iy, Stri i : i thanin the others.
iy, Stries, being greater in SOMC industries

TOtaffocted by the method of financing:

rrowing on Price Level and

i Effects of Government Bo
ks Aggregate Demand

; ly divert funds into the

) the market 00
¢ addition in aggregate demand anq,

wings fion

ha“ds Med that most public bOI™
hehce Ofthe government. Asa I'CSlllF,
10 increased pressures on Pri

there is N0 D€
es. This reason

ing 18 quite misleading because it
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tries to hide some basic facts.

Firstly, even if public debt does not add to aggregate demand, it is bound tolbe
inflationary because the economy’s productive resources get diverted from the productior
of consumption goods into that of capital goods. By their very nature, investment goods
industries have longer gestation periods and therefore during the intervening period, the
demand for consumption goods tends to exceed their supply.

Secondly, borrowings used for war activities, for meeting natural calamities and
for other relief measures are most likely to be inflationary in their impact because they
are basically consumption-oriented.

Thirdly, when a government borrows from the central bank, there is an additioni®
money supply which in turn adds to demand and pushes up prices.

Fourthly, holding of public debt by commercial banks can also leads to an additiqﬂ
in demand and inflationary pressures. Banks rate government securities as highly lia®*

which can be encashed at any time with minimum risk of capital loss. This assured
liquidity position, therefore, tempts them to increase their loans and advances and th"®

add to the inflationary pressures in the market.

However, if public debt is used to bring about an increase in productivity of the
economy leading to an increased supply of the demanded goods, inflationary force®
would be checked to that extent. In addition, the authorities may resort to price contro®
rationing and other measures to keep prices under control.

_—-"‘/’
3.5 SUMMARY
) __-'/
° Tll::hgovemment ofa country finances its expenditure from its income, The inc®™
olthe government consists of what is called public revenue and pul;lic debt-

. It:x isblre(ir?gdsa;l:is:;) ﬁUbliC.dEbt may be called ‘revenue’ of the state, Just 85 U
iy 1:;’::1;21;3; gIVZIl gear constitute the income of the govemmelsz
_ : or debt incurred and recejved ; ré
constitute the income of the sovernment of that year received in that yea
o In t}}f:' matter of public borrowing the governm :

entis placed in almost a sinlilaj

Check Your Progress

5. What is the effect
of government
borrowing on the
allocation of
resources’

6. What is the
difference in the
economic effects
between
government
expenditure
financed by public
borrowing and
similar expenditure
financed by
taxation?

hip between the government® o
“F

oV i3
govermment bonds is the Same as that between 4 private bor©

and a private lender.

&

LG

e Public debt is incy
money in order ¢
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ruct .
borrowed for purposes of famia Tailway |ine

: e
it - Or a canal, es Mo,
adeficit in the government b, Dereliefand g Sometim ¢

metimes it is horrowed t0 W’

1dget,

rred for varj
ous ur : 0'\- £
0 Const p Poses, Sometm]es, a govemment por* f#

o Voluntary debt is taken from the people on a voluntary basis without coercing the
people. Ordinarily, public debt is a voluntary debt.

o Unfunded debts are incurred for purposes of financing the temporary delﬁcit gap
in the budget. Although the public revenue may be equal to put_)lic e;_tpendlture, but
it may be that due to mismatching of the income and expenj:hnl]re in the first hallff_
of the year the expenditure is greater than the revenue while in the second ha

the revenue is greater than the expenditure.

o Redeemable public debt refers to that debt, the prlincipa_l amount of which ist;
repaid by the government after a predetermined period of time. The governmen

regularly pays interest on this debt.

o There are two important sources of public borrowings, ViZ., internal sources and

external sources. _ |
® Following the well-known German economist Adolph Wa_gner:iecotnog:::;s(:};a?;:
d use its tax income 1n order to :
argu t the government shoul '
Cu%reﬁ ;};;endin%re and it should take recourse to borrowing from the public only
in order to finance its capital expenditure.

~sult in the curtailment of' consumption
i will be mostly met out of

penditure; only in case of
applied on the individuals

i t 1

* Government borrowing shouldno -

tary,

because lending to the government, being L:ElLtIiI:) nrgix
savings and not through reduction in consump

. : e, substantial pressure is
war-time borrowing programme, der to buy government bonds.

: jon in Or
to reduce their consumptionin 2l St
t expenditure financed by borrowing= :
* A programme of governmen xpenditure without currently

oo g 1eh IIJO bnzsieiir;)t tth;:)?wh price increases with full
=]
reducing the purchase of the bo

employment). g AT 0 R
5.6 KEY TERMS i ARV
e

3

;05 issucd by the Reserve Bank. It also includes the
ri

o Public deb :
which includes such item
and special loans and secu
outstanding external debt. -

«ve [t is the macroec
e Monetary policy: | I |
i ent of money SuPP i acroeconomic
— e m?'nagelzzlll:yoﬂle government of aco;lll_tr'y tg ?;hleve m
economic policy Use iof, growﬂl and liquidity.
objectives like inflation; consump ms of money set aside at

, de up of su ; - ettt
® Sinking fund: It 152 funtdill’?irder S specified future obliga
rest,

R PROG
Sa «CHECK YOU
i = titute the revenue of the

: jven year cons ived in that
. ted in any g1V : and receive
" The taxes levied and coell::;;y loans raised or debt ir(l)?i;raetdyear
gove - in the sam ’ mmen . _
Year ;T;c:ecl:)té:tlitute e revenue of the gove qals, insttutions and/r
. External debit s taken by the 206

i i i he central bank.
olicy laid down b}rt r
I:laillsl interest rate and is the demand side

intervals,
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3. Internally, the government may borrow funds from individuals, charitable WSE‘E
financial institutions, commercial banks and other financial intermediaries andt
central bank in the country.

4. The two important external sources of public borrowing are the following:

e International financial institutions like the International Monetary Fund, the
World Bank Group and the International Finance Corporation.

e The government assistance from friendly nations which is generally received
for development projects.

5. The public debt, in itself has little effect on resource allocation and, therefore: or:
the composition of the national product. However, to the extent that public deb

curtails business investment activity in the economy, the output of capital gDOdS
compared with the total output will be less.

6. The economic effects of government expenditure financed by public borrowing

are basically different from the effects of similar expenditure financed by taxatio’
in the following two important aspects:

o Taxation curtails the wealth of the taxpayers while loans do not reduce {0’
wealth of the lenders but merely change its form.

* In taxation, the funds are transferred from the public to the govemmer}[

compulsorily while in the case of borrowing; such a transfer of funds 7
voluntary.

e
_//

5.8 QUESTIONS AND EXERCISES

Short-Answer Questions

1. Whatare the causes for the increase in public debt?
2. Write short notes on the following; |
(a) Redeemable debt (b) Productive debt

3. Write a shortnote on the effect of government

borrowin ice level
Long-Answer Questions gon the pric

1; foferentiate between private debt and public debt
2. Discuss the classification of public debt |

3. Critically analyse the effects of government bg i
Towing,
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6.0 INTRODUCTION
N*"——-—.__

R B

ollection and

In thig unit, you will study about primary and secondarg.soui:fg r??k?;ar’ncost et

tz"bmati-an,of data, measures of central tendency and -lilz,edetenlniue a ‘single figure’

ject of calculating and measuring centr.al t.enden'cy is - udes of the same variable.
ich may be used to represent a whole series involving magh

: will also learn
: - 3 1]10(,‘18. FIUEIIYs }"OU
Ou will also learn about arithmetic mearn, median aﬂdnd hammonic meaD. Measures of

dboyt weighted arithmetic mean, geometric mean a e s
di SpL;:rsiongr};fer to statistics that signify the extent of the scatteredness 0
Ameagure of central tendency.

R
\—_———_—-—_—__—.———-_——-__
61 yUNIT OBJECTIVES

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

i dary s
® Explain the primary and secondary

* Discuss tabulation of data i~
® Interpret the measures of central ten

ES O
DATA

ources of data

i t in
: an experimen
prim :on collected during the cOUTS® a7
ex Ary data is the information

Y through direct
| oh observation 0T ¥ S
: btained through 005 ducting SUrVey
Qulner]me ntal research. It can also b'zt?:d with the selected subject e

i K 0

follows;
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e Observation

e Interviews

e Questionnaires
e Schedules

e Surveys

Observation Method

Ol?servation is the most common method of studying behavioural sciences. It is notd
scientific method, but it becomes a scientific tool when used for formulating the prPGSE
ofa r_esearch. In this method, the information collected by the researcher is totally base
on his observation. If the researcher is studying different brands of shoes, he will not 8

the person wearing the shoes of that particular b i i
rand. Rather, he wil it hims€
and then come to some conclusion. oot

e Firstly, :che pqain advantage of this method is that there are no chances of partiﬁm
i : e obs;rvghon isdone accmtely. Second, the information or the data collected throl‘gh
((; s;ru\;félic;]r: elz trit;latei lt10 ‘;dzt 1s currently happening and is not affected by past behavio¥
ns. 1hird, this method is independent of a swilli
' : person’s willingness to respo”
and does not require much cooperation on the part of the person, as it happens to be e

case in the intervi : .

ik wfl:’rgi 1?euest1om:ja|re methods. The observation method is suitable”
; respondent i ’ :

feelings verbally P tis not capable, for some reason, of expressing th

,TESGaI‘Ch b ' ‘

e How should the observation be recorded?

s [
ow can the accuracy of observation be ensured?
Types of Observation Methods |

Observation methods ¢
an be categorized into di
such as style for recordin 2 1nto different types depend; i facwr&'
of the obs Ing observed informatiop, data pending on Yamus v
erver. The different types of > needed for observation and 2

% :
° Structured observation; It i bservation methods are as follows:
. tisa :
points need to be considere: 0 observation methog in which the follo¥

{d

o

o ©

that m
0 Stan ust be uge
4 Seledi“dlzatlon ofthe conditiop of obse dto record the ghserved info”
£ IV,
T tn:m of the data Tequired for obsewa?tmn
ructured ion J
the matter to b::) Eizwﬂhon: Itisan observafi _ iof ﬂ;
observation erved, the style ¢ b on method in which a defi”. ;s¢
nand selectiop of 0 be recordeq " nditi®”
researcher, Thig method j the requireg data of standardized c0 oW
matter under obseryyy, o 18 most g Propriat Observation are notkn®® "t
: 10N is re date where d stu
® Participant q an explore
ob . g
member of the :;:Jatlllﬂll: Itisan observat. 1’\’6r ;;5
: o g
problems faceq by ﬂi} €18 obseryip g lonmethod in which the 0P8 b il

team memperg and ¢ 8roup bettey, 1%3;: orderto understand the need® ?ﬂﬂ h:‘
advantageg of p 0¢s the sa “Xample, 3 team leader Obser‘re 56‘"3

art' 2 eWOr .
1Cipant obsepy Kas his team mepmbers, There &

10n .
» Which are stated as follows:

0 The researcher is able to record the natural behaviour of the group.
o The researcher can even gather information, which could not easily be obtained
if he observes in a disinterested fashion.
o The researcher can even verify the truth of the statements made by the
informants in the context of the questionnaires or a schedule.
* Non-participant observation: It is an observation method in which the observer
is not a member of the group under observation. This method has a disadvantage—
the observer is unable to understand what the team members are feeling.
° Disguised observation: It is an observation method in which the members of
the group are unaware of the fact that they are being observed.
o Controlled observation: Observation that takes place according to definite pre-
arranged plans, involving experimental procedures is called controlled observation.
o Uncontrolled observation: Observation that takes place in a natural setting is
called uncontrolled observation. The main aim of this metlmdl isto ha\.fe spcfutaneous
picture of the situation and for this the prime requirement 18 sufficient time.

Limitations of Observation Method : :
Though the observation method provides different ways of 'Stu_dylpg behaw:g;los‘c:selnce,
tere are some Jimitations in using these methods. These limitations are & :

® An observation method is generally expensive.
® It provides very limited information on the observed matter.

® It may be affected by some unwanted factors; for example, pe(:?le ;V:tz) ﬁzso;
involved in direct observation might create problems while GallooHsE &

the observation method.

I"tﬁrview Method
s presentation of oral and verbal

. i : i ta that involve
Aninterview isamethod of ollecting ¢ The most common method of

Stimulj and the reply is in oral and verbal responses.
Nterview is personal interview. '

P .
€rsonal Interview

g Personal interview involves two

The interyiewer is the person Who
. one

?ISQUSSion between them. There cai be rTlfi;\rreﬁﬂ:'ltza‘,t person
i interviews:

 SMView, There are two tyPes of int

erviey,

persons i e.. the.interviewer and the interviewee.
| Bt

uestions the interviewee. Thereisa face-to-face
; interviewer while taking a_personal
al interview and indirect oral

h interviewer collects information from the
o from where the data has to be

erview, "
e site !
- estigations, but this method

In a direct personal int ;
QG?Cemed sources. He should be Pfe?e“f - tensiveinv :
leeteq. This method is most appropriate or ctwiththec oncerned person is not
Duay Dot be sujtable in situations whereadirectcontaCt Wier = . takes place where

5

81 .o
the; ble, In such cases, an indirect OF

: ; : jeweetoC
Pr!dete.m ewer cross-examines the mFemeXchanged b
Mg ' Investigation. The information

% e.
®wer is recorded for future referenc
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A personal intervi
; Stmcturet;rfflf;w can be of the following types: Create a bias in their responses. R I |
interview: If . ; ; ; _Researchers only reveal the name of LR
way, itis called a chmeg]illt’;sjfmalImt;rv;ew takes place 1na s@ciﬂni asand when they are directed to do so. OfgE O S
K >rview. In this . o i 1€W,
NOTES set 9f questions to be asked is predefi is type of pa,r‘sonal interv % Other Methods
the information are highly st dp edefined and the techniques used to1& ™
standardized. S ; : nomics: er
as they do not requi ed. Structured interviews are € e are some othe h 1
require i g : : r methods that are also used for data collection.
i ] much information from the interviewer and ar¢ usﬁqff follows: on. These are as NOTES
The followi nique to collect information for descriptive research st i ® Warr
P ing are samples of Strctured interview questions: ary f'mty cards: These are cards that dealers use for collecting information
atis the main function o " q q‘ regarding their products. The information requiredis printed in the form of questions
0 Why do we need to check a production department - _(;n the warranty cards, whichare placed inside the package along with the product.
already been cleared forp Icllorder for clearing a product when the¥ he consumer is requested to fill the card and post it back to the dealer.
o roduction? .- I S %
Unstructured interview: If o ; e Distributor or store audits: Distributors and manufactures, through their
unstructured way, it means.th the personal interview takes Plac i salesmen, conduct distributor or store audits at regular intervals. Retailers also
are decided at the time of it at-the questions to be asked t0 the 11 e’ get their stores audited by salesmen and use the information to estimate the market
of qufiStionS to be asked i erview. In this type of personal intef‘"ew’ s diZ‘J size, market share, seasonal purchasing pattern and so on. The data is not by
t:;;‘fllques are used. A list 1; nOF Predetermined and there 10 St‘c}“ a5 ot questioning, but by observation; for example, while doing an audit for grocery, a
it depends on hj ofadditional questions i - 1ed tothein®® sample of stores is visited eriodically and data is recorded on inventories either
and nhim to agk th, q ns is provid Owlgdg b _ p :
. greater skills of the i em ornot. This method demands decP o? y observation or by copying the data from store records, The advantage of this
€ main technique tg o)y erviewer. You can use an unstructure wﬁm‘ﬂmﬁ method is that it offers the most efficient way to evaluate the effect of different
re . ecti o ' ¢ t i
search studies, The fol]ow-mf Ormation in the explorative mannera? fflcsﬁﬂf*‘ echniques on sales.
0 How would yoy evaly g are samples of unstructured intervie “cdi? ® Pantry audits: Pantry audit is used to estimate the consumption of goods atthe
your production e ate the benefits of new machinery that is sté C_Onsumcr level. In this type ofaudit, the researcher collects u_1f0rmat10n, such as
o Ifyouare provided Ttment? ,Sgﬁ" list of different products, quantities of each product and the prices of each product
production depgyt Witha chojce, hoyw design® the P consumed. All this data is recorded by observing the consumer’s pantry. The
Surveys Methog e ’ would you have €& Main objective of a pantry qudit is to determine which brand and type of product
- . is being used by which category of consumer, assuming that the contents (?f the
Asurveyisa scientific 4 pantry accurately signify their favourites. Pantry audits donotrequired series of
undertake surveys i Process of g Qi & > operations; only one visit is enough to determine the actual preferences of the
candidates anq Othn order tq g Ing data and opinion from the publiC- Re rod”ﬂ‘ consumers. An important drawback of pantry audits is that it 1 not possible to
election to determ-e I topics; fo; ;Tmne the opinion of the public rcoardiﬂg b c{orf i determine the actual preferences of consumers only from the audit data.
m Ine ; Xam e il . . : ¢
. lzltemilﬁcmrermakesasl;ow the p”blicple’ a sample of voters is survey ?r is5“°5ﬂl:‘- o Consumer panels: A consumer panel is an exFensu_m qf the pantry a_ud1t. In tF"S
A Ormatiop acquir Iy epmepe.rcewes the candidates a7 1bew pfot » technique, the daily record of aset of consumers js maintained t0 obtain information
X maies a.nd for var; ) ed from ¢ publll'nal market before introducing an : ifﬂp:a*"' about consumer preferences. Later, thes¢ recqrds are provided to the officers
ntain the Quality 0?1_ er Urposes ICis used to develop neW produc tél im? invesﬁgating the consumer prﬁferences. Altcrnatfvely, :T'OLI Czn say thaﬁ:cl (c:iqnsmner
™ The Dot ife, ° - Thus, 3 survey is an importaﬂt ke / panel includes sample of consumers who are interviewed overa ed interval
in w;}i(‘ large nymp, . 1Cting cof ¢ of time. Consumer pancls 2r¢ of O |is set up in ord
r - a ; i . A transi umer panel is set up 11 0rder
e foraSLlr\;OfSkl“e‘:i ey is a complex task. In orde’ torﬂﬂﬂy\.l- o Transitory consumer pa“el'm{-{m&tm}l’ . onpAtransitory Eonsumer
The prine; ¥ Canbe trained pergons ; . 4, There el e ) to determine the influence of a particular phenomeRr-
many inrie Ciple collecteq ns is required. 11 ¢he L anel is performed 0n @ before-and-after pasis. This means that the panel
conducting aCIe MYolyeq ASurvey > Suchas by phone, mail atd i \w'! 'i:- gxﬂe = tll consumer response before and after mplemaiins® paitiatin
§ . ¢ amines the el ; .
data ag ey . €qu b design and collectio” 9 511'3{’ a .« technique, the initial interview of the consumers 15
Meang fell 38 it prop. SVES e Ay Overlooked. H ar @aff Sus ! phenomenos. 13 s et tﬁ henomenon A secondround of interview
 Of Standayq:. PoT & Otion ¢ ed. However: 27 1y of” g f conducted before jmplementing eph ; :
€ Same ardize Nalysi O the need for gatio? o Ol : n has occurred, to determine the changes
que uest; ‘At or proper eva P L s 1S r that henomeno _ i
such as gy tiong, 3 Sstiong g A esearcher el pt Ph - form ﬂods 0l ' conducted aﬁ_e 1; quch panels are mostly used 10 advertising and
I8ticq] gy, oSults e b o the on® in consumer attitude, 130 27
Th ableg , Ofthe 1y individual surveyed resP” e soci :
_ se wh nd cpy Surye 00 i ocial research. o 1is setup for an
and inggip O C arts Ysare : or! v 4 ~ontinuing consumer panet1s p
1stity ong - presented in the A 0 Continii anel: Acontl g :
: SuCcess tiong wh UCtq g " | s . ontinuing consumerp btain data about certain aspects of the attitude of
154 a;i{j::-ff;r””" ongt | thesury, Reseafchers e 4 thatlis)l’ e tyDicallyl verﬂmeiﬂt for&“ i indefinite period gt n , aeriod of time. This panel acts a5 & general-
€Y becayg, s anngy B Ching el arge organizations: go_mpor{ﬂ dg(f'ﬂ}l- consumers over 4 parnculal P | different subjects. Such panels are | ‘
thEres 3 henam llyto the Consume‘lfslsl ﬂrg'l.ﬂ; if|1 purpose panel to help investlgﬁtors o1 _?:f,ff.m_y}mnanur bt
€0 . e Afl Materia T
Ot go fthe client for whom ™" yizﬂf‘o
OW the name of the org?”
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mostly used in the areas of consumer expenditure, public opinion, radio and
TV listenership.

o Use of mechanical devices: Mechanical devices are extensively used o obtain

information related to consumers. The devices used for collecting informationare
as follows:

o Eye camera: These are used to collect information about the focus of the
%equn;ients op a speltlzlﬁc portion of a sketch or diagram or written materiai-
e information collected with the hel : i

e ; p of eye came esi
advertising material. y ras is used to desig"
Pupilometric camera: These are used to record the dilation of pupils becaus®

of a visual stimulus. The extent of dilation of pupi
. u . 5 unt
ofinterest produced by the stimulus. RIS Elpsdetamins thonns

Psychogalavanometer: Itis used to
: mea : {
o sure the degree of body exciteme?

Motion picture camera: It is used to record the body movements lan guﬂge

of a buyer when he/she decides wh .
shop or a big store. Whether to buy a particular product from 8

Projective techniques:
i echniques: These are also known as direct interviewing techniqué®

These techniques were develo -
: ped by psychol -
reason, desire or intention ofresp}(;ﬁz}{;m‘; l‘j)ngtS to collect data about the pnrnﬁn

technique, while providine dents by using projections. In a projecti*”
B mzclltica]ly prgjzzct;wgim E mforma_tlon about a particular topic, theargsrsgjoendcﬂ
technique is mostly used in ;lc;;?;ghomcie or feelings on that subject. The proj ectiV?
: g nal res in atti
the important projective techniques are as ff)?{;? afld Inattitude surveys. Som® 0
o Word association test: It is a tes VS:

individuals in 4 gl'oupe technique ¢

Depth interviey: Thes

l"BaSOn and desire otk C Interviewsg i ¢

re desj s
© consumer, Thc ¢ o e 10 determine the U“derbg y
-Inadepty intervie\;ecgnlqlle is most commonly U ¢
and feel; > the intery 0
ngs of erviewer needs to expl? ¢
lled ope, Therefy Pondents, 5o it is necessary r W
> e Tesearchers and interviewe™ 5

i 3, desireg
mterviewer to he 5 ski

be given proper training before they start the work. This is not an easy task and
takes a great deal of time.

A depth interview can either be projective or non-projective. Projective interviews
involve indirect questions that are not very closely related to the subject under
study, whereas in non-projective interviews, the interview questions are subject-
specific. Non-projective interviews are sufficient enough to provide details about
the psycho-social behaviour of consumers.

This is a data collection technique that involves analysis of

 Content analysis:
: newspapers and the contents

documentary materials, such as books, magazines,
of all the verbal materials.

Sec““dal‘y Data: Collection Methods and Instruments

Secondﬁl’y data is the data which has already been collected an_d exaxpmed carlier by
Other investigators. While making use of the secondary data, the m.vestlgator'has to first
determine the sources from where the secondary data can be obtained. In this me'thc]:ld,
the researcher is not at all aware of the problems related to how the data was ?-"EEIIIH; 21:
Collected, The secondary data can cither be published data or unpublished data. she

data is available mostly from the following SOurces:

e Publications of the central, state Of local governments.

® Publications of foreign governments.
® Technical and trade journals.

* Books, magazines and newspapers. it o
rs, universities and economusts.

® Reports prepared by research scholars,

e Public records, statistics and historical documents.

. s ublished biographies
f blished data include diar1es. letters, unp
The sources of unpu S dary data, researchers must carefully

and autobiographies. While m Jata, _
examl']ne theg;vﬁilable data to decide whether the data 18 watablei fot; the subj s;t uﬁif;
Studylo not. The characteristics that a researcher must ensure in the secondary

r not.

: L : llows: ; J
o all-f']%ht?ejf Ez:af:a' The secondary data available on a particular subject
e Reliabill :

t be reliable The reliability of secondary data can be determined by
e ; ‘ ond
LIE;:Mg answers to the following questions:

o Who collected the data? 9
o What were the data SOUICes:

o 7
o Was the data collected using Pt oper methods
¢ -+ collected?
o At what time Was itco i
o Was there any bias o1 the part ot;1 the Z{;r;lpl
o What was the level of accuracy e::;;ieve@
: faccuracy * | , "
s 1.3;’1'152 (:.econdary Jata available ona pam?lacrtsrtg }e(c; (I)Itutlase
° Suitapility of dzt‘]:zt subject. The data suitable for cl);ler? él ; it i
healiableton refore, the researcher should prop e,

suitable for anoth T;tlle the definitions of different terms an
available data and verit g tha Al

data collection before ust
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o A;iequacy of data: The secondary data available should be adequate in terms
of accuracy. If the accuracy level of the available data is lower than what is
required, the data is considered inadequate.

Selection of Appropriate Method for Data Collection

Various methods are available for a researcher to use the collection of data on a particulat

subject. The factors that a researcher i
_ must consider for selecti . jate
method for data collection are as follows: FHER B ERPRORS

; I;;?ge, S:i‘-ﬂlil';lﬂﬂd Ob!ie(:t of enquiry: This is an important factor that must be
metlio? Zh:-’ me s?le;;ltmg the data collection method. The selected data collectio®
uld suit the type of enquiry to be performed by the researcher. This

factor helps determine wheth i

er the data available i i
. . - . er
information is required to be collected. SECT g

° ﬁg:gg;:tg;f :‘:dn(ll; t ki‘xe\«*ailal:ailit};y of funds also determines the data collectio”
: researcher is provided wi imi
e . with only a limit nto
m i; rﬂ;f; he \tv;ll be bouncl to select a comparatively cheaper ;E:?l anSO\L:’hich
y y not be as effective and efficient as some expensive m tl10 d’
ethods.

e Time factor: The amount of time avai
vailable fora particular
: : : research proj uld
;;i(; E:lzzzzidereed tWhlle selectmg the data collection method S‘gﬁlec‘i Shli)ods
researcher nm}rls%r sealeecrt?hmOunt oftime as compared to the other:c'. Th; T;}"'te the
e method that suits the time limitations lof th e o
he project

e Precision required: The isi
' : precision le
determines the method that should be s\:i::f

Case Study Method

The case study method is the
_ most commo
maml_y us.ed for the purpose of qualitative axr:

quired for a particular project als?
ed for data collection,

;Zlhod _of collecting secondary data. ft i
}( 1s. Itinvolves a thorough s ompleta

known as life or case S d:

for the ‘Case Study’ meth? .

Ined the
ape ; Concept dy @
Person, a &roup, a o IlJ of_ case stud_); o
method that jpy,) 1alinstitution, a 4" . g

ves qualitative analysis °

V. Y(}ul-lg’
Cial unit of
I, Case study is o
oran institutiop,

Characteristics of the Case Stuq

‘Comprehensive study ofa 5o
ora community’. In sho
individual or a situation

Y Methog

The following are certajp characterj
st

e Inthis method, the re

for study. searcher i

it

Inste .
ad of a so¢jq u to take ope or

study.
Sf:a Ic her cal]

more than one soci! fof
also select a situat!’

nit, the rq

s This method involves intensive study of the selected unit. As each unit is studied
for its minute details, the study takes along period of time. This helps ensure the
correctness of the information collected abouta particular unit.

e This method helps determine the complex factors of a particular unit.

e Italso helps determine the inte grity of the selectedunit with the other units.
titative approach.

o This method follows the qualitative approach rather than the quan
e In the case study method, effortsare made to determine the mutua
of the causal factors.

| interelationship

Evolution and Scope of the Case Study Method

In the field of Sociology, the case study method isan vaxtf:nsiwcl-'yr u§ed re;eartfh technique.
Frederic Le Play introduced this method in the field of social investigation. Herbert

Spencer was the first to make use of case materials inhis comparative_ study of d1ﬁ“erf:nt
cultures. This method is also used by anthropologists, historians, novelists and dramatists
s of interest. Even management experts use

: 1eir problems related to their are _ :
this method to obtain clues of certain management problems. Conclusively, the case

study method is used in different disciplines.
y Method

¢ study method are as follows:
omenon or the unit to be

Major Phases of the Case Stud
The major phases involved in the cas
® Identjfication and resolution 0

examined.

® Accumulation of data and selection of
the selected phenomenon.

rmal factors related to the s

fthe status of the phen

the phenomenon.

® Investigation of the history of
o Analysis and recognition of info
o Application of corrective measures.

o Review of programme to identify the effectivencs

Advantages of the Case€ Stud

Some of the important advantages 0

se study method involves exhaus

1 cerne
jour pattern of the con

e case study deepens our perception anc :
behaviour directly and not by an indirecta

elected phenomenon.

s of the treatment applied.

y Method

fthe case study methoda
tive study of a particular unit, the
dunitis understood. According to
jonand givesusa clearer
nd abstract

re as follows:

e As the ca

complete b
Charles Horton Cooley,

insight info life. It gets at
approach.
* With the help of
record of personal eXper
® It helps a researcher determin
hell)SIZie;lennine the relationship oft
surrounding environment

searcher call obtain genuine and progressive

a case study, aT¢

jences. ‘ l
e the natural history of the selec

he selected unit with the socl

ted unit. It also,
al factors of the

ypotheses along with the data, which MY bebelpii
i)

® Italso helps frame relevant!
In testing them.

® Ithelps obtain in-dep , v
with the help of the observation

i ioct, which is possible neither
. paﬂlCU1ﬂf o fthe schedule method.

th knowlede® thod por with the helpo
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Check Your Progress

1. List the various
methods of
collecting primary
data.

2. What is secondary
data?

3. Name the most
common method of
collecting secondary
data,

o The researcher is allowed to use one or more than one method under this method,
depending upon the situation. Alternatively, the use of different methods, such as

depth interviews, questionnaires, documents, study reports of individuals and letiers
is possible in case of case study.

e It helps determine the nature of the selected unit along with the nature of the
universe.

e [t helps increase the experience of the researcher, which in turn enhances his/hef
analysing ability and skills,

e It enables the researcher to observe social changes.
e It helps obtain conclusions and maintain continuity in the research process.
o Ithelps obtain data necessary for taking decisions on some management problem

- Limitations of the Case Study Method

Some of the important limitations of this method aré as follows:
e The situations of case study are mostly incomparable

e According to Read Bain, case data s s;
knowledge of the impersonal, universal
aspects of a phenomenon,

gnificant data as it does not provide any
» non-ethical, non-practical and rcpctiti‘r"’

» There are always some chances of fal

: se generalizati , are 10
specific rules of data collection, s zation because there ar®

e Itis atime-taking technique ang requires a lot of expenditure,

. It - 3 - - i
de’;g:z:gtﬁg Eertgilln assumptions which may not be true in some cases T
I se . ness of the case data collected for a particular social unit
* Itcanbeused onlyina limited geographic area

(a) indicate the natuye
(b) explain the locality
() indicate the ;0 (o
(d) contain the Source

of data Contained

(.i £ ' geo .
r peric,d) ‘i:zl‘:;cal 01: ph}'sical) ofdata covercd,
of the d Obtall'lf:d. i

: ata to indi 25°
ion and » ndicate the authority for the datd ng
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a refery
ence. The source is always P

3. Caption and stubs: The headings for columns and rows are called caption and
stub, respectively. They must be clear and concise. '

4. Body: The body of the table should contain the numerical information. The
numerical information is arranged according to the descriptions given for each
column and row. _

5. Prefactory or head note: Ifneeded, aprefactoq.f note is given just'below the
title for its further description ina prominent type. It is usually enclosed in brackets
and is about the unit of measurement.

6. Footnotes: Anything written below the table is called a foopaote. Itis ;wittc?g tz
further clarify either the title captions or stubs. For example, if the data describe

in the table pertain to profits eared bya company, then the f""mmf?&ayggﬁne
whether it is profit before tax or after tax. There are various ways oI 1dentilying

footnotes:
(a) Numbering footnotes consecutive
a,b,c,...,orstar %, o OIS
(b) Sometimes symbols like @ or $areal

A blank model table is given as follows: :
Table Number and Title [Hea'd or Prefactory Note (if any)]

ly with small number 1,2, 3, ..., or letters

so used to identify footnotes.

Total (Rows)

Stub Headine Caption
eading Subhead

B 1
Subhead -
Column-head Column-head Column-head Column-hea
‘olumn-
"“\\‘_\_-__________,

Stub Entries

S e ——
Total (Columns)
n_‘_\_\_-___'_ e L g8
Footnote .
Source Note

6.3.1 Types of Tables
The classification of tables dcl?ends gr seconda
invest] gation, nature of data (primary o
COverage, and s0 ON. The different types ©

follows:

n various aspects: objectives and scope of
ry) for investigation, extent of data
din statistical investigations are as

Types of Table

’__m of Data
Objgc{ive or F’L’—‘

Covera Purposé
Coverage
igi Derived
I‘l—’l | symmary %"b%:’m per
‘ or
ilmme Sl ggza?:nce Table
iy Table i
Fig. 6.1 Types of Table
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- Simple and Complex Tables: In a simple table (also known as one-way table);
ata are presented based on only one characteristic. Table 6.1 illustrates the concept.

Table 6.1 Candidates Interviewed for Employment in a Company

NOTES Candidate’s Profile Number of Candidates
Experienced '
Inexperienced -
Total : 1 ;g

In a complex table (also known as a mani
anifold table) data are pre '
ey sented according 0
two or ;imre char:'icten stics simultaneously. The complex tablei are two-way or thfee‘
way tables according to whether two or three characteristics are presented Sjmuﬁaneousl)ﬂ

byl Table: Insucha table, the variable under study is furthe”
it o MK ).
e : candidates given in Tab ivi
accor?*ng to the_lr sex, the table would become a two-w:; 21131?; f’l.lrther.dmdt‘:l?i
revea 1nf0rmanon_ about two characteristics, namely mal ecause it wou
shape of the table is shown in Table 6.2 ; ymale and female. The ne™

Tuble 6. ' i )
able 6.2 Candidates Interviewed for Employment in a Company

Candidates Profil
idates Profile Number of Candidates T
MQI'ES ()lfaf
Experienced 35 Females
Inexperienced 10 15 ; 0_,,
A
otal 45 60 70
75
120
2. Three P——— e

-Way Table: Insucha

_ : table, the vari

e avle, the variable u is divi '

e interrelated characteristics, For examplenii?tlrlzttl:)ctl:lls dw};l)ded accoirdz:lg
) number of mal€

female candidates given i
given in Table 6 )
status, the table would become a th‘rzezm further divided according to the marif3

in Tab Ray.
able 6.2. y. The new shape of the table is shO"

able for ot

become a : h i
manifold table, er companies, then the table WO

Table 6.3 '
Candidates Interviewed Jor Empi
mployme

Candidates nt in a Company

Profile Number of Cangi
e Males —“——-—w‘_____
e e T 10
- i emal, fe
Experler[cgd 15 2:;”‘36{ Total Marrieq —-.____ES___—_-_ To
Inexperienced 2 " 35 - Unmarried  Total
T
otal e . 10 i ;0 15 33
45 0 60

Original and Derived Tab 15 60 5 120

Suchat ' les: Orig;
able contains data collecteq Einal tables aye 4 ples
fro from a pyipy, so called classification ' ot
table. M agenera] tap,

l
®, then such a table is called 2 %°
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a
ty source. But if the informatio” v i

E’:;I:Ple_f-l A state government has taken up a scheme of providing drinking water
2 662}’1‘/; lage. During the first 4 years ofa five-year plan, the government has installed
ha; Slulkul ;wells. Out of the ﬁmds earmarked for natural calamities, the government
B 4% il 5 .072 tubewells during ﬂ'lf:.ﬁI‘St 4 years of the plan. Thus, out of the plan fund
iy 63_0.tubewells were sunk in 200001 and 2001-02, respectively. Out of the
L calamities fund, the number of tubewells sunk in 1998-99 and 1999-2000 were

and 637, respectively. The expenditure for 2000-01 and 2001-02 was T 863.41

lakh and ¥ 1185.65 lakh, respectively.
The number of tubewells installed in 20

zinSt-aHed out of the natural calamities fund an
uring 2002-03 was ¥ 1411.17 lakh.

o The number of tubewells installed i
; ewells were sunk out of the fund for thep
Years was ¥ 5443.05 lakh.
Represent this data in a tabular form.
Solution: The data of the problem s summarized in Table 6.4.

02—03 was 16,740 out of which 4800 were
d the expenditure of sinking of tubewells

n2003-04 was 13,973, out of which 9849
lan and the total expenditure during the first

Water for Villages in a State

Table 6.4 Tubewells for Drinking
Expenditure

Numberof Tubewells
(in Tlakh)

Year

SRS eI
Out of Fund Plan Out of Natural
Calamities Fi und
2000-01 9245 4511 863.41
2001-02 8630 637 1185.65
2002-03 (16,740 — 4800) 4800 1411.17
= 11,940
2003-04 9849 (13,973 - 0849) 1982.82
Total 39,664 14,072 5,443.05
e study about coffee-drinking habits in two towns, the following

Example 6.2: Inasamp

Information was received:
40 per cent. Total coffee drinkers were 45 per cent

. Females were
fovnA coffee drinkers Were 20 per cent

and male non-
TownB : Maleswere 55 per cent. Male non-coffee drinkers were 30 per cent
" nd female coffee drinkers Were 15 per cent.
8 Represent this data ina tabular form.
Olution; The givendata is sununarized in Table 6.5-
Table 6.5 Coffee Drinking Habit of Towns A and B (i Per'cenmge)_
Attyiy, Town B
ute Town A = Males Females Total Total
Males Females ﬂl] (2) ___fltfl—
e ,__,ff——f”t”;;; === & 85
fee drinkers (s - 5)' @0 - 39) 45 (Ji ol
Nnnkc = 40 =35 45) (60 — 30) (100 — 40) i
Bingegr 10¢ giegm WP g, s F
ota) 20 . & (100 - 55) i
(100 - 40) & - 45 oo 20
s = 60 40 _._}E'_ll________.___-——-———-—"‘_"'__'__'f
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Example6.3: Industrial finance in India has showed great variation in respect of sources
of funds during the first, second, and third five-year plans. There were two main sources—
internal and external. The internal sources of funds are depreciation, free reserves, and
surplus. The external sources of funds are capital issues and borrowings.

Durhig the first plan, internal and external sources accounted for 62 per cent and
38 per cent of the total, and of the depreciation, fresh capital, and other sources formed
29 per cent, 7 per cent, and 10.6 per cent, respectively.

During the second plan, internal sources decreased by 17.3 per cent compared 0
the first plan, and depreciation was 24.5 per cent. The extemal finance during the same
period consisted of 10.9 per cent fresh capital and 28.9 per cent borrowings.

Compared to the second plan, external finance during the third plan decreased by
4.4 per cent, and borrowings and ‘other sources’ were 29.4 per cent and 14.9 per cent

respectively. During the third plan, internal finance increased by 4.4 per cent and free
reserves and surplus formed 18.6 per cent.

Tabulate this information with the above details as clearly as possible observiné
the rules of tabulation.

Solution: The given information is summarized in Table 6.6.

Table 6.6 Pattern of Industrial Finance (in Percentage)

_..—'-‘-"/

Five Year Sources of Funds

Plan Internal

External
L S N
e Free Total -

ciation Reserves ?:g::f Borrowings Other Total
and Sources

Surplus

First 29 62 - 29 62 _____T_—————————______——-/
=33 - B-7-106 1046 #
Second 24.5 4.7-245 62-173 108 =204

4
=202 = 447 28.9 553 — 109 100~
Third  49.1 - 18.6 18.6

=30.5

47

3
BT840 500 = 7mn ~289 =155 =y

. - 149 =64 . \_/I/
_______________—‘___—___
64 MEASURES OF CENT

w’/
There are several common]

us -,;
o e e Thgs ed measures of central tendency such as ai’ifhmenl1

. ; € values are
picture of the entire data byt a] Very useful not ony i W

g in he 0
more sets of data. ofor the Purpose of making cgmpgf‘?ss;g:gr%l:)ng o

Check Your Progress

4, Name the different
parts of a table.

5. Mention the sub-
categoriesof a
complex table.

. C()rm-n ; 4
. mo on att’
certain types of daty ¢ Suitable mey ly used measure of central 10° dtof
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following requisites.

e It should be easy to calculate and understand.

o It should be rigidly defined. It should have only one interpretation so
that the personal prejudice or bias of the investigator does not affect its
usefulness.

o It should be representative of the data. Ifit is calculated from a sample,
then the sample should be random enough to be accurately representing the
population. ‘

o It should have sampling stability. It should not be affected by sampling
fluctuations. This means thatif we pick 10 different groups of college students
at random and compute the average of each group, then we should expect
to get approximately the same value from each of these groups.

o It should not be affected much by extreme _values. Iffew very small 01' vcryf:
large items are present in the data, they will unduly influence the va{ﬁe Zt
the average by shifting it to one side or other, s thatthe avgrage w;;zuldnbe
be really typical of the entire series. Hence, the averalge chosens
such that it is not unduly affected by such extreme values.

Letus consider the three measures of central tendency:

(I) Arithmetic Mean ;
in general,
This is also commonly knownas stmplyie r;can EVE‘;eﬂiﬁlég\};s;’; ?f:;agg in our
tion, when we U 2
m measure of central location, W L e b
da?;nfoirtiiie we always mean the arithmetic \:yer;g;}.{ T(;nfeat;?;ldlisw "x;:alséeing aﬁ
3 g . - e S
ne in daily communication. |
o eie;};gt or of average intelligence. We always talk abt;ut at\l/;r:if; t;larﬁlsi
4 Sel;age family income Or Grade Point Average (GPA) fors
S1ze or avi

o fitems in two or more
Combined Mean: If the arithmetic averages and thle nutr;l;;ro? i e M
Telated groups are known, the combined (or composite) M

Obtained by the following formula:

— ”lfl + nz._fz
r==w

i 1l mean
i i ‘s that, one can determine the overa
The o of combined arithmetic meanis thet, e
*Fthe C\;an:tbaiiid data without having to gog back to the or1g
Find the combined mean for the data gIven CLOW.
nl = IO,II :_-‘2,”2:; 15,x2:3
Sol“ﬁon:
= _ M]
X . m + 1Ny
[ +15%3
= [0+13
L
20+45
i
25

I\

2.6
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Eg:ngl:;;SSion purposes, let us assume a variable X which stands for
S 22‘35&‘511‘110?735 Zhe 31;;165151 of students. Let the ages of 5 students be 19
s ars. : ’
e years. Then variable X would represent these ages a8

- |

X:19,20,22,22,17

Placing the Greek symbol Z(Si
ab e
values of X are to be added togi{:;le)r_ ;ET: .Xwould indicate a command thatal

TX=19+20+22+22+17
Th i .
; e mean is computed by adding all the data values and dividing it by the number
of such values. The symbol used for sample average is X so that:

- 19+20+22+22+17
5
In general, if there are n values in the sample, then

?: i=l
n

i..—_]’ 2”

St u 1

1 S‘lal’tS a a we J
3 3
.

Ifinstead of takin
gasampl |
ple, we take the entire population in our calculations of |
culati -

the mean, then th

2 e symbol

the 1joll‘lulgﬁoﬂ SN w that_forthe mean Ofthe pODUIatl{)n [S u ( ) -
i i mu) and the $12°

N
2%
— =l

n=i=l

N ] f: 1, 2 N
If we have the data i
. fam :
meanis givenby; grouped discrete form with fre fe
quencies, th amp
o X0 ,then the 8
Zf
where Sf

— Su E
ZAX) = Summll:‘:l-on ofall frequencjes
corres : value of X multinli .
E ; pond m
xample 6.4: Let us take the 3. ing freunHCy 0 ultiplied by 1t
Smdents as

19,20,22,22,17,22,20, 93 " follows:
rsad, 11,18

This data can be arranged in a frequency distribution as follows:

@) 1) X
17 2 34
18 1 8
| J3.de0 1 19
e 2 40
22 66
[ B 23
[ Total = 10 200

In the above case, we have Zf=10 and SA(X) =200, so that:
— 3 (X)
X = Tf

— 200/10=20

Characteristics of the Mean

roperties. These are:

[ values of X from the mean will always add
t all the individual values from their
d some will be positive, but ifall these
| sum will be Zero. In other words, the
ations. Or symbolically:

The arithmetic mean has three interesting p

1. The sum ofthe deviations ofindividua
up to zero. This means that if we subtrac
mean, then some values will be negative an

differences are added together then the tOfa
positive deviations must balance the negative devi

Z(X:‘ "-/?)= 0,i=1,2,... 1

i=l

f the mean is that it is

the computation of the mean is based upon inclusion ofall

<treme value in the data would shift the mean towards if,
thus, presentative of the data.

3. The third property of the mean is that the sum of squares of the deviaﬁons about

the mean is minimum. This means that if we take differences between individual

' ferences individually and then add these

will be less than the sum of the squared

values and the mean and square these di
r than the mean. Symbolically, it means

squared differences, then the final figure
deviations around any other number othe

that:

7. The second important characteristic 0

extreme valucs. Since
values in the data,ane
making the mean unre

—  Minimum, i=1,2,..1

3 (X, - X
i=1

(I Mode
canbe defined as the most frequently

The mode is another 10 de isnot affected by exireme values in the
e rdered set of data. It can be useful and
rtain conditions and is the only measure
data. For instance, when a
ably referrng to
ample

occurring value in
data and can easily
more representative

of central tendency that can 9

e person; heis pr(?b
al opinion. In Ut ex

researcher quotes the opinion 012 ;
the most frequently eXPresse opiniont ¥
ofages of 10 students as-

very sensitive to [
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19,20,22,22,17,22, 20,23,17and 18
The mode is 22, since it occurs more often than any other value in this data.
(I11) Median
The second measure of central tendency that has a wide usage in statistical works 15 the
median. Median is that value of a variable which divides the series in such a manner
that the number of items below it is equal to the number of items above it. Half the total

number of observations lie below the median, and half above it. The median is thus
positional average.

The median ofungrouped data is found easily if the items are first arranged in order
of the magnitude. The median may then be located simply by counting, and its value car
be obtained by reading the value of the middle observations. If we have five observations
whose valuesare 8, 10, 1,3 and 5, the values are first arrayed: 1,3, 5,8 and 10. It isnoW
apparent that the value of the median is 5, since two observations are below that value
and two observations are above it. When there is an even number of cases, there 18 no
actual middle item and the median is taken to be the average of the values of the item®
lying on either side of (N+ 1)/2, where N'is the total number of items. Thus, if the value®
of six items ofaseriesare 1, 2,3, 5,8 and 10, then the median is the value of itemn number
(6 +1)/2=3.5, which is approximated as the average of the third and the fourth items:
ie., (3+5)2=4.

Thus, the steps required for obtaining median are:

1. Arrange the data as an array of increasing magnitude.
2. Obtain the value of the (N+ 1)/2th item.

Even in the case of grouped data, the

straightforward as long as the variable ig discret
following example.

Example 6.5: Obtain the median size of shoes sold from the following data

Number of Shoes Sold by Size in One Year

Number of Paiys Cumulative Total
5 30
e 30
5 40
6 50 .
6_;% 150 2;?}
4 300 570
82 600
i o ; 170
92 820 o
s o 2940
la i 3690
i 20 4130
: . 4380
i an . 4530
2 on 4570

4609
‘ g Total
Solution: Median, is the valye of W+ l =
th

- 4609 + |

Self-Instructional
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5 —th=2305th item. Since the!

are already arranged in ascengiy gorde
I §

the size 0f 2305th item 1 .

procedure for obtaining mediar I
€ ornon-continuous as is clear from the

ﬂqﬁ
Iy

determined by constructing the cumulative frequency. Thus, the median size of shoes
sold is 8%, the size 0f2305th item. .

In the case of grouped data with continuous variable, the determination of
median is a bit more involved. Consider the following table “{here the data relatmg to
the distribution of male workers by average monthly earnings is given. CIearl){ the mgdlal}
0f6291 is the carnings of (6291 +1)/2= 3146th worker arranged in ascending order o
earnings- : o w = th

From the cumulative frequency, it is clear that 'E'hls vf/orker l}as his lnCOEC qu;‘ ee
class interval 67.5-72.5. But, it is impossible to determine his exact income. ng tgguiz d
‘ fesort to approximation by assuming that the 795 \yorkers of t%us ;;Zs;_ azrgl 3; ot
uniformly across the interval 67.5 to 72.5. The median worker is ( ey
ofthese 795, and hence, the value corresponding to him can be appr .

67 5+ﬂ3—3->< (72.5-67.5) =67.5+ 2.73=70.23
795

ings
Distribution of Male Workers by Average Monthly Earning

No. of ;
Gl'oup No. Monthly Workers of Workers
Earnings (9 _
\5‘-—-—__
120 120
1 27.5-32.5 e
37.5 152
2 32.5-37. e u
3 37.5-42.5 X ot
21
4 425415 0 e
5 47.5-52.5 3] ne
52.5-57.5
: 568 2063
7 57.5-62.5 v
650 -
62.5-67.5 e
. 795
67.5-72.5
y 915 4423
?2.5—7?.5 8
N 5.82.5 745
77.5-82.
11 s 530 5698
82.5-87.2
N 92.5 259 5957
87.5-94. 09
- i 152 61
92.5-97- 6216
4 . 107
_102. o
15 975 50 62
-107.5 !
16 l02.5 25 629
5-1123
7 i Total 6291

utin the form of the formula,

The value of the median can thus be p
N+1_ C
2 Xi
= ! 4 L .
Me f Cthe cumulatl\fe

i A
s frequency mber of cases:

s rowidth
fry e lis the lower limit of the median cla dNisthe total

¢y upto (but not including) thet

nedian class, a0
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Finding median by graphical analysis

The median can qui .
quite conveniently be determined by reference to the ogive which ploB

the cumulative fre .
: : quency against the vari : :
the items lie, can easily be read frome tv}?oag?\zeé The value of th tem below WHiEE e

Example 6.6: i i
ple 6.6: Obtain the median of data given in the following table

Momh!yEamings
F??quenq
275 Less Than More That
325 fuus
375 120 0 6291
25 152 120 6171
525 214 442 5849
57.5 410 656 5635
62.5 429 1066 5225
67.5 568 1495 4796
725 650 2063 4228
715 795 2713 3578
82.5 915 3508 2783
875 745 4423 1868
9.5 530 5168 1123
97.5 259 5698 593
102.5 152 5957 334
107.5 107 6109 182
112.5 50 6216 ;5
J
25 6266
Solution: It
i1s 120 nlItlSCleaTﬂ‘latthjS is 6221 ; |
12V, and the last clagg is1 Stouped data, Ty, e’
ogive of less tha 5107.5-112 e first class is 27.5-32.5, whos® fred™ e
lie 186991/ o n s ativg fr =, whose fre : 2V sho®
. ) }2:3145-51‘[&: ®Quency, The ; quency is 25. Figure 6. e
ccuracythanthisisunobtn}s lie, whie is r;n ?jdlan is the value helowwhiCh ‘ Mo;c
a]]'[ al . . A
able becayge of th of from Figure 6.3 as about "™ ool
6291 — e space limitation on the €
6000 ~ H‘"‘j——-__q__
— --_--_-_-—‘_—_-_—'—'—— /"‘ ]
5000 I \_____h__“ 7[
S o — L
o0 ij P4 "= LESSTHAN
= 1 ——
§ 300{] '--.______-“_-_---- | 1—1
g 2009 . HH‘"“'-E.___-Z N b1 |
10(][" || M-H-‘?Z-________ 1 | 1
0 ?4‘--___‘ = L
Ay i
'REHR 9. L
Fig, 62 "esdfgogoags
-2 Mediay, |, Mongsyy wEewE RS
e[ej.m d . Earnings i 1
ma{,«oh b In Rupeeg ;r’
y P!Ofn‘ng L , Frgq‘f
ativ

€55 ¢}
an and More than mem'1

a0 : :
cumu?;il:}l:dﬁlan can also be determined by plotting both ‘less than’ and ‘more than’
; equency as shown in Figure 6.2. It should be obvi
should intersect at the median of the data. obvigusfhat (o0 CYES

6000 AT
F.
5000 /
4000
e 15 52 /
2 3000
=]
2 2w
5 A
= ¥ MEDIAN
E 1000 o :
A L o 7
ol L1 ) | [
L b kL P BRI Bt
l“‘ﬁll‘“Nl‘“(“Il““f“““*Nl“*N[‘*Nl‘“‘Nf‘“ (o]
Nmmvvwm\oohnwmac\gg o=
Monthly Earnings in Rupees
Fig. 6.3 Median
A
dvantages of Mean
T
he follgwing are advantages of mear-
® Its concept is familiar t0 most people and is intuitively clear.

® Byery data set hasa mean, which is unique and describes the entire data to some
degree. For instance, when we say that the average salary of a professor is¥
25,000 per month, it givesus a reasonable idea about the salaries of professors.

o [tis a measure that can be easily calculated.

es all values of the data setin its calculation.
from sample to sample taken from the same population.

tatistical procedures, such as computing and comparing

o Jtinclud
o [ts value varies very little

e Itisuseful for performings
the means of several data sets.

Disadvantages of Mean
The following are disadvantages of

o It is affected by extreme values and, hencé, ;
has extreme values especially when these extreme values are on one side of the

ordered data. Thus, 2 mean of such data isnot trulya reprcsentative of suc_h data.
For instance, the average age of three persons ofages 4,6 and 80 years gIves Us

an average of 30.

* Itis tedious to compute for
used in computations.

® We are unable to compute t
cither at the high or at the 10

* The mean cannot be calculate
intelligence, unless these can

mearn:
not very reliable when the data set

every pointin the data setis tobe

a large data setas

he mean for a data set that has open-ended classes
w end of the scale.

d for qualitative ch .
be converted into quantitat

h as beauty of

a:acteristics, suc
such as

ive figures.

Inte]ligence into 1Qs.
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Advantages of Median

The following are the advantages of median:

® Median is a positional average and, hence, the extreme values in the data setdo
not affect it as much as they do to the mean.

* Median is easy to understand and can be calculated from any kind of data, e
for grouped data with open-ended classes. d
e We can find the median even when our data set is qualitative and can be arrang®

: 3 _ e
in thf: ascending or the descendmg order, such as average beauty of averdd
intelligence.

° Similar to mean, median is also uni

. in 4
: ue meani i one medial
given set of data. q aning that there is only

¢ Median can be located visually when the data is in the form of ordered data..

e he sum Of abSOh.lte diﬁ. 1‘
: 5 €rences of al es i t
[ l : : : ; tlt 1 1 V&hl s1in the data set It dgllc)

in the data set, which makes it m,

Disadvantages of Median

sless than any other value of central ten
Ore central in certain situations.

The following are the disadvantg

ges of median:
® The data must be arran edian:

thfa w‘zalues of obseryat
this is usually not 50.
® Median is compagat:
Paratively |eg p
dueto fluctuations iy Sampﬁf:IStable than the mean, particularly for small sard

ion

® Median is not gy; : f
table fOI aﬂﬂo
;roé?lpute the median of thiliggbmathmaﬁcm treatment. For instanc® ‘Veicﬁercf‘i
om the median valu€

Advantages of Mode

& fogt-)wing are the advantageg ¢
® Similar to megi, Mode:
1, the m : ' .
® Its value cap - Mode is o : atd
class limits, be Obtaineq i, Open- Hected by extreme values in th® # ing ¥

ended dictrit. . ) a
® It can be eagj] u ¢d distributions without ascert

S .
People prefer 5 ¢ eretg_tr? Sescﬁb f

€ qual il'ativ ; cCs }
i € tanv™
® Mode is eag 10 caloyy fand of teq g, Phenomenon. For ins Om(‘-lﬂpbr

0¥

by observatig, orin o t:l:;}}is Will become the modalcg
. _ : 4
Disadvantages of Mog nsome cases, it can be
The follow; L
Y Qc):tmg are the disagy, b
1 Y,
e cae ?}ﬁen, there jg o oS Ofmog
n eb'- d Vv -th
Significan... 0dal or o alue, "
ICance re dﬁ' tl‘moda[ ) f¢h
® Ifthere i$ more 1ffi Orit cap have all modal values
an g r

© the daty is difficult to interpret

e A mode is not suitable for algebraic manipulations.

e Since the mode is the value of maximum frequency in the data set, it cannot be
rigidly defined if such frequency occurs at the beginning or at the end of the
distribution. oA

e Tt does rot include all observations in the data set and, hence, less reliable in most
of the situations.

Weighted Arithmetic Mean
In the computation of arithmetic mean
In the series. This equal importance may t
the series have different importance as in
The Raja Toy shop sells
Toy Cars at
Toy Locomotives at
Toy Aeroplanes at ¥ 7 each
Toy Double Decker at ¥ 9 each

What shall be the average price of the toys SO
kind?

we had given equal importance to each obser_vat}'on
be misleading if the individual values constituting

the following example:

T 3 each
¥ 5 each

Id, if the shop sells 4 toys, one of each

b Lot s IR Bl
Mean Price, ic, ¥ =7, ~ 73

of each observation (Price quotation) is equal inas much

been sold. In the above computtziltion pf th;:;rit;'lg;t;c
. cluding ‘once only’ the price 0 ;
s i taken care of by ¢ g'o il
TR . 50 cars, 25 locomotives, 15 aemplar_les and 10 d?u e
Butifthe shop sells 100 toys: , g sl

ice qu
deckers, the importance of the four Pncz; z-lctivc e ] v eabe ot
: 1 their res afl s

SOurce of earning revenue. In fact,

Units of each toy sold, i.e.,

In this case the importance
4S one toy of each variety has

The importance of Toy Car 25;)
The importance of Locomotive -
The importance of Aeroplane -

i ouble Decker . . Er
The importance of D 75,15, 10 are the quantities of the'vanm‘is ?laﬁi ouac:;;
i g 503 hat he term ‘weights’ is used in statistical language.
ezt Y sents the sum of weights.

Sold, 1t s for these qua
Weight is represented bys

While determining ﬂ.le
Mportance and are taken into a¢¢

Wl.\'l + Wh Z“.

X = ) + “"4 3

X ‘r'..'l + Wy + W3 T F Whlchmmm l'epreserlt

ctive weights of xy, Xp» ¥3:° 41 ouble decker,

w, are the 1espett motive, 2€rop

4 ftoys, viz., ¢ah loco
b

‘w’, and Zw repre .
ymbOl ! e price of toy sold’ these weights are of great
‘averag

ountinthe manner illustrated below:

X, +wyxy T Was - Lwx

When ane and d
Mol v g NG ool
" Price of four varietics

*Pectively, (15x7)+10%9)

3)+(25%3)*
o 5 (50%3) S0 2511510
105)+Q0) _ 470 —%4.70
100

150)+(125) *
= ,(_,’),’,’160’_,’/

' arithmetic
inthe computation of the weighted
aken 10

Thea;l;he table summarizes the steps t
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Zw =100; Zwx=470
S 470,
Sw 100 =470

The weighted arithmeti
etic i :
mean of means. If we are gi\?;iatil Wi lcula{- ly useful where we have to compute the
series, in respect of the same vari v{;) arithmetic means, one for each of two different
iable, and are required to find the arithmetic mean 0

the combined seri
_ eries, the wei arithmet;
determination. : ghted arithmetic mean is the only suitable method of 1S

Weighted Arithmeti
metic Mean of Toys Sold by the Raja Toy Shop

Toy.
Vs Price per TO_}-‘
— . Number Sold Price » Weight
w hall
Locomotive : c
Aeroplane > i 150
Double Decker ; ?Z 125
Nl,“i’/
10 90
Example 6.7; Zw=100 ey
i anl::i . LT. The arithmetic mean i
td.is¥Sand3 7 of daily wage
: s of two manufacturing con® i i

Solution: (i) Multiply each

concern i av ’
trepresents, " i the

crage (vi
z.5 and 7) by the number of workers !

(i) Add up th
P the two prodycts Obtained i, (1) - b
1) above and

(#i1) Divide th
¢ total ined :
obtained in (i) bythe to tal
number of workers.

Weighte
Concern Me“”x%ges Ltd. and B Ltd.
”}OP s £l R
B Ltd, 5 w WX
7 2,000 10,000
4,000 28,000

2w =6,000

T 2WX
Tw

The
abOVe mthiOH 6,000

are not origj ede
% nal Xam = /
original data f data, Tp, ar Pleg explain T6.33 2t
a om whyj € derjy that * A - ol
Ccountby weighti ¢ Cya by 1Zureg ithmetic Means aﬂd pet® to i
ghting wpij. ) o OPtained Ty, and their importance is relativé o
Harmonje Mean ave - This relative iy portance 1f e 1ak en’
portance mus

Mear
1Sand percentage).

Ifa,b ;
»d,care 1p Hp
) 3 then b .
larmonj fio it
0 hic 1
N lical Prugress1 Mean between a and ¢ o
on ze , 0
rog?"e:  duantitieg
Hp Calg ar .g.’ﬂ
€in A 1

Consider the following examples:

1 1 1
a a+b a+2b’

b s B3y
grg

.ab>0

It can be easily checked that in each case, the series obtained by taking reciprocal

of each of the term is an AP.

To Insert » Harmonic Means between a and b

Let 1 15855 Hys ooy H be the required Harmonic Means. Then
@“H,H,..H,barein HP

i I | 1y 1 )
L T _'_.1'-'1"_'9'_
¢, G Ha b are in AP
Then, El’— = (n+2)th term of an AP
_ Ll i+ d
a
Where dis the common difference of AP
s —b
s gives, el S
Ll (n+1)ab
—L = l+d——l-+-——-'—"a’b
Now, H, a = ) ab
:rb+h-+a~b:ﬂ
(n+1) ab (n+1) ab
g 1o a+nb
% H, (n+l)ab
H (n—l—l)ab
= H, a+nb
: ;] J,LJL&:@.
Again, = = —+2=0" Tt ab
ub+b+2a-2b=2a-b+nb
(n+1)ab (n+1)ab
{f;+l}ab
_ T
= H, 2a-b+nb
Sir 1 _ 1 3a-2b+1
llllllaﬂy, }}: = ;+3dﬂ (H+1) ab
= ____(jlj',_llﬂfl- and so 01
Hy= 3, - 2b+nb
1-b)
I = l+nd2'i‘+ilﬁ(£ﬂf}-
T a . (+had
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Check Your Progress

6. What are the
different methods
of measuring central
tendency?

7. List two essentia]
characteristics of
the mean.

Example 6.8: Find the 5th term 0f2,21, 34

Sll u '0 I e 5 1
l tion: t Ot T =
htem be x.l Ilﬂ]l, — 18 Sth te E 1

Self-Tnstructional
176 Material

_ nb+b+na—nb

(n+1)ab
= Mt _(n+Dab
(n+Dab =" naxh

Wt

.
>

1
fen, ~= 4421 !
o IBAS 2 ) 2 o
T 1020
Example 6.9: Insert two harmonic means between - and -2
2., 10
Solutmn; Let H), H, be two harmonic means between and 2
Tigap el v L WS o 2 17
S d arenAP Let dbe their common it
Then, 17
4 2+34
= 9
3d=2 3
7 > dzZ
Thus, —l-=2  SEL
H S 4
1 TR Y - e
1 11
o =A% d g
H %27 y
4 9 ~ sz_?'_

RS
A measure of dispersion Or Sim, ~ 3
, )
s il

extent of the gcq Ply di '
tterednece o. ) 4ISPErsi i fy?
dnegs ofitery O may be defined as statistics sig"

A measure of 4: S aroy
e : nd a
form’. Tt is saiq Ofd.lsperslﬂn ma Measure of central tendency- (¥
value ofap ; tobeing abso] b CXpressed i an ¢ . aﬂfclﬁ o
g nitem o gy avera ute for, v, Koiry an ‘absolute form’, 0r 1 b o ’
bear e;es are CXpresseq ; & deviateg f, : States the actual amount by * Absolu;a
describ p;feSSed’ for exar OnCrete upjg ik Measure of central tendency: 4t hﬂ‘[ :
g i s L, ki 2 .
" Quency d!stn‘buti:m Pees, Cemhnetre:?:jl]s in terms of which th; oS¢
relative : » Kllograms, and so on, a0¢°
Meag ,and so on, ,
: resh €Isio g
Itis as suc] 1l Compy vid?

1 1 . . i
rl 4 Pure pypyy, - "Tespect to ited isa quotient obtained by 4 ol
€ used fo, mak;; 1 is ug “habsolute deviation has be?” Re’“t
8 Compgis CXpressed in o percentage ot
N8 betweey, tWo o distrib“tious'
‘more

meﬂsures a

A measure of dispersion should possess all those characteristics which are

considered essential for a measure of central tendency, which are as follows:
(i) It should be based on all observations.

(i) Itshould be readily comprehensible.

(iii) It should be fairly easily calculated.

(iv) It should be affected as little as possible by fluctuations of sampling.

(v) It should be amenable to algebraic treatment.
Some common measures of dispersion are (i) The range, (ii) the semi-interquartile
range or the quartile deviation, (#if) the mean deviation, and (iv) the standard deviation.
Ofthese, the standard deviation is the best measure.

6.5.1 Range

The crudest measure of dispersion is the range of the distribution. The range of any
series is the difference between the highest and the lowest values in the series. If the
marks received in an examination taken by 248 students are arranged in ascending
order, then the range will be equal to the difference between the highest and the lowest

marks,
In a frequency distribution, the
lower limit of the class at the lower extre
class at the upper extreme.
Consider the data on weekly earnings of worker
Table 6.8.

From these figures in Ta
is the variation of the values in the group-

The range is a measure of absolute

range is taken to be the difference between the
me of the distribution and the upper limit of the

on four workshops given in

ble 6.8, it is clear that the greater the range, the greater

dispersion and as such cannot be usefully
r comparing the variability of two distributions expressed in different units.

The amount of dispersion measured, say, in pounds, is not comparable with dispersion

measured in inches. Thus, the need of measuring relative dispersion arises.

asure Ic an be converted into a relative measure if we divide it by

ndard for the purpose. We may use the mean of the
| average as the standard.

employed fo

An absolute me
some other value regarded as sta
distribution or any other positiona

For Table 6.8, the relative dispersion would be,
o
Workshop 4= -2%;’ WorkshopC = 55

1

e

WorkshopD = 5575

ariation into a relative one would
o dividing the

g B
Workshop 5 = 255

lute v
d. This will be equal t
me items. Thus,

feonverting anabso

An alternate method 0
es as the standar

€ to use the total of the extrem i
ifference of the extreme items DY the tota |
of extreme items, 1.6, Range

tems

Sum of extreme i |
oefficient or ratio of dispersion.

dered carlier, the coefficients

Relative Dispersion =
ries s called the

The relative dispersion of the s ¢
ive disp " ers consi

our example of weekly earnings of W

Woulq be,
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b 110 9 5 ; e
Workshop 4= T Workshop B = 1521 15. ; The greater range of 4 is not a description of the entire group of 110 students, but Statistics
17+32 49 of the two most extreme students only. Further, though sections B and C have the same
Workshop C= 2 eston s no s W range, the students in Section B cluster more closely around the central tendency of the
R 15+38 53 p T ' E;(j;lp than they do in Section C. Thus, the range fails to reveal the greater homogeneity
: 2 Findd or the greater di i .D i iti
Merits and Limitations of Range dispersion. ispersion of C. Due to this defect, it is seldom used as a measure of NOTES
Merits Specific Uses of Range

Of the various characteristi
range has only two, \:ltlfﬁ ::: atil?;ﬁog\z;)-d measuze of dispersion should possess, the In'spite t})f the numerous li.IIliFﬁtl'Ol.‘lS of the range as a measure of dispersion, it is the most
(i) Ttis easy to understand 3 appropriate under the following circumstances:
ic. (i) In situations where the extremes involve some hazard for which preparation
should be made, it may be more important to know the most extreme cases to be
encountered than to know anything else about the distribution. For example, an
explorer, would like to know the lowest and the highest temperatures onrecord in
‘ the region he is about to enter; or an engineer would like to know the maximum
rainfall during 24 hours for the construction of a storm water drain.

(ii) Its computation is simple.
Limitations
Besides the aforesaid two qualities,

the .
measure and, hence, it is often term range does not sati sfy the other test of 2 good

edasa crude measure of dispersion.
‘ (ii) In the study of prices of securities, range has a special field ofactivity. Thus, to

2 . : ion, it is a common practice to
. freme cases o 2 highlight fluctuations in the prices of shares or bullion, 1t13 e
be considerably changed ife; S€s1n the entire distribution, the rang® m ) indicate the range over which the prices have moved during a certain period of

the ther of the i : ; ‘ : s iy
3 removal of any other ¢pge would nf?tx trf;me cases happens to drop out, W | time. This information, besides being of use to the operators, gives an indication
(ii) It does not tel] anything aboyt g g altectitatall, of the stability of the bullion market, or that of the investment climate.
e distribut: ot B ‘ .
measure of centra] tendency, 18tribution of valuesin the series relative to (i) In statistical quality control, range is used as a measure f)f variation. We, for
example, determine the range Over which variations in quality are due to random

(iii) It cannot be cq
mput S,
puled whe e basis for the fixation of control limits.

(iv) It does not take into accq i on has open-end classes
S unt : '
following illustratio Cons; Hhe entire datg, These can be illustrated *Y " | 652 Mean Deviation

1der the data o
ta given i : :
given in Table 6.7, In the following section, you will study thata weakness of the measures of dispersion,
based upon the range or a portion thereof; is that the precise size of most of the variants

causes, which is made th

but Dif ; Number of Cases LK
Class 7T Vertabilty ‘ , has no effect on the result. As an illustration, the quartile deviation will be the same
o i en 0. and 0, are concentrated just above 0, or they are
TR 0. of Students whether the variates between O, ( Q3 gkl ‘;iewpomt i
spread uniformly from 0, t0 Q. This is an importan oint a
from its typical value. The mean deviation s

Secti :
0-1 4 ion ; : s tributi
0 Section mMeasi m'ng the divergence of the distribution

B

1020 o R
20-30 1 employed to answer the objection.

iati istribution is the
40 " : Mean deviation, also called average deviation, of a frequency dlstrllt : n::s v
40-50 17 12 19 Mean of the absolute values ofthe deviation from some measure gf f:entrE:i 6{1 ; Y. ;
e . = 12 Other words. mean deviation is the arithmetic average of the variations (deviations) o
ol 18 > 16 | theing jV'du;J.l items of the series from a measure of their central tendency.
70-89 16 25 18 ! - fcentral tendency, but the

he deviations from any measure 0 dency,

5 ; - 1e We can measure (1€ i d the mean. The median s preferred
90-10 1] 8 Mogt loyed ones are the median an i3
0 < Smoniy e that the average deviation from it is the least.

Scause it has the important property : !
volves the following steps:

Tota]
Caleulation of mean deviation thenin

Rﬁnge 110 -
% L 110 ; : ean) Me (or X).
The table jg g () Calculate the median (or them _ S0 .
cases but dj ble is 4 18ned 1 ; 60 60 { Gi o _ | y— Me|of each of the items, ignoring the sign.
would i Variahy); ¥ 1Hustr?ltet b Y i) Record the deviations | d |~ |2
uld make jtg ran i r Ce distribut' ; enu (W) g . lue of deviations.
8€ Cqua] ¢ h “Moyy of 10ns with the sam Se 10’ ind the average valu 6.1)
e atof 0 extr nts from N
Self-Instructional B orC eme students 110 v y|d|
' MR DRt N Self-Instructional ’
17
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Material




e S ‘ I

Statistics Example 6.10 explains it better. Solution: Statistics
Example 6.10: Calculate the mean deviation from the following data giving marks < 7 ) E
obtained by 11 students in a class test. L req}'e”cy f;g::if:;e frDOf:I;:;;fn 7ld|
9
NGS 14,15,23,20, 10,30, 19,18, 16,25, 12. | o NOTES
Solution: |
| 6 3 3 3 9
Median = Size of 11! thitem | 7 6 2 < 2
8 9 18 1 9
=size of 6thitem =18. 9 13 31 0 0
|
i . 0 8 39 1 8
Serial No. Marks | x~ Median | 1
|d| | v : ik ; #
; 10 | 12 4 48 3 12
8 |
2 12 5 P 60
i 14 ) ‘
48 +1 . o
5 ) 3 Median = the size of i 24.5th item whichis 9. -
16
: 18 i | Therefore, deviations o are calculated from 9,ie.,|d[=|x=9].
19 d 60
8 1 ol IR 6
9 20 5 Mean deviation = S/ 48 1.25
pXi o ots ing data:
10 4% 5 EXamp]e 6.12: Calculate the mean deviation from the following
1
! 40-50 50-60 60-70 70-80

2 12 x 010 1020 20-30 30-40 :
5 2
Z|d|=50 i 18 16 15 12 10

Mean deviatj .
1ation from megjp, Zld| Solution: ! )
: “5 : : . viations are calculate
N Thisisa ﬁequency distribution with contmuous variable. Thus, de
<30 4 from mid-valyes
For grouped data_it; 1 l - marks M
,1t1s €asy to see that th | P Less than Dg}!fﬂ{l({ﬂ
€ Mean deviatiop is o x Mid-value : of from median
Mean deviatiop < Z/ld| 1 is given by ) | . )
6. 342
3 8 il : 7 19

Where, 0-10 5 1 - 9 144
il ! 10-20 15 16 i I 15
. | dl =M= median " ETOHPGd diSCrete data o | 30-40 35 12 a1 21 210
pa-rthllla.l‘grou | or grouped b gf‘} 40-50 45 10 31 155
4 continuous daty with M as the mid“’alue 50-60 55 5 i 41 82
Examples O10and 61y g 60-70 65 2 ' 51 102
Xample 6.11; Caleulae g the use of gy formulg 70-80 75 x 1182

Size ofijt, Mean devigg; ’ p/iﬂ//,/

F v 7 SO from he following data: 80 , -
requency 8 9 _ _ ¢he size of = thitem
AR ! 0 1 12 Median =t 2
13
8 5 4 6 =724
g 20 4—x 10= 2
| - 15
Self-Instructional Self- Instructional
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Statistics fld| l the squaring of deviations provides added weight to the extreme items, a desirable feature Statistics

and then, mean deviation = S . forcertain types of series.
Second, the deviations are always recorded from the arithmetic mean because
_ 182 _ 14.775. although the sum of deviations is the minimum from the medlan,’the sum of squares of NOTES
NOTES 80 | deviations is minimum when deviations are measured from the arithmetic average. The
Merits and Demerits of the Mean Deviation | deviation from ¥ is represented byd.
NMeiits | Thus, standard deviation, o(sigma) is defined as the S:tql;l;m root of the mean of
. the iations of individual items from their arithmetic mean.
The merits are as follows: J s
(i) Itis easy to understand. ( 5 - [3(x-%)* ..(6.5)
i R ' ; N
((u; z:compared to standard deviation (discussed later), its computation i simple: |
1il compared to sta o e | i iables),
(iv) Sinc 'tI-) based ndard deviation,it i less affected by extreme values- I |' For grouped data (discrete variablcs)
eitisbased onall v : T jle |
deviation. aluesin the distribution, it is better than range or | o = M +(6.9)
Demerits ‘ b4
The demerits are as follows: | and, for grouped data (continuous variables),
() Itlacks those a] : |
. gebraic propertiec wi: _ - . and = (6.7)
establish its relation to olihelsi:lgzs Which would facilitate its computatio” | G = H%_ﬂ :
4 e sures.
() Duetothis, it is not suitable for ;, ’ fthe grou
o T I rther mathematical processing. where M is the mid-value of the group. x G ae
¢an Deviation Example 6.13: Compute the standard deviationfor e ollgers
The coefficient or relagiye dic. . 16.17, 18,19, 20,21.
Thus Ve dispersion i found by divig: . corded- 11,12,13,14,15,16,17, 15, 15,
? d dmdmg the mean deviations Solution 176/11
ution: x =XYxIN=
Coefficient of MD = Mean Deviatiq . | Hore. formula (7) is appropriate. We first calculate the mean as ¥ = Xx
_'_‘-‘—-—-—._______‘_ : y ) .
Mean (when dE\{iations were recorded from the mean) b | =16, and then calculate the deviation as follows: :
MD x (x=%) )
s ; 25
Median (When deyiqyi .(6"4) 11 =
1S Were recordeq from the median) . 12 = “
Coefficient of MD= 1‘_1_315_ 13 e ;
4 14 = ,
=0.616 15 3 :]
6.5.3 Stan 16 ’ 1
) dard De"]ﬂﬁon = + :
y far the most uniy, b
deviation or roqy s :'used dthe Most usefyy| — staﬂéalﬁ | 19 :i 16
methods of meagyy; gdi Sqilar.e deviatiop, aboyt Measure of dispersion 15 a1 all fﬂ[ | 20 45 25
of adequacy ang acCurge PETSion 5q oy iscus the mean, We have seen ! for w 21 "
by most extreme cageq - 'CTaNgGe is o sased are not universally adopt® e rrﬂiﬂeis . o
Flep endent on the jte . p.F Stactory ag it magnitude i g qus? it d
isalso AN unsatisfyey, 08€ size g | 9 y.a urther, the rap ge is notable bee metPﬂ ; Thyg, by formula (7),
We desire o Measure of casure of gy er atter of chance, Mean deviati®” vi"*‘{loﬂ[
Standard deviatiop i OnecsT{;r Which i fr,eas Itignores the algebraic signs © :l:ﬂ o7 o= \E_@ ~J10=3.16
c .
The caleylay; Meagyre - O0 these shortcomings. T0 3¢ [ 1
o g deviation, Fipy ;) 192 deygg o % |
18 s ¢ ; : . w L
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Statistics Example 6.14: Find the standard deviation of the data in the following distributions: ‘ Example 6.15: Compute the standard deviation by the short-cut method for the following i

data:
x lf 1131 13'; '251 16 17 18 20 | 11,12, 13,14, 15,16,17,18,19,20,21
15 8 6 4
NOTES | Solution: Let us assume that 4= 15. : NOTES
Solution: ' ‘
o : '=(x-15 34
For this discrete variable grouped data, we use formula (8). Since for calculation of ¥ 2 (_: s 16
. 11
we need 3. frand then for o we need 3/ (x - ¥)?, the calculations are conveniently 9
made in the following format. - i 4
13 2
14 = )
:2 i f d=x-% @ 1 _ 15 0 ;
4 48 B 1
13 1 i 2 9 36 | 16 1 7
i4 ie 1 -2 4 44 ' 17 2
15 21 a5 =1 1 32 18 3 9
16 15 55 ) 0 0 19 4 -
17 g e 1 1 15 0 5 25
18 5 % i 4 32 ? 6 36
21
20 4 80 : 9 45 L T T
25 100 N=11 sx' =11 Yxit=1
100 1500 T e
Here, 3‘-=Zﬁtf‘2f=15001100=15 |22 —(;LJ
b 2.2
. N N
and G = JE ‘ 2
2/ _ [zt (ﬂj
304 | LS
=410
Calculation of Standarq Deviatig b | ?:[1;
n =
In most cases, it is very unlikely ghyg Y Short-Cyt Method fod
X wi S 0 :
ISIL;‘_C;‘ tcas§3, the calculatiop of“z}]mmomto be aninteger simplifying Pf"blc.fg. ! Harallees” 5% hen the deviation of each item from the assumed mean is the
those fol; nielhoqs have consequently i becomes quite time-C onsu™’ 85 If we assume 4 a5 zéro,t’enlf Thus, 11 deviates from the assumed mean of zero by 11,
calculation of megp itself, endeveloped, These are on the sam® i s A ofc;tcm ﬂsis 'such \,ave work with deviations without having to compute
In the short-cy ‘ 12 deviates by 12 and S0 Ofl il
U method following shape:
Then for ungroy » We calgy] , A | th he formula takes the follo
ped data Ulate deVlati 0 ' meﬂ’l emand the 1o //’/’_’3_.
! ns x' from an assumed X
y NN ] (6 | 12 .
and for grouped daty ' 169
- ‘ 13 196
oo [ o 14 225
ol ) 15 256
e &S \Xy ©’ 16 2%9
s formuk?l is valid for dhd: ’ ; 17 324
variables, x in the equation 'dlscrete and cong; i nuoll 18 361
N_ote that the seconq b .x ~¥~4 stang forl?}imus: variables, In case of_ con esfiol" 19 400
difference in the Valuesm }n €ach of % € mid-value of the class i 4 i fth" 20 441
; 0 . (7
automatlcally reduceq b Zerf, and s m;{ﬂl.ae 1S a correction term becallsctioﬂ ;’ . 21 2926
e . : 6 : -
Exa pleS 3 7{0]38 taken as x ltSC]f, thls Corr [ﬂuw I76 S U Instrictio )
i . . i elf-Ing or
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c = &_(_X_{T
N N
4 %_(1?6 ?
11 WJ = /266-256 =3.16

Combining Standard Deviations of Two Distributi
ons

1 2 ltemS W ltll Ill - ‘1 .

standard deviations o, and

= I ando; respectively, w : e

* and o ofthe combined distribution by}:he i;g;?;ﬂlr; e mlean and standard deviation
g Tormulae:

7 = DA R

N+ N, (610]
Non?
and o = NN+ N G-F) SN, o5,
N bt 6.11)
Example 6.16: The m 1+ N, (6
< ean a-“dstﬂ

items are 50, 5 eviations :
and 40,6 respectively, Fing o o © istributions of 100an

= d th 1 l
Solution: €standard deviation of all taken togeﬂ‘er
Combined mean
- _Nx+N,%
= = ,;1:};;2);2 = 100 x50 + 150 x 49
1 2
ki 2 100 + 150

Combined standard deviation

W

N|+N2I +N2(x-x2)2

— [100 x (52

: ©) +150((,)2J(_IDO(MHSO}2
+150 (44 — 40)?

xample 6.17; A dicte
: . 18tributi
}sltzrclllg(ljn can 25, 10 andunon Consists of ¢
ari 1at d c€e
deviation of e, 4 1aNdard ey DONERs With 200, 250 30

Solution- Ombined 4 . ¢ deviati
olution: ined dlsmbutiOH on3,4and 5, re spectiVGIY-

5
jte?”
(i]nd e

_ 12000 _
750 L0

2
N,O% + N353 + Nyo3 + N, x-%)

PN, G-B) + N (E-T)
N +Ny+ Ny

300 % 9 + 250 % 16 + 300 X725 + 200 %81 + 250 % 36 +300 x 1
200 + 250 + 300

=.51.73=1719

6.6

SUMMARY

ollected during the course of an experiment in
o be obtained through observation or through
the selected subject by

e Primary data is the information ¢
experimental research. It can als
direct communication with the person associated with

conducting surveys and interviews.

o There are several methods of collecting primary data. Some of these are:

o Observation

o Interviews

) Questionnaires
o Schedules

o Surveys
o Observation is the most common method of studying behavioural sciences. Itis
not a scientific method, but it becomes a scientific tool when used for formulating

the purpose of a research. )

e Thoughthe observation method provides differentways of studying behavioural
science, there are Some limitations in using these methods.

o Apersonal interview involves tWo persons, i.e., the interviewer and the interviewee.
The interviewer is the person who questions the interviewee. There is a face-to-
face discussion betweell them.

scientific process ofac

surveys in or
didates and other
to determine

quiring data and opinion from the public.
der to determine the opinion of the public
topics; for example, a sample of voters
how the public perceives the candidates

e Asurveylisa
Researchers undertake

regarding products, can
is surveyed beforean clection
and their 1Ssues.

e Secondary data s the :
by other investigators.
has to first determine the sources from wher
e The case study method isthe most common -
It is mainly used for the purpose of qualifative analysis.

complete examination of 2 gocial unit. | ol
® Tabulation is another way of summarizing and presenting the given ataina

systematic form inrows and columns- Such presentation facilitates Compa[.'le)rlSl
- - : - a
by bringing related information close to each other and helps 10 further statistic

analysis and interpretation:

dy been collected and examined earlier
of the secondary data, the investigator
¢ the secondary datacanbe obtained.

method of collecting secondary data.
Jtinvolvesa thoroughand

Statistics

NOTES

Check Your Progress

8. Define measure of
dispersion.

9, Name the common
measures of
dispersion.

I
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e The classificati ;
ification of tables depends on various aspects: objectives and scope of

3 rima

e Original tab g
coll%?ted ﬁolrisaar;;llso called classification tables. Such a table contains data
R gzner all')t'ast(:urce. Butif the information given in a table has been
al table, then such a table is called a derived table.

e There are several comm
san mediagan);]used measures of central tendency such as arithmetic
- These values are very useful not only in presenting the

Overall picture Ofthc cn i ]Ilaklﬂ cO ﬂ[
tire dﬂta b i ‘
i ut alSO fO[' the purpose Of g I 2 s

e While arithmetic mean is the m
mode and median are more su
for certain types of data.

* In the computatio :
N n of arithmeti
observation in the series, €tic mean we had given equal importance t each

9 ; ’
}}\] measure of dispersion or simp
the extent of the Scatteredne

it;l;slt commonly used measure of central Jocation:
e measures under certain set of conditions an

ly dispersion 1y il
sS gf itSepersmn may be defined as statistics SIglllf)““g
ms around a measure of central tendency:

® There are man
range, usua ofd ik - ;
8¢, usually termed as ‘quarile de\:fapt?m“’“’ one of this is the semi-interd
on’,

® Mean deviation al
»also cal]
mean of the absolute va{fs
tendency. In other words

(deviations) ofthein
tendency.

avera ‘L :
es of tizd; Vl?t“_’“s ofa frequency distribution 15 th;
»Mean devia €Viation from some measure of Cef%“
dividual jte onisthe arithmetic average of the variat’° I
* By far th s of the series from a measure of theif ©°
€ Most universa]jy yyc:
standard deviatign o Y Usedand the most onis??
seful measure of dispersio” i

that all the m TI00t mean .
Cthgds SqQuare devyints Geﬂ
adopted for wapt o e i Viationabout the mean. We " :allY

Uring d ;
f gdispe : .
adequacy o afc:::;l;so far discussed are notuni¥®"
67 KEY TERNg '
: ,Primarydata: Itis
¢

A the
in inf .
€Xperimenta] rege Ofmation ¢y g
arch, ected dygg erim
ring the course of an €P

[ ] S“r . .

ifi
* Tabulation: | is 1€ process of .

quiri plic”
'Ing data and opinion from 1° pv 8

1Zin ) . ta’
gand presenting the giver

! anoth,
Systematic . €rwy
form in rovg 4 di(‘;’li;sunnnar
mns
anis ,
Mmeg
d d; ~asure ind

* Median: The Meg;
1

centri

e Questionnaires
e Schedules
e Surveys
2. Secondary data is the data which has already been collected and examined earlier

by other investigators. While makinguse of the secondary data, the investigator
has to first determine the sources from where the secondary data can be obtained.

3. The case study method is the most common method of collecting secondary data.
4. A table consists of a table number, title, caption and stubs, body, prefactory or
head note and footnotes.
5. The sub-categories ofa complex table include
o Double or two-way table
o Three-way table
e Manifold (or Higher Order) table

6. There are several commonly used measures of centra
mean, mode and median.

the following:

| tendency such as arithmetic

mean are the following:,

dividual values of X from the mean will
ans that if we subtract all the individual
negative and some will be
ther then the total sum

7. Two essential characteristics of the

(i) The sum of the deviations of In

always add up to zero. This me

values from their mearn, then some values will be

positive, but ifall these differences arc added toge

will be zero.

(ii) The second important characteristic of the mean is Fhat itis very §ensitive

to extreme values. Since the computation of the mean1s based upon inclusion

ofall values in the data, an extreme value in the data would shift the mean
towards it, thus making the mean unrepresentative of the data.

8. A measure of dispersion or simply dispersion may be defined as statistics signifying

the extent of the scatteredness of items around a measure of central tendency.
on are (i) The range, (i) the semi-interquartile

9. Some cOMIMON MEasures of disperst 1ge :
range or the quartile deviation, (iii) the mean deviation, and (iv) the standard
devti’ation. Of these, the standard deviation is the best measure.

EXERCISES

6.9 QUESTIONS AND

Short-Answer Questions
n methods.

1. Mention the types of observatio |
he selection of approprt

2. What are the factors governing t
collection?

3. List the essential re
d demerits of range:

ate method for data

quisites of the measurement of central tendency:

4. List the merits an

i i an deviation.
S. Mention the steps involved in the com tation of mean

pu
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Statistics Long-Answer Questions

1. Discuss the other methods of collecting primary data.

2. Explain the advantages and disadvantages of the case study method.
NOTES 3. Write a detailed note on the types of tables.

4. Sumimarize the advantages and disadvantages of median,
5. Give examples of computation of harmonic mean,

6. Differentiate between the calculation of standard deviation and mean deviation.

p—
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