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1 
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1.0 AIMS AND OBJECTIVES 

After srudying this lesson, you should be able co: 

• Explain public fi nance and Jti; need~ 

• Discuss the concepts of public finance 

• Expla in the importance of public finance 

• Discuss the char<1cteris1ics of public finance 

• D escribe the differences of private finance and public finance 

J.1 INTRODUCTION 

Finance is the study that deals with savings and investments in terms of money. 
Finance is also known as science of Money Management . Finance aims to value asseL'i 
based on their level of risk level and their expected rate of retum. Finance can be 
divided into three different sub-calegorics: Public Finance, Corporate Finance and 
Personal F inam.:e. 
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Public l'mance 1.2 WHAT IS PUBLIC FINANCE? 

Public finance deals with the way in which the s1a1e or the government collects and 
spends its revenue and resources. Public finance deals with the income and 
expenditure of public authorities along with adjustment to one another. ln economics, 
it is defined as che science which deals with the activities, how the government raises 
and spends its money and defines the effects of these activities in obtaining and 
fulfilling proper functioning of the state. In this contcxl government refers to the 
individual who are responsible for running public institutions, local, state, national, 
office of tJ1e president, national assembly, sen ale. courts. etc. who is "elected" or is 
appointed by someone who is clei.:te<l. 

~~ -----=::::c=~=== 

Figure 1.1.: Division of Finance 

According to Bastable, ·'Public fiJ1ance deals with expenditure and income of public 
authorities of the states and their mutual relation and also with the financial 
administration and control". 

According to Harold M. Grooves, ·'Public financ.:e is a field investiga1ion that takes 
care of issue of the income and spending of govs:mm~nlS (federal, state and local)". 

Public finance refers to the study of the financial activities of governments and public 
authorities. Tt defines and examines the expenses of government and the methods used 
by governments to finance its expenses. 

There are various outlooks with regards to the role the government should play 'within 
the economy. With reference to this subject, the MercanLilist's view is ""Economic 
nationalism" which. tends to advocates favorable balance of trade, thus, they say that 
the government should actively promote trade and industry. However, the doctrine of 
laissez advanced by "Adam Smith, John Stuart Mill, Nassau Senior and others" 
suggested that government should not have any interference in the private sector and it 
should not effort to control or regulate enterprises. ''Karl Marx, Sismondi and Robert 
Owen" with their socialist view proposed reorganization of the society to address 
inequalities in income and condition of the working class. They supported that the 
government should take superior role for the state in controlling the means in 
production. 

Despite the opinion and schools of thought on the issue of the level of intervention of 
the government, the modern market system of the '"201

h century" could not survive 
without the intervention of the government, thus, governments and scholars agrees 
that the government needs to complements market and private enterprises generally 
accept it. 



Therefore. public finance deals with the question on how the Government raises its 
funds to mcel its ever-1ising expenditure. As Dallon states, public finance is 
"concerned with the income and expenditure of public authorities and with the 
adjustment of one to the other''. 

Consequently. effects of taxation. Government expenditure, public borrowing and 
deficit financing on the economy constitutes the substance of public fjnance. Thus, 
Prof. Otto Eckstein writes "Puhlic finance is the study of the effects of budgets on rhe 
economy, particularly the effect on the achievement of the major economic objects -
growlh, stability, equity and efficiency"'. 

Additionally, it also deals with fisca l policies which should be adopted to achieve 
certain objectives such as price stability, economic growth, more equal distribution of 
income. The role that publ ic finance in the eco.nocnics point of view has changed from 
time to time <1ccording to the changes in economic siruation. 

Before the Great Depression that gripped the western industrialized countries during 
the 3o·s, the role of public finance was considered to be raising sufficient resources 
for carrying out the Government functions of civi l administration and defense from 
foreign countries. Drning this pe1iod, the classical economists considered it practical 
to keep expenditure to the min.imum so that taxation of the people can be avoided as 
far as possihlc. 

Further, it was also considered that Government budget must be halanced. Public 
borrowing was recommended mai nly for production commitments. During war, public 
borrowing W8..) considered legitimate but it was thought that the Government should 
repay or reduce the debt as soon as possible. 

1.2.l Concept of Functional Finance 

But under the impact of the Great Depression of 30's and the Keynesian explanation 
of it, the thinking about and role of public finance underwent a deep change. The 
classical opinion of public fint:1nce could not meet the requirements of the prevailing 
situation then. 

Public finance was called upon to play an active role, in order lo raise aggregate 
effective demand an<l thereby raise the level of income and employment in the 
country, During the Second World War and post war, the Western economies suffered 
from serious inllationary pressures which were attribuced to the excessive aggregate 
demand. 

So, in such inflationary conditions, the public finance was expected to check pr;ces 
lhrough reducing aggregate demand. Thus, the budget which was previously meant to 
raise resources for limited activities of the Government assumed a functional role to 
serve as an instrument of economic regulation. 

It was realised that government's taxing and spending policies could go a long way in 
mitigating economic fluctuations. Balanced budgets are no longer considered 
sacrosanct and the governments can spend beyond their resources without offending 
canons of sound finance to restore the health of the economy. 

Public borrowings as well as resulting in increase in public debt during depression 
raises aggregate demand and thereby helps in raising the level of income and 
employment. Hence, deficit budget and increase in public debt at such times is a thing 
to be welcomed. 

Jt was further validated by Keynes chat deficit financing by the Government could 
activate a depressed economy. by creating income and employment more lhan the 
actual amount of deficit financing through the process of multiplier. 
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Thus, after Keynesian revolution public finance expected a functional role of 
maintaining economic stabil ity at foll employment level. Therefore, the present view 
of public finance is not one of mere resource-raising for the Government but o ne of 
serving as an instrumenl for maintaining stability through management of demand. 
Therefore, this present view or public finance has been described by A.P. Lerner as 
one of •'Functional Finance''. 

[n developing countries, pub I ic finance has to fulfill other important roles. too. 
Whereas in the developed industrialized countries, the basic problem in the short run 
is to ensure stability at full employment level and in the long run to ensure steady rate 
o f economic growth , lhat i», growth without fluctuations, lhe developing countries 
confronl a more d ifficu lt problem of how to generate a higher rate of economic growth 
so as lo tackJe the problems of poverty and unemployment. 

Therefore, public finance plays a ~ignificant role in promoting economic grow01 in the 
developing countries besides maintaining price stability. Further, for developing 
countries sheer economic gro\vth is no t enough; the composition of growing omput 
and distribution of addi6onal incomes must be such, which will ensure removal of 
poverty and unemployment jn the developing countries. 

Therefore, public finance has not only to augment resources for development and to 
achieve optimum al\ocaliQn o f resources, but also to promote fair distribution of 
income and expansion in employment oppo11unities. 

1.3 FEATURES OF PUBLIC FINANCE 

I. Public finance is a science that deals with the public needs: the general need is the 
collective demand for goods, products and services, and the state th.rough the 
general budget. 

2. Knowledge of public finance is a branch of the common in the law: because the 
public finances consi!Sls of a set of lega l rules governing the financial relationship 
of the state with others on the basis of authority and sovereignty. Public finance in 
this sense musL be subject to a special legal regime to e nsure that state agencies to 
ensure the delivery of public service and public interest investigation. 

3. Publ ic finances aware of the rules and procedures for public funds: public finance 
vary so for their own financial, since the first look at the slate revenues and 
expenditures and its organs, the second shall discuss in the wealth that people 
behave and companies subject ro the provisions of the law . 

1.4 SCOP.E OF PUBLIC FINANCE 

The scope of public finance covers a study of the influence of government fiscal 
operalions on the level of overall state activity, employment, prices and growth 
process of the economic system as a whole. As per Prof. Dalton, the scope of public 
finance is categorised into four areas which comprises of Public Income, Public 
Expenditure, Public Debt and Financial Administration. 

(a) Public Income: Public income refers to various sources of government's income. 
The important source includes taxes, fees, sales of public good and services, 
donation, etc. 

(b) Public Expenditure: Public expenditure refers to the expenses made by the 
government on people's needs and wants. This comprises of pensions, 
infrastructure, provision, etc. These expenditures are made to bring out lhe social 
benefits and maximum welfare. 



(c) Public Debts: Public debts refers to the borrowing of the union government issued 
by Reseive Rank which includes loans, special bearer bonds, loans and securities, An lnLroducuon 10 Public Finance 

treasury b ills, etc. Public debt is also known as sovereign debt. 

(d) Financial Administration: This refers to preparation, passing and implementation 
of the budget, writing financial reports, budgetary pol icies and their 
socio-economic impacc, inter-governmental financial relations, fiscal management 
and fiscal responsibility. 

1.5 IMPORTANCE OF PUBLIC FINANCE 

The importance of public finance was 1101 popular in the 19th cenrury as the 
Government in those days did not intervene in economic condjtion of a country. 
However, time has taken a leap and in the 20th century, every Government ensures the 
social welfare and development to its citizens and therefore, the scope of 
governmental activicies has been increasing day by day. Modern Governments do not 
restrict thcmselve~ to law and order but they actively get involved in economic matte rs 
lo justify themselves as, 'welfare states'. The governments require money for the 
welfare of citizens and the nation. Hence, the importance of public finance has 
increased in recent years. 

1. Taxation: rhe governments levy high taxes to discourage the consumption of any 
harmful commodities such as consumption of cigarene, alcohol and other 
commodities. 

2. Provision Public Goods: Governments provide public good, the self-financed 
services such as roads, forces, lighthouses and streetlights. Any private citizen 
would not pay for these services. 

3. Redistribute of Income: Governments redistribute income by collecting taxes 
from the citizens to provide resources for their needy ones. The taxes fund 
programs helps support people with low incomes. 

4. Equity: Public finance plays a great role in reducing the inequalities of income 
and wealth in a capitalist economy. This is achievable by tnmsferring 1he 
purchasing power from the rich to the poor. Government impose taxes on the 
wealthier parts of the society and provides various facilities such as subsided food, 
housing, free medical aid and education lo the less privilege members of the 
society is called equity. 

5. Optimum Uti./ist1tio1z of Reiiources: The naturaJ resources in developing countries 
are underutilised or generally overutilised. The proper utilisation of nalural 
resources is important not only for the present generation, but also for the unborn 
generations. The state can direct the flow of p roduction, consumption and 
distribution in the economy by framing a s uitable budget policy. 

6. Providing Employment Opportunities: The government spends huge amount o f 
public expenditure to de liver the purchasing power to its citizen and decrease 
unemploymem issues in the economy. 

1.6 FUNCTIONS OF PUBLIC FINANCE 

The activities with regards to the revenue collection and expenditure by the 
govemme nt on several activities for tl1e sta te is the main function of public finance, 
Earlier theories of public finance focused on narrow definition of the functions to be 
carrie<l out by public authorities. It is now distinct that the area of state activ ity has 
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spread over the past two decades which has enlarged the functions and scor e of public 
finance . 

I. Economic Activities of the State: The scope of public finance was limited to the 
traditional functions of the state, i.e., the provision of defense, law and order, 
justice and civic amenities. But with the development of welfare states, the scope 
of public finance was broadened and public finance now includes the use of the 
budget as a lOol lo correct distortion in the economy, to mobilise resources, to 
maintain price stability c reate employment prevent market failure, achieve growth 
equity and maximise socia l welfare. 

2. Functional Fi11ance: The government should maintain a rational level of aggregate 
demand at all times by using the budget. Most developed economies had followed 
such functional financial policies in order to control trade cycles. Developing 
countries follows such policies to promote economic growth and welfare. 

3. Fiscal Operutiom.·: Fiscal operations of public fi nance refers to raising public 
revenue, spending to achieve certain goals and fo1ancial administration. For such 
operations, the government uses fiscal tools like taxation, public expenditure and 
public debt. The objectives of fi scal operarions are as follows: 

(a) Allocation of Resources: The most important objective of fiscal operations is 
to detennine how the country's resources will be alJocaled lo different sectors 
of the economy in order to achieve predetermined goals. 

(b) Economic Stabilisation: Economic stabilisation refers to a set measun::s to 
stabilise the financial system of the economy. To bring about such stability, 
officials supervises the bus iness cycle, and makes necessary adjustments to 
fiscal and monetary policy in an attempt to create stable and sustainable 
growth and reduce the damage caused by downturns. 

(c) Economic Growth: In developing and underdeveloped economies, the 
objectives of fiscal operations are more positive in nature. The basic focus of 
fiscal operations in such economies is the use of budgetary operations to 
achieve growth and development. These activities are carried out by 
encouraging capital formation and investments through public expenditure 
and tax incentives to private sectors. 

1.7 DIFFERENCES BETWEEN PUBLIC FINANCE AND 
PRIVATE FINANCE 

I. Nature uf the Budget: In private economy, they aim at surplus budget. Having a 
surplus is considered economically prudent. However with government budgets in 
countries they need to grow and develop rapidly, deficit budgets need to be 
followed. A long term surplus budget indicates that the government may not be 
fulfilling some of its compulsion. 

2. Magnitude: The most significant difference between the two types of finances is 
in terms of size and mag nitude. The budget of public finance is larger as ii is 
meant for the economy or a state or a country, whereas households and the 
businesses have re latively smaller amount of resources available to them and 
hence their budgets are smaller in size. 

3. Public Inspection: Personal budgets of households are a private affair and in 
business finance, the budget is made for the stakeholders and general public for 
information and inspection. However in public finance, every budgetary decision 
has to be made for the people of the nation. 



4. Source of Revenue: The households and business in private economy earn the ir 
income by using own assets. Their sources of income includes salaries, wages, 
interest, rent and profits which rise out of businesses, whereas in case of public 
finance, the source of income includes taxes and non-tax revenut:s. 

5. Sources of Borrowing: In private economy, people may borrow from formal 
sources like banks and financial insiitution as well as infonual soun;es like 
mends, relatives, moneylenders, etc. whereas public bodies can borrow almost on 
a continuous basis from internal and externa l sources. Internal borrowings are 
those which are tloaled within the country, while external borrowing refers to 
loans floated outside che country. 

6. Motive: ln case of public finance, the decisions are reached through political and 
administrative procedure and are based on common social objectives. However 
private finances are govemed by profit motive for bus inesses or satisfaction of 
wants ofan individual and households. 

7. lm:ome Expenditure Adjustment: In private economy, individuals adjust its 
expendjlure to income, but in public bodies the income is adjusted to expenditure. 
Private finance manages to adjust expenditure according to income and to do so 
they may even waive fulfillment of certain wants. Whereas the governments are 
directed by we lfare and growth for which expenses have to he predetermined. 

1.8 ROLE OF STATE IN PUBLIC FINANCE 

Public finance means the financial transact.ions or the government. Under the federal 
structure, the financial relationship between the union government and the state 
governments are based on the principle of federal Finance. The Indian constitution 
provides a three-fold distribution of legislative powers between thi:: centre and the 
slates. The Seventh schedule of the constitution consists of the Union List, the state 
list and the concurrent L ist. Union List includes the taXes which are levied, collected 
and retained by the central government, while the Staie List includes those taxes 
which are levied, collected and retained by t he state govemments. 

Those taxes which are not specified in the first two listS are included in concurrent list. 
To avoid any dispute between the centre and slates in the field of tax revenue, some 
constitutional -provisions have been made. The division of powers between the centre 
and states in respect of the imposjt.ion and collection of rax revenue and the 
appropriation of that revenue can be shown in the following: 

l . Taxes levied, collected and <1pproprialed by centre: (i) Customs duty, 
(ii) Corporation tax. 

2. Taxes levied and collected by centre bUl appropriated by both centre and states: 
(i) lncome taX, (ii) Union excise duty. 

3. Taxes levied and collected by centre but appropriated by states: (i) Taxes on railway 
freight and fares, (ii) Estate and succession duty other than agriculturnl land. 

4. Taxes levied by centre but collected and appropriated by states.: (i) rates of stamp 
duties on financial documents, (ii) taxes other than stamp duties on transactions in 
s tock exchanges. 

5. Taxes levied, collected and appropriated by states: (i) sales tax. (ii) land revenue. 

The Indian constitution provide$ for the appointment of a finance commission, by the 
president of l ndia on five yearly bases to detennine the basis of distribution of the tax 
proceeds between centre and states. 

9 
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In lhc context of resource mobilization for economic development during planning 
pe1iod, public finance in India has assumed an altogether new significance with 
renewed objectives. The objectives of taxation were revenue regulation and economic 
control. The efficiency of public finance network can be accessed from the sta ndpoints 
of equity, economic consequences and simplicity. 

However in view of the less-deve loped country like India, d1e functions of public 
finance. apart from its traditional functions s hould be to: 

• curtain national consumption, 

• reallocate resources lo no more beneficia l investments, 

• provide funds for Government business, and 

• provide incentives to a lter behavioral patterns in order co facil itate c;conomic 
growth. 

Chee!,; Your Pro~ress 

Fill in the blanks: 

I . Finance is also known as science of _____ _ 

2. The present view of public finance has been described by /\ . P. Lerner as 
one of ------

3. According to Prof. Dalton, the scope of public finance is categorised into 
four areas which comprises of _____ , ____ _ 
and ___ _ 

4. Public debt is also known as ____ _ 

5. A set measures to stabiUse the financial system of the economy is known 
as -----

1.9 LET US SUM UP 

• Finance is lhe study that deals with savings and investments in terms of money. 
Finance is also known as science of money ma nagement. 

• Finance can be divided into three different sub-categories: public finance, 
corporate finance and persona l finance. 

• Public finance deals with the way in which the state or t he government collects 
and spends its revenue and resources. Public finance deals with the income and 
expenditure of public authorities a long with adjustment to one anorher. 

• As per Prof. Dalton, the scope of public finance is categorised into four areas 
which comprises of public income, public expenditure, public debt and financial 
administration. 

• Economic stabilization refers to a set of measures to stabilise the financ ia l system 
of lhe economy. 

• The activities with regards to the revenue collection and expenditure by lhe 
government on several activities for the state is the main function of public 
finance. 

• Public income refers to various sources of goverrum:nt's 1ncome. 



• Public expenditure comprises of pensions. infra51ructure, provision, etc. 

• Public debts refers to the borrowing of the union government issued by Reserve 
Ban k which includes loans, special bearer bonds, loans and securities, treasury 
bills, etc. 

• M odern governments d o not restrict themselves to law and order but they actively 
get involved in economic matters to justify themselves as, · Welfare States' . 

1.10 LESSON END ACTIVITY 

Critically evaluate the ro le of scale in public finance. 

1.11 KEYWORDS 

Public finance: Public finance is the s tudy of the ro le of government in the eco nomy. 

Public Sector: The public sector is that pon:ion of an economic system that is 
contro lled by national, state or provincial. and local governme nts. 

Public Revenues: The jncome of the government throug h all sources is called public 
income or public revenue. 

Public Expemlitures: Public expenditure is spending made by the government of a 
country on collective needs and wants such as pension, p rovision, infrastructure, etc. 

Collectivism: A political or l:lconomic theory of advocating collective control 
especially over production and distribution. 

Allocation: The action or process of allocating or sharing o ut something. 

Redistribution Function: Redisttibution of income and wealth are the transfer of 
income and of wealth from some individua ls to others by means of a social 
mechanism such as taxation, chariry, welfare, public services, land reform, monetary 
po licies, confiscation, and divorce or tort Jaw. 

Stabilisation Functwn: S tabilisation of the economy is one of the goals lhat 
governments attempt to achieve through manipulation of fiscal and monetary po licies. 

Market Failure: This is a s ituation, where the allocation of goods and services are not 
efficient. 

1.12 QUESTIONS FOR DISCUSSION 

1. Define public finance. Why do you think public-finance is important? 

2. Discuss the features of public finance. 

3. Describe the functions of public finance. 

4. Explain the differences between public finance and private finance. 

Check Your Progress: Model Answer 

L Money Management 

2. Functional finance 

3. Public lncome, Public expenditure, Public Debt, Financial Administration 

4. Sovereign Debt 

5. Economic ScabiJisarion 

ll 
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2.0 AIMS AND OBJECTIVES 

After studying this lesson. you should be able to: 

• Descfibe principle of maximum social advantage (MSA) 

• Describe marginal social sacrifice (MSS) 

• Define marginal social benefit (MSB) 

• Understand the point of maximum social advantage 

• Define M usgrave's approach to maximum social advantage 

• Discuss the limitations of the principle of maximum social advantage 

2.1 INTRODUCTION 

The budgetary operations of the stale have various effects on the economy. The 
revenue collected by the state through taxes and the distribution of public expenditures 
can have significant impact on the consumptioo, production and distribution of the 
national income of the coW1try. 
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Hence, it is necessary to posit~on some standards to evaluate the suitability of any 
operation of public finance - the govemment's revenue and expenditures. Tn a 
modern welfare state, such standard are referred as economic welfare of the people. 
Hence it is jmportant lo have a specific financial activity of the state which leads to an 
increase in economic welfare. 

The guiding principle of state policy has been technically necessary as the principle of 
maximum social advantage by Hugh Dalton. According to Hugh Dalton, "Public 
finance is considered 10 be the best fundamenral principle which ensures the 
maximum social advantage concerned with income & expenditure of public 
authorities from i(s fiscal upe;;raLion.'' 

Taxation is a loss of utili ty to the people. while public expenditure is a gain of utility 
lo the community. When the state levies taxes, we can experience dissatisfaction in the 
society. This dissaci~f..1ction is expressed in fom1 o f sacrifice involved in the tax 
payment. Likewise. when the state spends money, we can experience satisfaction 
among the individuals in the society. ·n,is is re!e rred as the social benefit of welfare of 
the public expenditure. 

According to the principle of maximum social advantage, the public expenditure is 
related to decreasing marginal social benefits and taxes are related to increasing 
marginal social costs. Thus, an equilibrium is reached when the size of the budget is 
such that margimil social benefits of public expenditures are equal to the marginal 
social sacrifice of taxation. 

Dalton states, --Public expenditure in every direction should be carried just so far, that 
the advantages to the community of a fur1her small increase in any direction is just 
counter-balanced by the disadvantage of a corresponding small increase in taxation or 
in receipt, from any other sources of public expenditure and public income". 

Thus, a rational state seeks to maximise the net social benefits of its budgeted 
operations. The social net advantage is maximum when the aggregate social benefit 
resulting from public expenditure is maximum and the aggregate social sacrifice 
involved in ra ising the public revenue is minimum. As per the principle of maximum 
social advantage, "the public expenditure should be carried on up to the marginal 
social sacrifice of lhe last unit of rupee taxed". 

According to Hugh Dalton, "The best system of public finance is that which secures 
the maximum social advantage from the operations which it conducts." 

2.2 PRINCIPLE OF MAXIMUM SOCIAL 
ADVANTAGE (MSA) 

The fundamenl<ll principle of public finance is the "principle of maximum social 
advantage". Tbe principle of maximum social advantage states that public finance 
leads to economic welfare when public expenditure and taxation are carried out upto 
that point where the benefits derived from the MU (Marginal Utility) of expenditure is 
equal to(=) tJ1e Marginal disutilily or the sacrifice imposed by taxation. 

Hugh Dalton describes the principle of maximum social advantage with reference to: 

I. Marginal social sacrifice. 

2. Marginal social benefits. 

However, this principle is hac;ed on the following assumptions: 

1. All taxes result in sacrifice and all public expenditures lead to benefits. 



2. Public revenue consists of only taxes and no other sources o f income lo the 
government. 

3. The government has no surplus or deficit budget but only balanced hudget. 

4. Public expenditure is subject to diminishing marginal social benefit and taxes are 
subject to increasing marginal social sacrifice. 

2.3 MARGINAL SOCIAL SACRIFICE (MSS) 

Marginal Social Sacrifice states to the expanse of social sacrifice ur1dertaken by public 
due 1·0 the addi tional unit of tax imposilion on them. 

Every unit of tax levied by lhe govemmenc leads to loss of utility. Dalton says that the 
additional burden (marginal sacrifice) resulting from additional units of {axation goes 
on increasing i.e., lhe total social sacrifice increases at an increasing rate. This is 
because, when t.axes are imposed, the stock of money with the community diminishes. 
As a result of diminishing stock of money, Lhe marg ina l utility of money goes on 
increasing. Eventually every addi tional 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 increas ing. 

The marginal social sacrifice is illustrated in the following figure: 
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Figure 2.1 : Increasing Marginal Social Sacrifice Curve 

The above figure jndicates that the marginal social sacrifice curve rises upwards frorn 
left to right. TI1is indicates that, with each added unit of taxation, there is an increase 
in the level of sacrifice. For example, when t he unit of taxation is OM1, rhc marginal 
social sacrifict: lies in OS 1, and as the taxation increased to OM2, we can see the rise in 
marginal social sacrifice to OS2 and so on. 

2.4 MARGINAL SOCW... BENEFIT (MSB) 

Public expenditure C01Jvenes benefits when there is an imposition of taxes on the 
people. The benefit conferred on the society, by an additional. unit of public 
expenditure is known as Marginal Social Benefit. 

The social benefit from each additional unit of public expenditure declines with the 
increase of public e:Kpenditure. Initially. the units of public expenditure are spenc on 
the most essential social activities, Later public expenditure are spent on less 
important social activjries. 
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As a result, the curve of marginal social benefits s lopes downward from left to righl as 
shown in figure below: 

y 

,E 
,u 
C ., 

i:::i 
<a B, ·.:; 
0 B, tr. 
7,j R, C: 

-~ M~B 
2 

0 M, M, M, X 

Units of Public Expenditure (RU(lte) 

Figure 2.2: Diminishing Marginal Social Benefit Curve 

In the above figure, the margjaal social benefit curve s lopes downward from left to 
righl. This indicates that the social benefit derived out of public expenditure is 
decreas ing at a diminishing rate. When the public expenditure was OMi. the marginal 
social benefit was at OB 1, similarly when the public expenditure is at OM2• Lhe 
1mirginal social benefit vomes down at OB2• 

2.5 POINT OF MAXIMUM SOCIAL ADVANTAGE 
Social advantage is maximised at the point where marginal social sacrifice intersects 
with the marginal social benefits curve. This is at the point P. At this poinl, the 
marginal social sacrifice is equal to the marginal utility. Beyond this point, the 
marginal social sacrifice will be higher, and the marginal social benefit will be lower. 
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Figure.2.3: Point oflntersection ofMSS aod MSB Curves 

At "P" social advantage is at maximum. Now let us consider Point P1• At this poinl 
marginal social benefit is P1Q1. This is greater than marginal social sacrifice S1Q1 . 
Since the marginal social saciifice is lower than the marginal social benefit, the level 
of taxation and public expenditure can be increased. Tltis is because the additional unit 
of revenue raised and spent by the government leads lo increase in the net socia l 
ad-vamage. This situation of increasing taxation and public expenditure remains, as 
long as the levels of taxation and expenditure are in the lefl of the point "P". 

At point P. the level of taxation and public expenditure moves up to OQ. At this point, 
the marginal u tility or social ben efit becomes equal to marginal disutility or social 
sacrifice. Therefore at this point, the maximum social advantage is attained. 



At point l'1. the marginal social sacrifice S2Qi is greater than marginal social benefit 
P202- Therefore, beyond point "P", any further increase in the level of taxation and 
public expenditure may bring down the social advantage. This is because each 
subseqtJent unit of additional taxation will increase the marginal disutility or social 
sacrifice, which will be more than marginal utility or social benefil. This shows that 
maximum social advantage is attained only at point P and this is the point w here 
marginal social benefit of public expenditure is equal to the marginal social sacrifice 
of taxation. 

2.6 CONCLUSION ON DAL TON'S VIEW 

It can be concluded as maximum social advantage is achieved where the marginal 
social benefit of public expenditure and the marginal social sacrifice of taxation are 
equal. i.e., MSB = MSS. 

This shows that lo obtain maxim um social advantage, lhe public expenditure should 
be ca1Tied upto the point where the marginal social benefit of the la:.1 rupee spent 
becomes equal to the marginal social sacrifice of the last unit of rupee taxed. 

2.7 MUSGRAVE'S APPROACH TO MAXIMUM 
SOCIAL ADVANTAGE 

Prof. R.A. M usgrave states that the principle ofmaxjroum social advantage is a logical 
extension of the Pigouvian welfare approach to taxation incorporated in the theory or 
minimum aggregate sacrifice. 

Musgrave is of the opinion that optimum size of1he budget s hould bt: de termined at a 
point where the marginal net benefit is zero. f'undamcn1ally there is 1101 much 
difference between the approach of Prof. Dalton and Musgrave. 

Musgrave re-designate Dalton's principle of maximum social advantage as t.he 
maximum welfare principle of budget determina tion. Even though Musgrave pursued 
the line of reasoning advocated by Dalton and Pigou, his u·eatmcnt is based on 
valuation of individual preferences. 

Musgrave 's approach is illustrated in the following figure: 
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Figure 2.4: Musgrave Approach Curve 

1n the above figure, the size of the budget is measured on the horizontal axis. The 
marginal social sacrifice and I.he marginal social benefi ts are shown separate ly on the 
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vertical axis. The marginal utility of successive dollars of public expenditure a llocated 
optimally between public uses is shown by the line MSB in the figure. 

MSS indicate the marginal disutility of taxes, imposed so as to cause least total 
sacrifice. The line NSB shows the net social benefit curve. It is derived by deducting 
MSS from M S B. Hence, it indicates the net soc ial benefits derived from successive 
expansion oft he budget. 

We find thac the optimum size of the budget is determined at OM where marginal net 
benefit is zero. When an amount OM is raised through taxatio n and spend by the slate, 
then the marginal social benefit and the marginal social sacrifice a.re equated 
(MP ""MQ). 

Till then the gain to the society is more than t he lo~s. The net gain to lhe society is 
equa l to the area OMN. 

lt is here that the state should stop expanding its activities. lfthe stale stops its budget 
operation at a figure less than OM, the society will be forgoing a possib le gain; on the 
contrary. if operations are expanded beyond OM, the total net benefit will again start 
fall ing. 

The difficulty to detennine t he preference on which the valu~ of MSB and MSS 
schedules are to be based and the problem of choosing between altc n,ate solutions are 
the basic limitations o f this approach, admitted by Musgrave hjmself. The 
fundamental problem is that of planning rhe budget efficiently . 

The following three fundamental principles of budget operations help the state to 
achieve t he principle of maximum social advantage: 

I . The marginal socia.l benefit of public expenditure and the margina l social sacrifice 
of taxation must be equal. 

2. The resources of the state shouJd be so d istribmed on different heads of 
expenditure in such a way that the marginal return of satisfaction from each of 
them is the same. 

3. The tax burden should be so dis11ibuted that the marginal social sacrifice of 
taxation to each tax payer should be equal. 

2.8 OBJECTIVE TEST OF SOCIAL ADVANTAGE 

How far we have to apply this doctrine of optimum social welfare in the tkJd of actual 
administration of financ ia l policies? According to Dalton , there arc two practical testc; 
that should be achieved by the Finance Minister who pursue his polidcs m accordance 
with the concept of optimum social welfare. 

These t wo tests are: 

(a) Politica) test, and 

(b) Economic test. 

Political Test 

Preservation of the Community 

The firs t test is the provision for defense against external aggression a nd the 
maime nance of internal law and order. That is to preserve the community and to 
ensure confidence and promote the economic life of citizens , thereby enhancing the 
soc ial advantage. 



These duties must be pctfonued by evel)' government, apart from other 
considerations. Tt is therefore essential to maintain army, police and judiciary co meet 
the excernal threat of the enemy successfully. 

Economic life would be d ifficult if not possible, in the absence of a sense of security 
in the minds of the people. For this reason, adequate sum spent on the armed fo rces, 
the police and judiciary may be justifiable. 

At the same time, as Dalton points out, a peaceful and just pol icy must be followed 
bolh at home and abroad. 

A belligerent foreign policy should increase the dangers of the war and thus 
necessitates increased expenditure on defense. 

Similarly an unwise political, economic ,md social policy may perhaps necessitate 
increased expenditure on the niaintena nct: of law and order. 

Economic Test 

The second test - Economic test is divided into two: 

(i) Improvement and expansion in the production of wealth. aod 

(ii) Reduction in economic inequalit_ies. A sound financial policy should serve the 
fundamental purpo~e of bener production and distribution. 

(a) Improvement in Production: lt nieans inc rease in the amount of wealth 
produced per head. This in turn necessitates optimum utilisation of all facto rs 
or production. 

It also implies minimisation of the wastage of resources, resulting from 
misdirection and unemploymem. It also means improvements in the 
composition or pattern of production. so as besc lo serve the needs of the 
community. 

{b) fmprovemenl in Disiribution: Another important consideration is that the 
d istri bution of wealth should be improved. The operation of public finance 
can bring about changes in the distribution of wealth, if the purchasing power 
is tc1ken away from tax payers and transfen·ed to others in the shape of public 
expenditure. 

If this transfer takes place from the relatively rich to the re latively poor sections of 
people the distribution of wealth can be made more equal. Taxation and public 
expenditure can be very useful instruments for bringing l\cQO'lt redistribution. 
Hence proper distribution of income and wealth i~ essential for increasing che 
economic welfare. 

According to Dalton, improvement in distribution resolves themselves into: 

( 1) Reduction in the g laring inequa lity, which is found in most civilized communities, 
in the incomes ofdifferem individuals and families and 

(2) A reduction in the great fluctuations, between differen1 periods of time, in the 
incomes of particular individuc1ls and families especially among the poorer 
sect.ions of the community. 

Other Conditions 

(a) Stability anti Full Employment: S till another consider-<1lion is the maintenance of 
stability in the level of economic activity and full employment. Instability is the 
fundamental feamre of free economy and is a cause of much misery and 
sufferings. 
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Boom and depression shoul<l be properly controlled. 11,e socjal advantage to the 
communicy can be enhanced if business conditions in the country are stable and 
w hen all .Iluctuacions are eliminated. 

Less fluccuation means more stability, throug h time, in the economic life of the 
comrnunity, and particularly in the income and employment of individuals. More 
stability is another aspect of the beLter organisation of production. 

However it should be stable at a hig h level of employment, not merely a less 
fluctuations around a lower level. Fu ll employment is now generally accepted as 
one of the first economic aims of a well-organised society. It is favoured, because 
it helps to increase production and to promote a g reater equality of income. 

(b) Provision for Future: Finally as Da lton has pointed out, another important 
criterion is the t:ffect on future generations. Individuals are mainly concerned with 
the present only and not with the future. 

The state is a permanent associa tion and is concerned with the welfare of future 
generations. Therefore, the operation of public ti nance should be such as to safe
guard the interest of the future generation also. 

Tn the words of Dalton, " it sho uld be added that the statesman is a trustee for the 
future, no less than for the present . Individuals die, but the community, of which 
they form part, lives on. The statesman. therefore, should prefer a larger social 
advantage in the future to a smaller one to<lay". 

2.9 LIMITATIONS OF THE PRINCIPLE OF MAXIMUM 
SOCIAL ADVANTAGE 

There is no doubt that the principle of maximum social advantage occupies a pivotal 
position in the domain of states fiscal activities. 

Its theoretical significance cannot be under estimated. Yet there are certain difficulties 
in the application of this principle. 

It has to be noted that a fiscal operation promoting production and better distribution 
cannot be easily reconciled with one another. A policy that favours jnvestment and 
inc reased production might not be promoting the welfare distribution. For example, 
taxation that encourages investment, profit and risk taking cannot be progressive to a 
sharp extent. 

At the same time inadeqITT~Y •.•r progressive taxation widens economic inequalities 
and hampers distribution of in.come and wealth. Similarly a policy that favours 
distribution might be inimical to production. 

For example, steeply progress we taxes on incom.e and wealth discourages capital 
formation and investment, though it he lps distribution of wealth and income. A lot of 
practical difficulties may emerge in the execution of this principle in governments 
fiscal operations. 

The important. d ifficulties are summarized below: 

I . lt is impossible to make a comprehensive estimate of lhe resources that will have 
to be raised and spend by govemment, before it obtains the point of optimum 
social welfare. The tl1eory of optimum social welfare is no doubt attractive, but it 
does not suggest a practical code of conduct, for a government in its financial 
activ ity. 

2 . The point of optimum social we lfare is an elusive concept. Even if this point is 
wanted to become a tangible reality, it is a moving pofot subject to endless 



fluctuations. Therefore, the finance minister is not comfortably placed Lo 
formulate his policies on the basis of such a rapidly variable faccor. 

3. It is very difficult for the state to measure and balance the marginal utility and 
marginal disutility arising from expenditure and taxation policies. Utilities as we 
know are highly subjective phenomenon, which cannot be measured precisely. 

It is very difficult lo compare and measure the marginal utility and disutility of so 
many individuals in a society. Likewise it is not possible to measure social benefit 
and social sacrifice in fiscal operations of the state. 

4 . Seligman douhts the V-·isdom contained in the concept of optimum social welfare. 
He points out chat war and other emergencies may compel a country to use up a 
larger amount of her re!>ources that it can no1mal!y afford. 

A governmcm may be given by circumstances to increase its allowances to certain 
spending depanment at the expense of other departments, whose place may be not 
less important, bur may not be so urgent. The conception of a point of maximum 
social advantage is lhus relative to the prevailing circumstances and it is admitted 
by in our pre!:ient !>late of knowledge more of theoretical than of practical 
significance. 

BuL Dalton himself realizes the practical difficulties inherent in the process of 
determining the point of optimum. social welfare. But th.is difficulty, Dalton points 
out, does nor take away the substance of truth from the theory. 

Dalton quotes the old Greek saying "it is not the easy thing, but the difficult 
things, which arc beautiful". Therefore whatever might be the practical difficulty 
in regard lo the implementation of the theory of optimum social welfare, it 
provides an excellent basis for the conduct of the financial activities of the 
government. 

Chee!, Your Prn°ress 

Fill in the blanks: 

J . The guiding principle of state policy has been technically necessaiy as the 
Principle of Maximum Social Advantage by _ _ _ ___ _ 

2. _ _ _ _ _ _ is a loss of utility to the people. 

3. The fundamenta l principle ofl'ublic Finance is the _ _ _ __ _ 

4. _ _ _ _ _ _ is :ichi~ved where the marginal social benefit of public 
expenditur.: and the marginal social sacrifice of taxation are equal. 

S. _ _ _ _ __ doubts the wisdom contained in the concept of optimum 
social welfare. 

2.10 LET US SUM UP 

• "Public Finance" is considered to be the best fundamental principal which ensures 
the Maximum Social Advantage concerned with income and expenditure of publ ic 
authorities from its fiscal operation. 

• Taxation is a loss or utili ty to the people, while public expenditure is a gain of 
utility to the com rnunity. 
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• An equilibrium is reached when the size of the budget is such that marginal social 
bencfi.ls of public expenditures are equal to the marginal social sacrifice of 
taxation. 

• The fundamental principle of Public Finance is the 'Principle of Maximum Social 
Advantage'. 

• Marginal Social Sacrifice (MSS) s1.ates to the expanse of social sacrifice 
undertaken by public due to t.he additional unit of tax imposition on them. 

• Dalton says that the addilional burden (marginal sacrifice) resulting from 
additional units of taxation goes on increasing i.e., the total social sacrifice 
increases al an increasing rate. 

• The social hene(j1 from each addjtional unit of public expenditure declines with 
the increase of public expenditure. 

• Maximum Social Advantage is achieved where the marginal social benefit. of 
public expenditure and the marginal social sacrifice of taxation are equal, i.e., 
MSB = MSS. 

• Seligman doubts fhe wisdom contaiQed in the concept of optimum social welfare. 

2.11 LESSON END ACTIVITY 

Do you think that lor a public good, the marginal social benefit will be higher than any 
individual's marginal benefit of consumption? If yes, give answer to support your 
question. 

2.12 KEYWORDS 

Budget: The account of income and expenditure. 

Fi:;c:ul operations: The activities of fiscal. 

Inflation: The usage of more money than business needs of the country. 

Taxati.()n: To impose tax. 

2.13 QUESTIONS FOR DISCUSSION 

l . Explain the principle of maximum social advantage defined by Hugh Dalton. 

2 . MSB = MSS. Discus~. 

3. Discuss the limitations of the principle of maximum social advantage. 

4, Whal are the difficulties that are faced in maximum social advantage? 

Check Your Progress: Model Answer 

I. Hugh Dalton 

2. Taxation 

3. Principle of Maximum Social Advantage 

4. Maximum Social Advantage 

5. Seligman 
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3.0 AIMS AND OBJECTIVES 

After studying this lesson. you should he able to: 

• K1·,ow about sources of public revenue 

• Discuss the classification of public revenue 

• Define caoon oftaxalion 

3.1 INTRODUCTION 

Classification of public revenue given by writers on public finance reflects their 
prejudice Jn regard to 1he functions of the state. TI1e champions of Laissez-fair 
philosophers would not consider profit fonn public enterprises as normal source 
revenue, whereas the socialist writers would regard such profit as a fruitful source of 
revenue. For example in the erstwhile USSR, non-tax revenue account for about 90 
percenr of the total revenue of the state. 

While discussing the question of classification of public revenue, Prof. Seligman 
remarked "among the unsettled questions of the science of finance few are more 
troublesome than that of classifying the differem kinds of public revenue". 
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Th.e same view is also held by Prof. Oalton when he expressed ''the utter futility of a 
discussion on classification of public revenue". However the aim of classification of 
revenue is to clarify the nature o.f revenue and to help us in a scientific study of the 
subject. 

3.2 SOURCES OF REVENUE 
The income of the government through all sources is known as public income or 
puhlic revenue. 

Dalton explains, "Public lm.:ome'· ha~ two senses - wide and narrow. In its wider 
sense it includes all Lhe incomes or receipts which a public authority may secure 
during any period of rime. l n its narrow sense. however, it includes only those sources 
of income of the public authority which are ordinarily known as "revenue resources''. 
To avoid ambiguity, thus, the former i.s termed "public receipts'' and the latter "public 
revenue''. 

Generally, receipt,; from public borrowings and from the sale of public assets arc 
mainly omitted from public revenue. For example, the budget of the Government of 
India is classified into ·'revenue" and "capilal'·. " Heads of Revenue" include the heads 
of income under the capital budget are te,med as ·'receipts". Tbus, tbe tenn "receipts" 
includes sources of public income which are excluded from "revenue". 

In a modern welfare slate, public revenue is classified into two types, 

1. Tax Revenue, 

2. Non-tax Revenue. 

3.2.1 Tax Revenue 

Tax revenue are those funds raised through the various tax.es. Taxes are necessary 
conlributions levied by the government on its citizens to meet its general expenses 
incurred for the common goo<l. As Taussig puts i{, "che essence of a tax, as 
distinguished from other charges by government. is lhe absence of a direct quid pro 
quo between the tax payer and the pubJic authority". 

Seligman defines a tax as: "A tax is a compulso,y contr ibution from a person to the 
government to defray the expenses i11currcd in the common interest of all, without 
reference to specific benefits con[e,,-ed" . 

.Source~ ol l'ubli, Kcvcnue 

r-i11cs and Penalties 

Special Assessments 

Price 

Gift.- an<l Donations 

Grnmsin Aid 

Figure 3.1: Sources of Tax Revenue 



Characteristics of Tax 

The main characteristic features of a tax are as follows: 

I . A tax is a compulsory payment lo be paid by the citizens who are liable to pay. 
Hence, den ial to pay tax is a punishable offence. 

2. There is no direct exchange of goods or services between the tax-payers and the 
public authority. In o ther words, the tax payer cannot claim mutual benefits 
against the taxes paid. However, as Seligman states that the state has to do 
something for the community as a whole for what the t.ax payers have contributed 
in the fonn of taxes. 

"But this reciprocal obligation on the part of the government is not towards the 
individual as such, but towards the individual as part of a greater whole". 

3. Taxes are levied to meet public spending incurred by the government in the 
general interesl of the nation. It is a payment for an indirect service to be made by 
the government to the community as a whole. 

4. Taxes payable regularly as well as pe1iodically as detennined by the taxation 
authority . 

In modern public finunce taxes represents a signiiicant part of public revenue. 
Taxation can a ffect the size and mode of consumption, pattern of production and 
d istributio n of income and wealth or we can also say that truces have macro-economic 
effects. 

Tnequalities of income and wealth by lowering the high income group's disposable 
income can be reduced by the he lp of progressive taxes. The income left in the hands 
of the tax payer for disbursement after tax payment is known as disposable income. 
Taxes imply a compulsory saving in a developing economy. Hence. taxes constitute 
an impo11ant source of development of public finance. 

3.2.2 Non-tax Revenue 

Non-tax revenues of the government includes public income received through the 
administration, commercial enterprises, gifts and grants. 

Non-tax revenue includes: 

(i) Administrat ive revenue 

(ii) Profit from state enterprises 

(i ii) Gifts and grants 

(iv) Loans 

Administrative Revenues 

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

• Fees: The government or public authorities c harge fees for rendering services to 
the payees. Seligman says, " A fee is a payment to defray the cost of each 
recurring sel"Vice undertaken by the government, primarily in the public interest. 
but conferring a measurable advantage to the payer". 

Court fees, passport fees, etc., are categorised as fees. Similarly, license fees are 
charged to confer a permission by the comrolling authority, e.g., driving license 
fee. import license fee, liquor permit fee, etc. Fees are to be paid by receiver who 
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receives special advanmges. The amount of the fee usually depends upon the cost 
of services extracted. 

fees are non-technical charges of the administrative activities of U1e government 
and not a payment for a business. Thus, fees are different from prices. Prices are 
always voluntary payments, but fees are compulsory contributions, though both 
are made for special services. Fees, sometlmes contains an element of tax when it 
is charged high, in order to get revenue to the exchequer e.g., a licenses fee, 

• Fines and Penalties: Fines and penalties are charged and collected from offenders 
of laws as punishmcn1. The main objective of these charges is not to earn as an 
inwme, but to prevent the commission of offences and breach of laws of the 
country. Fines and penalties are randomly determined and have no relation to the 
cost of administration or activities of the government. Hence, collec1ions from 
such charges arc i rrelcvunt as a source of pub I ic revenue. 

• Special Assessmenfl·: Seligman explains "Special assessment" as, "a compulsory 
contribution levied in proportion to the social benefits derived lo defray che cost of 
a spccitic improvement to property undertaken in the public interest". When the 
govemment undertakes certain types of public improvements such as construction 
of roads, provision of drainage. street lighting, etc .. special benefits may be 
con!e1Ted to those who owning properties nearby. Hence. vaJues of rents of these 
properties may increase. The government, therefore, may impose some special 
taxes or charges 10 recover a pai1 of the expenses incurred consequen1ly. Such 
special assessment is levied commonly in proportion to the increased value of the 
properties which make~ iL different from a tax. In India, these special assessments 
arc rcfcn·ed to as "betterment levy". Betterment levy is imposed on land when its 
value is enhanced by the construction of social overhead capital such as roads, 
drainage, street-lighting, etc. by the public authority in any area. 

Profits of State Enterprise 

With regards to the expansion of the public sector, profits of state undertakings also 
are an important source of revenue these days. For instance, the central government 
runs railways and the surplus from railway earnings can be normally contributed to the 
revenue budget of the central budget. 

Similarly. profits from the state transport corporation and other public undertakings 
can be important sourc..-:s of revenue for the budgeis of state governments. Likewise, 
other commercial undertakings in the public sector such as Hindustan Machine Tools, 
Bokaro Sreel Pla nt, State Trading Corporation, etc. can make profits to support the 
central budget. 

Earnings from state enterprises depends upon the prices charged by the public sector 
for their goods and services and the surplus derived. Thus, the pricing policy of state 
undertakings should be self-supporting and reasonably profit-oriented. Again, prices 
charged are directly proportionate to the benefits conferred by the services rendered. 

Fonns of revenue derived by the government by selling goods and services of public 
enterprises are known as price. Public enterprises like postal services are run on cost
to-cost basis. The prices charged are just to ensure the cost of rendering such services. 

However, in certain cases, when the state has an absolute monopoly. prices having a 
high profit element are charged. Such monopoly profits of a state enterprise are in the 
narure of o tax. Hence the major difference between price and foe can be stated as the 
price usually can never be less than the cost of production or service, while fees may 
or may not necessarily cover the cost of service. 



Gifts and Grallts 

These forms are genera lly a very minor part of public reven ue. These are purely 
voluntary or charitable contributions. In modem times, grants from one government lo 

another have a greater importance. Local governments receive grants from state 
governments and state governments from the central government. The central 
government g ives grants-in-aid to state governments in order to enable them to carry 
ou t their state functions. Grants, those are made by one counu-y' s governm ent to 
another country's government is termed as "foreign aid". Usually such uid an: 
received by the poor countries from developed countries. which may be in the form of 
m ili tary a id, economic aid, food aid, technological aid and so on. 

Loans 

T his largest non-tax source of Central Government's revenue receipts is the interest it 
earns mainly on the loans it has advanced to State Govemments. to fi nancial and 
industrial enterprises in t he public sector. Borrowings from the public are another 
source of governmen t revenue. ft includes loans from the public in the fo1m of 
deposits, bonds. etc. and a lso from th e foreign agencies and organizalions . In lndia, 
capital receipts of the government budget are classified as following: 

• Murket L oans: Open m arket borrowings through auctions and other investments. 

• External A ssistance: Loans from friendly foreign counrrics and inle.rnatio.nal 
o rganisat ions. 

• Recovery of l oans and Adva1tces: Recoveries from d ifferent levels o f 
governme nt and PS Us. 

3.3 CLASSIFICATION OF PUBLIC REVENUE 

Different economists have classified the sou rces of public revenue diffe rently. A 
scientific classification enables us to kno w the various sources of resemblance with 
one another and the ways they differ. There are vario us classifications of public 
revenue available in economic li.terature, however we shall review a few important 
ones. 

3.3.1 Seligman's Classification 

Se ligman classifies public reven ue into three groups: 

(i) Gratuitous revenue includes re ven ues received by the public authorities or the 
state w:thot:t any cost, e.g. gifts. They are entirely of a voluntary nature . However. 
these are very ins ignificant in the total revenue . 

(ii) Co11tractu.a/ revenue includes revenue rece ived by sale of goods and services 
between the public authority and the people. For example. any prices fa ll under 
this category. 

(iii) Compulsory revenue includes income derived by the government from 
administration, just ice and taxation. Taxes, fines and special assessments are 
regarded as compulsory revenue. It is the most s ignificant type of public revenue 
in modern times. 

3.3.2 Dalton's Classifications 

D alton prov ides a very systematic, comprehensive and instructive classification of 
public revenue. In this opin ion, there are two m ain sources of public reven ue -
(i) taxes and (ii) prices. 
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Taxes are compulsory c harges imposed by the public authorities whereas prices are 
paid voluntarily by individuals, who enters into agreement with the public authority. 

Taxes can be sub-divided into: 

(i) Taxes in the ordinary sense; 

(ii) Tributes and indemnities; 

(iii) Compulsory loans; and 

(iv) Pecuniary penalties for offences. 

]'rices can be sub-divided into: 

(i) Receipts from public property passively held such as rents received from the 
renams of public lands; 

(ii) Receipts from public enterprises charging competition ralcs; 

{ iii) Fees or paymenls charged for rendering administration services such as birth and 
death registration fees; and 

(iv) Volunrary public debt. 

3.3.3 Taylor's Classification 

Taylor divides public revenue into four categories: 

(i) Grants and gifts 

(ii) Administrative revenues 

(iii) Commercial revenues 

(iv) Taxes 

Grams and Gifts 

Grants ace financial assistance provided by one government to another ro enable it to 
perform certain specified functions, for example, education and heallh grants made to 
the sla tes by the central government. 

Gifts are voluntary contributions from individua ls or institutions for specific purposes. 
Grants and gifu are voluntary in nature and it lacks in quid pro quo to the donor. 

Administrative Revenues 

Revenue received via fees, licenses, fines and special assessments by the state by 
performing administrative activities. Most of these are voluntary in natUJe and are 
hased upon the providing direct benefits to the payer. 

Commercial Revenues 

CommerciaJ revenues are receipts rece ived by the government in the form of prices 
paid for government produced goods and services. This includes postal charges, tolls. 
interest on loans of state financial institutions or nationalised banks, tuition fees of 
public educational institutions are included. 

Taxes 

'fhese are compulsory payments made to government without any expectation of 
direct return. 



3.4 CANON OF TAX 

The administrative aspect of a tax is refened as Canons of taxation. They are related 
to lhe rate, amount, method of tax and collection of a lax. Regardless of the modem 
development of economic sciences, Adam Smith's Canons of Taxation, still continues 
to be widely accepted as providing a good basis lo judge taxes and its principles are 
stil I applied. 

Adam Smith in his book lhe Wealth of Nation, published in 1776, has suggested 
certain principles known as Canons of Taxation. The canons of Adam Smith are 
although not free from objections. Tb.e fundamental canons of taxation are as follows: 

1. Canon of equity. 

2. Canon of certainty. 

3. Canon of convenience. 

4. Canon of economy. 

The basjc principle of taxation has remained unchanged for almost 220 years. Since 
then, there has been a lot of changes in the economic activities, so modern economists 
like Charles F' Bastable, H Dalton have added some canons to 1hc t1xisting one to 
update and expand them. 

I. Canon of Equity: This canon suggests that tax system should be based on the 
principle of social justice. Equity refers to both horizontal and vertical equity. 
Horizontal equity describes the concept that. taxpayers with equal abilities to pay 
should the equal tax overall. However vertical equity refers that taxpayers with a 
greater ability to pay more tax. 

2. Certainty: There should be clear speci lkation about tax rules antl ..,.,,-hen & how 
the tax is to be paid. This canon is an agreement betv,:een two parties, first, the 
taxpayer who is lo pay the tax and second, the authority who receives tJ,e tax. 

3. · Convenience of Payment: Paying taxes should be made convenient for the 
taxpayer. Convenience in paying a tax helps ensure compliance. The appropriate 
payment mechanism depends on the amount or the liability and the level of 
difficulty to collect the tax. 

4. Economy in Collection: This canon suggests decrease in the administrative cost 
of collection of the tax at the lowest level. The costs to collect a tax should be kept 
to a minimum for both the government and taxpayers. 

5. Simplici(v: The tax law should be kept simple so that taxpayers can understand 
the rules and comply with them efficiently. A tax should be simple in nature so 
chat the tax-payer is able to calculate it and pay il conveniently. Simplicity in a tax 
system reduces the number of errors. 

6. Transparency and Visibility: Taxpayers should know the existence of tax and 
how and when it is to be imposed upon them and others. Transparency and 
visibility in a tax system eoahle taxpayers to know the true cost of transactions. 
This also enables a taxpayers to know when a tax is being assessed or paid and to 
whom. 

7. Neutrality: The effect of the tax law on a taxpayer' s decisions as to bow to cany 
out a particular transaction or whether to engage in a transaction should be kept to 
a minimum. The principle of neutrality stands for the -proposition, that taxpayers 
should not be unduly encouraged or discouraged from engaging in certain 
activities due to the tax law. 
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8. Appropriate Government Revenues: The tax system should enable the 
government to determine the amoum ancJ a lime duration of tax revenue will be 
collected. Mostly, a government realizes better stabi}jty with a mix of taxes. 

9. Economic Growth and Efjlciency: The tax system should not reduce the 
productivity of the economy. A tax system should be aligned wilh the economic 
goals of the jurisdiction imposing the tax. Generally, the system should not favor 
one industry or type of investment at the expense of others. The principle of 
economic growth and efficiency might si::t:m lo be in conflict with rhc principle of 
neutrality. 

10. Canon of co-ordination: In ~ome countries taxes a re levied by central and state 
governments, therefore, it is desirable lo have the co-ordination between different 
taxes that are imposed by differenr tax authorities. Governments should 
incorporate those canons for increasing taxes revenue. 

Checl, Your Prooress 

Fill in the blanks: 

I. The income of the govemment through all sources is known as 

2. In a modem welfare state, public revenue is c lassified into two types-
______ and ____ _ 

3. Taxes payable regularly as well as periodically as determined by the 

4. Public authorities can raise some funds in the form of fees, fines and 
penalties, and special assessments can he raised under 

5. Jn India, these special assessments are referred to as _____ _ 

6. ______ are related to the rate. amount, method of tax, and 
collection of a tax. 

3.5 LET US SUM UP 

• The income of the government through all sources is known as public income or 
public revenue. 

• Generally, receipts from public borrowings and from the sale of public assets are 
mainly omitted from public revenue. 

• In its narrow sense, however, it includes only those sources of income of the 
public authority which are ordinarily known as "revenue resources''. 

• Taxes are necessary contributions levied by the government on its citizens to meet 
its general expenses incurred for the common good. 

• A tax is a compulsory contribution from a person to lhe government to defray the 
expenses incurred in the common inter~t of all, without reference to specific 
benefits conferred". 

• Inequalities of income and wealth by lowering the high income group's disposable 
income can be reduced by the help of Progressive taxes. 

• Non-Tax revenues of the government includes Public Income rece ived through the 
administration, commercial enterprises, gifts and grants. 



• Regardless of the modern development of economic sciences, Adam Smith' s 
canons of taxation, still continues to be wide ly accepted a.s providing a good basis 
to judge taxes and its p1i nciples are still applied. 

3.6 LESSON END ACTIVITY 

Give the sources of public revenue for the national govemment. 

3. 7 KEYWORDS 

Transf erence: From one hand to another hand. 

Contribution: Little charity. 

Public Revenue: Revenues enrncd by the government are received from sources such 
as taxes levied on the incomes and wcallh accumulation of individuals and 
corporations. 

Taxation: Taxation refers to compulsory or coercive money collection by a levying 
authority, usually a government. 

3.8 QUESTIONS FOR DISCUSSION 
l. Discuss the sow·ce of public revenue. 

2. Highlight the characteristics of lax. 

3. Define non-tax revenue. Discuss the types of nou-tax revenues. 

4. Discuss the clas:sitication of public revenue. 

S. "Canon of Tax". Discuss 

Check Your Progress: Model Answer 

1. Public Income or Public Revenue 

2. Tax Revenu~, Non-tax Revenue 

3. Taxation Authority 

4. Administrative Revenues 

5. Betterment Levy 

6. Canon of Tax _ _, '--- - - - - --- -- - - ----- - - - - - - - - --- ~ 
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4.0 AIMS AND OBJECTfVES 

A ftcr studying this lesson, you should be able to: 

• Dist.:uss rhe objectives of taxation 

• Describe the classification of taxation 

• Explain the mcri1s and demedts of taxes 

• chi borate the impact of taxation 

• Discuss the facmrs of lax 

• Detine lndi,m tax system 

4.1 lNTRODUCTION TO TAXATION 

Tax.at-ion has existed since 1he birth of early civilization. ·me first known system of 
ta'Cation was in ancient Egypt around 3000 BC-2800 BC in the first dynasty of the old 
kingdom. But the taXe!> were either material or money like goods or services in the 
primitive society. The subjeclS used to pay a share of their income to 1he Head of a 
1ribe or to the King who in return provided Lhem with the administration security from 
foreign aggression and other civic amenities. Feudalism was founded jn the medieval 
centuries and so the origin of modem tax system also was founded. Feudal market 
dues, tolls for protection and use of road, bridges, ferries, land rent, and olher payment 
in goods and :;ervices were gradually transferred into money payment with the rise of 
money economy. Kings liked to receive money and the people preferre<.l lo pay money 
instt:.id of goods and services. Gradually, lhe old feudal revenue system transformed 
into laxation. With the development of economic sciences and passage of time, the 
functions of modern scale appeared and t.axation slowly became a 1001 of usage with 
more than one goal and converted into an important source of revenue. During I 9 di 

and 20lh centunts there has been both qualitative and quantitative change in lhe public 
expendi1ures. Tu:(ation has passed through the stages with passage of time, and tax's 
functions and objectives also hav~ changed from the ancient communities to medieval 
societies 10 modern societies also. so the tax system has evolved with the evolulion of 
the func tions of lhe modem state. Taxation is a fonn of payment from individuals or 
legal enuty and il is imposed by government, for which there are no goods or services 
received directly in return, so taxes is that amount of money they the people pay but it 
has no direct relation to the benefit obtained by the people from the provision of a 
particular good or service. Until the early 1930s, il was universally accepted in 
principle thal governments should balance their budgets. Thus, the principle reason for 
taxation was to pay for govemmenl expenditures. Of course, governments had from 
time to lime resorted to borrowing in order to pay for their expenditures and 
governmenl borrowing was relatively quite large during some war periods. 
Government borrowing may be from the private sector or from abroad. 

Ahemacively, governments may borrow from the central bank of the country. Money 
provided by taxation has been used by the government and their functional equivalents 
throughoul history to carry out many functions. Some of these include expenditures on 
war, the enforcement of law and public order, protection of property, economic 
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infrastructure (roads, legal tender, enforcement of contracts, etc.), public works. social 
engineering, and the operation of government itself. 

Governments also uses taxes to fund welfare and public services. A portion of taxes 
abo goes to pay off the state's debt and the interest this debt accumulates. These 
services can include education systems, health care systems, and pensions for the 
elderly. unemployment benefits, public- transportation, energy, water and waste 
management system~. and they also include common public utilities. Governments 
have also financed expenditures in recent years through the sale of publicly owned 
assets. Although asset sales were an important source of funds to the UK government 
in the l 980s, they are ncce!isarily limited since assets can only be sold onct:. Thus. 
governments still had to raise most of the revenue needed to finance their expenditures 
through taxation or by charging directly for government services (user charges). 
Governments use different kinds of taxes and vary the tax rates, this is done to 
distribute the tax bmdcn among individuals or classes of the population involved in 
taxable activities such as business or to redistribute resources between individuals or 
classes in the population. 

Modem social securiry systems are intended to support the poor, the disabled, or the 
retired by taxes on those who are still working. ln addition, taxes are applied to fund 
foreign aid and military wnlures, to influence the macroeconomic performance of the 
economy or to modify pallerns of consumption or employment within an economy, by 
making some classes of transaction more or less attractive. Thus, there is no doubt that 
most of the government expend itures must be paid for 11u·ough the taxation system and 
it is reasonable to see this as the principle function of taxation. 

In the modem time, taxation is not only a means of u·ansferring money lo the 
government to spend for meeting the public expenditures or raise revenue to the 
government, but taxe~ have become a tool to reduce demand in the private secror, 
redisrribution of income and wealth in the societies jn the countries. It is also a means 
for economic development for playing a very important role in the case of stabilisation . 
of income, protec1ion industrial home from foreign industrials. Taxation helps to find 
out solution for some economic problems that face the state like unemployment, 
inflation and depression case-s, it has become as a stake in the election between the 
competing partie~ i11 the side of state. The researcher, Or. A. Senthilrajan have 
mentioned that, taxation linds out solution for some economic problems, but not 
alone, but there an: also a lot of another fiscal instruments. It is also mentioned that, 
countries are practicing sovereignty authority upon its citizens, through levying of 
Taxes. 

Definiti.on of Tax: After brief°in~duclion, che researcher's have stated some tax 
definitions. Although, there is no precise and accurate definition for the tax and its 
concept , but it has been defined different ly by different economists. So there are a 
many definitions of laxes, and some definitions go back to the oldest sciences 
Economists in Lhe world like Prof. Seligman, Ba.stable, Deviti de Marco and f{ugh 
Dalton and so on. 

The researcher has searched for some of definitions from various sources. 

According to Prof Seligman, "A tax is compulsory contlibution from the person to the 
govemmenl to defray the expense incurred in the common interest of all without 
reference to speci.il benefits conferred". 

Barlahle defines it as "A tax as a compulsory contribulion of the wealth of a person, 
or body of persons for the servke of public powers. Taxation is the act of levying a 
tax. i.e., the process or me.1ns by which the sovereign, th.rough its law making body, 
raises income to defr'dy the necessary expenses of government. It is merely a way of 



apportioning. the cost of government among those who in some measure are privilege 
to enjoy its benefits, therefore must bear its burden". 

Deviti De Marco defmes ·'A cax as a share of the income of citizens which the state 
appropriate in order to procure for itself the means necessary for the production of 
general public services". 

According to Hugh Dalton '·A tax is a compulsory chargl!s imposed by a public 
authority irrespective of lhe exact amount of service rendered to the tax payer in return 
and not imposed as a penalty fm legal offence". 

JomBou.vier defined a tax as "A pecuniary burden imposed for suppot1 of the 
government, the enforced proportional contribution of persons and property of the 
govemmen1 and for all public needs". 

Australian Justice Dwyer wrote "A tax a compulsory contribution, or an imposed, 
may be nonetheless a laX, though not so called. Contribution imposed by a sovereign 
authority on, and required from the general body of subjects or citizens as 
disti nguish~d from isolaled levies on individuals''. 

From the researcher 's point qf' view definition of tax i.~ "A ta'X is compulsory 
i.:ontribution, levied by government from owner of income without direct benefit but 
for public benefit, and taxes should be arranged by the law". 

From all definitions mentioned above, it is now clarified that, chere is not one fonnu la 
for definition. 

4.2 CHARACTERISTICS OF TAXES 

The researcher"s have also discussed characteristics of tax. The researcher's have also 
identifjed chat, public revenue is divided into tax revenue and non-tax revenue. Non
rax revenue like revenue received from administrative activities like fines, fees, gifts 
and grants, surplus from public enterprises, special assessment of bettennem levy. and 
deficit financing, however the tax revenue has some other characteristics which has 
been mentioned below: 

J. Tax is compulsory pay ment: A tax is levied hy law and heni.:e is a compulsory 
element existed by legislation. So tax is compulsory payment to th~ goven1ments 
from its citizens. Tax is duty from every citizen to bear his/her share for 
supporting the government. The tax is a compulsory payment, refusal or o~jectiou 
for paying lax may lead to punishment or is an offence ofche court of law. 

2. Tax i's contribution: Contribute. rneans order to help or provide something. Tax is 
conuibution from members of community to the Government. A tax is the duty of 
every citizen to bear their due share for support of government; chese contribute to 
help Lhe government to face its expendjtures. 

3. Tax is 011 amount of money: Tax is used as a tool for exchange and measure for 
prices and efforts. 

4. Tax is for public benefit: Tax is levied for the com mun good of che society 
without any direct to benefit to any special individual. Government profits are 
spent to extend common benefits to all the people during natural djsascer - like 
floods, famine - defense of !.he country, maintt'.nancc of law and establish 
infrastructure and order. Such benefilS are given to all people. 

5. Tax is paid according to incom.e or wealtlt of lite tax payer: Income means 
money received, especially on regular basis, for work or through investment. Tax 
is paid out o( income as long as the income becomes realised. 
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6. Government's impose tax.es: Government is practicing sovereign authority on its 
citizens through levying of taxes, because the lax is sovereign revenue. Only the 
government has all tlle power to collect tax. Tax is transferring resource from the 
private sector to the public seclor. 

7. Tax if not the cost of the heneflt: Tax is not the cost of benefit conferred by the 
government on the public. The benefits of tax payers are related however payment 
of taxation is of course designed for conferring of benefits on general public. 

A tax is levied for the economic growth and public welfare of the country. The major 
objectives for the government are to maximise economic grov,1h and social ,ve)farc. 
Development activities of a nation generally involves two operations, firstly, raising of 
revenue and secondly, spending of revenue, so that the government can spend taxes 
for economic benefit of entire community and for aggregate welfare of the society. 

4.3 OBJECTIVES OF TAXATION 

Objectives of taxes have been developed as and when the functions of the Government 
are developed. In the primitive communities a member was to pay his share to the 
Head of the tribe, who in return provided them with administration, security from 
foreign aggression and other civic amenitfos. But today taxation besides being the 
main resource for supporting government has become a tool for economic growth. 
~ocial welfare; attract foreigner investment, economic stability, and income 
distribution. The researchers have explained the objectives of taxes in brief. 

I. Revenue: This is une of the o ldest, uppermost and primary objenives. TI1e taxes 
are imposed so as to produce the necessary amount of revenue to meet the 
requirement of tbe government since the public expenditures is increasing in 
scope and size day by day. So the main objective of taxes i~ to raise revenue to 
meet the expendilures adequately. The provision of public services and 
infrastructure is a key for any economic development and growth, so the 
Government pursues to secure a huge amount for protection, edu<.;atiun, public 
health, etc. 

2 . Social objectives: Taxes are one of the main goals for some of social objectives: 

(a) RedistribuLion of income and wealth: Redistribution of income antl wt:allh 
income is different from one person to another in the society. Inequity in 
income leads to many issues and the government aims to reduc1ion of 
inequalities between members of the society to secure social justice. 

For the achievement of these goals government follows ches.:: ·v;ays 
a) Tmposition of high rate tax upon luxury commodities. b) Applying 
progressive tax system when levying taxes from taxpayers. c) lmposition of 
tax exemption to basic goods. 

(b) Social welfare: Social welfare is the basic need of the society in the modern 
age. The government functions have become very important to the society, 
because the society needs saving, protection, education, health, and so on. All 
these functions are necessary to make social welfare, so tl1e government levies 
revenue from tax, and expends it for those functions. Therefore, revenue from 
taxes is fuel to the government for social welfare. Social welfare is imlicator 
of development of the countrie.s, so almost all the countries have competition 
to introduce these services in tJ1e societies. 

( c) Safety of society from bad and injurious customs: Fighting the bad customs in 
the society is the primary task of the government, so tax is a tool for fighting 
some of those customs. From this aogle tax imposition of very high 



percentage on the goods like tobacco and alcohol is an e ffort to reduce. Those 
habits have reaction on. 

3. Ecunomic significance of tnxes: Taxes, if discussed from economic point of 
view, taxation helps to inspire some economic activities and as a tool to resolve 
some economics problems. Tax is also a means for directing of scarce economic 
aclivities. Taxation helps ro accelerate economic growtl1. and taxation plays a very 
important role in economic stability 

(a) Economic growth: Taxes are considered as a tool for economic growth and 
it helps al to accelerate growth of economic development. Economic 
development has placed considerable emphasis on objectives of taxation 
policy. Economic development is the main objective in all the countries of 
the world. Economic development depends on mobilisation of resources and 
efficient use of resources between different s~ctors of the economic 
activities. 

(b) Enforcing government polity Government policy can be easily enforced by 
adopting of suitahle tax policy. The Government encourages investment, 
saving, consumption, export, protection of home industry, employment, 
production, protection of society from harmful customs, and economic 
stability through suitable tax policy. Therefore, the government provides tax 
exemption an<l benefits to certain investments .ind saving. 

(c) Directing limited resources into <tjfective and essen1ial channels: Tax policy 
plays crucial role for direction scarce resoun.:es into essential commodities. 
This is achieved by giving tax exemption to certain industries and imposition 
of heavy duties on other industries, so with the adoption of suitable tax policy, 
economic resources may be diverted to the production of oeccssary articles 
and investors will go to the exemprion industries. 

(d) Economic stabiliry: To maintain economic stability is one of the major tax 
objectives. Economic stability is a very significant factor for the economic 
growth. Government can use taxes in the cal>e of inflation and depression. 
Here taxation has different roles in times of inflation and depression, in the 
case of inflation when the prices are rising. Tax can play very important 
role, which the government reduces, the purchasing power in the hands of 
people. Thus arise in the rates of existing taxes and Lhe imposition of new 
taxes would chec~ consumption, decrease the level of effective demand aud 
therefore help in bringing up stability in prices. Heavy taxation u-ansfer 
purchasing power from the hand uf people lo the government which if used 
for productive purpose will increase the level of economic activity and 
employment. 

Thus the researcher have identified that rhete are three main objectives of taxes -
revenue objective, social objective and economic objective. Revenue objective is the 
primary objective for supporting government for enforcing its functions of public 
goods and i.crvices. Taxes raise money co spend on armies, roads. schools and 
hospitals. and on more indirect government functions like market regulation or legal 
systems. Social objective is redistribution of income and wealth between rich class 
and poor class in the community. Social welfare also ensures welfare to the member of 
society and keeps society safe from bad and injurious customs. Last..ly economic 
objective of taxes are to use more in the eco11omi\; field, economic growth, enforcing 
government policy, direction limiled scarce resources into effective and essential 
commodities aod economic stability. 
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Tax is the main source for the government revenue. The government businesses are 
unab!e to perfom, without funds and hence it needs money. Previously we have 
known that the government income sources divides into 1ax revenue and non-lax 
revenue. There is one fact that, revenue of tax represents majority from total public 
revenue. There is more than one classification of taxation. 

A study of the classification of taxes helps us to understand t he nature and 
significance of different taxes. Hence, taxes are generally classified on the basis of 
nature::, form, aim essence:: c1n<.I methods of taxation. 

The. following c lassification is commonly found in modern lax system: 

I. As who bears the burden are direct taxes and indirect laxes. 

2 . As to subject of matter are personal. property and excise. 

3 . As to determination of account are specific and Ad-valorem duties. 

4. As basis of method are progressive, proportional, regressive and regress ive taxes. 

5. As to purpose are single and multiple taxes. 

6. As to scope are national tax a nd local tax. 

One classifi cation does not contradict the other but they are complementary and 
supplementary to one another and all classifications don ·r come. out from one, that 
wJ10 bears the burdeo, so the researcher will discuss only one classified tax according 
to who bears the bw·den of tax (direct and indirect taxes). 

Direct and Indirect Taxes 

This is the best classification for revenue lax and it i~ well known among scientists of 
publ ic finance. The m ain source of revenue for the govt!rnment is tax revenues (direct 
and indirect taxes). The common difference between direct and indirect taxes is that a 
direct tax is one for which the formal and economic incidence are essentially the 
same-that is, the taxpayer is not able to pass the burden o.n to someone else. Thus, 
income tax counts as a direct tax but VAT counts as an indirect tax because the tax 
burden may be easily be passed on to other. Direct taxation is defined as lhe. tax which 
is directly levied o n the citizens of a country. 

Direct 

Income Tax 
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Wealth Tax 
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Taxation 
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Per!ional Corporate 
Income Tax Income Tax 
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Figure 4.1: Structure Taxes Revenue According to Who Bears the Burdeo 



The above figure defines tbc structure taxes reveoue. Every individuals and concerns 
have to pay direct taxes to the government on a regular basis. These direct taxes are 
calculat.ed on every source of income that accumulates to the business of an 
indiv idual. On the other hand, the individuals of a country are also charged certain 
taxes indirectly. For examples, sales tax, excise tax and service tax. These taxes are 
known as indirect tax. The classification of taxes has been defined from scientists of 
economics, hut the distinction between direct and indirect taxes is not always 
satisfactory or a consistent one. 

Direct and indirect tax according to Dr. Dalton, depends upon who bear the impact 
and incidence. As a pcrson bears impact and incidence that is direct taxes, while the 
impact and the incidence are not different persons, the tax is indirect. Thus, income 
and property taxes are direct taxes. while customs and excise duties are indirect taxes. 
Taxation on direct income, tax duty, personal income Lax, corporate income tax, 
modified wealth tax, indirect Excise Duty, customs sale (VAT) services. 

According to Dr. Nicholas Kaldor, there are taxes which are levied on persons and 
corporation and taxes levied on Lransactions. Thus income tax or the ownership of 
property would be direct taxes and taxes on t11e purchase or sale of property like stamp 
duties would be indirect tax. 

According to J.S M, raxcs are direct or indirect depending upon whether lhe ultimate 
burden of the tax fall upon the per~on who actually pays the tax or not. 

Prof. P.E Taylor, thinks in terms of shift ability. When the tax don't shifted is direct, 
but when tax is ~hiftcd, it is indirect tax. Thus, there seems to be oo scientific or 
logical basis for the distinction of laX(-;!S into direct and indirect and there is a lot of 
confusion and vagueness regarding the basis of classification of direct and indirect 
taxes. There is no precise scientific or logical criterion to decide whether a tax is direct 
tax or an indirecl. 

4.4.1 Direct Taxes 

Direct taxes are those which are pajd once for all by the persons from whom they are 
collected and not passed on to anotl1er. Zn the direct taxes, the impact and the 
incidence of a direct tax a re on the same person. Direct taxes do not lead to increase in 
prices of commodities. They are progres!>ive in nature and have satisfied the canons of 
economy, convenience and finally, direct taxes are taxes on income, so all incomes 
from various sources are direct taxes, for example, personal income, corporate 
income, income from land, properties income, income fi-om capital, income from 
investmenl, wealth tax and g ift tax. 

Merits of Direct Tax 

1. Equity: Direct taxes have equity of sacrifice, depending upon the volume of 
income. They a.re based on the principle of progressive, so rates of tax increase as 
the level of income of a person rises. 

2. Elasticity and productivity: Direct taxes have elasticity because when the 
government faces some emergency like earthquake, floods and famine, the 
government can collect money for facing those problems by direct tax. 

3. Certaiftty: Direct taxes have certainty on both sides' tax-payer and government. 
The tax payers are aware of the quantity of tax. They have to pay and rate, time of 
payment, manner o f payment. and punishment from the s ide of government is also 
certain about the rota.I amount they are getting. 
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4. Retiuce inequality: Direct taxes follow progressive principles so ii is taxing the 

rich people with higher taxation and the poor people with a lower level of 
taxation. 

5. Good inst.rument in tire case of inflati.on: Tax policy as fiscal instrument plays 
important role in the cas~ of the inflation, so government can absorb the excess 
money by arising in the rate of existing taxes or imposition of new taxes. 

6. S implicity: Direct taxes are simpli tied, while levy the rules, procedures, 
regulations of income tax are very dear and simple. 

Demerits of Direct Taxes 

1. Evasion: Direct tax is generally a large amount and therefore tax payers try 
evasion. 

2. Uneconomically: Expenses of colleclion are larger in the case of indirect taxes, 
because Lhey require widely-spread staff for collection. 

3 . Unpopular: Direct tax is required to be paid in lump sum for the whole year, so 
the tax payers feel the painful paymem, these taxes are therefore unpopular. 

4. little incentive to work and save: In di reel Laxes, rates are of progressive nature. 
A person with higher earnings c1re taxed more , in tum he is left little amount. So 
the tax payer feels disincentive to work hard and save money after reaching a 
certain level of income. 

5. Not :mitahle to u poor country: Direct ll:lxes are not enough to meet its 
expenditure. 

6. Arbitrary: Due to absence of logical or scientific principle to delerm ine the degree 
of progression in rhc taxation, the direct tax.es are arbitrary. 

4.4.2 Indirect Taxes 

Another type of tax revenue is indirect taxes. Jndirect taxes are paid by the producer or 
importer and passed on ro the consumer. The impact and inc ident of tax are on 
different persons. lndirecr taxes are ta:-.es on commodities and services other than 
personal services. Relationship between tax payer and iax authority is absent. All 
people whether rich or poor are charged fixed rate. These 1.c1xes shift to another person, 
effect in income of poor people more than rich people. lndirect tax like excise duties, 
customs duties, sales tax and service tax. 

Merits iif Indirect Tuxes 

L. High Reven.ue Production: The narure of indirect taxes is imposition on the 
commodities and services. Here indirect taxes cover a large number of essential 
goods and luxurious goods which arc consumed by the mass both rich and poor 
people, these help in collecting a large revenue. 

2. No Evasion: lndirect rax is included in the price of commodity, so tax evasion or 
tax avoid is difficult. 

3. Convenient: Indirect taxes are generally less in amount and lhey are hidden in the 
price of goods or service, hence the burden of these laxes js not much felt by the 
tax-payers, and it is not lump sum like direct taxes. 

4. Economy: Indirect 1axes are economical in collection and the adminislralions 
costs of collection are very low, a lso the procedure of collection of these taxes is 
very simply. 



5. Wide Coverage: Indirect taxes cover almost all commodities like essential 
commo dities, luxuries and harmful ones. 

6. Elasticity: Since indirect taxation covers a large number of commodities and 
services there is great scope for modification or taxes, goods and t.ax rate, much 
depends on nature of good and on its demands. 

Demerits of Indirect Taxes 

t. Regre.~sive in Effect: Essential commodities are used from all members of 
community. While taxing these commodities the burden. would be equal, and no 
distinction is made hetween the rich and poor people. 

2. Uncertainty in Collection: Discourage saving!> and increase inflation : lndirecl 
taxes are pay<1ble when peo ple spent their income or when people buy goods and 
services, so rnx authorities cannot accurately estimate the total yield from different 
indirect laxes. 

3. Discourage Savings: Indirect taxes are included in the price of commodity, so 
people have to spend more money on essential commoditie.!>. when levied 
indirectly. In th.is case that means the customers cannot save some of their money. 

4. Increase Injlati<m: lndirect taxes increase the cost of input and output, increase in 
production cost, push the price of goods, etc. These retlect an increase in the 
wages or the workers. 

Direct and indirect taxes represent taxation system in modem times, a combination of 
both the taxes would be very necessary to streamline the financiaJ aspects of the 
govemrnt:nt. The impact and the incidence of a direct tax are on the same person. In 
the case of indirect taxes, the impact and incident of tax are on different persons. 
These two taxes are complementary to each other, as they remove the financial forces 
operating in the economic system. 

4.5 DIFFERENCES BETWEEN DIRECT TAX AND 
INDIRECT TAX 

T here are. some differences between direct ta,-x and indirect tax. They are as follows: 

I. Allocatiu11 Effect: The allocation effects of direct taxes are superior to those of 
indirect taxes. When a particular amount is raised through a direct tax like income 
tax, it would imply a lesser burden than the same amount raised through an 
indir~ l tax like excise duly. An indirect tax involves excessive burd~n as it 
disto11s the consumer's preference regarding goods due to price changes. ·Thu:; an 
i ndirec1 tax has an adverse effect on the allocation of resources than a direct tax.. 

2. Distributive Effect: Direct taxes are progressive and they help to reduce 
inequalities. But indirect taxes are regressive and they widen the gap of 
inequalilies. Hence, djrect taxes are regarded to be superior to indirect taxes in 
effecting a more equitable distribution of income and wealth. But this is nol 
aJways true. Even indirect taxes can be made progressive by levying them on 
luxuries and exempt ing lhem on necessaries. Both direct and indirect taxes are 
alternative methods o f achieving any particular redistribution of income. 

3. Admi11i<ttrative Costs: The administrative costs of direct taxes are more than that 
of indirect taxes. Direct taxes are narrow bused and have many exemptions. 
Indirect taxes can be conveniently collected and cost of collection is constant 
overtime. Indirect taxes are easier to administer than direct taxes. From the point 
of view of efficiency and productivity, indirect taxes are better. lndirecl taxes are 
wrapped up in prices and hence they cannot be eas ily evaded. They are more 
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productive as their cost of cnllection is the least. Thus, from lhe point of view of 
administrative coslS, indirect taxes are relatively superior. 

4. Built-in Flexibility and Stability: Direct taxes are more flexible than indirect 
taxes. P uring a period of prosperity, direct taxes fetch more revenue as t hey are 
progressive. But indirect taxes are proportional and they do not fetch as much 
revenue as d irect taxes. Direct laxes help to reduce the inflationary pressure by 
taking away the excess purchasing power and hence they promote stability. But 
indirect taxes are inflationary. Hence, from t11e point of stability, direct taxes are 
more prefen-ed to indirect taxes. 

5. Growth Orielllatio11: Indirect taxes are more growth ori ented than direct taxes. 
Direct taxes being progressive reduce savings. When savings and investments are 
discouraged, economic growth is adversely effected . Indirect taxes however 
discourage consumption and increuse savings. Indirect taxes on luxuries reduce 
conspicuous consumption and channelise resources into growth oriented program. 
Conclusion Thll5 from the above points, al lociltion, dbtributjon and stability, 
direct !axes are superior. From the v iew of productivity and economic growth, 
indirect taxes superior. Brn the use of both direct and indjrect taxes is 
indispensable in modern public finance. 

4.6 SHIFTING, INCIDENCE AND IMPACT OF TAXATION 

As we know, tax is sacrifice from taxpayer to government and tax is transfer money 
from private sector to public sector, bul when tax transfer to the government is passing 
through some stages and here no one knows who will pay the tax and who will be the 
last person to pay 1he tax, so three concepts are involved. Firstly bears the impact of 
the tax which a tax imposed on some person, Secondly the incidence of the tax it may 
ultimately be bome by this second person or transferred to another by whoro it is 
finally assumed. T hirdly the shifting of tax here. il may be transferred by him to 
second person. 

Impact 

The impact of tax is on the person. who has to find the money and deposit it with the 
stale treasury. Impact of tax is on the person who pays it in the first instance, hence 
there is person have a businesses and the impact find by reason that's business, in 
other words, the man who pays the Lax to the government in the first instance hears its 
impact. Impact of tax therefore refers to the immediate burden of the tax and to the 
ultimate burden of the tax. 

Incidence oJTuxation 

l ncidence of a tax is on person who finally bears burden of a tax. Tax incidence 
research about that bears the cost of taxation, incidence is the ultimate result of the 
shifting tax incidence and also it refers to the final resting place of tax burden as 
against the impact which means the first place where a tax is imposed. Incidence of 
taxation which is one of the effec.ts of the tax system, which incidence refers to the 
burden of a tax, the incide nce of tax is on the person who ultimately pay it, who 
cannot shifted it any further. 

Shifting of Tax 

h means the transfer of the ta>- burden from the original payer to some other. Tax 
shifting is the study of a way in which the burden of taxation is shifted among person 
and organization in the economy. Shifting is process of transferring money burden of 
tax to someone e lse. Shifting finally ends in incidence, shifting of a tax refers to 1he 



process by which the money burden of a tax is transferred from one person to another, 
wherever there is shifting of the tax the tax-may be shifted forward or backward, may 
be fu ll or partial, if the tax shifted the price of the taxed commodiLy increases. The 
incidence of personal income-tax cannot be shifted to another and the burden always 
remains w11ere it is imposed. ln Lhe case of direct taxes there is no shifting of the tax 
burden but the case of indirect taxes, the tax burden inay be shifted from one person to 
another person, the tax can be shifted. It depends on some facLOrs, including, elasticity 
of demand and supply, coverage of the tax and the time period allowed for adjustment. 

Conclusion 

Impact of a tax is on person from whom government collects money u1 first instance. 
While incidence of a tax is on person who finally bears burden of a tax, while shifling 
is process of transferring money bw-den of tax to someone else. Shifting finally ends 
in incidence. 

4.7 TAX EVASION 

One of the major obstacle before lndia Government is Tax evasion. Tax evasion is the 
way people evade tax by illegal and unfair means. They may claim lesser profit, gains 
or turnover than actual. Even if there is huge amount of tax 10 be paid, evader.; get 
refund by making misrepresentations before tax authorities. Huge amount of revenue 
is lost thwugh. this way for government so that we cannot climb from economic 
stagnation. Most of the welfare activities for poor are put on hold due 10 lack of 
money while some people who can buy even the govemment with black money arc 
growing daily. 

Different Ways of Tax Evasion in fndia 

Ways through which people evade tax are Smuggling, Evasion of Sales and Value 
Added Tax, Evasion of lncome Tax, Evasion of Wealth Tax, Evasion of Customs 
Duty and Evasion of Excise Duty. Also, officials take brjbery and helps in making 
misrepresentations and fabricated financial statements insLead of reporting to tax 
authorities. Evaders willfully fails to file return. submits false returns. submits false 
certificates 10 get deductions, exe1nptions and claim low income. charging personal 
expenses to revenue, fails to pay dues within due date and so on 10 l!Vade tax. 

Effect of Tax 

Evasion in lndia Taxes are the major source of revenue of India government. Tax 
evasion causes economic inequality that is how somr. people are getting richer and 
others are getting poorer, Many reform measures and initiatives of govemment have to 
be set aside and welfare activities are getting affected. Black money causes inflation 
and value erosion. 

Measures taken by India Government to Curb Tax Evusion 

Several steps as below have been taken by Tndia government to avoid tax evasion. In 
India, tax evasion is regarded as a crime. Prosecution and penalties are imposed under 
different acts by government. lncome tax reward scheme }1as been introduced by 
Income Tax Depan:ment which gives rewards to info1mers about tax evasion. 
Recently, lndia has entered into pact with US 10 avoid tax evasion by Americans 
through lndian financial organizations. Special Bearer Bond Scheme (Immunities and 
Exemptions Act, 1981) enable person in possession of black money co invesl in 
special bonds. Voluntary Compliance Scheme (Amnesty Scheme) was another one. 
Government increased the tax slab, reduced deduction rate, and increased legal tax 
avoidance measures. Most recently, Tax Administration R.eform Commission was set 
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up by Government to ma ke structural reform to tax matters to simplify and streamline 
tax procedures. Earlier India had set up several comm.ittees like Taxation Enqui,y 
Committee, Indian Tax Refonns Committee, and Direct Taxes Enquiry Committees 
etc. Transfer Pricing Audit was imroduced by Finance Bill to audit undisclosed 
transactions to curb tax evasion. 

limitations of Indum Tax Structure 

Limitations of Indian Tax Structure which resulc in tax evasion are: 

l . High rute of tux.atio11: High rate of taxation cause a burden to tax payer. So, they 
find ways 10 avoid tax. 

2 . Failure to curb bribery: There s hould be .1dequate system to curb bribery and 
corruption among officials. They help taxpayers to avoid t.ax by lak ing an agreed 
share of profit out of evaded tax. 

3. Lack nf simplified procedures: Tax structure in India is complex and people (ind 
it hard to go to different departments for a s ingle matter. 

4. Existe,r.ce of large number of taxes: Existence of large number of different cype 
of taxes causes burden on taxpayers. 

5. Complex tax laws and Jqopholes to avoid tax in laws: Indian tax law is complex. 
In the same law, people find provisions to escape from tax liability. 

6. Lack of organized and systematic: Administration structure. 

7. Frequent changes in Government and Politicfll im,tabiliJy: Frequent changes and 
political instability is another reason of no,Hmplementation of well-defined tax 
system. Different governments implement different tax system and it becomes 
difficult to follow. 

8. Frequent cha,zges in tax policies: Tax policies in India are changed frequently by 
government. Tt creates confusion among tax payers and officials about the relevant 
provisions. 

4.8 TAXABLE CAP A CITY 

After the study of shifting, incidence and impact of taxation, in this section, we wi ll 
study tax capacity, factors of taxable capacity and kinds of taxable capacity. The tenn 
" taxable capacity" refers to the maximum capacity of the burden or tax that a country 
can bear and _coritri bute to the expenses of the nationa l exchequer during nonnal and 
abnormal s ituation. 

The concept of taxable capacity has been defined differently by different economists. 
According to Sir Josiah Stamp, "Taxable capacity is that maximum amount which the 
community is in a position to bear towards the expenses of public authorities without 
having a really unhappy and down-trodden existence and without dislocating the 
economic, organization too much" . 

According to Findlay Shiraz, " It is the optimum tax abil ity of a nation, the maximum 
amount of taxation that can be raised and spent o n the economic welfare in that 
community" . 

Da lton calls it a dim and ' 'confused conception". He writes in his book "Principles of 
Public Finance": "Absolute taxable capacity is a myth and should be banished from all 
serious discussions of public finance" . 

For the various definitions of taxable capacity given by eminent writers on Public 
Finance, we understand that taxable capacity means the maximum amount which a 
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nation can contribute towards the support orthe government without inflicting damage 
on the power and produce. The amount of tax burden which the citizens of a country 
are ready to bear is not rigidJy fixed. It can be increased or decreased with a change in 
the distribution of wealth, the size of population, method of taxation. etc. ln other 
words, we can say that the limit of taxable capacity is a relative and not an absolute 
quantity. Taxable capacity is different in different countries, therefore as a first step, it 
is necessary to identify variable which influence taxable capacity, list of such variable 
including, per capita capitaJ, composition of gross domestic product, degree of 
openness of the economy and so on. 

4.8.1 JGnds of Taxable Capacity 

TI1ere are two types of taxable capacity: 

L Absolute Taxable Cllpacity: The absolute taxable capacity refers to the maximum 
amount of tax paying capacity of the i.:cunomy or country as a whole or a region or 
industry or a group or individuals, which can be raised from a community without 
effecting lhe productive etfott and efficiency 

2. Relative Taxable Capacity: Relative taxable capacity is a comparative term, 
relative taxable refers to the comparison bcrween the absolute taxable capacity of 
different taX payer, industries or groups of tax payers or her-ween two coun1ries. 

4.8.2 Importance of Taxable Capacity 

There are some points of importance for taxable capa<.:ity: 

1. le helps the country to estimate the amount of money it could collect by way of 
m~oo. · 

2. It helps the country to mobilise revenue from djfferent sources. 

3. Jt shows the parricipation of each sec1ion to share the provider of government 
revenue. 

4. It helps to the government to develop the economy of the <.:ountry as a whole. 

5. It helps the country to identify U10sc raxes that are very hannful and highly 
detrimental to the state. 

6. It is useful for tJ1e purpose of comparison of the burden of taxation as between 
different state of federal govemmenl. 

4.8.3 Factors _of Taxable Capacity 

There are various factors of economic and non-economic nature that influence the 
taxable capacity of the country: 

1. Size of Populatio11: Taxable capacity is very much affected by the increase in 
national inco.me and by the race of growd, in population. If the increase in national 
income is greater than tbe growth in population, the per capita income goes up. 
The taxable capacity of the individuals rises. lf the rate of growth of population is 
higher than the national income, the taxable capacity decreases. 

1. Distribution of National I11come: Taxable capacity is also influenced by the 
distribution of national income within a country. ff there is unequal distribution of 
wealth in the country, the taxable capacity of the nation will be high, but if the 
income is equally distributed, then the taxable caJl<lcity will be low. A man 
earning an income of 50,000 a month is able to pay more to the government than 
thiny persons earning 300 per month. 
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3. Standard of Living of People: lf the sta ndard of living of people is high, they 
work more effici ently so that they may enjoy a better standard of living. When 
I.hey work eathusiasfa:ally, lhey ,receive higher wages from their employers. 
Taxable c apacity tends lo increase then. 

4. Characteristics of Taxation: ff taxes are devised \.\.'isely, then they give less 
resentment from people and bring forth a large yield. 

5, Purpose of Taxation: Purpose of taxation has a d irect bearing on taxable capacity 
of a nation. If citizens of a country are satisfied w ith purpose, of taxation i.e., the 
increase in welfare of people, then they show g reater willingness to pay taxes to 
govemment, whereas, if they find that revenue will be spe nt for unproductive 
p urposes, they hes,tate to pay taxes. 

6. Psychological Factor: Psycholog ical factor is a very important factor in 
determining taxable capacity of a nation. lf people are sarjsfied that government is 
doing its utmost to raise standard of living of masses and in maintaining prestige 
of country, then they try to sacrifice their lives, not only money for the 
government. A simple approac h to patriotism b rings forth tons of gold. 

7. Nature of Public Expenditure: When the revenues collected by way of taxa tion 
arc spent on the social and economic overheads or on the economic development, 
the taxable capacity will increase, and on the other hand, if the revenues are used 
on unproductive projects the taxable capacity will not increase. 

8. Stability of Income: When the state is in the good condition stability helps to 
mobilise more taxes and increase the taxable capacity of Lhe national. Besides that 
the industrial sector has more taxable capacity from agriculture. 

9. Pattern of Taxation Adopted: Tue taxable capacity is greater where multiple tax 
system is adopted. If there is a single rax. system, when new source of taxes are 
tapped, a progressive tax system yields large revenue. 

l 0. Administrative Efficiency: If the administration or taxarion has plains for 
increas ing efficiency of employees and its collection mac hinery is efficient, here 
the tax evasion may be reduced and the taxable capac ity will increase. 

11 . Economic Situation: Taxable capacity depends upon I.he economic case. During 
the period of boom or prosperity and when manufacturers make huge profits, the 
taxable capacity will be high, contrary Lo this in the period of depression taxable 
capacity w ill be low. 

12. Political Conditions: A stable government and pt:aceful c onditions have a 
favourable effect on the taxable capacity of a country. Tax y idd is low where the 
government is unstable or where the government is undemocratic. 

13. Effect of l11flatio11: If the country is in grip of inflation, purchasing power of 
people is reduced, taxable capacity of nation shrinks conside rably. But if value of 
money is high and country is not faced with unemployment, then taxable capacity 
of people is quite high. 

4.8.4 Measurement of Taxable Capacity 

The taxable capacity mostly depends upon the nationaJ dividend or national income. 
There are two metbods available for measuring taxable capacity and they are: 

I . Personal or Aggregate Income Method: Under this me,hod. all the income of all 
individuals are added, chat is income from land, building, profits from business 
enterprises, income from employment to get the national income if the national 
income increase the taxable capacity increases and vice versa. 



2. Production Method: This method, the net produce in terms of money from 
various sources is estimated and added up. The produce from ag1iculture, industry 
and trade, is estimated in terms of money and is added to get the national income. 
Tf net production increases. taxable capacity also increases and vice versa. 

The researchers discussed in the above definition of tax capacity and kinds of taxable 
capacity (Absolute taxable capacity and Relative taxable capacity), various factors on 
which taxable capacity of a nation depends. We cannot single out any factor and say 
chat taxable capacity is determined solely by this factor alone. The fact is that various 
factors influence taxable capacity and we have 10 take them all into consideration 
while judging maximum amount which citiiens of a country can pay. In the end, 
taxable capacity is of great importance to the theory of public finance in view of its 
contribution in estimating the capacity of the nations lo bear the burden of taxation to 
help the state to estimate the amount of money. 

4.9 DOUBLE TAXATION 
At\er our discussion on the topic of tax capaciry in the previous .section, we should 
study double taxation; therefore we will single out this section to the issue of double 
taxation. Double taxation is a problem in che modem times. [tis one from the unequal 
taxation. It consists either of taxing some source of wealth twice in the same country 
or in the different countries. Double taxation is considered as obsiacle before the tax -
payer and it also hurdles 1he mobility of capital from one country to another. 
Jt is inconsistent with the canon of equity laid down by Adam Srnith, therefore from 
time to time efforts have been made to avoid internal and international double 
taxation. 

4.9.J Definition of Double Taxation 

A situation may arise where a person is subject into two different tax regimes in two 
countries with respect to the same subject matter for the same period. Double taxation 
is Lhe imposition of LWO or more taxes on the same income (in the case of income 
taxes), asset (in the case of capital taxes), or financial transaction (in the case of sales 
taxes). It refers to taxation by rwo or more countries of the same income. asset or 
rransaclion. Double taxation means that the taxing authority taxes the same base in 
more than one way. Double taxation means the taxing of a person twice by one or two 
authorities in the same way that is on the same iocome or taxing t.he same base twice. 
From our point of view, double taxation is imposition tax of any income, on the same 
sow-ce of wealth twice or more in the same period of time. This levy of taxation may 
be in tbe inside the country or may be outside the country. 

4.9.2 Characteristics of Double Taxation 

1. Income is there: That means there is increase in the wealth of somebody, for that 
no taxa1ion in the case of loss, which means the wealth of people increased as 
before. 

2. Same tax-payer: That means the tax-payer paid twice taxation on his income. For 
instance, if somebody has income from his businesses but his income is objected 
to central 4 J authorities and stale aulhorities, in chis case. the same person 
objected his income two taxation. 

3. Same Sourl'e of Wealth: That means cwo taxations are done on same income. 

4. Same period: 11iat means levying two taxes in the same period, for example, jf 
the central government levies tax in the profits of businesses and the state also 
levies once in the same period, that means twice taxation in the same period. 
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5. Same Taxation: That means same taxation is imposed on the same base, in other 
words, the twice same taxaLio n. If the taxpayer paid taxation for his business and 
taxation of his professional here double taxation is not available because there are 
two types from income. 

6. Twice Taxa1ion may be Inside the State nr Outside the State: Either imposition 
of twice taxation ins ide the country or outside the country means the income is 
objected twice inside the country like some of the federation country or as 
belween the different independents countries. 

4.9.3 Disadvantages of Double Ta:ution 

l . Double taxation plays an arti licial impediment on the free tlow of capital and another 
resource such as services of technicians and expert between tbe different countries. 

2. The tax system does not secure equity between the various tax payers and it is 
inconsistenl with the canon of equity. 

4.9.4 Kinds of Double Taxation 

l. /ntemal Double Taxn1ion: Double taxation by the same raxing authorities is as 
internal double that is all condicions of double taxation are in existence inside the 
country, for example, in a federation country, there are two taxations, first by 
central government a nd second by state government. 

2. lnternatwnal Double Tuxation: This double taxation appears in which two taxes 
authorities impose taxes in the same base, in the same period, the same tax-payer 
but in the two independent countries. This type of double taxation is fighting by 
double taxation avoidance agreement between countries. 

There are two types of double taxation, internal and external, whatever the type of 
double taxation, but it doesn't fut.till che principle of tax equity, also double taxation is 
au obstacle to rhe transfer of technology between countries and capital, so most of the 
countries resort to sign bilateral agreements to prevent double taxation. 

4.10 OVERVIEW OF INDIAN TAX SYSTEM 

Post discussing .ibou1 tax definition, characteristics of taxation, cannons of taxation, 
kinds of taxes. and objectives of taxation, shifting, incidence, impact of taxation, 
taxable capacity, double taxation, the researchers have briei1y described the Indian tax 
system and the important features of the tax system in India. The Indian tax system 
has become comprehensive and complicated since independence in 1947. Besides 
being one of the main sour~cs of revenue, both for the cenlJal and slate government, it 
is an effective instrument to realise various socio-economic objectives of national 
policies. India has a well-developed tax strucrure with clearly defined authority 
between central and state governments and local bodies. Central government levies 
taxes on income (except lax on agricultural income, customs duties. central excise and 
service tax). Value Added Tax (VAT), sales tax, stamp duty, state excise, land 
revenue and tax on professions are levied by the state govemments. Local bodjes arc 
empowered to levy tax on properties, octroy and for utilities like water supply, 
drainage etc. Jn the last 15 years, Indian taxation system have undergone tremendous 
reforms. The tax rates have been rationalised and tax laws have been simplified 
resulting in better compliance, ease of tax payment and better enforcement The 
process of rationalisation of tax <1dministration is ongoing in India. 

Since April 1, 2005, most of the State Governments in the country have replaced sales 
tax with VAT. Comparing the country's indicators of effective tax rates and tax 



revenue productivity with other countries displays that the lndian l<OC syslem is 
characterised by: 

l . A high dependence on indirect taxes, 

2. Low average effective tax rates and tax producrivity, and 

3. High marginal effective tax rates and large ta>.-induced distortions on investment 
and financing decisfons. While the ratio of lax revenue to GDP in lndia is low by 
incemational sLandards marginal rates are high. Economic theory suggests that 
high ta'< rates may depress employment. investment and gTOwth. 

4.1 l CONSTITUTIONAL DIVISION OF FINANCIAL 
POWER BETWEEN THE UNION AND STATES 

The constitution oflndia is the supreme law; it is Lhe foundation and source of power 
to all laws in fndia . Power to charge aud collect tax by union or state is derived from 
constitut ion, articles 245 to 255 provide for the distribution of taxation powers 
between the union and the states. It may be recalled at this srage that l11dia is having a 
quasi-tedernl constitution in which the powers of legislation are shared between the 
union and the stares. Rriefly, the parliament has exclusive power to make Ja.,,\'s with 
respect to ,my of the mauers enumerated io list l in the seventh schedule of lhe 
constitution; this list is referred to usually as union list. The legislature of every state 
has exclusive power lo make laws for such srnte or any part with respect lo any of the 
maners counted in the seventh schedule to the constitotion. This list is popularly 
called as state list. Both the parliament and the legislature of any state have power to 
make laws with respect to any of the matters enumerated in rbe seventh schedule to 
the constitucion. This I isl is referred to as the concurrent list. 

4.12 DIRECT AND CNDIRECT TAXES IN INDIAN 
TAX SYSTEM 

There is no legal definition of direct and indirect taxes in India. Taxes under the 
charge of cemral hoard direct taxes are direct taxes while tllose administered by the 
central board of excise, customs and services are indirect taxes. 

Direct taxes at central level are inco111e tax, corporation tax, capita\ gains la"\, wealth 
tax, gift rax, e~tale duty, expenditure tax. tonnage tax, securities transaction tax, 
banking ca:;h transaction tax, fringe benefit tax direct taxes at state level. land revenue. 
agricultural income tax, etc. 

However ind1rec1 taxes at central level are central excise duties, customs duties, 
service tax, central sales 1ax, indirect taxes at state level are state sales tax, state excise 
duty, entertainment lax, motor vehicle tax, passenger tax, professional tax, electricity 
duty, etc. 

T:.ble 4. 1: Direct and Jndirect Tax 

N:11ure of'faJ. Gonmm~nt Ac:r Authority 

lnC(lme T~ Income Ta" Act, 1961 Central Board ofl.>irtct Ta." 

Direct Wealth Tax Wealth Tax Act, 1957 CenlJ"alBoard 11fDirc:C1 T.ix 

Gill Tax Gift Tax Act. 1958 Central Board of'Dirt:ct Tax 

C.:cotral Excise C.:ntral excise & Sal< Act, 1944 Central Ruard ofExcis.: Md 
Customs (('BF<.:) 

Indirect Lll$Ulm~ Custom~ Acl. 1962 CBEC 
1 Cc:ntrnl Sales lax Central Sales Tax Act. 1956 Union Government 

Stole Sale Tax Rc~-p;:ctivc: Stale Sales Tax AcL~ Respective S11111: Sales 
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Direct Taxation in India 

Direct taxation in India is taken care of by the Central Board of Direct Taxes (CBDT); 
it is a division of Deparlmenc of revenue under Ministry of Finance. CBDT is 
governed by the Revenue Act, 1963. CBDT is given the authority to create and control 
direct taxes in India. The most important function of CBDT is to manage direct tax 
law foJlowed by Income Tax department. In lndia, the tax structure is divided amongst 
H1e central government and state government. The central government levies taxes on 
income, custom duties, central excise and service tax. While the state government 
levies lax like state excise, stamp duty, VAT (Value Added Tax), land revenue and 
professional tax. 

4.J 3 INCOME TAX IN INDIA 

Income cax in India is levied by the central government and is monitored und 
controlled by Centra l Board of Direcl Taxes under Ministry of Finance in a llay with 
the provisions of t he Income Tax Act. Income earned in any given financial year is 
subject to tax as per the rates prescribed for that year. A tax that is imposed on income 
individuals/corporations/ legal enti{ies is known as Income Tax. The Central Board for 
Direct Taxes (CBDT) governs the Indian l ncome Tax department. Income tax is 
imposed by Govt. of lndia on taxable income of 45 individuals, Hindu undivided 
fami lies (HUFs), companies, firms, co~operative societies and trusts (identified as 
body of individuals and association of persons) and any other a rtificial person. Levy 
of tax is different for different entities and it is governed by the Indian Income Tax 
Act 1961 

4.13.1 Heads of Income 

Income tax is an annual tax on income. The Indian Income Tax Act (Section 4) 
provides that in respect of the total income of the previous year of every person, 
income tax shall be charged for the corresponding assessment year at the rates laid 
down by the Finance Act, for that assessment year. Section 14 of the Income tax act 
further provides that for the purpose of charge of income tax and computation of total 
income. All income shall be classified under the following heads of income: 

(a) Salaries 

(b) Income from house property 

( c) P rofos and gains of business or profession 

(d) Capital gains 

(c) lncome from other sources 

The total income from all lhe above heads of income is calculated in accordance with 
the provisions of the act as they stand on the first day of April of any assessment year. 
[n the discussion to follow we will explain everyone mentioned above. 

Income.from Salary 

Income received as salary under Employer-Employee relationship is taxed. Salaries: Tt 
covers those monetary gains that are obtained for st:rvices performed and would 
include wages, pensio n, fees and commission. Standard deduction is taken from the 
salary and the amount of deduction depends upon the income received. If income 
exceeds minimum exemption limit, then employers must w ithhold tax compulsorily as 
Tax Deducted at Source (TDS). The employees should also be provided with a Form 
16 which shows the tax deductions and net paid income. 



Income from House Property 

As per Section 22 for taxation of annual value of a property cons1strng of any 
buildings or lands for apartment, of which the assesse is the owner, under the head -
income from House Property. 

Tax imposed under section 22 is a tax on the annual value of house property and is not 
a lax on - House Property. 

Jncomefrum Business or Profession 

Jacome arising from profits and gains of any Business or Professio n: income derived 
by a trade/professional/similar association by performing specific services for its 
members; any benefit from business whether convertible into money or not, incentives 
for exporcers; any salary, interest, bonus. commission or remuneration received by 
partner of a firm; any amount received under a Key man insurance policy which also 
covers bonus; income from managing agency and speculative transactions; is taxable. 

Income from Capital Gains 

Under section 2(] 4) of the l.T. Act, 1961 , Capital asset is defined as property of any 
kind held by an assessed such as real estate, equity shares, bonds, jewelers, paintings, 
art, ere. bUl does not consist of items like stock-in-trade for businesses or for personal 
belongings. Capital gains arise by transfer of such capital assets. Long term and sho1t 
term capital assets are considered for tax purposes. Long (etm assets are those assets 
which are held by a person for three years except in case of shares or mut ual funds 
which becomes long tenn just after one year of holding. Sale o f long term assets gives 
rise to long term capital gains which are 47 taxable as below: As per Section 10(38) of 
lncome Tax Act, 1961 long term capital gains on shares/securitics/murual funds on 
which Securities Transaction Tax (STT) has been deducted and pnid, no tax is 
payable. Higher capital gains taxes will apply only on those transactions where SIT is 
not paid. for other shares and securities, person has an oplion LO either index cost'> to 
inflalion and pay 20% of indexed gains, or pay JO% of non-indexed gains. For all 
other long-term capital gains, indexation benefit is available and tax rate is 20%. 

Income from other Sources 

There ure some specific incomes which are to be taxed under this catego1y such as 
income by way of dividends, horse races, winning of bull races, winning of lotteries, 
amount received from key man insurance policy. So as we can see the Indian Income 
Tax law is a subject which is filled with legal jargons and complexities that keep on 
changing every new financial year and the importance of lhis law in ow- rc:.itine life 
simply cannot be ignored. Whether it is filing of Income Returns on due dates or 
whether it's a financial investment decision to be laken, everywhere the Income Tax 
provisions play a major role in driving of the cost factor. 

Corporate Tux 

A company has been defined as a juristic person having an independent and separate 
legal entity from its shareholders. Income of the company is computed and assessed 
separately in tl1e hands of the company. However the income of the company which is 
distributed to its shareholders as dividend is assessed in their individual hands. Such 
distribution of income is not treated as expenditure in I.he hands of company, the 
income so distributed is an appropriation of the pro.fits of the company. The tax levied 
on a company's income is based on its legal residence. Companie-s oflndian origin are 
levied tax in India, while international companies are levied tax. on earnings from their 
lndian operalions. for intemational companies ' royalty, interest, gains from sale of 
capital assets within Jndia, dividends from Indian companies and fees for technical 
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services are all treated as income arising in India. Companies resident in Tndia are 
taxed on their \.vorldw idc income arising from all sources in accordance with the 
provisions of the Income Tax Act. Non-resident corporations are essentially taxed on 
the incon1e earned from a business connection in India or from other Tndian sources. A 
corporation is deemed to be resident in lndia if jt is incorporated in lndia or if it 's 
control and management is situated e ntirely in India. 

Partnership fiJms and Domestic companies (for the F.Y ending 31.3.2009 and 
3 1.3.20 10) 

Table 4.2: Tax Rate for Partnership Firms and Domestic Compani~ 

Domestic Domll:'ltit .Foreign 
Foreign 

Type of Putnenhip/ 
company witb Comp11ny Company with Company with 

Com1Jany LLP Tncomc of with locom e Income of Less Income of 
T.ess lha n one of more than more than one 

Crorc one Crore 
than one Crore 

Cron: 

Rasic tax rat~ 30% 30% 30% ~0% 40% 

Surcharge - - 10% - 2500/4 

E.Cess 2% 2% 2% 2% 2% 

S & HE.Ce!>~ (% 1% 1% 1% 1% 

Effe1:1ive tax rnte 30.90% 30.90% 33.99% 41 .20% 42.23% 

Wealth Tax in India 

T he wealth taxation in lndia is Jcnown as the Wealth Tax Act, 1957. It applie~ to all 
the c itizens of the country. lt is one of the most important di rect taxes. lt is pciid on the 
pro perty ownership benefits. lt extends to the who le of {nd ia. It shall be deemed to 
have come into force on the 1•t day of April, 1957. Wealth tax is an annual tax like 
income tax. lt is charged for every assessment year for net wealth of corresponding 
valuation date on every individual, Hindu undivided family and company at the rare o f 
1% of the amount by which net wealt11 exceeds ~ 15 lakhs. The Wealth Tax Act is 
important direct tax legislation. Wealth tax is tax on the benefits derived froiu 
property ownership. The tax is to be paid year after year on the same property on its 
market value, whether or noc such property y ie lds any income. Till a person retains the 
ownership of a property, he or she has to pay wealth tax based on the prevailing 
market rate. Even if the p roperty is not yielding any income, wealth tax would have to 
be paid. 

Gift Tax in India 

A gift tax can be simply defined as the tax imposed upon the individual g iving any 
value to the other indiv idual. It may be defined as a tax imposed on !he val ue ofa gift. 
The person who gives the g ift generally pays the gift tax in mos( cases. So it is a tax 
o n the monetary gifts to another person. Gifl tax in India is regulated by the Gift Tax 
Act which was constituted on April I , 1958. It came into e ffect in all pans of the 
country except Jammu and Kashmir. As per the Gift Act L958, a ll gifts in excess of 
~ 25,000, in the form of cash, draft, check or olhers, received from one who doesn't 
have blood relations w ith the recipient, were taxable. However, with effect frur.n 
October 1, 1998, g ift tax got demolished and all the gifls made on or after the dale 
were free from tax. But in 2004, the act was again revived partially. A new provision 
was introduced in t he Income Tax Act, 1961 under section 56 (2). According to it the 
gifts received by any individual or Hindu undivided family (HUF) in excess of 
t 50,000 in a year would be taxable. According to the law, individuals can receive 
g ifts from the following sources: Relatives o r blood relatives, at the time of marriage, 
as inheritcince, in contemplation of death, gifts exempted from tax gifts are exempted 
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from lndia gift lax in the following cases: The gift was given by a blood relative. 
irrespective of the gifi value lmmovable properties located outside the country. 

4.13.2 Indirect Tax System in India 

Charge levied by the state on consumption, expenditure, privilege, or right but not 011 
income or property. Customs duties levied on imports. excise duties on production, 
sales ta.'< or value added tax (VAT) at some stage in production-distribution process, 
are examples of indirect taxes because they are not levied directly on tbe income of 
the consumer or earner. 

lmllrect Taxe.,; Pre Refnrms 

The indirect tax structure was extremely irrational between the reforms. The 
constitution gives the permission to levy a multitude of indirect taxes. But the most 
important ones are customs and excise duties charged by the central government and 
sales tax excepting inter state sales tax to be charged by che state government. T.he 
indfrcct taxes levied hy the centre like customs, excise and central sales taX and the 
major indjrect taxes levied by the states and civic bodies like passenger ond goods tax, 
electricity duty and octroi when taken rogether did not present a rational system. 

Indirect Taxes Po:;t Refnrms 

Even after reforms, the indirect tax command in India is still i.o the early stages of 
growth. The Central and State governments charge a n,ultirude of indirect taxes. The 
central government imposes tax (Custom Duty) on goods at the point of import, 
manufacrure (Excise Duty), interstate sales (Central Sales Tax or csn and on 
provision of services (Service Tax). The stale govemmentS charge tax on goods sold 
within the state (Sales Tax/Value Added Tax or VAT), and on the goods that enter the 
state (Entry TID<). ln the present scenario corporate would have to analyze the tax cost 
involved in a ll'ans:iction, have enough backup documentation to support their tax 
positions and keep looking for ways for cax maximisation. 

Custom Duties 

The Central Board of Excise and Customs under the Ministry of Finance manages the 
customs duly process in the country. Customs duty in India falls under the Customs 
Act 1962 and Customs Tariff Act of l975. Usually, the goods tbat are impo1ted to the 
coumry are charged customs duty along with educational cess. For industrial goods, 
u,e rate has been slashed co 15%. The customs duty is evaluated on 1he value of the 
transaction of the goods. h came in~o ~xistence to check illegal imports and exports o( 
goods. All imports ioco the country ,vould be charged a duty, lo give protection to the 
lndian industries and to check the amount of imp()rtS with a view to secure che 
exchange rate of the country. The Central governmem has 1he authority to infonn the 
ports and airports for the unloading of the imported goods and loading of the ~xported 
goods, the location for clearance of goods imported or exported, the routes by which 
above goods may pass by land or inland water inlo or out of Indian ports. According 
to the custom laws, the following are the various types of duties which can be charged. 

Excise Duty 

Manufacture of goods in India attracts Excise Duty under the Central Excise Act, 
1944 and the Central Excise Tariff Ac~ 1985. Herein, the cerm Manufaccure means 
bringing into existence a new article having a distinct name, character, use and 
marketability and includes packing, labeling, etc. Most of the products attract excise 
duties at the rate of 16%. Some products also attract special excise duty/and an 
additiona l duty of excise at !be rate of 8¾ above the J 6% excise duty. 2% education 
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cess is also applicable on the aggregate of the dutie~ of excise. Excise duty is levied on 
Ad valorem basis or based on the maximum retail price in some cases. Central Excise 
Duty is an indirect tax which is charged on such goods th,lt are manufactured in Tndia 
and are meant for domestic consumption. The taxable fact is "manufacture" and the 
liability of central excise duty arises as soon as the goods are manufactured. The tax is 
on manufacturing, it is paid hy a manufacturer, which is then possed on to the 
customer. The term "excisable goods" means the goods which are specified in the First 
Schedule and the Second Schedule to the Central Excise Tariff Act, 1985. The term 
"manufacture" refers to any process, related or supplemc:ntary to tl1e combination of a 
manufactured product, which is specified in relation to any goods in the section of the 
first Schedule to the Central Excise Tariff /\ct. l 985 as amounting to manufacture or 
in relation to the goods specified in the Third schedule involves packing or repacking 
of such goods in a unit container or labeling or relabeling of containers including the 
declaration or alleration of retail sale price on it or adoprion of any other treatment on 
the goods lo render the product marketable to the consumer. ln the recent budget, a 
number of tax exemptions have been initiated. Tax relied has been created iIJ sectors 
which create jobs like small scale industries, cottage industries, food processing 
sectors, bio diesel and so on. In order to provide a<.:cess of electricity and purified 
water, the water plans and puiiflcation technology sectors are also exempt from lax. 
Excise duty has been increased by around 5% on cigarettes and other tobacco 
products. Three different types of Ceotral Excise D uties exist in India. They are:I 
(a) Basic Excise Duty in India, (b) Additional Oury of Excise, (c) Additional Duty of 
Excise. 

Sales Ta.x l11 India 

Sales Tax in India is a fonn of tax thal is imposed by the govenunent on the sale or 
purchase of a particular commodity within the country. Sales Tax is imposed under 
both, Central Government (Central Sales Tax) and State Government (Sales Tax) 
Legislation. Generally, each state follows its own sales tax acl and levies tax at 
various rates. Apart from sales tax, certain st.ates also imposes additional charges like 
works contracts tax, turnover tax and purchaser tax . Thus, sales t.lx acts as a major 
revenue-generator for the various State Governmenls. Sales Tax is an indirect form of 
tax, wherein it is the responsibility of the seller of the commodity to collect and 
recover the tax from the purchaser. Generally, sale of imported items and sales by way 
of export are not included in the range of commodities which requires payment of 
sales tax. Moreover, [ll)(ury items (like cosmetics) are levied heavier sales tax rates. 
Central Sales Tax (CST) Act that falls under the direction of the Central Government 

-"takes into accouut a ll the interstate sales of commoditie~. Thus, sales tax is to be pa1ct.
by every dealer on the sale of any commodity, made by him during interstate crade or 
commerce, irrespective of the fact rhat no liability to pay ta..'< on the sale of goods 
arises under the tax laws of the appropriate stat~. He is to pay Sales Tax co the sales 
tax authority of the state from which the movement of the commodities commences. 
However, from April 1, 2005, 1110s1 of the states in India have supplemented Sales Tax 
with a new Value Added Tax (VAT). The practice of VAT executed by State 
Governments is applied on each stage of sale, with a particular apparatus of credit for 
the input VAT paid. VAT in India can be classified under the fo11owing tax slabs: 

(a) 0% for essential commodities 

(b) 1% on gold ingots and expensive stones 

(c) 4% on industrial inputs, capital merchandi~e and commo<lities of mass 
consumption 

(d) 12.5% on other items variable rates (state-dependent) are applicable for petrolewn 
products, tobacco, liquor, ecc. 



Service Tax 

Dr. Manmohan Singh, the Union Finance Minister, in his budget speech. for the year 
1994-95 introduced the concept of Service Tax. The Service Tax assesse is the person or 
tinn who provides the service. Hence, the Service Tax must be paid by the pe(son or 
firm providing the service. Service tax js levied at the rate of 10% (plus 2% education 
cess) and I% secumlary and higher education cess. On certain jdentified taxable services 
provided in India by specified service providers. Service tax on taxable services 
rendered in India are exempt, if payment for such services is received in convertible 
foreign exchange in lndia and the same is not repatriated outside India. The Credit.Rules 
allow a service provider co avail and utilise the credjt of additional duty of 
customs/excise duty for payment of service tax. Credit is also provided on payment of 
service tax on input services for the discharge of output service tax liability. 

Analytical Study of Tax Revenue for Ten Years in lndia 

ln this section, the researcher will study the trends of tax revenue for ten years from 
2000-2001 to 2009-2010, tirst step he collected data for tax revenue. 1l1e researcher 
used excel windows for processing the data, then he analyzed and interpreted tables 
and graphs, compared between direct tax and indirect tax revenues. The sources of 
data (amounrs for direct taxes and indirect taxes) are from website from Revenue 
Department, Finance Ministiy in India. 

Analytical total revenue for ten years from the year 2000-2001 to 2009-20 I 0 

Table 4.3: Total ~cvenue for Ten Years from 200~1 to 2009-10 

(crore nipeesj 

l Fin. \'ear Tohtl Revenue Total Tax Rev~nue (Direct Proportion of Tu Revenue 
and fnd irect Tax) into Total Revenue 

2000-2001 98018.82 87723.28 89.49% 

2001-2002 347 1] 1.)9 305320.24 87.96% 

2002-20-03 417353.50 356638.23 85.45% 

2003-2004 490183.05 414084.?7 84.47% 

2004-2005 579940.86 494370.10 85.24% 

2005-2006 687018 87 SR7687.8l 85.54% 

2006-2007 861198.47 736707.71 85.54% 

2007-2008 1000171.65 870329.09 87.01% 

2008-2009 l045034.83 915449.99 83.28% 

2009-2010 I 1739343 1 987509.75 84.20% 

4.14 PROBLEM OF JUSTICE IN TAXATION 

It is often assumed that tax is a bad thjng: that government want to deprive citizens of 
their hard-earned money. But from an economic justice and human rights perspective, 
taxes are crucial for four reasons, which can be summarised as the fow- 'Rs': 

• Revenue: funding to deliver the services citizens need 

• Redistribution: to address poverty and inequality 

• Representation: building accountability of governments to citizens and reclaiming 
policy space 

• Repricing: limiting public 'bads'; encouraging public 'goods ' . 

In evaluating taxes today, we continue to apply Adam Smith's maxims-equity, 
ceitainty, convenience and efficiency. Today, justice jn taxation is often discussed in 
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terms o f so-called horizontal and vertical equity. Holiwntal equity requires that like 
cases be treated alike in taxation. For instance, if two citizens of the same taxing 
jurisdiction have the same income and make similar relevant choices, they should pay 
the same income tax. Or, if they consume the same amount of the same goods, they 
should pay the same. consu mption taxes. Vertical equity, on the other hand, requires 
tliat taxpayers who are situated differently be treated differently to an appropriate 
degree. Altho ugh horizontal and vertical equity are two sides of the same coin, vertical 
equity tends to be more comentious. There is broad disagreement about what counts as 
relevant differences in how a person ought to be taxed. 

4.15 DEFECTS AND STEPS OF REFORM 

The tax structure in India is complex and burden sum. In lndia, GST tax will replace 
almost all the indirecl Laxes and bring a common market fo.r easy tax structure and 
simple tax payment. 

T here is a fundamental problem with India's current tax system. India simultaneously 
has a tax base for direct taxes lhat is too small; and a tax base for indirect taxes that is 
too large. Consequently, too little tax revenue is raised; and too much of the tax 
burden is paid by the poor. Th is limits the state's ability to provide the infrastructure 
and manpower required for good governance. 

According to the December 201 7 report of the income-tax department, only 1.6% of 
lndians pay income tax. This is um,urprising since agricultural income is not taxed in 
India and the wealthy have mastered the art of rax avoidance and evasion. Desp ite the 
small base for income tax, most Indians contribute LO tax revenue because India relies 
heavily on indirect tcJxes. However, the Indian version of ta,'Cing consumption is not 
very efficient Even the relatively incentive-compatible goods and services tax (GST) 
is fraught with high compliance coses. loo many rates and classifications. 

F urther, taxes on consumption tend lo be regressive, because poo r people spend a 
greater proportion of their income on consumption-and consumption is taxed at higl) 
rates in J ndia. The regressive nature o f a consumption rnx is exacerbated by the current 
GST system, where biscuits are taxed at 18% but gold is taxed at only 3%. For 
instance, the smalle~l packels of Parle-G biscuits, a snack for the middle class, and 
often a meal substituce for the poor, a re priced at ~ 2 and ~ 5, with an 18% tax. While 
the price is unlikely to increase, the quantity available to the buyer will likely reduce 
al that price-with tax burden partly passed on to the consumer. 

So, what can be done to resolve this problem? I propose that Indian states shou ld rely 
more on prope1ty tax. which is econonfrca1iy efficient. incentivt: compatib le and 
progressive. Property tax has four key benefits. 

Firsc, it is difficult to evade. Property cannot be moved or h idde n easily aod lasts long. 
T here js an additional incemive to correctly declure the full extent of one's prope rty. 
Property owners will not understate the amow1t of property owned, becall5e i t might 
adversely affect their wealth, future sales, d isputes, inheritance, etc. Since property 
often forms a large proportion of total assets/wealth, there is a built-in incentive to 
declare property honestly, unlike incentives to understate income or sales. 

Second, property tax is efli cie nt bel:ause it cr1::ates fewer distortions. Typically, a tax 
on something results in less of it. High levels of income tax may creale a d isincentive 
lo work. High sales laxes may lead to lower consumption, and, in certain situat ions, an 
informal economy, with goods sold off-the-book!>, etc. Tn 1his regard, property taxes 
are quite efficienl. Typically, exbling buildings, land, ecc. don't reduce or disappear 
because of a tax. The main response available to the property owner is to sell the 
property, and as Jong as there is a buyer wi lling to take on t he tax burden, revenue 
tends to he stable. 



Third, property taxes tend to be more progressive than consumption taxes (hul less 
progressive than income tax) because the weaJthy, relatively, own more property. 
fndia has a very high percentage of home ownership, especially in ru(al areas. It will 
be important to desjgn a progressive property tax system by classifying plot sizes. 
accurate land values and wning data. 

Fioally, and most importan.tly, property taxes tend to be levied by local governments. 
This creates a very direct feedback mechanism between voters/taxpayers and their 
elected representatives, unlike income and sales taxes, which are levied centrally and 
spent far from where they are collected. ln lndia today, the urban rich and middle class 
are able to exit the consequences of state dysfunction by buying into gated 
communities and private developments. Within these communities, individuals pay 
maintenance fe~s, whicl1 provide the same services that would be provided by 3 

functional municipal system. 

A property tax system makes such exit costlier - which inigh1 lead the rich and 
middle class, who have political and social capital, to participate in governance 
decisions and demand better public goods and services. Unlike income taxes {often 
withheld at source by the employer) or sales tax, where the tax is hidden in the retail 
price, taxpayers typically have to write a cheque to the government while paying 
property lax. This has the advantage of revealing the extent of the tax explicitly, which 
may lead taxpayers to demand low tax rates as well as exert pressure on local 
governments for better services. 

Property taxes may also have other consequences specific to 1ndia, with ils 24.7 
million vacant homes. Much of the black money in India is channelled towards 
owning multiple homes, and poorly designed tenancy laws coupled with a slow 
dispute resolution system incentivise owners to leave additional homes vacant. 
Property taxes make it costlier for owners to bave additional vacant properties that are 
purely spe<.:ulative. ln rural Tndia, property tax may also be an avenue to tax wealthy 
farmers without und1.1ly burdening poor farmers, since agricultural income is not taxed 
at aJI. 

Currently, India barely relies on property taxes, with a property tax to C'rross Domestic 
Product (GDP) ratio of 0.2%. For other developing countries, though data varies 
greatly, I.he rough estimate is 0.7%. By comparison, the average prope,ty tax to GDP 
ratio for OE.CD countries is almost 2%. 1ndia should actively consider exploring 
property caxes as an important source of revenue to develop increased citizen 
participation for public goods infrastructure. 

Major Defects in Present Structure of l11direct:Tax-es 

Following can be summarized as major defects in present structure ofindirect laxes: 

• Centrnl Sales Tax (CST) is payable for every movement of goods from one State 
to other. l f the sale is direct, CST is payable, Even in case of stock transfers or 
branch transfers, there is incidence of tax as input service credit (set off) of inpu1 
taxes is not fully available. 

• Central Sales Tax is an orphan. Hence, ifthete is any difficulty, there i.s no authority 
to sort it out and find solutions. This creates numerous problems in CST. 

• Cascading effect of taxes cannot be avoided due to CST and Entry Tax. 

• Movement of goods in European Union (EU) js free across all countries without 
any incidence of tax. However, in lndia, movement of goods from one State lo 
other is not tax free. 

• India does not have a national market due to invisible ban-iers of central sales tax, 
Entry Tax and State Vat and visible barrie~ of check posts. 
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• Millions of rnan-hours and truck hours are lost at check posts. Besides, huge 
corruption is involved. 

• Central Government cannot impose lax on goods beyond manufacturing level 
[CST though levied by Central Government is collected and retained by State 
Government only]. 

• State Government cannot impose service rax. 

• Over the years, distinction betweeo goods and setvices has become hazy, due to 
whjch thc:re is overlapping of State Vat and Central Service Tax on transactions like 
works contract, food rated services (restaurants, outdoor catering, mandap services), 
Software, TPR Related se,vices, lottery, SIM cards, renting of movable prope1ty etc. 

• Sam.e transaction is taxed both by Central and State Government which creates 
confusion. litigation and double taxation in many cases. 

Steps to Improve Tax Reform in lmlia 

ludia is a nation of a thousand djvides. But if the country's recent progress jn 
reforming its tax code is any indication, it m.ay be slowly overcoming its penchant for 
political l'ragmentation. On March 29, the lower house of the [ndian Parliament passed 
a new Goods and Services Tax (GST) intended to broaden the COLIJ1try·s tax base. 
boost the government 's revenue and increase the Indian tax-to-GDP ratio. The 
comprehensive measure is merely the latest sign to consolidate power are beginning to 

bltl:lr fruit, providing the clout he needs to push through policies that have otherwise 
stalled in the lace oflawnrnkers' squabbles. 

The Legacy of the License Raj 

The GST, a levy applied to all production stages of goods and services consumed in 
India, is only one pa11 of a decadeslong project to liberalize the Indian economy. 
Initiated in the 1980s, the effort gained momentum in L 991 when India's balance of 
payments crisis came to head just as the inspiration for its planned economy - the 
Soviet Union - collapsed, After securing an emergency loan from !he International 
Monetary Fund, New Delhi moved quickly to dismantle the country's elaborate and 
ovcrbt:aring .syscem of regulations, business licenses and bureaucratic red tape known 
as tht: " license raj." 

Tax refom1s were a crucial part of this overhaul. The government hoped that by 
imposing a fisca l policy that prioritized savings and investment, it could breathe new 
life into an economy struggling to ensure that its output outpaced a rapidly expanding 
populati'6n:-.i And in some ways New Delhi was right: Its stnictural adjustments 
bolstered economic growth, and the country's corporate services sector reaped the 
rewards. 

Even so, the legacy of India's convoluted tax system lived on. Holdover issues such as 
cascading (double taxation), low compliance rates, a small tax base and the uneven 
distribution of taxation powers between the central and state governments continue to 
hobble the Indian economy to this day - problems the GST is meant to stamp out 
once and for all. 

The Solution: Simplicity 

The primary goals of the GST are rwofold: to simplify the Indian tax code and heal the 
rifts it has created. As it stands, a raft of indirect taxes at the central and state levels 
have led to cascading, a problem that arises when a buyer pays a tax on the total value 
of a purchase, despite the good having already been taxed at earlier stages in the 
supply chain. In effect, this creates a system of double taxation. 



The OST will replace this complicated collection of taxes with a single value-added 
tax and an accompanying system of tax credits, in which each buyer in the supply 
chain r~ceives a credit for taxes previously paid on the items in question, thereby 
reducing the buyer's lax burden. Since claiining these credilc; would require 
doc.:umencation from earlier sellers, tbe new system also creates a self-polking 
mechanism that will promote better compliance with the nation's tax laws among 
Indian companies. And thanks to multiple stages of documentation, tax authorities will 
have more complete infom)ation to consult This, in tum, will help to formalize ftJdia's 
economy through the conslJ'\Jction of a modern, efficient and digi1i1.ed tax system. 
Berter compliance will also generate more revenue for the government in New Delhi, 
which hopes to bump up India's cu1Tenc tax-to,GDP ralio or 16 per cent 10 levels seen 
in other emerging markets. (South Africa, Cbina and Turkey boas1 ratios of 26, 28 and 
21 percent respectively.) 

Si01plifica1ion is ce11ainly important, but it isn't an end un10 itself. The unity il enables 
in the Indian market, however, is. Goods in Jndia are currently subject lo lil complex 
division of taxes at the central and state levels. For instance, New Delhi can legally 
levy taxes on the mannfacture of goods and services, but states can lax unly the sale of 
tbe former. Moreover, goods that cross state borders are slapped with a 2 per cent 
surcharge and are ineligible for tax creditS, a setup thal has discouraged trade among 
lndian states and undermined supply chain efficiency. (Even if ic is more efficient lo 

build plant:S in several states, for example, a non-refundable rax on interstate trade con 
result in the clustering of facilities in a single state.) 

Tlle new tax bill aims to address these proble01s. Under the GS1's Integrated Goods 
nnd Services Tax, which regulates financial transactions among stare!), buyers in 
importing st.ates can claim ta;< credhs. In theory, this should bolster the Indian 
manufacruring industry by driving interstate commerce. 

The Path Forward is Clearer Than Ever 

Of course, in a country as big as India, ambitious initiatives like the GST will never please 
everyone-fl reality that bas led to me downfall of many reform atlempls before it. 
Disputes have already broken out over several points of the GST, including the need for a 
four-tier tax race instead of a single-tier structure, contusion over how products are 
distributed among tht: proposed tiers, and the exclusion of pelroleum and alcohol (both 
major revenue generators). TI1e GST council, moreover, has yet to decide how 1he new tax 
revenue will be split between the central and state govemments. 

Then there's the digital infrastructure underpinning the new system to consider. The 
overhaul y,,ill require govemrnents and businesses alike to transition w an online 
syste~n\1¥tax administration called the GST Network, which is bound to ·result in 
setbacks as each side adapts to the unfamiliar scheme. What's more, tax refonn is only 
one piece of a larger package of measures that India will need to implement lo achieve 
its economic goals, such as boosting the country's meager GDP per capita through 
manufacturing-led growth and eradicating the mass poverty India inherited upon 
gaining its independence iu 1947. 

Chee!, Your Pro l'l~S 

Fill in the blanks: 

I. ______ is a fonn of payment from individuals or legal entity and ii 
is imposed by government 

2. The researcher, ______ have memiooed that, taxation finds out 
solution for some economic problems, but not alone, hut there are also a 
lot of another fiscal instruments. 

('()lltd ... 
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3. ____ __ is one of the oldest, uppermost and primary objectives of 

taxation. 

4. _____ has placed considerable emphasis 011 objectives of taxation 
policy. 

5. The ____ and the _ ___ of a direct tax are on the same person. 

6. _____ are more flexible in nature. 

7. _ ____ is one from the unequal taxation. 

4.16 LET US SUM UP 
• Taxation is a form of payment from individuals or legal entity and it is imposed 

by government, for which there are no goods or services received directly in 
return. so taxes is that amount of money the people pay but has no direct relation 
to the benefit obtained by the people from the provision of a particular good or 
service. 

• Governments may borrow from the central bank of the country. 

• Taxes are appJied to fund foreign aid and military ventures, to influence the 
macroeconomic performance of the economy or to modify patterns of 
consumption or employment within an economy, by making some classes of 
transaction more or less attractive. 

• In the modem time. taxation is not only a means of transferring money to Lhe 
government to spend for meeting the public expenditures or raise revenue lo the 
government, but taxes have become a tool to reduce demand in the private seclor, 
redistribution of income and wealth in the societies in the countries. 

• Today taxation besides being the main resource for supporting government has 
become a tool for economic growth, social welfare; attract foreigner inveslment, 
economic stability, and income distribmion. 

• Tax (Direct and Indirect Tax) is the main source for the Government revenue. 

• Direct taxat ion is defined as the tax which is diredly levied on the citizens of a 
country. 

• Indirect taxes are taxes on commodities and services other than personal services. 

• The study of a way in which the burden of taxatior: ·is shifted among person and 
organisation in the economy is known as Tax shifting. 

• Taxable capacity is diffe(ent in different countries, therefore as a first step, it is 
necessary to identify variabJe which influence raxable capacity, list of such 
variable including per capita capital, composition of gross domestic product, 
degree of openness of the economy and so on. 

• Value Added Tax (VAT), Sales Tax, stamp duty, State Excise, land revenue and 
tax on professions are levied by fue State Governments. 

4.17 LESSON END ACTIVITY 

Examine the impact of tax evasion on Indian economy. 



4.18 KEYWORDS 

Land tax: Tax to be paid for land 

Cost: Expenditure 

l egal: Related to law 

Surplus: In large quantity 

4.19 QUESTIONS FOR DISCUSSION 

I. Define taxation. Menrion the characteristics of taxation. 

2. Discuss the objective of the taxation. 

3. Differentiate between direct lax. and indirect tax. 

4. Discuss the Indian taxation system. Also mention the heads of income. 

5. Discuss about pre and post reforms of indirect lax. 

Check Your Progress: Model Answer 

I . Taxation 

2. Dr. A. SenthiJrdjan 

3. Revenue 

4. Economic Development 

5. Impact, Jncidence 

6. Direct Tax 

7. Double Taxalion 

4.20 SUGGESTED READINGS 
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Manjusha Shamia, O.P. Bohra, Indian Public Finance System, Ravi Books. 

Ne Thi Somashekhar, Money Banking: lnternalionol T,·ade and Public Finance, 
Anmol. 2004. 
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5.0 AlMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Define public expenditure 

• Discuss the public expenditure issues in India 

• Describe th.e classification of public expenditure 

• Explain the role of public expenditure 

• Define public debt and its classification 

5.1 INTRODUCTION 

Government expenditure such as government spending which is incurred by central, 
state and local governments of a country is refe1Ted to as public expenditure. 

Public expenditure can be defined as, 'The expenditure incurred by public authorities 
like central, state and local govemments to satisfy the collective social wants of the 
people is known as public expenditure". 
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l11 lhe functions of economy at almost all stages of economic development, public 
expenditure plays a significant role. The government resorts to expenditure and 
revenue programs to produce desirable effects on the national income, production and 
employment. The main aim of the public expenditure is at the expansion of the 
volume and rate of investment in both public and private sectors and the increase in 
the production of agricultural and industrial sectors. Additionally, a planned scheme of 
public expenditure provides for an optimum resource a llocation which is not 
g uaranteed by the market, and also reduces the inequality in the distribution of 
resources by properly directing the expenditure towards education, medical and health 
care of the low income section of the community. :Besides, public expenditure 
counteracts inflationary pressures and helps to stabilise the economy by fo1mulating 
suitable fisi;al polic ies such as drawing up the budget, providing surpluses in deficit 
and boom in recessions by accelerating the rate of development expenditure in the 
public sector steadily. The atta inment of these goals of the state governments depends 
on the fiscal policy of the central govemment and the autonomy of the slate 
governments in raising revenue and spending it. 

The division of functions and revenue raising powers between cbe central and state 
governmenrs is governed by the constitution, largely influenced by the Government of 
Ind ia Act, 1935. Functions like defense, external affairs, foreign trade, railways, 
national highways, ports, interstate trade, currency and coinage having national 
signi (icance are assigned to the centre. In order lo carry out these functions, the centre 
has been endowed with powers to levy major taxes like income tax, customs including 
export duties, and corporation tax. But the states are provided with functions like 
public order, police, ad.ministration of justice, agriculture, water supply, irrigation and 
canals, education, public beaJth and other social security services. They are conferred 
with powers to levy less important taxes like land revenue, agricultural income tax. 
sale!:. lax, excise o n alcoholic liquors, entertainment tax, motor veb.icles tax and stamp 
duties. 

Toe state governments' own sources of revenue are inadequate to meet their expanding 
responsibilities. Hence, there arises a gap between the fiscal needs and the revenue 
resources of Lhe state. The framers of the constitution anticipated these ve11ical 
imbalances and provided for a fiscal re-adjuscment in the constit\Jtion itself. The 
constitution proposes a transfer of resources from the centre to the states such as 
assignment of che entire proceeds of certain taxes levied by the Union Government. 
mandatory sharing of the proceeds of income tax, participation in the proceeds of 
U nion excise duty and statutory grants-in~aid to the states. ! n addition, it has also 
provided for an independer.t statulory body of finance commissions to regulate the 
transter of resources from the centre to the states periodically, every five years. 

5.2 PUBLIC EXPENDITURE ISSUES IN INDIA 

Il is convenient to group the public expenditure issues into one of the five categories that 
relate to five important aspects of the topic al hand: First, the macroeconomic questions 
relating to public expenditures and their sustainabili ty; the issues here are oflen 
empirical and even the questions (certainly the answers) can vary from time to time. 

The second set of issues has to do with the normative questions that often cross the 
boundaries of economics; these have to do with the appropriate size of the public 
expenditu res, or, by implicatio n, the role of the government 

The third set of issues relates to the priorities in public expendirure on different 
services or different groups of people. 11lis obviously connects with the distributional 
issues. 



The four.th set of issues involves the form of public expenditure. Given the priorities in 
terms of target groups or services, the production/provision of the rdevant service can 
normally be made in different ways with different combinations of inputs; how, why, 
and which combinations are chosen would obviously be an important set of questions. 

The fifth and final set of considerations relates to lht: mechanics of public expenditure 
control and the political economy questions. Institutional setup is an important ingredient 
in the determination of public expenditure; how exactly it works in a panicular contexl 
forms the subject matter of a number of erudite enquiries across the world. 

lt hardly needs to be mentioned that even this quick cataloguing or issues c learly 
shows the futility of trying to cover aU important issues relating to public 
expenditures, even in a superficial fashion, in a !imall survey paper like the present 
one. Instead, we outline below a sample of issues that have been raised in lndia. Not 
all of them have arisen in the context of public expenditures per se: research in the 
area of public expenditure in India has not been all encompassing. 

5.3 CLASSIFICATION OF PUBLIC EXPENDITURE 
The systematic arrangement of different items on which th.e government incurs 
expenditure is known as classification of public expenditure. 

Oifferent economists have observed public expenditure from different point of view. 
The following classification is based on these different views: 

!. Functional Classification: Economists classifies public expenditure on the basis 
of their functions for which they are incurred. Various functior:is like social 
welfare, agriculture, infrastructure, defense and industrial development arc being 
performed by the government. The expenditure incurred on such functions fall 
under this classification. These functions can be further divided into subsidiary 
functions. This kind of classificacion provides a dear idea about how the public 
funds are consumed. 

2. Revenue and Capital Expenditure: Revenue expenditure are current expenditures 
incurred on civil administration, defense forces, public heallh and education, 
maintenance of government machinery. The type of expenditure wluch is 
recurring i11 nature is known as revenue expenditure. 

On the other hand, capital expenditures are those whicb are incu.rred on building 
durable assets like highways, multipurpose dams, irrigation projects, buying 
machinery and equipment. They are non-recurring expenditures .ind are in the 
fonn of capital investtr.ents. Such expenditures are expected to improve tl1e 
productive capacity of the economy. 

3 . Trails/er and Nmz-transfer Expendiwre: According lo A.C. l'igou, the British 
economist has classified public expenditure as: 

(a) Transfer expenditure: The expenditure against which there is no 
corresponding return is known as transfer expenditure. 

Such expenditures includes public expenditure on: 

(i) National Old Age Pension Schemes, 

(ii) lnteres( payments, 

(iii) Subsidies, 

(iv) Unemployment allowances, 

(v) Welfare benefits to weaker sections, etc. 
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By incuning such expenditure, the government docs not get anything in 
return, but it adds to the welfare of the people, especially who belongs ro the 
weaker sections of the society. Such expenditure basically results io 
redistribution of .money incomes within che society. 

(b) Non-transfer expenditure: Expenditure which results in creation of income or 
output is referred to as the non-transfer expenditure. 

The non-transfer expenditure includes development as well as 
non-development expenditure which results in creation of direct or indirect 
output. 

(i) Economic infrastructure such as power, transpon, irrigation. etc. 

(ii) Social infrastructure such as education. health and family wcllare. 

(iii) Internal law and order and defense. 

(iv) Public administration, etc. 

By incurring such expenditure, the government creates a heahhy conditions 
and environment for economic activiries in the country. Due to this economic 
growth, the government may be able to generate income in the fonn of duties 
and taxes. 

4. Productive and Unproductive Expem/iture: Thb classification was made by 
Classical economists on the bas is of formation or productive capacity. 

(a) Productive expenditure: Productive expenditure are those 1:xpendicures which 
generates income for the gove m menl. for example, expenditure on 
infrastructure development, publ ic enterprises or development of ag riculture 
increase productive capacity in the economy and bring income to the 
government. 

(b) Unproductive expenditure: Expenditures which do not create any productive 
asset that can generate income or rerums Lo the government are termed as 
Unproductive expenditure. For example, defense, interest payments, 
expenditure on law and order, public administration, etc. 

5. Development and Non-develupment Expenditure: All the modern economists 
have modified this classification into distinction bet.ween <levelopmem and 
non-development expenditures. 

(a) Development expendirure: Expenditures that promote economir growth and 
development are termed as developroenL expenditure. These are th::: -same as 
productive expenditure. 

(b) Non-development expenditure: Non-development expenditures are tenned as 
unproductive expenditures. 

6. Grants and Purchase Price: This classification has been recommended by 
economist "Hugh Dalton•·. 

(a) Grants: Payments made by a public authority for which there may not be any 
quid-pro-quo, i.e., there will be no receipt of goods or services are known as 
Grants. Fo r example, old age pension, unemployment benefirs, subsidies, 
social insurance, etc. Granes are transfer expenditure!>. 

(b) Purchase prices: Expenditures for which the government receives goods and 
services in return are tenned as purchase prices. For example, salaries and 
wages to government employees and purchase of consumption and capital 
goods. 



5.3. l Classification According to Benefits 

Public expenditure can be categorised on the basis of benefits they confer on different 
groups of people. 

1. Co11111U)n Benefits to All: Expendirures that gives common benefits on all the 
people, for example, expenditure on educution, public health, transport, defense, 
law and order, general administration, etc. 

2. Special Benefit:,· to All: Expenditures th.at g ives special benefits for all, for 
example, administration of justice. social security measures, community welfare. 
etc. 

3 . Special Be11ejits to Some: F..:xpend irures that gives direct :;pecia! benefits to 
cenain people and also add to general welfare. For example, old age pension, 
subsidies to weaker section, une mployment beuefi.l<;, etc. 

5.3.2 Hugh Dalton 's Classification of Public Expenditure 

Hugh Dalton categorised public expenditure as follows: 

I. Expenditures OIL Political Exerntives: E.g.: maintenance of ceremonial heads of 
state. like the president. 

2. AdministraJive Expenditure: This is to maintain the general administration of the 
country, likt: govcrn01ent depanments and oftict:s. 

3. Security Expenditure: This is to maintain armed forces and the police forces. 

4. Expenditure on A dministration of Justice: This includes maintenance of courts, 
judges, public prosecutors, etc. 

5. Developmental Expenditures: To promote growth and deve lopment of the 
economy like expenditure on infrastructu re, irrigation, etc. 

6. Social Expenditures: Expense!i on public heiilth, community welfare, social 
security, etc. 

7. Public Deht Charges: This includes payment of interest and repayment of 
principle amount. 

5.3.3 Role of Public Expenditure Management 

The budget ofa country should be a financial min'Of of society's economic and social 
choices. ln order to perform the roles assigned co it by its people, the state needs. 
among other things, to: (i) collect resources from the economy, in sufficient and 
appropriate manner; and (ii) al locate and use those resources responsively, efficiently 
and effectively. 

Public expenditure management pertains only lo "allocate and use those resources 
responsively, efficiently and effectively'·, and is 1hus only one instrument, although a 
key instrument, of governrm:nt policy. 

Also, close co-operation between tax and budget officials is a must for mauy areas, 
e.g., budget forecasting, macroecouomic framework formulation, trade-offs between 
outright expenditures and tax concessions. 

It is said that, public expenditure management is instrumemal in nature. There is a 
necessary distinction between the expendi1ure policy question of"what" is to be done, 
and the expend iture management question of "how" it is to be done. It is true that 
attempts to set hard boundaries between policy and implementation eventually lead to 
unrealistic policies, ad hoc implementation and, over time, both bad policy and bad 
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implementation. However, the distinction between the soundness of PEM procedures 
and processes and the goals that they are meant to achieve remains very important. 
Among other things, the mechanisms, techniques, skills and data required for good 
public expenditure management are different from those needed to formulate good 
policy. Accordingly, the analysis and discussion herein is generally applit.:able 
regardless of the economic orientation, strategic priotities or policy choices of the 
government in question. 

At the same time, however, it js fundamental lo realise that public expenditure 
management is country-specific. Public expenditure management approaches and 
recommendations musl be solidly grounded on the economic, socia l. administrative 
and implementation capacity realities of the specific country. 

The policy context and the objectives of Public Expenditure Management (PEM) 

(a) The Policy Context: The key goals of overall economic policy are us ually defined 
as growth, equity and stability. lt has been understood that these three goals are 
complementary over the long-term. Economic growth provides the resources 
needed for poverty reduction, but if it is not accompanied by s ufficient stabil ity 
and equitable policies. it cannot be sustainable. Unstable economic and financial 
c ircumstances are hostile lo growth and typically hurt the poor. Bue stability in a 
context of detennined economic stagnation and poverty is hardly a desirable 
outcome. In the short-tenn, however, these goals may be mutually contlicting, and 
a sound resolut ion is required that t.akes all three into consideration in a clear 
policy package. 

(b) The Three Key Objectives of PEM: It is observed that the namre of public 
expenditure managemeor is instrumental. As a central instrument of policy, it 
must pursue all lhe three overall economic policy goals. Financial stability calls. 
among other things, for fiscal discipline; economic growth and equity are pursued 
paitly through allocation of public money to the various sectors; and, most 
obviously, a ll three goals need efficient and effective use of resources into 
practice. Hence, the t hree goals of overal I policy translate into three key objectives 
of good public expenditure management; fiscal discipline (expenditure control); 
allocation of resources consistent with pol icy priorities ("strategic" allocation); 
and good operational management. In turn, good operational management calls for 
both efficiency (minimizing cost per unit of output) and effectiveness (achievi ng 
the outcomf:l for which the output is intended). But in atldilion, as stressed earlier, 
attention to proper norms and due process is essential as well. This book s hall 
rerurn again and again to these ·1rree key objectives, but a few general 
considerations are advanced below. 

There are associations between the three key objeclives of PEM, their 
corresponding major function and the government level at which they are mostly 
operative. fiscal discipline requires control al 1be aggregate level; s trategic 
resource allocation requires good programming. which entails appropriate cabinet
level and inter-ministerial arrangements; and operational management is largely 
an intra ministerial affair. ll should be stressed, however, that fiscal discipline and 
operational management are amenable to " technicar' improvement than is the 
strategic allocation o f fesources . 

According to Petrei, 1998 puts it: " Resource distribution among programs is 
perhaps the least technical part of the budget process. With the exception of 
investment projects, spending decisions are rarely based on technical principles or 
on detailed work to determine lhe population' s preference. The a \location of funds 
results from a series of forces that converge at different points of the decision
making process, with an arbitrator who ruled according to an imperfect perception 



of presem and fi.uure political realiries. The ministries, the headquarters of lhe 
principal agencies, and many other decision-making positions are occupie-d by 
politicians who. theoretically, have developed a certain intuition aboUl what 
people want ln any event. the effon made at this stage of the budget proce~s to 
collect and nnalyze information is less than at any other stage". 

Our focus on public expenditure management should not lead us to let go the 
essential link between revenue aod expenditure. The three of PEM objectives can 
easily he expanded into a trio of focal objectives. Fiscal discipline result-; from 
good forecastS or revenue as well as expenditure; strategic allocation has a 
counterpa11 in the tax incidence across different sectors; and tax administration, of 
cour::;e. is lhe revenue aspect of good operational management of expenditure. 

(c) Complicnting the Issue: Although fiscal discipline. strategic resource a11ocarion, 
and operational efficiency are in general the three key objectives of PEM, in most 
countries che budgeting system is expected Lo achieve a variety of aims. A. 
PrcrnchRnd lists eleven dimensions of public expenditure management. Mose of 
these dimensions can be readily reconciled within th,e triad of PEM objectives, 
and some are in effect different fonnulations of the same objective. However. the 
reali ty is that all these dimensions-duplicative or not- have come 10 be 
associated with public budgeting at various times. Because it is manifestly 
impossible for ::my budget system to conform to all these dimensions al the same 
Lime, a strategic decision is needed regarding which one or two or three of Lhese 
dimensions to focus at a given time in Lhe specific country concerned. Thus, 
although we will continue to refer throughout 1his book to tbe triad of PEM 
objectives, the inevitable simplification should be kept in mind. 

(d) A Word nhou.J Sequenci11g: lfyou cannot count the money. you cannot allocate it, 
and if you cannot allocate it you cannot manage it. Fiscal discipline comes first in 
many ways and nexl is resource allocation and operational efficiency. 1t is true 
rhat in those few developing countries that have extremely weak revenue forecasts 
and cash management systems in those countries, improving expenditure control 
is first and foremost, and any effort at addressiog the other two objectives of PEM 
would he futile and possibly counterproductive. However, it is also essential to: 
(i) design and implement improvements in expendirure control in ways lhat do not 
jeopardil.C the improvements in sectoral allocation and resource management 
which must evencually follow; and (ii) have a clear ex-ante sense o{ how far to 
push improvements in expenditure and cash control before it becomes timely and 
necessary lo address strategic allocation and management issues. 

The /11stitutirmnl Context 

Several developing count1ies have accepted technical advice for decades and 
introduced innovations in their budgeting systems. to the point wh.ere the formal PEM 
system appears robust and coherent in every respect. Yet, efficiency of public 
expendirure remains poor. corruption is endemic, and public services are of worse 
quality and even less accessible than they were at the start of the .. reforms". 

The term "instirution" is used as a synonym for "organisation". However, institutions 
are best understood as rules, and are thus distinct from 1he organizations lhat function 
under them. 

For example, the tendency to overestimate revenues may stem from concrele 
incentives to do so rather than from technical weaknesses. Or, in a multi-ethnic 
country, a performance bonus scheme for budget officials may be perfectly designed 
on the su,face hut fail to produce improvements if it is inconsistent with the informal 
rule that demands tbat managers use their power to help memhers of their own et11nic 
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group. Indeed, under these circumstance~. the "'innovation" may lead managers to 
manipulate expenditure forecasts and outturns in the interest of ''their" people, and 
thus to a less etlicient i.ystem. 

The total Stock of institutions is always larger than it is visible on the fonnal surface, 
especially in deve loping countries. This leads to four basic points, among others: 

l. A design failure lo take into account key informal rules is likely to lead to a failure 
of the budgeting reform itself 

2. Durable insti1u1ional change, in general, and public budgeting, in particular, take a 
long time to be implemented successfully. 

3. One way to improve the overall inst irutionai framework is to make the infonnaJ 
rules more visible. 

4. Budget organ_isations and new units can be merged, restrucrured, recombined and 
created, but no change in behaviour will result unless the basic rules, procedure~ 
and incentives changes. 

For example, simply merging a Ministry of Finance and a Ministry of Planning will 
not do much by itself lo improve coordination of current and investment budgets. 

The Covema11ce Context 

(a) Tlte link between Governa1tce and Development: The risk of relativism inherent 
in the earlier statement that PEM "technology" is country specific is obviated by 
the univcn;al relevance of cc1iain fundamentals of governance. The link between 
good governance and economic developmenl bas long been understood by many 
scholar.;, development practitioners, and above all, lhe average man and woman in 
the developing countric~ themselves. However , a variety of considerations 
(primarily, the Cold War) kept governance away from the official concern of 
development ins!iLUtions, and hence outside the technical advice and financial 
support for PEM improvements. S ince the end of the I 980's, however, 
perceptions and policies have changed dramatica!ly. Even the remaining alleged 
exception lo the link between governance and development (the East Asian 
"miracle'') collapsed under rhe weight of the financial crisis that began in Thailand 
in July 1997 and quickly spread 10 Indonesia, Korea and to a lesser extent to other 
As ian countries. 1 t is now clear I.bat fundamental public and corporate goveniance 
weaknesses were among the structural causes of the crisis. Since then, references 
co '·Asian values•· to juslify prac1ices inimical to good governance have been 

, •. ~-- conspicuous for their absence. 

(b) The Components of Gootl Governance: There is a general consensus that good 
governance resls on " four pillars": accountability, transparency, predictability and 
participation. Accountability means the capacity to call public oflicials to task for 
their actions; transparency entails the low-cost access to relevant information; 
predictability results primarily from law and regulations that are clear, known in 
advance, and uniformly and effectively enforced; and participation is needed to 
supply reliable information and to provide a reality check for government action. 

it is clear that none of these four components can stand by itself; each js 

instrumental in achieving the other three; and all four together are instrumental in 
achieving sound development management. 

For example, accountability mechanisms in the budget process are hollow if there 
is no reliable financial infoimation, and meaningless without predictable 
consequences. Furthermore. all governance concepts are universal in application 
but relative in nature. Accountability is a must everywhere, but does not become 



operational until one defines accountability "of whom", " for what" and '10 
whom". Transparency can be problematic when it infringes on necessary 
confidentiality or privacy. full predictability of inefficiency or con1.1ption is not a 
great advantage. And it is evidently impossible to provide for participation by 
everybody in everylhing, and unwise to use pa1ticipation as an excuse to avoid 
taking tough but necessary decisions. 

(c) Governance and Public Expenditure Management: The relevance of these 
concepts to the various aspects of public expendirure management will be brought 
oul throughout this volume. A few generally applicable considerations are 
provided below. 

Lack of predictability of financial resources undem,ines of strategic prioritization 
and makes it hard for public officials to p lan for the provision of services (and is 
an excellent alibi for non-performance to boot). Predictability of government 
expenditure in the aggregate and in the various sectors, is also needed as a 
signpost to guide the private sector in making its own production, marketing and 
investmenl decisions. 

Transparency of fi scal and financial information is a must for an informed 
execmive, legislature, and the public a t large. lt is essential not on ly that 
information be provided, but that it should be relevant and in understandable fonn. 
Dumping on the public immense amounts o f raw budgetary mate rial does nothing 
w improve fiscal transparency. The IMF assembled in 1998 a Code of Good 
Practices on Fiscal T ransparency, which underlines lhe importance of clear fisca.l 
roles and responsibilities; public availability of infonnation; open processes of 
budge t preparation, execution and reporting; and independent reviews and 
assurance of t he integrity of fiscal forecasts, infonnation and accounts. While not 
all the specifics of the code necessarily apply to all countries, its principles are 
generally applicable to developing and transition economies as well as developed 
coun(ries. 

Appropriate participation by concerned public officials and employees and by 
other stakeholders is required for the sound formulation of expenditure programs; 
participation by external entities, for the monitoring of operationa l efficiency; and 
feedback by users of public services, for the monitoring of access to and q uality of 
the services. 

Accountability is needed both for the use of public money and for the results of 
spending it. Because, through overuse, lhe tem1 ··accountabili ty" has acquired 
mantra-like qualities (and has no exact translation in man.y languages).. it is helpful · 
to unbundle it at the outset. Effective accountability has tw o components: 
(i) answerabiJity and (ii) consequences. First, answerability is the requirement for 
central budget officials and sector ministry personnel to respond periodically to 
questions concerning where the money went and what was achieved with it. The 
conversation itself maners, much more than any bean counting or mechanistic 
recitation of outputs. Second, there is a need for predictable and meaningful 
consequences. A budget law or administrative framework, covering budgetary as 
well as extra budgetary activities and specifying fiscal management 
responsibilities should be in place. Taxation shou1d be under the authority of law 
and t he admin istrative application of tax laws should be subject to procedural 
safeg uards. Public availability of information, extra budgetary activities should be 
covered in budget documents and accounting reports. Original and revised budget 
estimates for the two years preceding the budget should be included in budget 
documents. 
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❖ The level and composition of central government debt should be reported 
annually with a lag of no more than six months. Open budget preparation, 
execution and reporting. 

❖ A fiscal and economic outlook paper should be presented with the budget, 
including among other things. a statement of fiscal policy objectives and 
prioricies, and the macroeconomic forecasts on which the budget is based. 

❖ A statement of "fiscal risks" should be presented with the budget documents. 
All general government activities should be covered by the budget and 
accounts classification. The overall balance should be reported in budget 
documents, with an analytical table showing its derivation from budget 
es ti males . 

❖ A statement or account ing standards should be presented with the budgeL 

❖ Final central government accounts should reflect high standards. and should 
be audited by an independent external auditor. Independent assurances of 
integrity. 

❖ Mechanisms should be in place to ensure that external audit findings are 
reported to the legislature and that remedial action is taken. 

❖ Standards of exrernal audit practice should be consistent with intemational 
standards. 

❖ Working methods and assumptions used m producing macroecono1Tiic 
forcC8:$ls should be made publicly available. 

Source: International Monetary Fund. 

This should be self-evidenL However, the need for consequences of some sort is so 
often disregarded in practice that one must make the elementary point tha( witl10ut 
consequences, "accountability" is only an empty and time consuming formality. 

Largely because the PEM system, must be accountable both for the use of the 
public money and for the results of spending it, accountability in public 
expendirure management has two dimensions. Stronger internal accountability of 
budget system personnel to their superiors may be necessary, but is more 
applicable to "overhead" PEM activities (e.g., policy advice, macroccono111ic 
forecasting, elc.) than to sector ministries responsible for services to the public. 
For the latter, external accountability is needed as well. Panicularly with the 
dramatic improvement.) in information and conununica1ion technology, feedback 
from service users and the citizenry can n.;w be obtained at low cost and for a 
greater variety of activities, and is an essential adjunct for improving efficiency 
and cflectiveness of service delivery. Strengthening external accountabil ity is 
especially necessary in the context of initiatives for greater decentral ization or 
manageiial autonomy,. when new checks and balances are required to assure that 
access lo aod quality of public services is not compromised as a result. 

(d) A word about "performance": All accountability must be for performance. But 
"performance", too, is a relative and culture-specific concept . Government 
employees could be considered "well performing" if they always stick to the letter 
of the rules, in a system where rnle of compliance is the dominant goal; if they 
account precisely for every cent of public money, in a system where protection of 
r~sources is the dominant goal; if they obey without question a superior's 
instructions, in a strictly hierarchical system; if they compete vigorously for 
individual influence and resources, in a system where such competition is viewed 
positively; if they cooperate harmoniously for group influence, in a system where 
conflict is discouraged; and so on. Whenever the word "perfonnance" is heard, 1he 



immediate question should be: "In tenns of what?" Tt is essential to understand 
that administrative culrures are not inherently superior or inferior (so Jong as they 
abide by the governance fundamentals discussed earlier), and that they evolve in 
response to concrete problems and incentive structures. Even when an 
administrative culture has become badly dysfunctional, it is sti ll necessary to 
understand it 's roots if one wishes to improve it in a durable v-.a.y . 

Corruption and Public Expenditure Management 

Although corruption in government is often idel)Lified with large procurements and 
maJoc public works projects. Public expenditure is barely the only source of potential 
corruplion. Tax administration, debt rnanagement, customs, ill-designed privatization. 
the banking system, etc., can be equally troublesome in that respect Rut certainly, one 
major route to improving PEM (and, of course, improving the quality of governance 
as well) is to reduce the opportunities for corruption in the process and punbh 
corruption when it occurs. The reverse is also true: a major way of reducing corruption 
is to strengthen PEM. Quite aside from any moral or legal consideration, corruption 
weakens fiscal discipline; distorts the allocation of resources; harms operntional 
efficiency and effectiveness; and, obviously, is antithetical to due proce~. 

Definitions of corruption can be exceptionally complex. The simplest definition is iiS 

powerful as it is short: "corruption is the misuse of public o r private office for 
personal gain" . "Misuse" (unlike abuse) covers both ''sins of commission" (i.e ., giving 
illegal favours), and " sins of omission'' (i.e .. deliberately turning the other Wi:!y). And 
the presence of the tenn "private'' in the definition of corruption underlines the fact 
that there cannot be a bribe received without a bribe g iven. In the context of 
developing countries, this points out that much corruption is externally generated . 
Clearly, attention needs to be paid to the "imported corruption" as well as to the 
homegrown variety. 

A remarkable, indeed historic, convergence of actions and policies ha:; occurred in this 
area in just two years, 1997 and l 998, as a natural outgrowth of the earlier recognition 
of the governance-development nexus. 111e World Bank enacted an oilicial policy 
against corruption in September 1997. Other Multilateral Development Banks 
(MDBs) followed suit rapidly. The anticorruption policy of the Asian Development 
Bank was approved in July 1998, and anti-corruption cooperation among the MDBs 
has been strengthening since then. At the same lime, as noted earlier, the TMF 
promulgated the code for fiscal Transparency. Finally, lhe organisation for Economic 
Cooperation and Development (OECD - the "developed countries' club'') succeeded 
in negotiating in Oecember 1997 a landmark conw::ition againsl bribe-giving, which 
entered into force at the end of J 998. For the first time in history. the convention 
makes the bribing of foreign officials a crime at par with national laws concerning 
bribery of national officials in all member countiies of the OECD. 

Thus, although many economists, cow1try officials, and development professionals 
had always been aware of the inefficiencies and inequities of corruption, it is only 
recently that the taboo on even mentioning the "C word'' has been removed and a clear 
consensus has emerged: in the long run, corruption (i) is bad for economic efficiency 
and growth; and (ii) hW1s the poor most. Corruption is increasingly being seen as 
neither beneficial ("grease for the machine"), nor inevitable ("the way the system 
works''), nor respectable. This new consensus has been u-anslated into actual policies 
of international organisalions and governments around the world. Although I.he 
process is only beginning, and most of the implementation lies ahead (and corruption 
will of course never entirely disappear), for the first lime in conmnporary history 
there is a concrete opportunity to reduce substantially "the cancer of corruption" . 
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711e Macroeconomic Programming Context 

Macroeconom ic and financial programrni1Jg has been dominated for we ll over a 
generation by the simple but powerful model developed by Jacques Polak. Change in 
goverument revenues and expenditures bas always been important in that model, 
partly through its (monetary) impact on domestic credit and money creation, and 
partly through its (Keynesian) influence on national income and the demand for 
imports. Furthermore, since the early l 990's, the Semantics of Co1Tuption, the 
definition of corruption is clear, but one must beware of assuming thar the same term 
retlects the same reality in different developing countries. While in some countries the 
word ··..:orruption" may be reserved only for mil lio n dollar bribes, inch-deep h.ighway 
surfaces, and non-existent schools, in other countries the word is used 10 include 
minor irregularities or minuscule conflicts of interest. In one South Asian country, for 
example, a major newspaper reported in a front-page article of September 1998 that: 
The government is to work out a modality next week to take action against 
parliamentarians who are engaged in business activities wi lh state or public 
institutions, the minister announced. He cited the Supreme Court judgment on the 
case. The court decided that one parliamentarian was nor suited since he was 
managing a petrol shed. "We know about several others who have fixed the official 
telephone to their business places in a way that Parliament has to pay for their 
telephone charges (equivalent to tens of dollars). We cannot allow this situation to 
continue anymore", the minister said. Clearly, these practices are inappropiiate and do 
fit into the strict definition of corruption. There is also a "slippery slope" argument that 
zero tolerance is required if corruption is not to eventually become a large problem. But, 
in comparison with the Jevel of corruption in other counhies, such practices as quoted 
above are trivial. The terms used however , are often identical. Therefore, a finding that 
conuption is widespread must be interpreted carefully in the light of just whot is meant 
by conuplion in the specific counrry's context. The rediscovery of the economic costs of 
excessive Ouctuations in exchange rates has reduced the emphasis on currency 
devaluation as an instrument of economic and financial adjustment. As under the 
Brerton Woods system operating in the posrwar period unti l 1973, the IMF has come 
back again to regard the exchange rate as a nominal "anchor", and the burden of 
adjustment bas correspondingly shifted to the fiscal side. 

The degree o f fiscal adjustment is nonnally meas ured by the reduction in the overall 
govemmenl deficit. The fiscaJ deficit. obviously, is determi ned by both revenue and 
expenditure. Hence, by definition, a fiscal policy focused entirely on public 
expenditure adjustment would be incomplete. But in practice, the change in 
macroecon_o1r.ic programming emphasis towards fiscal adjustment has coincided with 
a major rethinking of the role of the state towards downsizing and the shedding of 
many earlier functions. Measures on the revenue side do remain impo11ant in most 
developing countries but away from short-term Lax increases and towards actions that 
broaden che tax base and raise the elasticity of the tax system with a v iew lo long-tern, 
revenue expansion. However, the downsizing of the role of the state has naturally led 
to greater reliance on public expenditure reductions as an instrument of fiscal 
adjustment. In turn, sustainable expendinire reduction is a chimera unless the 
expenditure management system is in reasonable good shape. Hence, the cun-ent 
emphasis is on public expenditure management and its key role in macroeconomic 
programming. 

The Genie Outside the Bottle: lnformatlon and Communication Teclu,ology (JCT) 

It is impossible lo provide a good overview of the context of PEM without some 
reference to the infonnatics revolution. The monumental change wrought in every 
field by rhe new information and communication technology is s till only in its initial 
phase. The subject of TCT is too vast to be adequately discussed in this volume. 
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Nevertheless, as an eventual objective Lo aim for when and where country oeeds and 
capabilities pen11it. But a few general considerations s hould be raised here. 

First, lCT is a tool, immensely powerful yet essentially no different from a 
photocopier or a car, in the sense that user needs and requirements must come first and 
dictate whetl1er and how the !CT tool should be used. For certain functions, pencil and 
paper, or a telephone, or a face-to-face meeting, or a visit to the library, are far more 
effective than computers or the internet. This obvious point must be stressed because 
there are frequent instances when governments, consultants, or dono.r agencies 
encourage computerising anything in sight. [ndced, many would argue that IT 
innovation is now largely supply and marketing driven rather than dictated by the 
needs and requirement<; of the users. It is essential to assess realistically and compare 
the costs ofa given lTC change with the actual benefits expected from it. 

Second, neitJ,er the ICT ''tcchic" nor the '·public manager" should work in isolation 
from each other. As noted, improvements in effectiveness stem largely front better 
rules and procedures in the sector concerne::d. To apply adva nced JCT to obsolete or 
inefficient rules and processes means in ~.ffcct co computerise inefficiency. Doing the 
wrong thing faster is not progress. On the other hand, the absence of relevant ITC 
knowledge risks either costly mistakes or missed opportunities for dramatic service 
i mprovemenls. 

·rnird, lCT cannot substitute for good management and intern.ii controls. Indeed, the 
Lntroduction of computers can give a false illusion of tighter expenditure control, in 
cases where a large part of the expenditure cycle occurs in parallel outside the 
computerised system. 

Fourth, faster and integrated public financial management information systems carry 
correspondingly greater potential risks for the integrity of the data and can even 
jeopardize the fi nancial management sysLem in its eotirety jf developed carelessly and 
without sufficient checks, controls, security and virus protection. Also, it is often 
argued that JCT redut.:es the corruption. In fact, computer technology eliminates 
almost all opportunities for corruption for those who do not understand fully the new 
technology but opens up new corruption v istas for those who understand the new 
systems well enough to manipulate them. 

To sum up, the adoption of more advanced ICT should meet the follow ing criteria: 
(i) Always fit the user requirements and tlu:: real objectives or the activity; {ii) assure 
that the more advanced JCT goc:, hand in hand with improved rules and processes; 
(iii) protect data and systems integrity; and (iv) aim at an integrated stralegy and avoid 
a piecemeal approach (which can tit specific needs but adds up to a ram~hackle and .. -· 
even dangerous system) . Note that an integrated approach requires compatibility and 
coordination, but not necessarily a s ingle system. 

5.4 PUBLIC DEBT: MEANING, CLASSIFICATION AND 
METHOD OF REDEMPTION 

5 .4.1 Meaning of Public Debt 

Governmerrts need to bon-ow money from different sources when current revenue falls 
short of public expenditures. Thus, publk debt refers to loans incurred by the 
government to finance its activities when other sources of public income fail to meet 
the requirements. In this wider sense. tbe proceeds of such public borrowing constitute 
public income. 

However, since debt has 10 be repaid along with interest from whom it is borrowed, it 
does not constitute income. Rather, it constitute:; public expenditure. Public debc is 
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incurred when lhe government tloats loans and borrows either internally or externally 
from banks, individuals o r countries o r international loan-giv ing institmions. 

The fact about public borrowing is that like taxes, public borrowing is not a 
compulsory source of public income. Tue word ·compulsion' is not applied to public 
borrowing except in certajn exceptional cases of bo1Towing. 

5.4.2 Classification of Public Debt 

The strucrure of public debt is not unifonn in any country on account of factors such 
as categories of markets in which loans are floated, the conditions for repaymem, the 
rate of interest offered on bonds, purposes of borrowing, etc. 

In view of these differences in criteria, public de bt is classified into various categories: 

(i) lnte maJ and ex ternal debt 

(ii) Short term and long term loans 

(iii) Funded and unfunded debt 

(iv) Voluntary and compulsory loans 

(v) Redeemable and irredeemable debt 

(vi) Productive or reproductive and unproductive debt/deadweight debt 

(i) Internal and External Dehl: Amount owed to the citizens and institutions are 
called internal debt and amount owed to foreigners comprise the external debt. 
lnternal debt refers to the governm ent loans floated in the capita.I markets within the 
country. Such debt is s ubscribed by individuals and institutions of the country. 

On the other hand, if a ruhlic loan is floated in the foreign capi1al markets, i.e., 
outside the country, by the government from foreign nationals, foreign 
governments, international fi nancial instilutions, it is called ex ternal debt. 

(ii) Short term and Long l erm Loans: Loans are classified according to the duration 
of loans taken. Most government debt is held in short tem1 interest-bearing 
securities such as treasuiy bills or ways and means advances ( WMA). M aturity 
period of a treasury bi 11 is usua lly 90 days. 

Govemment borrows money for such period from the central bank of the country 
to cover temporary deficits in the budget. Only for long term loans, government 
comes to the public. f-or development purposes, long period loans are raised by 

. ,. the government usually for a period exceeding (ive y ears o r more. 

(iii) Funded and Unfunded or Floating Deht: funded debt is the loan repayable after 
a long period of1ime, usually inore than a year. Thus, funded debt is Jong tenn 
debt. further, since for lhe repayment of such debt government maintains a 
separate fund, the debt is called funded debt. Floating or unfunded loans are those 
which. are repayable within a sho rt period, usually less than a year. 

ll is unfunded because no separate fund is mainta ined by the government for the 
debt repayme nt. Since repayment of unfunded de bt is made out of public revenue, 
it is referred to as a floating debt. Thus, unfunded debt js a short term debt. 

(iv) Voluntary and Compulsory Loans: A democratic government raises loans for the 
nationals on a voluntary basis. Thus, loans given to the government by the people 
on their own will and ab,lity are called voluntary loans. Normally public debt by 
nature is voluntary . But dwing emergencies (e.g., war, narural calamities, etc.) 
government may force rhe nationals to lend it. Such loans are caJled forced or 
compulsory loans. 
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(v) Redeemable and Irredeemable Debt: Redeemable public debt refers to that debt 
which the government promises to pay off at some future date. After the maturity 
period, the govemmcnt pays rhe amount to the lenders. Thus, redeemable loans 
are called terminable loans. 

In the case of irredeemable debt, government does not make any promise abou1 
the payment of the pru1cipal amount, although interest is paid regularly to the 
lenders. For t he most obvious reasons, redeemable public debt is preferred. If 
irredeemable loans are taken by the government, the society will have to face the 
consequence of burden of perpetual debt. 

(vi) Productive (or Reproductive) and Unproductive (or Deadweighl) Debt: On the 
criteri.:1 of purposes of loans, public debt may be classified as productive or 
reproductive and unproductive or deadweight debt. Public debt is productive 
when it is used in income-e.irning enterprises. Or productive debt refers to chat 
loan which is raised by the government for increasing the productive power of the 
economy. 

A productive debt creates sufficient assets by which it is eventually repaid . [f 
loans ta ken by the government are spent on the building of railways, development 
of m ines and industries. irTigation works, education, etc., income of the 
government will increase u ltimately. 

Hence, productive loans are au addition to t he total productive capacity of the 
country. 

ln the words of Findlay Shirras, " Productive or reproductive loans which are fuUy 
covered by assets of equal or greater value, the source of the interest is the income 
from the ownership of these as railways and irrigation works". 

Public debt is unproductive when it is spent on purposes which do not yield any 
income to the government. e.g .. refugee rehabilitarion or famine relief work. Loans for 
financing war .may be regarded as unproductive loans. l nstead of creating any 
productive assets in the economy, unproductive loans do not add to the productive 
capacity of the economy. Thal is why unproductive debts are called dead weight debts . 

5.4.3 Methods of Redemption of Public Debt 

Redemption of debl re fers to the repayment of a public loan. Although public debt 
should he paid, debt redemption is desirable too. In order to save the government from 
hankniptcy and to raise the confidence of lenders, the government has to redeem its 
debts from t ime to time. .., -:.: 

Sometimes, the government may resort to an extreme step, suc h as repudiation of 
debt. This extreme step is, of course, violation of the contract. Use of repudiation of 
debt by the goverument is economically unsound. 

Here, instead of concentrating on the repudiation of debt, we discuss below other 
important ruethods for the retirement or redemption of public debt: 

(i) Refunding: Refun.ding of debt implies issue of new bonds and securities for 
raising new loans in order to pay off the rnatured loans (i.e., old debts). 

When the government uses this method of refund ing, there is no liquidation of 
the money burden of public debt Instead, the debt servicing (i.e., repayment of 
the interest along with lhe principal) burden gets accumulated on account of 
postponement of the debt-repayment to save future debt. 

(ii) Conversfon: By debt conversion it is meant that reduction of interest hurden by 
converting old bur high interest-bearing Joans into new but low interest-bearing 
loans. Thb method tends to reduce the burden of jnterest on the taxpayers. As 

83 
lntruducuon to 

Public Expend,1ure 



&4 

Public F manci; 
the governmenL b enabled co reduce the burd<}n of debt which falls, it is not 
required to raise huge revenue through taxes to service the debt. 

Tnstead, the government can cut down Lh~ tax liability and provide relief to the 
taxpayers in the event of a reduction in the rate of irtterest payable on public debt. It 
is assumed that since most taxpayers are poor people while lenders are rich people. 
such conversion of puhl ic debt results in a less unequal distribution of income. 

(iii) Sinking Fund: One of the best methods of redemption of public debt is sinking 
fund. Tt is the fond into which certain portion of revenue is put every year in 
such a way that it would be su1Iicient to pay off the debt from the fund at the 
time of maturity. In general, there are, in fact, two ways of credit ing a portion of 
revenue to this fund. 

The usual procedure is to deposit a certain (fixed) percentage of its annual 
income to the fund. Another procedure is to raise a new loan and credit the 
proceeds to lh.e sinking fund. However, there are some reservations against the 
second method . 

Dalton has opined thac it is in the tightness of things to accumulate sinking fund 
out of the current revenue of the government, not out of new loans. Although 
t:onvenient, it is one of the slowest methods of redemption of debt. That is why 
capital levy as a fom) of debt repudiation is often recommended by economists. 

( iv) Capital Levy: In times of war or etnergencies, most governments follow the 
practice of raising money necessary for the redemprion of the public debt by 
imposing a special tax on capital. 

A capital levy is just like a wealth tax in as much as it is imposed on capital 
assets. This met.hod has certain decisive advantages. Firstly, it enables a 
government to n:pay its (emergency) debt by collecting additional tax revenues 
from the rich people (i.e., people who have huge properties). 

This then reduces consumption spending of these people and the severity of 
inflation is weakened. Secondly, progressive levy on capital helps to reduce 
inequalities in income and wealth. But it has certain clear-cut disadvantag~ loo. 
Firstly. it hampers capital fom)ation. Secondly, during normal time this method 
is not suggested. 

(v) Terminal Annuity: It is something similar to sinking fund. Under lhis method, 
the government pays off its debt on the basis of cerrninal annuity. By using this 
method, the go"'..cmmcnt pays off the debt in equal annual installments. 

This method enables govermnent to reduce the burden of debt annually and at 
the time of maturity it is folly paid off It is the method of redeeming debts in 
installments s ince the government is not required to make one huge lump sum 
payment. 

(vi) Budget Surplus: By making a surplus budget the government can pay off its 
debt to the people. As a genernl rule, the government makes use of the budgetary 
surplus to buy back from the market its own bonds and securities. This method 
is of little use since modern governments resort to deficit budget. A surplus 
budget is usually not made. 

(vii) A1/ditional Taxcltion: Sometimes, the government imposes additional taxes on 
people to pay jnterest on public debt. By levying new taxes - both direct and 
indirect, the government can collect the necessary revenue so as to be able to 
pay off its old debt. Although an easier means of repudiation, this method has 
certain advantages since taxes nave large distortionary effects. 



(viii) Compulsory Reduction in the Rate of Interest: The government may pass an 
ordinance to reduce the rate o f interest payable on its debt. This happens when 
the government suffers from financial crisis and when there is a huge deficit in 
its budget. 

There are so many insta nces of such statutory reductions in the rattl of interest. 
However, such practice is not followed under nomial situations. Instead. the 
government is forced to adopt this method of debt repayment when situation so 
demands. 

Check \'our Progress 

Fill in the blanks: 

I. Government spending w hich is incurred by central, state and local 
govenunenls of a country is referred to as _____ _ 

2. The _____ of different items on which the government incurs 
expenditure is knov-m as classification of public expenditure. 

3. Expenditure which results in creation of income or output is refeJTed to as 
the ___ _ _ 

4. Expcndimres which do not create any productive asset that can generate 
income or returns to the government are termed as _ _ ___ _ _ _ 

5. The _ ___ _ _ of a country should be a financ ial mirror of society's 
economic and social choices. 

6. The degree of fisca l adjustment is normally measured by the 
___ _ _ _ in the overall government deficit. 

5.5 LET US SUM UP 

• Public expenditure can be defined as, ''The expenditure incurred by public 
authorities like central, state and local governments to satisfy the collective social 
wan.ls of Lhe people is known as public expenditure". 

• In lhe early 20th Cenlury, John Maynard Keynes advocated the role of public 
expendilure in determining of level o f income and its distribution. 

• The d ivision of functions and revenue raising powers between the central and state 
governments i$ __ gqyerned by the consti tution, largely influenced by the 
Government oflmiia Act, 1935. 

• Revenue expenditure are current expenditures incurred on civil administration, 
defense forces, public health and education, maintenance of government 
machinery, etc. 

• There is a necessary distinction between the expenditure policy question of 
"whal" is to be done, and the expenditure management question of"how" it is to 
be done. 

• The key goals of overall ecooomic policy are usually defined as growth, equily 
and stability. 

• The three goals of overall policy translate into three 1-,ey objectives of good public 
expenditure management: fiscal d iscipline (expenditure control); allocation of 
resources consistent with policy priorities ("strategic" allocation); and good 
operational m<1nagernent. 
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• Effectlve accounlabHity has two components : (i) answerability and (ii) 
consequences. 

• By making a surplus budget, the government can pay off its debt to the people. 

5.6 LESSON END ACTIVITY 

Critically examine how public debt in managed in India. 

5. 7 KEYWORDS 

Shifting: Roll down 

Elasticity: Flexibility 

5.8 QUESTIONS FOR DISCUSSION 

J. Di!><:uss the methods of redemption of public debt. 

2. Describe the classification of public debt. 

3. Explain the role of PEM. 

4. Ddine public expenditure. Discuss the classification of public expenditure. 

Check Your Progress: Model Answer 

I. Public Expenditure 

2. Systematic arnmgement 

3. Non-trans fer Expenditure 

4. Unproductive Expenditure 

S. Budget 

6. Reduction 
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6.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Explain about effects of public expenditure 

• Describe 1he public debt in Jndia 

• Discuss the objectives of public debt 

• Explain the limit to public debt 

6.1 INTRODUCTION 

Rapid economic development requires huge expenditure to be incurred in the various 
seccors of the economy. As the private sector is usual1y hesi1ant and unwilling to 
invest huge amounts because the returns from such investments are either uncertain or 
long delayed. it is public expenditure which plays the crucial role in eco-nomic 
development (especially) in underdeveloped economy. The public expenditure can be 
used as a lever to raise aggregate demand and thereby to get the economy out of 
recession. On the other hand. through variation in public expenditure, aggregate 
demand can be managed to check inflation in the economy. Throughout the 19th 
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Century, most governments followed laissez faire economic policies & their functions 
were only rest.ricted to defending aggression & maintaining law & order. The siz.e of 
public expenditure was very small. But now the expenditure of govemments all over 
has significantly increased. Tn the earJy 20th Century, John Maynard Keynes 
advocated the role of public expenditure in detennination of level of income and its 
distribution. In developing countries, public expenditure policy not only accelerates 
economic growth & promotes employment opportunities but also plays a useful role in 
reducing poverty and inequalities in income distribution. 

6.2 EFFECTS OF PUBLIC EXPENDITURE 
Public expenditure has a grea:t bearing on economic development and social welfare of 
a country. The following observations may he noted in this regard: 

6.2.1 Effect on Production 

According to Dr. Dalton, "public expenditure tends to affect the level of production in 
the following manner" 

1. Capacity to work and save: As a result of public expenditure, capacity to work 
and save tends to rise. Government expenditure provides various kinds of social 
and economic facilities stimulating the capacity to work with the people. 
1.ncreased capacity suggests increased efficiency and greater employment. Level 
of income and saving tends to rise faci litating greater investment and adding to Lhe 
pace of growth. 

2. Desire to work and save: Expenditure incurred by the government promotes the 
will to work and save. As a result, their income and standard of living rend to rise. 

3. Productive utilization of resources: Public expendimre restores a balance in the 
economy by focusing on those areas of production which generate maximum 
linkages effect. Public expenditure acts as pump-priming factor attracting idle 
resources to their productive utilisation. Accordingly, production level tends to 
raise the resources from unproductive activities to productive ones. This resuhs in 
increase in production. 

6.2.2 Effect on Distribution 

Pub I ic expenditure affect.s distribution in the following possible ways: 

l. Regional Inequality: This is how public expenditure can promote equality across 
different regions of a co~_npy: 

(i) The government expenditure should focus on development of backward areas, 
increasing the level of production and income of the people of those areas. 
Their standard or living will increase to catch up with the living standards in 
developed regions of the country. 

(ii) Public expenditure should include financial help to the small-scale and cottage 
industries. These industries have the merit of easy-diversification across 
differem parts of the country. Accordingly, regional inequality is expected to 

improve. 

2. Distribution of the dividends of industrial developmenJ.: As a consequence of 
public expenditure, there are public sector industries in the country. The 
workforces employed in these industries are paid higher wages. They get some 
special facilities also which are comparatively better than others. Following the 
public sector industries, private sector industries also provide higher wages and 
other faci lities to lhe workers. Increase in the workers' wages will lead to 
reduction in economic inequality. 



3 . Benefit to the weaker section: If the government makes public expenditure on 
social services like education, medical care, unemployment allowance, labour 
welfare, etc. after collecting resources by way of taxes from the rich class, it wj]J 

result in the increase in real income of the poor people, thus tilting the distribution 
further in their favour. 

4. Increase in tlte ability to work nf the poor: Distribution of income can also be 
influenced by increasing lhe ability lo work of the poor with the help of public 
expenditure. Th.is objective can be achieved in two ways: 

(i) Direct help: The govemment can p rovide direct help to the poor people in the 
form of cash, commodities and service. 

(ii) Jndirecf help: Toe government can provide loans to the poor at a low rate of 
interest. It can provide them food al fair price. It can provide more social 
services to them. As a result of it, their efficiency wi.11 be increased. With rise 
in their income level their standard ofliving will improve. 

6.2.3 Public Expenditure and Economic Stability 

Cydical changes are an inherent character of a market economy. These changes are 
called Trade Cycles and are rnaniiested as the state ot' recession, depression, reco very 
and boom. The states of recession and depression are particularly dangerous for 
restricting the pace of g rowth. Inflation is equally bad when it tends to be galloping o r 
hyper. Note the following observations lo understand how public expenditure facilities 
economic stability: 

1. Public expenditure a11d depression: During depres.,ion , the prices of commodities 
tend to fall. Accordingly there is a fall in production and employment. 
Unemployment increases both the producers and the cons·wners become 
pessimistic. Producers reduce output because of the lack of demand. Conswners, 
hoping for a further fall in prices. suspend thei r existing consumption needs. 
Accordingly, reduction in demand is compounded. A5 a consequence, the vic ious 
circle of reduced demand, red uced productio n and reduced employment sets in. 
Here comes the significance of public expenditure. 

According to Keynes, ''in the state depres.~ion , the government should p lan for a 
comprehens ive increase in public expenditure". II can be o[ two types: 

(i) Compensatwy e.xpendirure: lt includes those spending which the government 
makes on public works so as to increase employment and aggregate demand. 
Such spending gen<.:r~te multiplier effecl on income . lncome rises in 
consonance with irn.': rc~:;ed employment, acting as an a ntidote lhe situation of 
depression. 

{ii) Pump priming expenditure: During the depression periods, investment is low. 
If investment is made in public sector, it will prompt private investment as 
well. Public expenditure thus made is called pump priming. lnitial expenditure 
by the government particularly on infra-structural faci lities, tends to be 
conductive for an all-round growth of private investment. 

Taylor categories public expenditure during depression as: 

(a) Home relief, 

(b) UnempJoyrnent compensation plans, and 

(c) Work projects. 

(a) Home relief is provided to the poor so as to increase their consumption 
without getting their services. This is a kind of transfer payments expected 
to raise consumption expendilure. 
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(b) Unemployment com pensation fund is set with the help of the employers, 
employees and the government. Help is provided to the workers during 
the period of\ll'lemploymenl out of this fun<l. 

(c) Work projects include public works like conslruction of roads, bridges 
and dams. etc. F.xpcnditure on such projects wiU generate income to 
combat deflation tl1rough increased demand. 

2. Public expenditure and inflation: Public expenditure can be used as a policy 
instrument to cw·b inflation. Ct should focus on the following areas: 

(i) Increase in produclion: Public expenditure should be utilised for increasing 
production. Increase in production during inflation implies increased flow of 
goods and services in the economy. fn ihe backdrop of rising prices. increased 
flow of goods and services will help stiikc a balance between demand and 
supply. 

(ii) Reduction in consumption: fn a state of price-rise, the government should 
reduce its consumption expenditure. This will reduce the pressure of demand 
on the goods and services. Accordingly prices are expected to fall , or atleast 
their pace of rise will be arrested. 

6.2.4 Public Debt in India 

India recorded a government debt equivalent lo 69.50 per cent of the country's Gross 
Domestic Product in 2016. Government Debt to GDP in India averaged 73.42 per cent 
from 1991 unti l 2016, reaching an all-time high of 84.20 per cent in 2003 and a record 
low of 66 per cent in 1996. 
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Source: Tradingeconornics.com I Minisl') offinanc<.:, <.iovcmm.:nl ol"lndia. 

figure 6.1: Jndiao Government Debt 10 Cl>P for the Year 2006 lo 2016 

In India, public debt refers to a part or the total borrowings by the Union Govemment 
which includes such items as market loans, special bearer bonds, treasury bills and 
special loans and securities issued by the Reserve Bank. IL abo includes che 
outstanding external debt. 

However, it does not include the following items of borrowings: 

(i) Small savings, 

(i i) Provident funds, 

(iii) Other accounts, reservt: funds and deposits. 

The aggregate bon-owings by lJJe Union Government comprising the public debt and 
these other borrowings are generally known as 'net liabilities of the Government'. 
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6.3 OBJECTIVES OF PUBLIC DEBT 

ln India, most government debt is held in long-term interest bearing securities such as 
national .!iavings certificates, rural development bonds, capital development bonds, etc. 
In industrially advanced counti-ies Like the USA, the term government or public debt 
refers to the accumulated amount of what govemmeot has borrowed to finance past 
deficilS. 

ln such countries the governrnent debt has a very simple relationship to the 
govemmenl defkit the increase in debt over a period (say one year) is equal 10 its 
current budgetary deficit. But, in India, the term is used in a different sense. 

The stat<.: generally bon ows from the people to meet three kinds of expenditure: 

(a) to meet budget deficit. 

(b) lo meet the expenses of war and other extraordinary siruations, and 

(c) to fina_nce developmen1 activity. 

(a) Puhlic debt to meet budget deficit: It is not always proper to effect a change in the 
~ax system whenevi::r the public expenditure exceeds the public revenue. lt is lo be 
seen whether 1he tninsaction is casual or regular. If the bndget deficit is casual, 
then ii is proper 10 raise loans to meet tJ1e deficit. But if the deficil happens to be a 
regular feature every year, then the proper course for the state would be to raise 
further revenue by taxation or reduce its expenditure. 

(b) Public debt to meet emergencies like war: In many countries, the existing publ ic 
debt is. to a great exteat. on account of war expenses. Especially after World War 
11, this l)'pe of public debt had considerably increased. A large portion of public 
debt in Jndia has been incurred to defray the expenses of the last war. 

(c) Public debt for development purposes: During British rule in lndiu public debt 
had to bt: raised 10 constniel rajlways, irrigation projects and other works. Tn the 
post-independence era, the government borrows from the public to meet the costs 
of development work under the five year plans and 01her projects. As a resuh the 
volume or public debt is increasing day by day. 

6.4 THE BURDEN OF PUBLIC DEBT 

When a country borrows money from other countries (or foreigners) an external debt 
i!> created. It owes il all to others. When a country borrows money from others it has to 
pay interesl on such debt along with the principal. TI1is payment is to be maci, in 
foreign exchange (or in gold). If the debtor nation does not bave sufficient stock of 
foreign exchange (accumulated in the past) it will be forced lo export its goods to the 
crediior nation. To be able lo export goods a debtor nation has to generate ~ufticient 
exportable S\lrplus by curtailing its domestic consumption. 

Thus an external debt reduces society's consumption possibilities since it involves a 
net subtraction from the resources available to people in the debtor nation to meet 
their current consumption needs. In the J 990s, many developing countries such as 
Poland, Bra2.il and Mexico faced severe economic hardships after incurring large 
external debt. They were forced to curtail domestic consumption to be able to generate 
export surpl11s (i .e., export more than they imported) in order to service their exlt:mal 
debtS, i.e., 10 pay the interest and principal on their past borrowings. 

The btu-den of external debt is measured by the debt-service ratio which re1urns to a 
country's repayment obligations of principal and intercsl for a particular year on its 
external debt as a percentage of its exports of goods and services (i.e., i!s current 
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receipt) in that year. In India, it was 24% in 1999. An external debt imposes a burden 
on society because it represents a reduction in the consumption possibilities of a 
nation. It causes an inward shift of the society ' s production possibilities curve. 

Three Problems: 

When we shift attention from external lo internal debt we observe that the story is 
different. 

It creale-S three problems: 

I. Distorting effects on incentives due to extra tax burden, 

2 . D iversion of soc iety's limited capital from the productive private sector to 
unproductive capital sector. and 

3. Showing the rate of growth of the economy. 

These three problems may now be briefly discussed: 

I . Efficiency and welfare losses from taxation: When the government borrows 
money from its own citizl'-ns, it has to pay interest on such debt. Inte rest is paid by 
imposing tax on people. rr people are required to pay more taxes simply because 
the governme nt has to pay imerest on debt, there is likely lO be adverse effects on 
incentives to work and co save. lt may be a happy coincidence if the same 
individual were tax-payer and a bond-holder at the same time. 

But even in this ca~t: one cannot avoid the distorting effects on incentives that are 
inescapably present in the case of any taxes. If the government imposes additional 
tax on Mr. X to pay him interest. he might worl< less and save less. Either o f the 
outcome or both must be reckoned a distortion from efficiency and well-being. 
Moreover, if most bondholders are ric h people and most tax-payers are people of 
modest means repaying the debt money redistributes income (welfare) from the 
poor to the rich. 

2 . Capital displacement (crowding-out) effect: Secondly, if the government borrows 
money from the people by selling bonds, there is diversion of society's limited 
capital from the productive private to unproductive public sector. The shortage of 
capital in lhe privace sector will push up l11e rate of interest. 

In fact, while se ll ing bonds, the government competes for borrowed funds in 
financial markets, driving up interest rates for all borrowers. With the large 
deficits o f recent yc.ar-., many economists have been concerned in the competition 
for funds ; also higher interest rates .have d iscouraged borrowing for private 
investment, an effecl known as crowding out. 

This, in its turn, will lead to fall in the rate of growth of the economy. So, decline 
in living standards is inevitable. This seems to be the most serious consequence of 
a large public deht. As Paul Samuelson has put it: "Perhaps the most serious 
consequence of a large public debt is that it displaces capital from the nation' s 
stock of wealth. As a resull, the pace of economic g rowth slows and future living 
standards will decline·•. 

3. Public debt and grolilth: By diverting society's limited capital from productive 
private to unproductive public sector public debt acts as a growth-retarding factor. 
Thus, an economy grows much faster without public debt than with debt. 

When we consider all the effects of government debt on the economy, we observe 
thac a large public debt can be detrimental to long-nm economic growth. Figure 
6 .2 shows the relation between growth and debt. Let us suppose an economy were 
to operate over time with no debt, in which case the capital stock and potential 

http:cau.<.es


o utput would follow the hypothetical path indicated by the solid lines 10 the 
figure. 
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Figure 6.2: Public Debt, Capital Fo1·mation and Growth 

Now suppose the government increase a huge deficit and debt; with the accumulation 
of debt over time, more and more capital is displaced as shown by the dashed capita l 
line in the bottom of Figure 6.2. As the government imposes additional taxes on 
people to pay interest on debt, there are greater inetliciencies and djstortions---which 
reduce further output. 

Whac is more. serious is that an increase in external debt lowers national income and 
raises the proportion of GNP that has to be sel aside every year for servicing the 
external debt. If we now consider all the effects of public debt together, we see chat 
output and consumption will grow mo re slowly than in lhe absence of large 
government debt and deficit as is shown by comparing the top lines in Figure 6.2. 

Th is seems to be the most important point about the long-n m impact o f huge amo unt 
of public debt on economic growth. To conclude with Paul Samue lson and W. D. 
Nordhaus: "A large government debt tends to reduce a nation's growth in potenlial 
output because it displaces private capital, increases lhe inefficiency from taxation, 
an<l forces a nation to service the external portion of the debt". 

Conclusion: There is no doubt a feeling among some people that interest payment on 
the national debt repayment is a drain on the nation 's limited economic resourc~. It is 
pure waste o f our resources to use them to pay interesl on the debt. 

Th.is argument is wrong because interest payment on the debt, if domestically held, do 
not prevent a use of economic resources at all. It is, of course, true that if our debt is 
held by foreigners, we will suffer a loss ofresources. 

Tn the case of domeslically held (internal) debt, internal payment on Lhe debt involves 
a transfer of income fro m Indian taxpayers to lndfan bondholders of the same 
generation. Since, in most cases, taxpayers and bondholders are different e ntities, a 
large national debt inevitably involves income red istribution effects. But internal debt 
does not involve any using up of the na1ion' s real economic resources. 

6.5 LIMIT TO PUBLIC DEBT 

Though the.re is no c lear end limit to internal debt there should be a de finite li1nit to 
extemal debt. Moreover the upper limit to internal debt should be set by the aMua1 
rate of growth of per capita GNP. 
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The costs of the public debt include: 

I. The private seccor output given up at the ti.me the debt was incurred. 

2. Lack of constraint on growth of the public sector. 

3. Higher interest rates, discouraging private investment. 

4. Externally held debt that must be repaid. 

5. Problems of income redistribution when tbe debt is repaid. 

Assessin~ the Debt 

What kind of burden does the national debi impose on taxpayers and on future 
generations? 

One of the 1110!.l obvious and significant burdens of the national debt is the interest that 
must be paid to borrow and maintain a debt of this magnitude. Tue interest burden of 
the national debt cumulates as additional debt is incurred each year. Because the debt 
is not heing retired, interest must be paid year after year. 

The rising burden of the debt service-or interest cost of maintaining the debt-will 
be passed on to future generations who will have to pay the interest on the current 
debt. At the same cime, however, many of those lo whom the interest will he paid will 
be Indian citizens who own governmem securities. 

Should the debt be paid off? First of all, it would be a huge, probably impossible, 
burden, even over several years to raise through taxes and olher revenues, the amount 
needed to pay off the debt. Second, with repayment of the debl. a s ignificant income 
redistribution would occur as the average taxpayer became poorer due to the increased 
lax burden and the holders of government securities became richer with their newly 
redeemed funds. 

Also, some portion of the debt is exlernal, or foreign-owned. While, under normal 
conditions, this is not a serious concern, in a period of accelerated repayment it would 
mean a sizable outflow of rupees from lndia. Finally, in order to pay off the public 
debt. a series of surplus budgets would be needed. 

However, as Keynes pointed out, a surplus budget has a contractionary impact on the 
economy. While chc debt was being paid off, economic activ ity would decline. In 
sl~ort; .. the opportunity cost of lowering the national debt would be a slowing down of .- -
lhe economic activities. 

Check Your Pro~ress 

Fill in the blanks: 

I. Public expenditure can be used as a policy instrument to ____ _ _ 

2. In India> public debt refers to a part of the total borrowings by the 

3. In order to pay off the public debt, a se,ies of _______ would 
be needed. 

4. The shortage of capital in the private sector will push up the 



6.6 LET US SUM UP 

• India recorded a government debt equivalent to 69.50 per cent of the country's 
Gross Domestic Product in 2016. 

• Govcrnmem dt:bt co GDP io lm.tia averaged 73.42 per cent from 1991 until 2016, 
reaching an all-time high of 84.20 per cent in 2003 and a record low of 66 per cen1 
in 1996. 

• In industrially advanced countries like the US/\, the tenn government or public 
debt refers lo the accumuJated arnounL of what govemcnem has borrowed to 
finance past deficits. 

• The rising burden of the debt servic~r interest cost of maintaining the debL
will be passed on lo future generations \.'Vho will have 10 pay the interest on the 
current debt. 

• When the govemment borrows money from its own d tizens, ii has to pay interest 
oo such debt. 

• When a country borrows money from others it has to pay intere.c;t on such debt 
along with the principal. 

• During British rule in India public debt had to be raised to construct railways, 
irrigation projec{S and other works. 

• ln the post-independence era, the governmenc borrows Crom lht: public to meet the 
costs of development work under the Five Y car plans and other projects. 

• Jn industrially advanced countries Jjkc the U.S.A., tb.e term government or public 
debt refers to the accumulated amount or what government has borrowed to 
finance past deficits. 

6. 7 LESSON END ACTIVITY 

Critically examine the reasons for the growth of public expcndirurc in India in recent 
times. 

6.8 KEYWORDS 

Expected: Think that something is likely 10 happen. 

Debtor: A person who owes money. 

6.9·QUESTIONS FOR DISCUSSION 

1. Discuss the effects of public expenditure. 

2. Describe the objectives of public expenditure. 

3. ••n,e burden of public debt". Discuss. 

4 . Explain the limit to public debt. 

Check Your Progress: Model Answer 

I . Curb Inflation 

2. Uoion Government 

3. Surplus Budgets 

4 . Rate of Interest 
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Financial year 20 15-16 led lo a new era of ' co-operative federalism with s hared 
responsibilities ' and more coordinated efforts between the centre and states for 
achieving development goals, fo!!owing the recommendations of the ]4th Finance 
Commission. As compared to the preceding years the General Budget 20 15-J 6 was 
presented in a more stable economic environment, with the economy, showing signs 
of reviva l of g rowth. Hence, the fi scal policy for 2015- I 6 bought in three main 
objectives: (i) to ampl ify the gro v,1h revival with greater emphasis on public 
investment at a lime when private i.ovestment was understandably lean; (ii) to 
instinnionalize the changing structure of cooperative federal ism; and (iii) to continue 
the commitrnent to fiscal consolidation. 

Budget 2015-16 is required to achieve the subtle equilibrium between the concerns of 
rousing growth, accommodating the resource transfer that greater fiscal federalism 
entailed and ensuring fiscal consolidation. This was intended to be achieved through 
higher capital expendimre, greater net resource transfers to states, higher gross tax 
revenues and expenditure rationalisation. T he budget 20 J 5-1 6 also indicaled 
government's inte nt on fi scal alliance with regards to a ll major deficit indicators 
(Table 7. I), although with a revised medium-te rm framework that opted for shifting 
the fiscal deficit target of 3% of the GDP by J year, from 201 6-17 to 2017- I 8. 
Accordingly, the foreseen fiscal deficit to GDP targets were 3.9 per cent in 201 5- 16, 
3.5 per cent in 2016-1 7 an<l 3.0 per cent in 2017- 18. 

Table 7.J: Major Fiscal Indicators of the Centre 

fi~c~I lndkalor 2012-13 2013-14 2014-15 P 2015-16 OE 2012-13 2013-14 1 20l4-15 I' 2015-1 6 FIE 

f I akb Cror.: Per Ct!nl of GO!' 

Revenue receipts 88 10 I 11 I I 4 8.8 9 8 8 8 1 

Gro,;, tax rcvcnut: 104 JI 4 12.5 14.5 104 10 I Ill IO 3 

N el tax to centre 74 &.2 9 9 2 7,5 7 2 7,2 65 

Total e1<pcnditure 14 I 15.6 16 4 178 14.2 13 & 13.2 12 .6 

k~~cnuc 
12 4 13 7 14 6 15 4 12.5 12.2 117 10-9 

expend11urc 

Capirnl cxpendimrc I 7 I.Y 1.~ 2.4 l.7 1.7 1 5 I 7 

Revenue deftcll 3 6 36 3.6 39 37 'J 2 2.9 2.8 

F ,,cal deficit 4 9 .'I 5 5 6 4.9 4 5 ~ :19 

J>nmary def1cn IS I 3 I J 1 8 1 ! 0.8 07 

Nole; BE ,s budget csumales P Provisional 
Source: Hudgct tlocumcnts, Controller Genera! of Account (CGA ) and Ccnrral Stalost1cal Ofr.ce {CSO) 

7.2 TRENDS IN RECEIPTS 

Central government receipts can broadly be divided into debt and non-debt receipts. 
The debt receipts mostly cons ist of market bonowings and other liabil it ies, which the 
government is obliged to repay in the future whereas the non-debt receipts comprise of 



tax {evenue, non-tax revenue, recovery of loans and dis invcsrment receipls. The 
composition of non-debt receipLS is ploned in figure below. TI1e decline in sbart: of net 
mx revenue to lhe centre in non-debt receipts 2015- I 6 is mainly on accoun1 of the 
implementation of lhe 14d' Finance Commission (FFC) recommendations thnl 
~upporte<l higher tax u-ansfer lo the states for fostering fiscal federalism. 

• Net Ta~ 10 C-cottt • Non•fflX Rcvc-n11t ;. Non-deb< Cap,u,J Rcca pt< 

2012- 13 2013-14 2014-15 11 101:i-16 Of. 

Sour~: !Judger docum~nis oo<l CGA 

Figure 7.l: Composition of Non-debt Receipts 

7.3 TAX REVENUE 

Fiscal alliance involves revenue augmentation and expenditure ra1ionalisa1ion. In the 
posl- [Fiscal R.esponsibility and Badget Management Act, 2003 (r-RBMA)] period 
from 2004-05 to 2007-08, major fiscal consolidation could be achieved largely due lo 
buoyant tax revenues with net tax revenue to the centre increasing by 1.9% points of 
GDP. fiscal alliance was paused post financial crisis that led Lo tax concessions and 
higher public expenditure, as part of tbe growth revival strategy and this probably 
continued longer than it was required. 

Table 7.2: Sources of GTR (Rupee in lakh Crore) 

21111-12 2012-13 2013-14 20 14-l!'iP 20t5-16 BF: 

GTR 8.89 10.36 I 1.39 12.45 14.49 

CT 3.23 3.56 3.95 4.29 4.71 

IT 1.64 1.97 2.38 2.58 3.21 

CD 1.49 1.65 1.72 I.SR 2..08 

l}f,T) 1.45 1.76 1.69 Ul9 2.29 

ST 0.9& 1.33 1.55 1.6R 2 .1 

Notes: GTR "' gross tax revenue, CT = corporalion t.ax, IT "" income tax, Uffi = uniuo cxci~e cru1y, 
CD • custom dury, ST~servicc lioc 

Source: 8udg.c1 documents and CGA 

IOI 
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Figure 7.2: Tax Revenue as Per Cent of GDP 

Budget 2015~ 16 foresaw a growth of 15.8% in Gross Tax Revenue (GTR) over rht: 
Revised Estimates (RE) of 201 4-15. Gross Tax Revenue was estimated to be~ 14.49 
lakh crore for 2015-16 (Table 7.2), which was 10.3 % of GDP (Figure 7.2). The 
growth in GTR was estimated to be led by 19.5% growth in indirect taxes ( I OT). 
against a 13. 1 % growth foresaw in direct taxes (DT). Roughly 54 % of the GTR was 
estimated to accumulate from direct taxes and the remaining 46% from indirect taxes. 

Source: Budget documents and CGA 

UED 
16°/., 

Figure 7.3: Contribution of Different Taxes in STR in 2015-16BE 

The growth rate of tax revenues foreseen in the budget estjmates (BE) of 2015- I 6 over 
Revised Estimates (RE) 20 l 4~15 might have initially looked optimisti_;, especially for 
ind irect taxes partly because the targeted growth in tax revenue was much higher than 
the average growth registered in lite previous three year$ (Figure 7.4). In the first 9 
months of 20 15-16 the performance of indirect taxes indicated that the budget 
estimates are likely to be achieved and possibly exceeded partly on account of 
measures taken by lhe government to improve revenue by raising excise duty on 
petroleum products. 
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Figure 7.4: Growth in T!lx Reven ue (Per cent) 

7.4 TAX EXPENDITURE 

The deviation between statutory tax rate and effective tax rate (defined as the ratio of 
total tax revenue collected to the aggregate Lax base) is mainly on account of tax 
exemptions. 
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Tax expenditure is also known as 'Revenue Forgone'. but it does not necessarily 
s uggest that this quantum of revenue has been waived by the government. It should be 
interpreted as targeted incentives for the promotion of certain sectors thal may not 
have come up in the absence of such incentives. Perhaps, high tax expenditure can 
make the tax system unduly complex. As a result of simplification of the tax system 
and enhancements in tax administration in recent years, tax expendi1ures have been 
brought down significantly (Figure 7.5). 

7.4.1 Non-tax Revenue 

Non-tax revenue mainJy includes interest and dividend receipts, external grants and 
receipts from services provided by the central government which include fiscal 
services like currency and mint, general services like the Union Public Service 
Commission. police, etc., social services lik.e education. hcallh, etc. and economic 
services like irrigation and transportation. The Budget for 201 5- 16 envisaged 
generation oH 2.22 lakh crore (Table 7 .3) from non-tax revenue, whic h was 1.6 % of 
GDP and constituted 18 % of non-debt receipts. 

Table 7.3: Trend in Non-tax Revenue (fin crorc) 

2013-14 2014-15 P .2015-16 .BE 

Interest receipts 2 1868 24265 23599 

Dividend and profit 90435 8991 2 100651 

External grants 3618 1268 1774 

Others 81475 80209 9441 3 

Receipts of UT s 1474 1305 1296 

Total 19&870 1%959 221733 

Source: Budget documents and CGA 

7.5 NON-DEBT CAPITAL RECEIPTS 

Non-debt capital receipts mainly comprises or recovery of loans and advances and 
disinvestmenl receipts. The share of recovery or loans has been declining in non-debt 
capital receipts mainly because of the 12d' Finance Commission·s recommendation 
agai nst Joan inler mediation from the centre to stales and a llowing the states to directly 
borrow from the market. The Budget for 201 5-16 placed non-debt capital receipts at 
~ 80,253 crore, comprising t I 0, 753 crore of recovery or loans and z 69,500 crore of 
other receipts (majorly disinvestment). 

7.6 TRENDS IN EXPENDITURE 

Reprjoritisation and rationalisation of public expenditure is essentia l to fiscal reforms. 
lt is actually a challenge to attain fiscal alliance while ensuring that sufficient funds 
are allocated for public investment, in the face of low tax to GDP ratio. Hence, 
enhancing the quality of expenditure becomes centra l to achieving sustained fiscal 
alliance. 

7.6.1 Quality of Expenditure 

A total expenditure at t 17.77 la kh crore was estimated in the budget for 2015- 16, 
which was 5.7% higher than the revised estimate (RE) of2014-15 and 8.1 % higher 
than the provjsional estimates (P) of 20 14-lS. Within this, rhe ex pected growth in 



capital expenditure was 25.5 % and growth in revenue expenditure was 3.2 % over RE 
2014-15. 
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Figure 7.6: Revenue aod Capital Expenditure as Per Cent of Total Expenditure 
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Figure 7.i: Revenue and Capital Exp enditure as Per Cent of GDP 

Highlighting the ne(!d t'or greater public investment to aid growth revival , budget 
2015-16 ensured a higher share for capital expenditure -from the total pool of 
expenditure (Figure 7.6). As a proportion of GDP, total capital expenditure and non
defense capital expendirure were both raised by more than 0.2 % points of GDP 
(Figure 7 .7). Budget 2015-16 pursued to achieve the proposed expansion of capital 
expendirure on railways, roads and oLhers without compromising defense capital 
expenditure. 

7.6.2 Plan Expenditure 

The two major developments transformed the whole plan expenditure regime that took 
place in two consecutive years. Firstly, in the budget for 2014-15, the centrally 
sponsored schemes were restructured and reclassified into 66 programs for greater 
synergy and effective implementation. CSS funds were released as central assistanc:e 
to state plans and also routed through the state budgets. This provided greater 
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autonomy, authority and responsibility lo the slates in implementation of schemes. As 
a result. central assistance lO the plans of states and union territories (UT) recorded a 
significant increase in 20 l 4- l 5(P) (figure 7 .8). 

20 15-16 BE 
,:· · ···· ...................... ····· ······••; 
• I . . , ••••...•.••.•. _························•ft 

2014-1 5 r -----illllllli-------, \ 
I - -, - - - - - - - - .a Lmplemelltation 

2013-1 4 Chang~d 
acco\inting 
h~ads of 

2012-1.s cxpcn<liturc 
classi !ication 

201 1- 12 

.2010- 11 

75 60 45 '.>O 15 0 

ofFFC 

15 30 45 60 75 

■Central Plan ■ Assistance for State aod UT Plan$ 

Source: Budget docum~nts and CGA 

Figure 7.8: Share or Central Plan and Central Assistance for State aod 
UT Plans in of Total Plan Expenditure (Per Cent) 

Secondly, there was a n1odification in the method of allocation of planned fuJ1ds to the 
states in lhe budget for 2015-1 6. following the acceptance of major recommendations 
of FFC. The FFC had recommended allocation o f greater resources to states through 
the automatic roule by increasing the stale's share in the divisible pool of taxes from 
32% to 42%, and counter ba lancing this in.crease in devolution by limiting the 
resources transferred under central plan assistance to the stales and also by changing 
the expenditure-sharing pattern. These developments translated into a decline in 
central assistance to the states (Figure 7 .8) and also led to a decline in the share of 
plan expenditure in 2015-16 (BE) vis-a-vis tJ1e average of shares during 201 0- 11 to 
2014-15 (Figure 7.9). 
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Figure 7.9: Plan and Non-plan Expenditure of the Cent.-e as 
Per Cent of Total Expenditure 



Tht! given change in the pattern of plan expenditure, lhc budget did well to allocate a 
plan outlay of ~ 4.65 lakh croTe in 2015-16 (t 2.60 lakh crore for central plan and 
~ 2.05 lakh crore for central ru;sistance to states and UTs) as against~ 4.54 lakh crorc 
in 2014- 15 (P). Additionally, the broad sector-wise allocations of cenrral plan outlay 
(gross budgetary support to central p lan plus internal and extra-budgetary resources of 
the central public sector enterprises) indicated that tr-.insport, energy, social services 
and industry and minerals together constituted roughly 84 % of the BE of 2015- 16 
(Figure 7.10). 

Source: l:!udget documents and C'G,\ 

Figure 7.10: Central Plan Outlay by Sectors In BE 201-16 (in per ecol) 

7.6.3 ou-plan Expenditure 

Non-plan expenditure conslicut¢<l 73.8% of the total expenditure in BE 2015-1 6, 
which. is 3% poims higher than the average of the last fi ve years ending 2014- 1S. Out 
of the total non-plan expenditure off l3.l2 lakh crore in BE 2015- 16, revenue 
expenditure accounted for around 92%. The remaining 8 % was mainly defense 
cupital expenditure. Secondly, the share of committed expenditure (interest payment 
and pension) was roughly 41.5 % as against the last five years' (ending 2014-15) 
average of approximately 3 8.6 % (figure 7. I l ). 

P0,39 ro. 39 

OT,&!'I 

AVG 201S-16Bt' 

Note: ll'=lntc:rcsl paymenl. !)f=Oefence, SlJ"'Subsidies, PO=Policc. PN= 
r cosion, OT-"Others. GRc,{jr,mt:, to states and UTs. AVG= Average of las, 
five year ending to 10) 4-15 

Snurc:e: Bud11,ct documeC1ts anti CGA 

Figure 7.1 I : Composition of Non-plan Ex.penditure (b1 per cent) 
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Committed expenditure is one of the major constraints in the rationalisation of non
plan expenditure. Committed expenditure occurs on two counts: firstly, interest 
liability on debt incurred in the past, and secondly, pension payment to retired 
workforce from government se rvices. BE 20 l5- l 6 estimated committed expenditure at 
~ 5.45 lakb crore, as against~ 4.87 lakh crore in 2014-1 5(P) (Table 7.4) . The sbare of 
committed expenditure in total non-plan expendirure (NPE in Figure 7 .11) has been 
constantly increasing, however it started declining post 2013-14 as a per cem of the 
GDP and BE 2015-16 estimated a decline to 3.86 ¾ of the GDP, from 3.90% in 2014-
15 (Figure 7.11). 

Table 7.4: Committed Expeoditure (tin crorc) 

2013-14 2014- 15 P 

l11terest payments 374254 404019 

Pensions 74896 82954 

Total 449150 486973 

Source: Budget uucum~nts 300 CGA 
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Figure 7. 12a: Committed Expenditure 
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The deviating trends in committed expenditure seen under two different ind_icators 
(Figure 7. 12a) a re also the result of rationalisation in other catego1ies of non-plan 
expenditure. For example, the decline in the subsidy bill increased the Telative share of 
committed expenditure in non-plan expenditure. 

The subsidy bill was placed at t 2.44 Jakh crore for BE 201 5-16, which was 1.7 % of 
the GDP. The deregulation of petrol and diesel prices and direct benefit transfer of 
subsidy for domestic LPG, a long with a decline in g lobal crude oil prices, w hich 
helped in containing the petroleum subsidy bill at f 30,000 crore in BE 2015-16 as 
against~ 57,769 crorc in 20 14-1 5 (P) (Table 7.5). The total subsidy bill as a 
p roportion of GDP has been declining s ince 2012-13 and is expected to be below 2 % 
of GDP as per BE 2015-1 6 (Figure 7.12b). The rationalisation and reprioritisation of 
subsidies t hrough better targeting would play a vital ro le in 11.scal alliance aod in 
targeting expenditure more towards inclusive development. 
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Table 7.5: Total Subsidies~ in crore) 

2013-.14 2014-15 P 2015-16 BE 

fooJ 92000 122676 1244 19 

Fen:ili:Ler 67339 70967 72%9 

Petroleum 85378 - 60270 JOO<lu -=::: -Other 991 5 - IQ42J 

Source: 13udgd documents and CuA 
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Figure 7.12b: Subsidy Bill as Per Cent of GDP 

7.6.4 Trends in Deficit and Financing of the Deficit 

Budget 2015-16 sought to contain the fiscal deficit at t 5 .56 lakh crore (3.9% of GDP) 
as against~ 5.l3 lakh crore (4.1% of GDP) in 2014-15 (R E). Revenue deucil (RD) 
was estimated at ~ 3.94 lakh crore (2.8% of GDP) in 2015-16 (BE) c1s against 
t 3.62 lakh crore (2. 9% of GDP) .i.n 2014-15 (RE) (Figure 7 .13 ). 
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Figure 7.13: Trend in Deficits lls Per Cent of GDP 
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Unlike some other countries, in India the financing of fiscal deficit is mostly from 
domestic sources. Domestic sources constitute roughly 98 % of lhe deficit financing, 
and approximatety 84% of domestic financing is ftom market borrowings 
(figure 7. 14). 
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figure 7.14: Fimmcing of Fiscal Deficit 

7.6.5 Provisional outcome in 2015-16 (upto December) vis-a-vis BE 2015-16 

The accounts for April-December 2015-16, released by the Controller General of 
Accounts shows that the fiscal deficit of the union government at end-December 201 5. 
as a percentage o f BE, is lower than in the corresponding period of the last year (Table 
7.6). but slightly higher than the average of the last five years, which was 82.3%. This 
fiscal outcome the year was due to improved tax buoyancy and prudent expenditure 
management with assistance ti·om the decline in oil pdces. The other important 
highlights of the fiscal outcome in the current y ear till December 201 S included 
increased tax devolution to the states in line with the recommendations of the FFC, by 
achieving the highest incr~e in capital expenditure in the last six years and decline in 
major subsidies. 

The acceptance of lhe recommendations of the FFC for increased tax devo lution 
has m arked a watershed in lndia 's cooperative federa lism. In kee ping with the 
changed rules for devolUlion, the taxes assigned to states/UTs were raised by 36.6 
% in Lhe cutTent year so far. Hence, the growth so far in taxes net to the centre was 
less than the gro wth in GTR (Table 7.6). With the grants and loans to states/UTs 
declining by about 5. 7%, the total resources transferred to states/ UTs (during 
A pril•December 20 IS) inc reased by about I 5 .4 percent, as compared to April
December 2014 (Figure 7 . 1 S). 
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Figure 7.15: Resources Transferred to States and UTs (in crore) 

The in1luential growth in GTR in the first three quarters of the year (Table 7.6) was 
aided by the 34.8% growth in indirect taxes, with union excise duties growing by 
about 68%. Excise collections may have been bolstered by improving dynamics of 
economic activity and also measures like increasing U)C excise duty on petrol and 
diesel in the backdrop of falling international prices of crude oil. Consequently, 
indirect tax collections as a ratio of BE at end-Decem her 2015 stood at 71 .3% of BE, 
as compared to 54.8 % by December 2014. Direct taxes - both on personal income 
and corporate income, grew by more than l 0% during this period. While growth in 
non-tax revenue remained robus t, rusinvestment receipts (included in other capital 
receipts in Table 7.6) by December 2015, though higher than in the previous year, 
stood only at 18.5 % of the BE. 

Table 7.6: Provisional Outcome for 2015-16 (Till December 2015) 
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A lmost 33.5% increase in capital expenditure was on the plan side. Revenue 
expenditure in April-December 2015 was modestly higher; mainly on account of the 
18,3% decline in p lan revenue expenditure rcOecting largely the change in pattern of 
devo lution to the states/UTs. Grants-in-aid to states under this head dec lined from 
t 2.05 lakh crore last year from April to December to f 1.50 lakh crore this year. 
However, non-plan grants to states increased from f 0.35 lakh crore to t 0.74 lakh 
crore during the period. 

The 1.7% decline· in major subsidies was due to a near 44.7% decline in petroleum 
subsidy in April to December that occurred due to a steep decline in intematiooal 
crude oil prices. The other major subsidies - food and fertilizer - increased by 
I 0.4% and 13.7% respectively during the period. 

7.7 PERFORMANCE OF DEPARTMENTAL ENTERPRISES 
OF THE CENTRAL GOVERNMENT DEPARTMENT OF 
POSTS 

The gross receipts of the Department of Posts in 20 14-15 were placed at ~ 11,636 
crore. The gross and net working expenses during the year were t l 8,557 crore and 
t I 7,895 crore respectively, which resulted in a delicil of < 6259 crore. In 2015-16, 
the gross receipts a.re expected to increase to ~ 12,237 crore, with gross and net 
working expenses estimated at { 20,185 crore and \ 19,540 crore respectively. The 
deficit is projected to be< 7303 crore. 

7.7.1 Railways 

The key focus areas for Indian Railways includes fast tracking of increase in the 
capacity, network modernisation, asset utilisation and productivity improvement, 
modernisation of rolling stock and maintenance practices, improving the quality and 
pricing of services and improving energy efficiency in operations. Investments are 
being prioritised in important areas like dedicated freight corridors, high speed 
rail , high-capacity rolling stock., last mile rail linkages and port connectivity. 
During 2014-15, che frejght earnings, passenger earnings (including coaching 
earnings) and gross traffic receipls of the Railways grew by 12.7%, 14.9 % and 12.3% 
respectively over 2013-14. Gross traffic receipts of the Ra ilways were estimated lo 
increase to ~ 1.84 Jakh c rore in BE 2015- 16, as against < 1.57 lakh crore in 20 J 4-15. 
The operating ratio of the Railways, which stood at 91.3% in 20)4~15, and net 
revenue as a proportion of capital-at-charge, which was 7 .0% in the previous year. are 
also lil<eq to see improvements in 2015- 16 . . .,._~ 

7.7.2 Government Debt 

The public debt management policy in India focuses on maintaining a long run 
sustainable debt structure at lowest possible cost. Prolonged fiscal defo.:its lead to 
accumulation of debt beyond levels that are sustainable and can result in higher real 
and nominal interest rates, slower growth in capital formation and potentially lower 
rates of output growth. High and rising public debt levels may aJso impact public 
fi nances through debt servicing dynamics tl1at deteriorate the government's fiscal 
position. 

The total outstanding liabilities of the central governme11t were t 62.78 lakh crore by 
March end 2015, accounting for 49.6 % of GDP and com prising 39.2 % public debt 
(internal debt plus external debt) and I 0.3 % other liabilities (small savings, provident 
funds, etc.) (Table 7.7). Total estimated o utStanding liabilities were at ~ 68.94 lakh 
crore in BE 20)5-16. 



The robust GOP growth kepl iJ1creasing 1.he deb1 of the central govcmment at 
sustainable levels, relative 10 the size of the economy is shown in Figure 7. 16a. The 
figure also brings forward an issue of the sequential valuation of the external liabilities 
of the centre. The degree of external liabi li ty of the govemmenc, may change purely 
on account of currency movements, even without new borrowing as shown in Figure 
7.16b. By any measur~, however external debt is only a small fraction of the total 
liabilities of the centre and is a declining proportion of GDP (Table 7. 7). 

Table 7.7: Total Outstanding LiabiliCics of th e Central Go,,ernmeot al end-March 
(as per cent of CDP) 

2011-12 2012-13 2013-l4 2014-1 ~ R£ 201~ t<, UE 
t 

I. Internal liabilities -19.8 -19.2 41!.7 48.1 47.4 

(:1) l ntcmal debt 37.0 37.8 37.6 37.7 37 6 

(i) MarkeL borrowJ11g.~ 28.8 30.0 :rn.; 30.8 30.9 

(i i) Others 8.2 7 8 7. 1 7.0 6.7 

(h) Other intcmal 12,R 11:, 1 J.0 10.3 9.11 
liabilities 

2. External debt 1.9 1.8 1.6 1.5 1.5 
(ou1.S1anding)• 

3. Touil outstanding 5 1.7 51.0 50.3 49.6 41!.9 
liabilities ( I + 2) 

Notes: • £J«emal debt Gt!,urcs n::pr.:l>e11t horrowin~ by central govi:mmeot fmm external sources and arc 
based upon historical rate:- of cxch:ingt:; ii lnit:rnal tlcl>t includcs net bon-owing or r 20,000 crorc for 
2015-1 6 (BT-.) under the Markel $LJbi li7.ation Schcrne. 

Source: Union budgel documc111s and OMO 
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Figure 7.16b: Central Government External L iabilities as Per Cent of GDP 

7.8 FISCAL PERFORMANCE OF THE GENERAL 
GOVERNMENT 

In the new regime of fiscal federalism. an analysis of the general government offers 
greater insights than a separate analysis of either the centre or the states, mainly for 
two reasons. First, since the implement<1tion of the recommendations of the 12'!' 
Finance Commission. has been increasing the share of states in national taxes as 
shown in Figure 7.17a; and, second, with the acceptance of the FFC 
recommendations, the transfer of untied resources from the centre to the states has 
increased considerably as mentioned Figure 7.17b. 
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F igure 7.17b: Resources Transferred to States (% or GDP) 

The general government (centre plus states) has been on the path of fiscal 
consolidation and fiscal discipline, as reflected in the debt dynamics as shown in 
Figure 7. l 8 . The fiscal defic it of general government is fur1:her expected to decline 
from 6.9% of GD!' in 2014-15 (RE) to 6.3% of GDP in 201 5-16 (BE) as per 
Figure 7. 19. 

lt is observed that both the centre and the s tates have stuck to the plan of ensuring 
quality of expenditure and boosting public investment, based on the first eight months 
data of the current year. The general government capital expenditure has increased by 
26.9% in first the eight months of 20 ! 5-J 6 over the corresponding period of the 
previous year. 

National taxes are sum of gross tax revenue of the Centre and States' own tax revenue. 
Period under 12th FC is 2005-1 0, 13 th FC is 2010-1 5 and for 14rl, FC is 2015- [6. 
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Significant increase in revenue receipts, led by buoyant indirect tax collections, higher 
level of capita! ~x:,enditurc on the plan side however lower level of subsidies on 
pe troleum products helped in a large measure by declining international prices of 
crude oil, and enhanced untied resources transferred to the states following the 
acceptance of the recommendations of the FFC are some of the salient developments 
of the fis<.:al performance in 20 15- 16 so far. Given the pattern of revenue and 
expenditure in che first nine monlhs of the current financial year, inspite of the 
challenges posed by a lower than projected nominal GDP growth, the fiscal de ficit 
target of 3. 9 per cent of GDP seems to be achievable. 

The coming year is expected to be a challenging one from the fiscal point of view. 
With g lobal slowdown likely to persist, the chances of lndia 's growth rate in 2016- I 7 
increasing significantly beyond 2015-l 6 levels are not very high. Similarly, in contrast 
to the current year, the subsidy bill on petroleum products may no1 reap the 
advantages of steeply declining oil prices. The implementation of the Pay Commission 
recommendations and the One Rank One Pension (OROP) scheme will put additional 
burde n on expenditllre. l mproving tax compliance through better tax administration, 
Lapping new sources of revenue, etc. could help raise more revenue and keep the fiscal 
defic it al levels projected in the revised fi scal road map. 



,heck Your Proarcss 

Fill in the blanks: 

I. Central government receipts can broadly be divided into 
and _ _ _ ___ receipts. - -----

2. Non-debt capital receipts mainly comprises of recovery of 
_ _____ and disinvestment receipts. 

3. _ _ ____ and _____ _ of public expenditure is c:,sential lO 

fiscal refom1s. 

4. _ _ _ _ _ _ is one of the major constraints in the rationalisalion of 
non-plan expenditure. 

7.9 LET US SUM UP 

• The debt receipts mostly consist of market borrowings and other liabilities. 

• The non-debt receipts comprise of tax revenue, non-tax revenue, recovery ofloans 
and disinvestment receipts. 

• Fiscal alliance wa5 paused post the financial crisis that led to tax concessions and 
higher public expenditure. as part of the growtb revival strategy and this probably 
continued longer than it was required. 

• The Budget for 201 5-16 envisaged generation of~ 2.22 lakh crore from non-tax 
revenue which was I .6% of GDP and constituted 18% of non-debt receipts. 

• ft is actually a challenge to attain fiscal alliance while ensuring lhat sufficient 
funds are allocated for public investment. in the face of low tax to GDP ratio. 

• A total expenditure at r J 7. 77 lakh crore was estimated in the budget for 2015-16, 
which was 5.7% higher than the Revised Estimate (RE) of 20 14-15 and 8. 1% 
higher than the provisional estimates (P) of 2014-15. 

• 

• 

• 

• 

Non-plan expendirure constituted 73.8% of the total expenditure in BE 201 5-16, 
which. is 3% points higher than the average of the last five years ending 2014-15. 

Committed expenditure occurs on two count5: firstly, interest liability on debt 
incurn:d in the past, and secondly, pension payment to retired workforce from 
government services. 

Unlike some'~IT~er countries, in India the financ ing of fiscal deficit is mostly from 
domestic sources. 

High and rising public debt levels may also impact public finances through debt 
servicing dynamics that deteriorate the government's fiscal position. 

• TI1e implementation of the Pay Commission recommendations and the One Rank 
One Pension (OROP) scheme will put additional burden on expenditure. 

7.10 LESSON END ACTIVITY 

Taking housing sector as an example, discuss how tax expenditure influences 
budgetary policies of the govemrnent. 
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Deflation: Lacking of currency and prices. 

Invest: To use money into financial schemes, shares or property with the expectation 
of making. 

7.12 QUESTIONS FOR DISCUSSION 

I. HigWighl the important areas of public finance in India. 

2. Discuss on the tax and non-rax revenue of the last 5 years in India. 

Check Your Progress: Model Answer 

l. Debt, non-debt 

2. Loans and advances 

3. Reprioritisation, Rationalisation 

4. Committed expenditure 
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8.0 AIMS AND OBJECTIVES 

After studying this !esson, you should be able to: 

• Explain the concept and types of budget 

• Define fiscal deficit, deficit financing and deficit budget 

• Discuss the financial relat ion between central and state 

8.1 JNTRODUCT[ON 

To meet the objectives of social and economic growth, the Government has several 
policies to implement in overa ll task of performing its fundions. lt has to spend huge 
amount of funds on delense, administration and development, welfare projects and 
various other relief operations for implementing these policies. rt is cherefore 
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necessary to find o ut all possible sources of gerting funds so that sufficient revenue 
can be generated to meet the mounting expenditure. Planning process of assessing 
revenue and expenditure is tenned as budget. The term budget is derived from the 
French word "Budgette" which means a " leather bags" or a "wallet". It is a statement 
of the financial plan of the government which shows the income and expenditure of 
the government during a financial year, which nms generally from J ' t April to 
31

st 
March. Budget is the most important information document of the government. 

One part of the government's budget is similar to company's annual report. This part 
p resentS the overall p icture of the financ ia l performance o[ the government. The 
second part of the budget presents government's financial plans for the period upto its 
next budget. So, every citizen of a nation from the common man to the politician is 
eager to know about the budget as they would like to get an idea of the following 
things listed b elow: 

• Financial performance of the government over the past one year. 

• To know about the fina11cial programs and policies of the government for the next 
one year. 

• To know how t heir standard of living will be affected by the financial policies of 
the govetTUnenl in the next one year. 

Definitions of Bmlget 

According to Tayler, "Budget is a tinancial plan of government for a definite period". 

According to Rene Sto urm, "A budget is a document containing a preliminary 
approved plan of public revenues aod expenditure" . 

8.2 OBJECTIVES OF BUDGET 

The important o bjectives that are required to be achieved through a budget in an 
economy are d iscussed below: 

1. Allocation of resources: The socio-economic and mher objectives which a 
government wants to achieve, the resources are al localed through budgel. ln India, 
the most important ac1ivity is lo increase the rate of economic development and 
for that resources are allocated on a large scale. 

2. Redistributive activities: Country like )ndia which is a developing economy is 
generally the v ictim of many social and economic problems which oeeds to be 
solved as early as possihle. The important problems are the problem of poverty, 
unemployment, income inequalities, ill iteracy, elc. In India, serious efforts are 
being made to solve these problems. The government redistributes income and 
wealth to reduce inequalities, hy incurring expenditures on social security and 
giving subs idies for public, etc. 

3. Economic stability: From economic point of v iew, both infl ation and deflalion are 
not virtuous. Therefore, besides other conective measures, it is appropriate 
budgetary steps should be taken to control the situation whenevec a country 
suffers from inflation or deflation. When a country suffers from the bout of 
depression, cyclical un-employment is created on a very large scale as well as 
economic activities gel depressed. ln such a situation government has to adopt 
various fiscal measures to improve the health of the economy. 

4. Management of public enterprises: To curb monopolies in heavy, basic and key 
sectors owned a nd managed by private enterprises. government establishes and 
operates such units in the public sector. This is necessary to avoid distortion of 
priorities of the government and society. 



5. Redistribution nf income am/ wealth: his one of the rnost important objective of 
the government budget. The government imposes heavy taxation on a ttigh income 
groups redistribute it among the people of weaker section in the society. The 
government can provide subsidies and olher amenities to people whose income 
levels are low. These increase their disposable income and this reduces the 
inequalities. 

6. Eco110111ic Growth: Another purpose of the government budget today is to study 
the generation of savings. invcs1men1, consumption and capital formation to assess 
the trend of growth in ,he economy to improve the standard of living of the 
people. 

7. Reducing regional disparities: The government budget aims to reduce regional 
disparities through its taxation and expenditure policy for encouraging selling up 
of production unils in economically backward regions. 

8.3 REVENUE BUDGET 

This financial statement of the government includes the revenue collecled by ways of 
taxes and other receipts. lL also contains the items of expendirure met from such 
revenue. 

8.3.1 Revenue Receipt 

These are the incomes which arc received by the government from all sources in its 
ordinary course of governance. These receipts do not creale a liability or lead to a 
reduction in assets. 

Revenue receipts are fut1her cln!isified a:, tax revenue and non-tax revenue: 

I. Tax Revenue: Tax revenue comprises of the income received from different taxes 
and ocher duties imposed by the government. It is the major source of public 
revenue. Every citizen, by law is bound 10 pay tax and non-payment of the same 
may be u-eated as an offence. Again taxes are of cwo types: Direct Taxes and 
(ndirect Taxes. 

(a) Direcl taxes are those taxes which have to be paid by an individual on whom 
they are charged. The bw·den of direct tax cannot be shifted 10 someone else. 
For example, income tax, property tax, corporation tax, estate duty, etc. There 
is no direct benefit to the tax payer in such type of tax. 

(b) Indirect taxes are those ta-'<es wh.ich are imposed on commodilicsigoods and 
services and i( affo;ls \he income of a person through their consuniption 
expenditure. The burden of indirect tax can be shifted to another person. For 
example, custom duties. sales tax, services lax, excise duties, etc. 

2. Non-tax Re,,e1111e: Apart from ca.-xes, governments receive revenue from other 
non-tax sources. The non-lax sources of public revenue are as follows: 

(a) Fees: The governmenr provides a variety of seivices for which fees have 10 be 
paid. For example, fees paid for registration of property, births, deaths, etc. 

(b) Fines and penalties: Fines and penalties are imposed by the government for 
not following (violating) the rules and regulations. 

( c) Profi1s from public sector enierprises: Many enterprises are owneJ. and managed 
by the govemment. The profits receives from them is an important source of non
tax revenue. For example, in India, the Jndian Railways, Oil and Naniral Gas 
Commission, Air India, Indian Airlines, e1c. are owned by the Government of 
India. TI1e profit generated by them is a source of revenue to the gove111ment. 

!21 
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(d) Gifts and grants: Gifts and grants are received by the government when there 
are natural calamities like earthquake, floods, famines, etc. Citizens of the 
country, foreign governments and international organisations like the 
UNICEF. UNESCO, etc. donate during times of natural calamities. 

(e) Special assessment duty: It is a type of levy imposed by the government on 
the people for getting some special benefit. For example, in a particular 
locality, if roads are improved, property prices will rise. The property owners 
in that locality will benefit due ro the appreciation in the value of property. 
Therefore, the governmenc imposes a levy on them which is known as special 
assessment duties. 

3. fn.dia's Revenue Receipts: The t<tx revenue provides major share of revenue 
receipts to the central government of India. In 2006-07 tax revenue (direct + 
indirect taxes) of central government was f 3,27,205 crores while non-tax revenue 
was ~ 76,260 crores. 

8.3.2 Revenue Expenditure 

The following expenses are included in revenue expenditure: 

• Expenditure made by the govemmeJll on consumption of goods and services. 

• Expenditure made on agricultural and industrial development, scientific research, 
education, health and social services. 

• Expenditure made on defence and civil adminis tration. 

• Expenditure made on exports and external affairs. 

• Grants given to state governments even if some of them may be used for creation 
of sets. 

• Payment of interest on loans taken in the previous year. 

• Expenditure made on subsidic~. 

8.4 CAPITAL RECEIPTS 

Th.e budget that includes receipts and expenditure on capital account projected for the 
next fil)ancial year is termed as capital receipts. Capital budget consists of capita! 
re.ceipts and capital expenditure. Items included in capital receipts are the main items 
of capital receipts. 

• Market loans raised by the governmenc from the public through the sale of bonds 
and securities. 

• Borrowings by government from RRl and other financial institutions through the 
sale of lreasury bills. 

• Loans and aids received from foreign countries and other international 
organizations like International Monel<1ry Fund (IMF). World Bank, etc. 

• Receipts from smaU savings schemes like the National saving scheme, President 
funds, etc. 

8.5 CONCEPT OF DEFICIT FINANCING 

Deficit refers lO the difference between expenditure and receipts. In public finance, Lt 
means the government is spending more than what il is earning. Government 
expenditure and revenue can be split into capital and revenue. Capital expenditure 
generally includes those expe.nses whicb result in creation of assets. Revenue 



expenditure is primaiily that which does not result in asset e-rearion - fo1· example 
interest paymenis, salaries, subsidies, etc. Similarly, on the receipts side. whatever the 
governmenL receives as ta.'<es is revenue receipL ReceipLS not of a recuning nature are 
gene,ally capital receipts. These include domestic and external borrowings. proceeds 
of disinvcstme.nl, recovery of loaas given by the Union government, etc. 

Deficit financing refers to the financing of <he excess expenditure over the total 
revenut.: receipts of the government during a year, by various methods. 

Deficit Financing "' TotaJ Public Expenditure- Total Public Revenu~ 

According Mc. Graw Hill Dictionary of Modem Economics deficit financing is a 
practice by a govemroenr of spending more than what receives jn revenue. Thus a 
government is said to be practicing deficit financing wheo it spends in excess of its 
current revenue. Oelicit financing assumes different meanings in the western context 
and in India. 

In India. rhe term deficit financing is used in a different sense. It is considered as the 
most popular mt! thod of raising additional resources for economic development. In 
India deficit financing has been treated mainly in terms of expansions of currency. 

ln the first five year plan document, planning commission has defined the cc1m as 
'·deficit financing is used 10 denote the direct addition to gross national ex-penditure 
through budget. deficit whether the deficits are on the rev-enue acco·unl or on capital 
account. The essence of such a policy lies therefore in governments spending; in 
excess of the revenue il receives in the shape of the taxes earnings of stale enterprise!>, 
loans from public deposits and funds and other miscellaneous sources. The 
government may cover the deficit either by running down its accumulated balances or 
by borrowing from the banking system". It includes borrowing from the cenrral bank 
and withdrawal of cash balances, and excludes market borrowing. 

That is borrowing from 1he public and from the commercial banks. Public loans a.re 
raised out of the savings of lhe people. It results merely in tbe transfer of purchasing 
power from the bands of the public to the government without a net addition to total 
money supply. fn short in the Indian context deficit financing look place. 

8.5.1 Major Objectives of Deficit Financing 

Deficit financing is ma.inly resorted to attain the following objectives: 

I. Deficit financing is used as the simple and effective fiscal device ro meet the 
financial requin:ments ofthe government during emer-gencies such as war. 

2. Keynes popularized deficit financing as an effective fiscal in-strument co control 
the economic fluctuations and to raise the level of the employment and output. 

3. In developing countries, deficit financing is considered as a method to mobilize 
resow·ccs for planned economic develop-men!. 

4. Another objective of deficit financing is to raise the level of effec-tive demand 
and thereby co stimulate private spending in a de-pression economy. 

5. J.M. Keynes advocated deficit financing as instn1ment to mobilize surplus labour 
and other idle and unutilized resources during dcpressfon, for achieving economic 
development. 

6. ln developing economies the main objective of deficit financing is to remove the 
vital issue such as unemployment, poverty and income inequality. 
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8.5.2 Problems of Deficit Financing 

The basic inlention behind deficit financing is to provide the necessary impetus to 
economic growth by artificial means. However, deficit financing helps to a certain 
extent only and beyond that it may cause havoc. Here are some of the problems of 
deficit financing. 

I. Deficit Financing Leads to inflation: Deficit financing may lead to inflation. Due 
to deficit financing money supply increases & the purchasing power oftl1e people 
also increase which increases the aggregate dem_and and the prices also increases. 

2. Adverse effect 011 saving: Deficit financing lead:; to inflation and inflation affects 
the habit of vol\Jnlary saving adversely. Infect it is not possible for the people to 
niaintai n ch~ previous rate of saving in the scale of rising prices. 

3. Adverse effect 011 Investment: Deficit financing effects i1westment adversely 
when there i~ inflation in the economy trade unions make demand for higher 
wages for tha1 they go foT strikes and lock outs which decreases the efficiency of 
Labour and creates uncenainty in the business which a decreases the level of 
investmenl of the country. 

4. Inequality: in case of deficit financing income distribution becomes unequal. 
During deficit financing deflationary pressure can be seen on the economy which 
makes the rich richer and the poor, poorer. The fix wage earners are badly affected 
and their standard of living deteriorates thus no gap h/w rich & poor increases. 

5. Problem uf balance of payment: Deficit financing leads to inflation. A high price 
level as compared to ocher countries will make the exports more expensive and 
thus chey start declining. On the otheT hand rise in domestic iocome and price may 
encourage people to import more commodities from abroad. This wi ll create a 
deficit in balance of payment and lbe balance of payment will become 
unfavourable. 

6. increase in 1/te cost of production: When deficit financing leads to the rise in the 
price level the cost of development projects also raises this means a larger dose of 
deficit financ ing is required on the port of govemment for completion of these 
projects. 

7. Ch11nge in the pattern of investment: Deficit financing leads lo inilation. During 
inflation prices rise and reach to a very high level in that case people instead of 
indulging inlO productive activities lhey start doing speculative activities. 

8.6 CONCEPT OF DEFICIT BUDGET 

The Deficit Budget is the financial situation wherein the expenditures exceed the 
revenues. The Deficit Budget generally relates to the government's expenditure and 
not rhe business or individual's spending. Thus, the budget deficit is the excess of 
government expenditures over government receipts (income). When the government is 
running a deficit, it is spending more than its receipts. The government finances its 
deficit mai1Jly by borrowing from the public, through selling bonds; it is also financed 
by bo1Towing from the Cenrral Bank. 

The government's collective deficits are termed as "National Debt''. In the case of a 
budget deficit, be it the Govemmenc or any bus iness, it }ms to resort to the external 
borrowings in order to escape the bankruptcy. TI1e Investors or analyst study the 
hudgcl deficit of the country or business to judge its financial health. 



8.6.1 Types of Budgetary Deficit 

There can be differenc types of budget deficits that can be classified on the basis of 
types of receipts and expenditures taken in Lo the consideration. These are: 

Figure 8.1: Different l'ypes of Budget Deficits 

Revenue Deficit 

The revenue defici L refers to the financial position wherein the government· s revenue 
expenditure exceeds its total revenue receipts. This means that governmeni 's own 
earnings are not sufficient to meet the day-co-day functioning of its departrnel1L-; and 
other provisions of services. 

Syrnbolkally, such financial situation can be expressed as: 

Revenue Deficit = Total Revenue Expenditures- Total Revenue Receipts 

l11e revenue deficit is only concerned with the revenue receipts and the revenue 
expenditures of the government. Obviously, when the government spends more than 
what it earns has to reso11 to the external borrowings, thus the revenue deficit results 
into the borrowings. 

Fiscal Deficit 

Fiscal deficit refers to tJ,e financial situation wherejn the government's toral budget 
exceeds the total receipts excluding borrowings made during lhe fiscal year. lllus, it 
can be expressed as: 

Fiscal Deficit == Total Expenditure- Total Receipts f,xcluding .Borrowing~ 

Through fiscal deficit, lhe government can determine the amount thal need~ 10 be 
borrowed in case it lacks adequate resources. 

The fiscal deficir can occur even if the revenue deficit is not there if the following 
conditions prevail : 

• Revenue budget is balanced, but the capitaJ budget is in deficit. 

• Revenue budget is in the surplus, and the capital budget is in deficit, and the 
deficit is more than the surplus. 

Primary Deficit 

The primary deficit is the difference between the fiscal deficit of current year and Lhe 
interest paid on the previow. borrowings. Thus, primary deficits are government's 
borrowings exclusive of interest payment. 

Generally, the loan raised by the government is inclusive of the interest amount. and if 
that amount is de<lucted from the principal loan amount, the balance amount is called 
as the primary deficit. The purpose of measuring such deficit is to know the amount of 
borrowings chat government can utiJize in the expenses otber than the interest 
payments. 
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Symbolically, it can be represented as: 

Primary Deficit= Fiscal Deficit- Interest pay ments on the previous borrowings 

ln case, the primary deficit is zero; then the fiscal deficit becomes equal to the imerest 
payment, which means government resort to borrowings just to pay off the interest 
payments. Thus, the low or zero primary deucitS indicate that the government was 
forced to resort to the external borrowings to meet out its previous interest obligations, 
and nothing get.s added lo the existing loan. 

Monetised Deficit 

The monetised deficit is the extent to which the RBI helps the central government in 
its borrowing programme. ln o ther words, monetised deficit means the increase in the 
net RBI credit to the central government , such that the monetary needs o f the 
government could be rne t easily. 

T he monetized deficit results in the increase in the net holdings of treasury bills by the 
RBI and also the RBI conLribution towards che government's market borrowings 
increases. With the issue of more money to the government, the money supply in the 
economy increases, as a result of which the inflationary pressure prevails. l-lence, we 
can say that moneLised deficits are the part of a fiscal defic it that leads to lhc inflatio n 
in the economy. 

Thus, it can be concluded that monetised deficit occurs when the govemment 1.:ikes a 
monetary support from the RBI to finance its debt o bligations and try to reduce its 
unnecessary expenditures. 

8.6.2 Implications of a Government Budget Deficit 

The budget surplus is opposite of budget deficit where the revenues exceed the 
expenditures, and when the spending is equal to the revenues, the budget is said to be 
balanced. The major implications of a Government budget deficit are: 

• Slower economic growth 

• Increased tax revenue 

• High unemployment rates 

• Hig h Government spending 

Investors expect high intlalion races due to which the real value of debt reduces and 
....t_!\Us, the inves10rs expect higher interest rates for their future loans to the government.. .. 

Jdeally, for any investor the budget deficits are a threat, but he must underscand the 
reasons behind such a deficit. The reason for such a deficit could be the investments 
made in the infrastrucrure development or any other profitable invesuncnts that wiU 
yield profits in the future could be seen as heallhier than the silllation, where a country 
or a business enrity is facing a deficit due to unsustainable expenses. 

8.7 DEFICIT FINANCING IN DEVELOPING COUNTRIES 

The problems of developing countries like India, Pakistan, Bangladesh, etc. are 
different from those in lhe developed countries. TI,us, the rationale behind or 
justi fication for deficit financing in developing countries like India is entirely 
different. 

The main reasons for deficit financing in India are discussed below: 

J. Mohilizatio11 of physical resources: There is a vast amount of physical resources 
which are unuli!ized or underutilized or rnisutilized by the private sector such as 



iron ore. different kinds of minerals, water. of land, etc. Publit.: revenue is 
insurticiem to use them efficiently and rationally. Underdeveloped countries are 
rich natural resources such as mines and forests. They have abundance of 
unemployed labour. Through deficit financing, these idle resources can be 
activated an<l gainfully used for national development. 

2. Social overheud exptnditure: ln developing_ coUJ1tries, 1here is low development 
of private sector industries due to lack of infrastructural facilities. Since huge 
expendirure is essential for such facil ities and also there is no large and quick 
profit, the government of a developing country has to spend a huge amowlt on 
social overhead capital for creating infrastructural facil ities such as of power, 
communication and transport, etc. Deficit Jinancing is necessary for 1h.is purµose 
as the government tax and non-tax revenue js insufficienr to meet this expenditure. 

3. Monetizing the rural sector: In modern days of money economy, it is necessary 
to monetize all sectors of a developing economy. A subs1amial part of tbe rural 
sector is barter economy. Deficit financing is suitable mechanism to change the 
barter sectors of the economy into monelized sccror-'>. In such sectors, new money 
created can be used lo popularize the use of money. 

Under Anicle 280, a provision was made for the appoinrment of a Finance 
Commission by 1he President at an interval of five years or earlier to make 
recommendations relating to the sharing of income and excise raxes and grants-in-aid 
of state revenues. It is a quasi-juilicial body whose rccommenda1ions. once accepted 
by the government become binding on i1. Further, the institution of the Finance 
Commission is a unique fearure of our constitution. 

Terms of Reference 

The Finance Commission i.s required lo recommend financial transfers from the 
central government to 1hc slates with a view of reducing ven:ical as well as horizontal 
fiscal imbalances. The terms of reference of the f jnance Comm ission are fixed in a 
broad way by the constirution under Article 280(iii). l11ough the central government is 
prevented from detennining randomly the terms of reference of the Finance 
Commission, yet lhere is a scope for some flexibility under clause 3(c) of Article 280 
which reads: ··any other molter referred w the Commission by the President in the 
interest of sound finance ". The government has put certain res1ric1ions on the working 
of the finance Commissions leading to controversies on several occasions under this 
clause. According to the tenns of relhence, the Finance Commission's role was 
confined with the advent of planning and development, importance to the examination 
01 IJOn-plan revenue accounts of states budget 

The commission was delegated with the task or recommending as to the following 
rnaners: 

I. The distribution between lhe union and the states of 1he net proceeds of caxes 
which are lo be, or may be, divided between them under Part-XU of the 
constitution and 1,hc aJJocation between the slates of the respective shares of such 
proceeds. 

2. Under Article 275 of the constitution, principle we which should govern the 
grants-in•aid of the revenues of the states out of the Consolidated fund of India 
and the sum co be paid to the states which are in need of assistance by the way of 
grants-in-aid of their revenues. 

3. Consolidated f uod of state to supplement the resources of the panchayats and 
municipalities in the stales on the basis of the recommendation made by the 
finance commission of the state fourteenth finance commission. 

117 
Concep1 and Types 

ofBude~1 



\28 
f>ubi,c f'manc~ 

The fourteen finance comm1ss1on was instructed on 2nd Jan, 2013 under the 
chairmanship of Dr. Y. V. Reddi (Reserve Bank ot India) following are its members: 

I. Prof. Abhijeet Sen, Member Planning Commission 

2. Ms. Sushma Nath, Fonner Union Finance Secretary 

3. Dr. M. Govind Rao 

4. Dr. Sudipto Mundie, Fonner acting chainnan, national stafatical commission. 

Ajay Narayan Jha, Secretary describes 1he main po ints of cons ideration under 14th 

commission are as follows: 

I. The commission setup unde r the provision of constitution on sharing of tax 
proceeds between the union and states: will apply from April 1, 20 I 5. 

2. The commission would look i11Lo 1he need for insulating the pricing of publi c 
utility services such as drinking water, irrigation, po wer and public transport from 
policy flm:1uation, through statutory provi~ions. 

3. On basis of recommendation of state finance commission measures are suggest to 
increase resources of pancbayat and Nagar Palika (Municipal Commission) by 
increasing the capital and savings of state govemment. 

Direct laxes such as: 

I. A surcharge of I O % on individuals whose taxable income exceeds I crore per 
annum, this will apply to individuals, Hindu Undivided families, firms and entities 
with similar tax status. 

2 . S urcharge was also increased from 5% to I 0% on domestic companies whose 
taxable income exceeds IO crore per year. In the case of foreign companies who 
pay higher rate of corporate tax, the surcharge was increased from 2% to 5%. 

3. All other cases such as dividend distribution tax or tax on distributed income, the 
exjsting surcharge of 5% was c.hen increased to I 0%. The addilionaJ surcharge in 
all the above cases is to remain enforced for only one year, i.e., the financial year 
2013- 14. 

4. Some benefit was g iven to the first-home buyer in the payment of interest on loans 
taken from financial aod banking institution. 

5. The rate of che tax on the payment of royalty and fees for technical services lo 
non-residents was raised from 10% to 25%. 

6 . The following reduction were a nno unced in the rates of securities transaction tax 
(STT): 

Equity features: 

❖ From 0.17 to O.OJ per cent MF/ETF redemptions at fond counts. 

❖ From 0.25 to 0.001 per cent Mf /ETF purchase and sa1e on exchanges. 

❖ From 0. 1 to 0.00 I per cent, only on the seller. 

7. Commodities Transaction Tax was introduced in a limited way at 0.01 % of the 
price of trade. 

8. T he Direct Taxes Code is proposed to be introduced not as an amended version of 
the Income ta," Act, 1961 but as a new code based o n the first international 
practices thal will be compatible with the needs of a fast developing country. 

The recommendations of the Standing Committee on finance have been submitted and 
the Finance Ministry is examining them. 



Indirect Taxes 

I. The first announcement made by the Finance Minister in the case of indirect taxes 
was, there will be no change in the peak rate of basic customs duty of 10% for 
non-agricullural products, no changes in the normal rate of excise duty of 12% 
and the normal ralc of service tax of) 2%. 

2. In the case of excise dury roure for readymade garment industry which is in the 
throes of crises was announced in addition lo the GENV AT rouce available al 

present. 

Simi larly, excise dury was exempted in che case of handmade c.arpets and textile floor 
covering of jute or coir. Relief was increased by 18% similar increases were proposed 
for cigars, chariots and cigarillos. Excise duty on SUVs raised from 22% to 30%. on 
marble from ~ 30 per square meter tor 60 per square meter, on mobile phone priced at 
more than ? 2,000 by 6%. 

Goods a11d Services T"x 

The Finance Minister had mentioned che Goods aod Services Ta,-x (GST) in the budget 
speech for 2007-08 and had hoped that i1 would be brought into effect from 1.4.2010. 
This could not happen. The Em powered Committee of State Finance Minjsters, led the 
Union Finance Minister to helieve, as he announced in his budget speech of 20 l 3-14, 
that the overwhelming majority of states are agreed that these are needed for a 
constitutional amendment. He was hopeful that thi~ consensus would be taken forward 
in the next few monchs and brings 10 tltis Lok Sabha a draft bill on the constitutional 
amendment and draft bill on CST. He announced the fost decisive step by announcing 
the sening apart in the Central 8udgct 2013-14 a sum oH 9,000 crore. 

8.8 DEFICIT FINANCING IN DEVELOPED COUNTRlES 

ln developed countries, the tocal revenue receipts include taX and non-tax revenue and 
exclude all borrowings. That means deficit financing in developed countries refers lO 

che financing of expenditure, through borrowings, whether internal or external and 
whether from the central bank, commercial banks, non-ban.king institutions or from 
individuals and corporations . 

.Deficit financing is an extraordinary fiscal device of development finance in modern 
times. 1n developed counrries J.M. Ktynes, popularized this concept, with a view to 
fighl and control depression which is often accompanied by unemployment. 

Prof. J.M. Keynes through the instrument of pum'f} priming, advocate deficit financing 
to finance public work!> projects in developed countries during the nineteen Lhirties 
depression period. 

Increased public expenditure, financed through deficit financing was considered as an 
effective fiscal tool to mitigate the evils of unemployment and deficiency in private 
spending and investment in developed economies is made possible through the effect 
of multiplier on employment and income. 

8.9 FINANCIAL RELATION BETWEEN CENTRAL AND 
STATECE TRALSOURCESOFREVENUE 

Taxes within union jurisdiction are enumerated in List I, of the Seventh Schedule as 
under: 

1. Taxes on income otber than agricultural income (hem 82). 

2. Duties of customs including expon duties (item 83). 
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3. Duties of excise on tobacco and other goods manufactured or produced in lndia 
except: 

(a) A lcoholic liquors for human consumption. 

(b) Opium, Indian hemp and other narcotic drugs and narcotics, but not including 
medicinal and toilc!L preparations concaining alcohol or any substance included 
in paragraph (b) of inventory (item 84). 

4. Corporation tax (item 85). 

5. Taxes on capit.il value of assets, exclusive of agrkultural land, on individuals and 
companies, taxes on capital of companies (item 85). 

6. Estate dury in respect of property other than agricultural land (item 87). 

7. Term inal taxes on goods or passengers, carried by rai lway, sea or air, taxes on 
railway fares and freighLs (item 88). 

8. Taxes other than stam p duties on transactions in stock exchange and future 
markets (item 90). 

9. Rates of stamp duty in respect of bills of exchange, cheque, promissory notes, 
bills or lending, letter of credit, policies of insurance, transter of shares, debenture, 
proxies and receipts (ite m 9 1 ). 

10. Taxes o n sale or purchase of newspapers and on advertisements published therein 
(item 97). 

11 . Taxes on the sale and purchase of goods other than newspapers, where such sale 
or purchase takes place in the course of inter-st.ate trade or commerce (item 92A). 

Check Your l'rnarcs 

Fil! in the blanks: 

I. According to _ _ ___ . "Budget is a financial plan of government for 
a definite period". 

2. The burden of _ ___ _ can be shifted to another person. 

3. 

4. 

_ _ _ _ _ consiscs of capital receipts and capital expenditure. 

_ _ ___ =Total Public Expenditure - Total Public Revenue. 

8.10 LET US SUM UP 

• Planning process of assessing revenue and expenditure is !enncd as Budget. 

• TJ1e term budget is derived from the French word "Budgette" which means a 
" leather bags'' or a --wallet". 

• The important problems in India, are che problem of poverty. unemployment, 
income inequalities, illileracy, etc 

• The t ax revenue provides major share of revenue receipts to the central 
government oflndia. 

• Tax revenue comprises of the income received from different taxes and other 
duties imposed by the government. It is the major source of public revenue. 

• Gifts and grants are received by the government when there are narural calamities 
like ea1ihquake, floods, famines, etc. 

• Capital budge! consists o f capital receipts and capital expenditure. 



• When lhc total estima1ed expenditure exceeds the aggregate esllmated receipls 
during a year, the gap between lhe two is to be filled by the term known as '·deficit 
financing". 

8.11 LESSON END ACTIVITY 

Critically examine why Indian budget is always made budget of deficit. 

8.12 KEYWORDS 

Budget: Income illegally obtained or not declared for tax purposes. 

Expenditure: Cash paid or to be paid for the purchase of an item or for a service 
performed. 

Federal Receipts: funds received from the federal government to support :,tare 
programs or pr~jecc:-. The legislature appropriates federal funds along wi th other stale 
funds. 

Indirect Costs: Ove1·head expenditures which cannot be directly charged 10 the 
program providing services. 

Office of Man."gement and Budget: The division wjthin the office of I.he Govemor 
responsible for preparing the Governor's budget. 

8. 13 QUESTIONS FOR DISCUSSION 

I . Describe the concept of budget. 

2. Explain the objectives of budget. 

3. Discuss revenue budget 

4. Deficit .financing = Total public expenditure-Total public revenue. Discuss. 

5. Why is deticit budget important in advanced countries? Highlight all important 
points. 

6. Why is deficit budget important in developing countries? Highlight all important 
poims. 

7. Discuss the latest financial commission. 

C heck Your Progress: Model Answer 

1. Tayler 

2. Indirect tax 

3. Capital budget 

4 . Deficit financing 

8.14 SUGGESTED READINGS 
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9.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Discuss the constitution of finance commission 

• Explain the key role of finance commission 

9.1 INTRODUCTION 

The Finance Commission is a quasi-judicial body. Finance Commission, provided 
under article 280 of the Constitution of India, i!> a quasi-judic ial body which is 
constituted by the P resident of lndia every fifth year or at such an earlier time as he 
considers necessary. The Constitution of India envisages the Finance Cornrnissioo as 
the ·'Balancing Wheel of Fiscal Federalism" in Jndia. Finance Commission consists of 
a chainnan and four other members (they are eligible for reappointment), to be 
appointed by the President. The Parliament e nact1:d the Finance Commission Act in 
1951 , specifying tl1e qualifications of the Chainnan and the members of the 
Commission. Finance Commission of lndia was fonnulated with the purpose of 
allocation of resources between the Union and the States. It is constituted by the 
President and all appointments to the commission are made by him as well. The 
Commission was structured according to the world standards. The objective of 
forming the Finance Commission was to allocate resources of the revenue between the 
Union and the State Governments in India adequately. 
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The Finance Commission of India was established on 22nd November, 1951. It was 
established by the president of India under Article 280 of the Indian Constitution. Jt 
was fonned to describe the financial relations between lhe centre and the state. 

The Finance Commission has been provided for the fndian constitution as part of the 
scheme of division of financial resources between the two different sets of 
governments. finance Commission also serves as constilutional body for the purpose 
of aJlocation of certain resources of income between the Union and the State 
Governments. 

The Finance Commission shall comprise of one chai1man and four other members. 
The chairman of the fourteenth Finance Commission is Dr. Y.V. Reddy. The other 
members of the commission are Professor Abh ijit Sen, Dr. M. Govinda Rao, Ms. 
Sushama Nath and Dr. Sudipto Mundie. The secretary of rhc commission is Mr. Ajay 
Narayan Jha. 

The Jodian constitution empowers rhe Parliament for laying down the qualifications, 
disqualifications and the mode of appointment of members of the commission. 

Therefore, the first Finance Commission (Miscellaneous Provisions) Act, was passed 
in 1951 which was amended in 1955. This Act lays down the qualification and 
disquaJjfjcation of the chairman and members of the finance Commission. 

Qualifications nf the Finance Commission: The chairman shall be appointed from 
among persons of public eminence and the four members should be: 

• Qualified to become the judges of the High Court, or 

• Have special knowledge of finances and ac.:counts of the Government, or 

• Have wide experience in fmancial administrative or economic affairs. 

The President must see that prior appointment of any member that he does not )Jave 
any financial or other interests that will prejudice his functions as a member of the 
finance commission. 

Disqualifications of the Finance Commisl·ion: A person is disqualified to become a 
member of the fi nance commission if: 

• The person is mentally unsound, or 

• The person is an undiscl.larged insolvent, or 

• The person has been convicted and found guilty of immoral offence, or 

• The person has such interests (including fi nancial intcresl) that may be detriiuental 
for lhe effective functioning of the commission. 

The act also provides that the commission shall detennine its own procedure and 1t 
shall have the control of a civil court. It may summon any person or authority to 
furnish any such information as may be essential for its owo work. 

9.3 KEY ROLE OF FINANCE COMMISSION 

I. The key role of Finance Commission in India is w act as an instrument to divide 
proceeds of divisible taxes between the states and the Union government or in 
cases of taxes that are collected by the centre but the proceeds of which are 
allocated between the states, to detennine Lhe principles or such allocation. 



2. The Finance Commission of India also determines the principles of governing the 
grants in aids of The revenues of states ou1 of the consolidated fund of India. It is 
an i,nponant function of the Indian Finance Commission. The commission has the 
responsibiliiy of considering any maner referred to the comm ission by the 
P resident in the i nteresl of sound finance. 

3. The President uoder Article 280 lays the recommendations of the finance 
commission before each House of the Parliament with an explanatory note as to 
the action to be 1.aken on the recommendat ions. 

4. The Finance Cornmi!>sion distributes of proceeds oflocome-lax between the unio n 
and the states. But taxes on the payments of the central government are 
atlJ'ibutable only to the union terrirnries. 

Under Article 280 (C), the President may refer any rnaner to the Ffoance Commission 
in the interest of " sound finance". Till now 1he Presidem of lndia has asked the 
conunission to make recommendations on the principles governing distribution of the 
net proceeds of estate duty in respecl of property tax on railway fare and excise duties 
on sugar and tobacco. The President also sought recommendations on the rates of 
interest, and terms of repaymem of loans to the various stares hy the Government of 
India . 

Finance Commbsions mainly focuses 0 11 che financiaJ relations between the State 
govemmem and the Central government These recommendations progressive ly 
increase share o f the state governments in the proceeds of the income tax. They also 
increased grc1dually the amount of grants-in-aids to be given to the stares. As a result 
rhe states now enjoy considerable degree of financial autonomy so necessary for lhe 
proper functioning of the federation. 

Ir can be said that the Finance Commission as an autonomous body has served a 
wonderful purpose. In. as complex a socicry as fndia is, it acted as an agency to bring 
about coordination and cooperation for smooth working of a federal system. 

U nder the constitution. the basis for sharing of divisible taxes by the centre and the 
states and the principles governing gran1s-i n-aid to the states have to be decided by the 
commission every five ye.ars. The president can refer to the commission any othe r 
matter in 'the interest or sound tinance. 

The recommendations of tht: commission together with an explanatory memorandum 
as to the action taken by the government on Lhem are laid before each house of 
Parliament. The commission has to assess the increase in the consolidated fund of a 
state to affix the resources of the panchayat in rhe state. ft also hos to evaluate the 
increase in the consolidated fund of a state to affix the resources of the municipalities 
in the stale. 

The commission has been given passable powers to perform its function and witl1in i ts 
area of ac1ivi1y . lt has all rhe powers of the Civil Court as per the code of Civil 
Procedure, 1908. lt cao caU any witness, or can ask for the production of any public 
record or document from 01,y court or office. It can ask aoy person lo give information 
or document on matters as it may feel to be useful or relevant Jt can function as a civil 
court in discharging its duties. 

The key functions of financial commission are discussed ahead. The commission 
makes recommendations to the president with regards to: 

I. The distributio n of the proceeds of taxes between tbe union and the states. 

2. The principles which should govern the grants-in-aid to be given to the states. 
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3. Any other matter referred to the commission by Lhe President in the interest of 
sound finance. 

4. The recommendations of the commission are generally accepted by the Union 
Government as well as by the parliament. 

9.4 RECOMMENDATION OF LATEST FINANCE 
COMMISSION 

Let us discuss about a ll the finance comm1ss1on of lodia. So far 14 finance 
commissions have been appointed. List of finance commissions are as follows: 

Table 9.1 : List of Finance Commissioo 

Finiincc Year o f Chairman Operational 
Commission F.s1ahlishment Duration 

............. . .............. _ ... -" -- ........ ................ ........ -·-· ----·. -----· 
Firn r 1951 K. C: . Neogy 1952-57 

i Second 1956 K. Santhanam I 957-62 
~ .. - - - - - - __, ----~----- - --..,__ __ _ 
, Third , 1960 A. K. Chanda 1962-66 [ 

. ---Fourth --~ 1964 ----+-- P. V. Rajamannar 1966--<;9 
2

_i r- ·- · --- --+-- - ---- - ---ll 
.. _ !- 1968 ~ .,. ~~aveerTya.~! _ __ .. J 1969-74 

_ Si~ _______ _J_ ____ l9~L i K. l:lrahmananda Reddy 1974-79 

Seventh J 977 J. M. She l at 1979--84 
- -- ---- ___ _.;.,_ --- - -

1983 Y. ll Chavan 1984-89 ;_ ... Eighlh . , .......... -.--.. - ·-·•·---'------ ----+-------- ~ 
1 Ninth ···· ---· .. ··· ·l_·····-· _ ·'~~:..... __ J _ N. K. P. Salve 1989-95 

i Tenth _ \--- 1992·-·- - ----K. C. Pant 1995-2000 
1 Eleventh ; 1998 A. M. Khusro 200~2005 - - _ ___. - -- ------- ----- - - ·----! 

l Twdfth t~J 002 ~- - -·,-C_:_~ n.....:g_ara_ ~:....·a_n ___ -1-, ___ 2_0_0_5-_2_0_10 _ _ _ _ 

I ::::::: . ~-~~-;---+-! --~-::-~-'.J=--~.:...y lt_Led_· -~-:ll(_ar __ -+- --~-~-:-:-~-~2-1 :---j 
-- -- -•- --N .. - •-•- -•-•- ~--•-•• - ~--- •••o,,,_,,_,_,,_.., _____ ,,, • ..., _ _.j_ _____ ~ 

9.4.1 14th Finance Commission 

Major recommendat ions of J 4th finance commission headed by Prof. Y V Reddy are: 

I . The 14'11 finance commission is of the view that tax devolution should be the 
primary route for 1ransfer of resources to the s tates. 

2. In understanding the states' needs, it has ignored the plan and non-plan 
distinctions. 

3. According to the commission, the increased devolut ion of the divisible pool of 
taxes is a "compositional shift in transfers" - from grants to tax devolution. 

4. In recommending a horizontal distribution, it has used broad parameters -
population ( 1971 ). changes in population since then, income distance, forest cover 
and area, among others. 

5. It has recommended distribution of grants to states for local bodies using 20 J I 
population data with weight of90 % and area with weight of 10%. 

6, Grants to Slates a1e divided into two: 

(i) Grant to duly constituted gram panchayats. 

(ii) Grant to duly constituted municipal bodies. 

7. And, it has divided grants into two parts; a basic grant, and a perfonnance one for 
gram panchayats and municipal bodies. 



8. The ratio of basic lo performance grant is 90:10 for panchayats; and 80:20 for 
municipal ities. 

9. The total grant recommended is t 2,87,436 crore for a five-year period. Out of 
which, the grant to panchaya1.c. is ~ 2,00,292 crore and. the reminder goes to 
municipalilies. 

I 0. The commission has significantly departed from previous commission vis-a-vis 
recommendation of the principles governing grants-in-aid to 1he states by the 
centre. 

l l . It has r.:hosen lo take the entire revenue expenditure for this purpost:. Hence, it has 
decided 10 tal<e into accoum a state's entire revenue expenditure needs wilhout 
making a distinction ~rweet1 plan and non-plan expenditure. 

12. The commission is of the view that shaiing pattern in respect to various centrally
sponsored schemes need to change. It wants the states to share a greater fiscal 
responsibility for the implementation of such schemes. 

Check Your l'rogress 

Fill in the blanks: 

I. Major recommendations of 141h finance commission h~ ded by 

2. The Finance Commission ofJndia was established on - ----
3. ll was esrablished by the president of India under _____ of the 

lndian constirution. 

4. The commission has a)J the powers of the Civil Court as per the 

9.5 LET US SUM UP 

• The f-'inance Com.mission of India was established on 22"d November, 195 1. 

• f-'inancial Commission was formed to describe the financial relations between the 
cenLre and the state. 

• The Tndian constitu1ion empowers the Parliament for laying down the 
qualifications, djsqualiHcativ-ns and the mode of appointment of members of 1he 
commission. 

• The President must see that prior appointment of any member that he do~ not 
have any financial or other interests that will prejudice his .functions as a memher 
of the finance commission. 

• Under Artide 280 (C), the :President may refer any matter to the Finance 
Commission in the interest of "sound finance". 

• Under the Constitution, the basis for sharing of divisible taxes by the Centre and 
rhe Srates and lhe principles governing grams-in-aid to the states have 10 be 
decided by the Commission every five years. 

• The Commission has been gjven passable powers to perform its fu11ction anti 
within its area of activity. 1t has all lhe powers of the Civil Court as per the code 
of Civil Procedure, 1908. 
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Public Finance 9.6 LESSON END ACTIVITY 

Examine what kind of work a finance commission has to do. 

9. 7 KEYWORDS 

Commission: An instruction, command, or role given to a person or group, a group of 
people entrusted by a government or other official body. 

Insolvent: Person or firm whose liabilities exceed tJ1e vaJue of owned asse ts. 

Devolution: Devolution is the statutory delegation of powers from the central 
government of a sovereign state to govern at a subnational level, such as a regional o r 
local level. 

Civil Court: CivH coun is a government institution that settles dispules between two 
or more entities, typically in the same courthouse that also tries criminal cases. 

9.8 QUESTIONS FOR DISCUSSION 

I. Discuss abom the constitution offmnncial commission. 

2. HighlighL the key role of finance commission. 

Check Your Progress: Model Answer 

l. Dr. Y. V, Reddy 

2. 22nd November, 1951 

3. ArticJe 280 

4. Code of Civil Procedure, 1908 
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Publoc f 1ria11cc l 0.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Discuss the challenges faced in ·budget 2017-18 

• Define demonetisation 

• Explain the merits ana demerits of demonetisaUon 

10.1 INTRODUCTION 

The modem democracies have the legislatures playing an important role in the 
managing of public finances. The taxes that are collected and the revenues that are 
generated by the government through several means are to be used for the 
development and welfare o{ the society. 1l1e emergence of lhe Welfare Slate made it 
important that the govemment money is being judiciously used lo better the living 
conditions of society in general and the marginalized sections in particular. The 
government expenditure is funded by a common pool of tax payer's money and the 
policies that are formed with this money are further used to fund projects. The catch 
here lies in the fact that the people who actually are paying for these policies are the 
larger group while the people who benefit from these policies might be a much 
smaller group, which cranslates that one might not be enjoying the benefits for which 
one is paying money. Such scenario leads to an excessive s pending of public money 
on policies which. are not beneficial to the society as a whote. Such situations are 
prevalent in democracies which are multi-lingual, multi-ethnic and divided on the 
basis of regions, religions and other factors. 

10.2 CENTRAL GOVT. LATEST BUDGET 

1n the last two and half year's administration has moved from discretionary, 
favouritism based to system and transparency based system. Inflation was brought 
under control and CPI-based int_lation declined from 6% in July 2016 to 3.4% in 
December, 2016. 

Economy has moved on a high growth path. lndia' s current acc;ount deficit declined 
from about 1% of GDP last year to 0.3% of GDP in the first halfof201 6-17. FDI 
grew 36% in H1 2016-1 7 over Hl 2015-16, despite 5% reduction in global FDf 
inflows. foreign exchange reserves have reached 361 billion US Dollars as on 20111 

January, 201 7. War against black money was launche<! by the government. 
Government continued on path of fiscal consolidation, without compromising on 
public investment and the Indian economy has be~n robust to mild shocks and IMF 
forecasts as India to be one of the fastest growing major economies in 2017. 

Budget 2017 was unique because it changed the age-old tradition of being presented 
on the last day of February, and for t he first time in independent India, the Railway 
budget was combined with the general budget. However, what was possibly more 
unique were the circumstances under which it was being presented. Not only the 
global headwinds of an unprecedented nature, but also the huge uncertainty regarding 
where the current year will fi nally end in tenns of GDP growth and related tax 
collections as well as the mid-year OST roll ouc and its attendant uncertainties, created 
complexities in estimating tax revenues for the coming year. In the midst -ofhaving to 
balance fiscal prudence, th.row in a good measure of populism to blunt the pain of 
demonetisation and to spur both private and Government investment to get back to 
double-digit growth in the medium-term was not going to be easy . 

.. ,, .. ,, 



However, it is hard to fiod a major negalive or a large missed opponun.i<y in the 
proposals, and most of Budget 2017 ~~eks to do just what it promises-TEC India 
"Transform, Energize and Clean India." 

Demonetisation and its after-effects will continue to remain focused for atleast the 
fi rst half of 20 l7, and while the(e is no doubt that there will be a blip in tJ1e GDP 
graph for 2016-2017, how soon and by how much the economy will bounce back 
depends on who you ask but with bolh the JMF and the World Bank forecasting 
between 7.7% and 7.8% for 2018-19, the next target will be to hie the magical double 
digit. 

Demonetisalion has also brought I.he digital agenda to the fore like never before, and 
having painstakingly laid down in the speech 1he low rate of tax compliance in the 
country. The Government rt!cognis~ that in order to make quantum leaps in the levels 
of compliance and overall Lax revenues. it is only the digital payment infrastructure 
and GST that cAn make it happen. The sening up of a Payments Regulatory ,Board 
under the Rese("Ve Bank of India is an interesting move, and coupled with a clear 
intent to implement lhe recommendation of the Committee of Chief Ministers on 
digital transactions (many of which have already been introduced in the tax 
proposals), the narra1ive will remain centered around tbe digital economy in the short 
to medium term. 

The digitization agenda and 1he curbing of the cash economy will also be supported by 
the bold st.atemems associated with cleaning up electoral funding and the issuance of 
electoral bonds. 

The statement on doing away with the FIPB underpinned the reforms in the financial 
sector. Clear statements on the listing of CPSEs as pan of the disinvestment policy 
and launching a new ETF reflect a continuation of policy decisions that are working 
well. Listing of security receipts by ARCs and the aJlocation for recapitalisation of 
banks, along with some related tax measures will help deal with the growing NPAs. 

On the tax side. the key proposals are mostly in the nature of anti-abuse provisions, 
and it will be incumbent on tile administration to ensure that their implementation 
does not lead to harassment and targeting of genuine and legitimate transactions. 
Particularly noteworthy are the provisions relating lo withdrawal of the capital gains 
exemption on sale of equity shares on the stock exchange in certain situations. and 
unfortunately, this once aga in bas an element of being retrospective in nal1.1re. 
Changes have also been made regarding contribution of assets to a rrust and in relation 
to transfer of shares for lower than the lair value. There have also been several 
changes aimed at ending litigation and the clarifications on <.:onverston of preference 
shares to equity, and the taxability of Joint Development Agreements wjll be hugely 
welcome. 

The area of speedier dispute resolution remains unaddressed, and while there is a 
proposal for merging the Authorities for Advance Rulings (AAR) under Direct and 
fndirect tax laws, the need of the hour is to operacionalise additional benches and truly 
make it a forum for seeking clarity and cenainty. The introduction of GAAR will 
accentuate the need for this to happen, and how the vacancies in the benches can be 
rapidly filled will be a task that tbe Government needs to get to with some intensity. 

There was a widespread expectation that corporate tax rates will be reduced across the 
board, particularly with the global developments whereby the US tax rates are 
expected to go down co 15% under the new administration. With a headline rate of 
30% and the high rates of .Minimum Alternate Tax (MAT) and Dividend Distribution 
Tax, Jndia could perhaps lag behind on this key score. Moreover, rather than small 
tweaks to the rates and increased credit carry over for Ml\ T, a bold and decisive 
across-the-board reduction is what should come next. Several positive measures were 
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also announced for the real estate sector (especially affordable housing) and there 
were some rationalisations for start-ups. 

The use of enhanced technical tools and dara mining and analytics has already been 
employed on the demonetisation deposits, and it is expected that more of these 
measures will be adopted. The reduction in the audit timelines in a phased manner to 
12 months is testimony to this. 

The BEPS-driven reform agenda also continues with the introduction of thin 
capitalisation rules. 

Leaving the indire<.'t tax rates unchanged and amending only a few critical areas that 
needed attention is symbolic in that it shows the desire and belief of lhe Government 
to roll out GST by 1 Sl. July, 20 17. The scrapping of the age-old R&D cess is also a 
major step in this direction. With the reach out efforts planned from 1 si April, 20 I 7, 
and with u-ade and industl)' having got an additional three monlhs to ready itself: GST 
seems on course for now. 

Wilh some clever balancing on the fisca l side, and a commitment to reduce the deficit 
to 3% next year, the Government has its task cut out. lt needs to rapidly increase the 
tax base, and revive the s luggish private investment. With some control on the quality 
of expenditure and the tax realisations fro m the demonetisation deposits, there should 
be adequate elbow room for the Government to continue to push. forward with its 
refonn agenda. 

The world economjc growth for 2016, at an estimated 3. 1 %, is the weakest growth 
s ince 2008--09. lnis is owed largely to the turbulence in the world financial market in 
the first halfof2016 due to major setbacks such as Brexit, China's slowdown, low oil 
prices and overall weakness in the economies of Japan, US and Europe. Meanwh.ile, 
these setbacks were offset by stronger than expected economic activity during the 
second half of 2016 in the advanced economies, especially the US, which saw a 
deceleration in the unemployment rate, and the UK, which had higher than expected 
domestic demand following Brexit. Assuming that this trend will continue, the world 
economy is expected to pick up steam in 2017 and grow by 3 .4%. this time on the 
back of previously lackluster advanced economies. This is expected io be 
supplemented by the projected policy stimulus of the new US administration and its 
global consequences. 

On the other hand, Emerging Market and Developing Economies (EMDEs) are 
projected to grow by 4.5% in 20 J 7, which is JO basis points lower than the previous 
projection. Among these economies, China is expected to show strong growth at 6.5% 
(as compared to the previou;; estimate of 6.2%) on account of its policy stimulus 
measures; however, moderation in the growth prospects is expected among large 
economies such as India, Brazi l and Mexko. 

10.2.1 Indian Economy 

India has become the sixth largest manufacturing councry in the world, rising up from 
the previous ninth position, and thus retaining its bright spot in the world economic 
landscape. Post the demonetisation announcement, the pace of remonetisation has 
picked up, and it is expected that the effects of demonetisation wjJI not spill over into 
the next financial year. 

The lMF expects the Indian economy to grow by 6.6% in 20 16-17, which is not only a 
s ignificant one percentage point lower than the previous eslimate, but also brings India 
back to the status of the second-fastest growing economy, especially as China is 
expected to outgrow by 6. 7%. However, this is cited as the result of short-term 
disruption caused by the government's move to invalidate high-value currencies, 



which dampened Lhe economy's biggest growth drivers - consumption and investmenl 
demand. Recognising the strength of Indian economic fundamentals, the TMF expects 
the impact of demonetisation to fade away gradually, as it pegs the 2017-18 growth al 
7.2%. overlaking China again by a good 0.7 percentage points. The World Bank, 
however, is more o ptimisric and has projected a GDP growth of 7% in 2016-17, 7 .6% 
in 2017-18 and 7 .8% in 2018-19. 

Clearly, what makes India resilient to global flurries, to a great extent, is its rock-solid 
domestic demand, accounting for about 60¾ of the GDP. This .figure is 37% for 
Chin.a, and this has led the Chinese economy's restructuring and rebalancing to rely 
less on expons and investment and more on consumption demand. 

The broad macroeconomic indicators based on latest data are as follows: 

lnflatio11: TI1e retail inflalion stayed above the comfon zone of 5% till August 20'16, 
but ir started model'ating lhereafle r during the nonnal monsoon, dropping to a 
two-year low of 3 .4 %. The average for the year-to-date ( April-December 2016) stood 
at 4.85%, a tad higher than 4.8% during the same period of the previous year. 

Fiscal J)ejicit: The 11scal de(icit as a percentage of GDP was budgeted al 3.5% for 
2016-) 7 in lhe previoll$ year's budget. This is revised to 3.2% for 20 l 7- 18. 

Tratie Deficit: India's 1rade deficit narrowed by 25% in the cumulative period of April 
to December 2016 when it stood at $76.5 billion, as against $JOO. I billion in the 
corresponding pe,·iod of the previous year. This is on the bac k of a 7.4% decline in 
imports coupled with a meagre growth of0.75% in exports during said period. Imports 
of both oil and non-vii products dropped during this period by )0.76¾ and 6 .42%, 
respectively, reflecting the subdued gross capjtal formation. 

Currency: The rupee saw a depreciation of 3.3%, as it slood at an average off 67.2 1 
per US dollar during April 20 I 6 lO January 2017 against an average on 65.03 per US 
dollar during the same period in the previous year. 

Outlo()k: According to the Central Sta1isticaJ Organisation's first advance estimates 
for 20 16-17, the GD P is expected to grow by 7. I%, which is s lowe r than 7 .6% in the 
previous year. However, tltis discounts the impact of demonetisation. Factoring in this 
impact, we expect the growth to decline by another about 50 basis poims . 

J0.2.2 Challenges Faced in 2017-18 

Challenges faced in 20 17-18 are discussed below: 

• World economy faces .~Pt~erable uncertainty, in the aftermalb of major 
economic and political developments during the last year. 

• The US Federal Reserve's, intenlion 10 increase policy rates in 2017, may lead to 
lower capital in.flows and higher outi1ows from the emergjng economies. 

• Uncertainty around commodity prices especially that of crude o il, has implications 
for the fiscal situation o f emerging economies. 

• Signs of retreat from globalisation of goods, services and people, as pressures for 
pro1ectionism are building up. 

10.3 KEY REFORMS 

TI1e year 2016 was one of reforms with the major thrust being on elimination of black 
money, corrective measures for various seclors, transparency a nd tackling of the issue 
of bureaucratic deadwood. 
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• l11e foreign direct investment (FDJ) policy was further liberalised, resulting in 
almost 90% of proposals falli ng under the automatic route. This had a positive 
impact as the FDJ inflows increased from $350 billion to $361 billion over the 
previous year. This -is panicularly creditable as it occurred during a period when 
global FDI flows declined. 

• Additionally, the government announced a slew of schemes for tJ1e poor, farmers, 
senior citizens and small businesses towards the end of 20 I 6. Two housing 
schemes were announced for the urban and rural poor. For the urban poor, the 
Prime Minister announced 4% and 3% interest exemption on loans of up to ~ 9 
lakh and ~ 12 lak.h, respectively, and for the rural poor, A 3% interest exemption 
was announced on loans of up to t 2 lakh. Besides, the interest for 60 days on 
loans taken by the fanners from cooperative banks will be paid by the 
government. 

• The government launched the Income Declaration Scheme that charges a one-time 
effective tax rate of 45% on undisclosed income or property to give a chance to 
domestic taxpayers to declare undisclosed income or assets by 301h September, 
2016, and ava,il immunity from µrosecution under the Income-tax Act, Wealth
Tax Act and Benami Transactions (Prohibition) Act. An estimated amount on 65 
thousand t;rores is said to have been collected under this scheme. Additionally, the 
Pradhan Mantri Garib Kalyan Yojana (PMGKY), 20 I 6, was notified after the 
Taxation Laws Second (Amendment) Bill, 2016, came into force on 1511, 
December, 20 l6. The bill has been introduced to arrest the illegal exchange of 
t 500 and t 1,000 currency notes and also provides financial support to the 
PMGKY. 

• f.or micro, small and medium enterprises, the limit of loans that the government 
guarantees to tht:m was doubled to ~ 2 crore. In addition, the casl) credit limit to 
these businesses was raised from 20% to 25%. As for: senior citizens, a minimum 
of 8% interest wi!J be paid to them on deposits of up to~ 7.5 lakh made for 10 
years. 

• Several measures were announced by the Department of Industrial Policy and 
Promotion to bring )ndia in the list of the top 50 countries in the World Bank's 
"Ease of doing business'' index, c)imbing several rwigs up the ladder from the 
current rank of 130. These measures include the following: loading of the e-Biz 
portal with services required for starting a business; reduction in the number of 
days to Slat1 a business lo four days; use of the Shram Suvidha portal for filing 
returns and challans; and contributions 10 EPFO and ESTC. 

• The General Anti Avoidance Rule (GAAR) is expected to see the light of the day 
from 1st April, 2017. GAAR prevents companies from routing transactions 
through other countries to avoid tax. 

• The Direct Tax Dispute Resolution Scheme, 2016, came into force on 1st June, 
2016, with the purpose of settling retrospective tax disputes with the govemment. 
Toe scheme waives off interest and penalties if the principal amount involved in 
retrospective tax cases is paid. 

• The Benami Transactions (Prohibition) Act was brought into force on 
1" November, 20 I 6, as a measure to curb black money. The act prohibits illegal 
benami transactions and also makes a provision for up to seven years of 
imp1isonment and penalty. The act also serves as a corrective measure to the real
estate sector and is aimed at making the sector more transparent. 

• Another positive step in ensuring transparency and accountability in the real-estate 
sector was the implementation of the Real Estate (Regulation and Development) 



Act, 2016, wi.\h effect from lSI May, 2016, which provided a boost to Lhe sector as 
a who.le by anracli ng more investments and opportunities for FDI. 

• In line with che JAM troika (Jan Dhan-Aadhaar-Mobile), Lhe Aa<lhaar (Targeted 
Delivery of Financial and o\her Subsidies, Benefits and Services) Act, 2016. 
provided for efficient, transparent and targeted delivery of subsidies, benefits and 
services. On the growth pall, February 2017 PwC expenditure for which is 
incurred from the Consolidated Fund of India, to individuals ~ iding in India by 
assigning unique identity numbers to such individuals. 

• The long process of winding up a bankrupt company contributes to overall legal 
paralysis and locks up assets and intellectual property chal could he deployed 
elsewhere. TI1e Insolvency and Bankruptcy Code, 2016, that governs the 
liquidation process, insolvency for corporations. and regulation of in~olvent 
professionals would l1efp in alleviating the woes of public sector banks already 
burdened with bad loans and improving the ease of doing business. 

• TI1e enforcement of the Security Interest and Recovery of Debts Laws and 
Miscellaneous Provisions (Amendment) Act, which amended four key laws 
including the Secudtisation and Reconstruction of r-inancial Assets .ind 
Enforcement of Security Jnterest (SARF AESJ) Act of 2002 and the Recovery of 
Debts due to Banks and Financial Institutioru, Act of 1993, is expected to help 
banks in the case of loan defauJL 

• Schemes such as the Pradhan Mantri Garib Kalyan Yojm,a (PMGJ<Y) saw higher 
ta-x collections as a result of increased disclosure. 

• A special scheme for creating employment was launched in the te,s:rile sector. and 
the government now proposes to launch similar scheme for the learher aod 
footwear industries. 

• The Union Government has approved the re-designation of the Delhi-Mumbai 
1ndustrial Corridor Project Implementation Trust Fund (DMICPTF) as the 
National Industrial Corridor Development and fmplemen1a1ion Trust (NICD!T). 
The NICDlT will be the apex body to oversee the integrared development of all 
industrial corridors across the country. It will implement all five proposed 
industrial corridors, together covering I 5 states. 

10.3.1 Transformational Reforms in Last Year 

Let us discuss the points oftransformacionai refonns in last year: 

• Passage of th.e Constitution Amendment Bill for GST and the p'rogrcss for its 
introduction. 

• Demonetisation of high denomination bank notes. 

• Enactment of the Jnsolvency and Bankruptcy Code; amendment to the R.81 Act 
for inflation targeting; enactment of the Aadhar bill for disbursement of financial 
subsidies and benefits. 

10.4 THREE MAJOR REFORMS - BUDGET 2017-18 

Budget 2017-18 contains three major reforms are: 

• First, presentation of budget advanced to 151 February to enable the ministries to 
operationalise all activities from the commencement of the financial year. 

• Second, merger of Railways Budget with General Budget to bring Railways to the 
centre stage of Government's fiscal Policy. 
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• Third, removal of plan and non-plan classification of expenditure to facilitate a 
holistic view of allocations for sectors and miniseries. 

10.4.1 Fiscal Deficit 

The revised estimate of fiscal deficit in 2016- J7 is 3.2% of the GDP, down from a 
budgeted 3.5%. It is expected to stay at 3.2% in FY2018 and then down to 3.0% in the 
following year, in accordance with the recommended 3 .0% fi scal deficit for the next 
three years by the newly constituted FRBM comminee. The FRBM committee 
recommends a sustainable debt t.arget with a debHo-GDP ratio of 60% per cent by 
2023 and the fiscal deficit to come down to 3.0%. 

The gradual decline in fiscal deficit assures prudent fiscal consolidation without 
sacrificing public expenditure, while -pdvate sector investment is expected to be 
sluggish. The focus now wi ll be on revenue and capital expenditure as the new budget 
does away with the plan and non-plan expenditure. 

The total expenditure in Budget 2017-1 8 has been placed aH 2 1.47 lakh crores. With 
the abolition of plan and non-plan c.lassification of expenditure, the focus is now on 
revenue and capital expenditures, said the Union Ministel' of Finance and CorporaLe 
Affairs while presenting the General Budget 2017-18 in Parliament today. 

He said lhat considering the fiscal deficit roadmap for the next three years and the 
need for higher pubJic expenditure in the context of slugg ish priv.tle sector investment 
and s low global growth, the fiscal deficit for 20 l 7-1 8 has been pegged at 3.2% of 
the GDP, and be further committed to achieve 3% in the following year, that is, in 
2018-19. 

l0.5 DEMONETISATION 

Demonetisation of currency me.ans discontinuity of the particular currency in the 
country from circulation and replacing it with a new currency. In the current context, 
it is the elimination of the 500 and l000 denomination currency notes as a legal 
tender. 

The government stated the objective behind the demonetisation policy are as foHows: 

• First, it is an attempt to make India corruption free. 

• Second, it is done to c urb black money, 

• Third, to corrtrol escalating of price rise, 

• Fourth, to stop funds flow to-illegal activity, 

• Fifth, to make people accountable for every rupee they possess and pay income 
tax return and 

• Finally, it is an attempt to make a cashless society and creat~ a Digital lndia. 

Other characteristics of demonetisation can be discussed below as: 

• Bold and decisive measure to curb tax evasion and parallel economy. 

• Government's resolve to eliminate corruption, black money, counterfeit currency 
and terror funding. 

• Drop in economic activity, if any, to be temporary. 

• Generate long term benefits incl uding reduced corruption, g reater digitisation, and 
increased flow of financial savings and greater fo1ma!isation of the economy. 

• Pace of demonetisation has picked up and will soon reach comfortable levels. 

• The surplus liquidity in the banking system will lower borrowing costs and 
increase the access to credit. 



• Announcements made by the Honourable Prime Minister on 31't Dec, 2016 
focusing on housing for the poor; relief to farmers; c redit support 10 MSMEs; 
encouragement to digital transactions; assistance to pregnant women and senior 
citizens; and priority to dalits, u·ibals, backward classes aud women under the 
Mudra Yojana, address key concerns of our economy. 

There is a background to the current decision of demonetisalion of 500 and 1000 
rupee notes. The government has taken few steps ahead in this direction much before 
its anno1.1T1ce01ent November 8, 2016. 

As a first step the government had urged people to create bank accounts under Jan 
Ohan Yojana. n,ey were asked to deposit all the money in their Jan Dhan accounts 
and do their future transaction through banking methods only. 

The second step that the govemment initiated was a tax declaration of the income and 
had given October 30, 2016 deadl ine for this purpose. Through this method, the 
government was able to mop up a h uge amount of undeclared income. 

However, there were many who sti ll hoarded the black money, and in order to tackle 
them; the government announced the demonetisation o f 500 and I 000 currency notes. 

The demonetisation policy js being seen as a financial refo,m in the country but this 
decision is fraught with its own merits and demerits. 

10.5.1 Merits of Demonetisation 

• The demonetisation policy will help India to become corruption-free. Those 
indulging in taking bribe will refrain from corrupt practices as it will be hard for 
them to keep their unaccounted cash. 

• T his move will help the government to track the black money. TI1ose individuals 
who have unaccounted cash are now required to show income and subm.it PAN 
for any valid financial transactions. The government can get income tax return for 
the income on which tax has not been pa.id. 

• The move will s top funding to the unlawful activities that are thriv ing due to 
unaccounted cash flow. Banning high-value currency will rein in criminal 
activities like terrorism, etc. 

• The ban on high value currency will also curb the menace of money laundering. 
Now such activity can easily be tracked and income tax department can catch such 
people who are in the business of money laundering. 

• J'his move will stop the circulation of fake currency. Most of the fake currency 
put in circulation is of the high value ·notes and the banning of 500 and I 000 notes 
will e liminate the circulation of fake currency. 

• This move has generated interest among those people who had o pened Jan Ohan 
accounts under the P rime Minister's Jan Dhan Y ojana. They can now deposit their 
cash wider this scheme and this money can be used for the developmental activity 
of the country. 

• The demonetisation policy will force people to pay income tax returns. Most of 
the people who have been hiding their income are now forced to com e forward to 
declare their income and pay tax on the same. 

• Even though depos its up to r 2.5 lakh will not come under Income tax scrutiny, 
individuals are required to submit PAN for any deposit of above t 50,000 in cash. 
This will he lp the income tax departme nt to track individuals with high 
denominations c un·ency. 

• The ultimate objective is to make India a cashless society. A II the monetary 
transaction has to be through the banking methods and individuals have to be 
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accountable for each penny they possess. It is a giant step towards the dream of 
making a digital India. If these are the merits, there are demeril<i of th.is policy as 
well. 

10.5.2 Demerits of Demonetisation 

The announcement of the demonetisation of the currency has caused huge 
inconvenience to the people. They are running to the banks to exchange, deposic or 
withdraw noles. The sudden announcement has made the s ituation become chaotic. 
Tempers are runnirtg high among the masses as there is a delay in the circulation of 
new currency. 

• It has deeply affected business. Due to the cash crunch, 1he entire economy has 
been made to com e to a standstill. 

• Many poor daily wage workers are left with no jobs and their daily income has 
stopped because employers are unable to pay their daily wage. 

• The government is finding it hard to implement this policy. It has to bear the cost 
of priming of the new currency notes. ll is a lso find ing it difficult to put new 
currency into c irculation. The 2000 rupees note is a burden on lhe people as no 
one likes to do transaction with such high value currency. Some critics tl1ink it 
will only help people to use black money more easily in future. 

• Further, many people have clandestinely discarded Lhe demonetised cutTency 
notes and this is a loss to the country's economy. 

10.5.3 Roadmap and Priorities 

Agenda for 201 7-18 are discussed below: 

"Transform, Energies and Clean India" - "TEC India'' 

TEC India seeks to: 

• Transform the quality of governance and quality of life of our people; 

• Energize various sections of society. especially the youth and the vulnerable, and 
enable them to unJeash their true potential; and 

• C lean the country from the evils of corruption, black m oney and non-transparent 
political funding. 

Teh distinct themes to foster this broad agenda: 

• Farmers: committed to double the income in 5 yeai-s; 

• Rural population: providing employment and basic infrastructure; 

• Youth: energiz ing them th.rough education, skills a nd jobs; 

• The pot)r alld the underprivileged: strengthening the systems of social security, 
health care and affordable housing; 

• l11frastruct11re: for efficiency, productivity and quality of life; 

• Financiul .tector: growth and stability by stronger institutions; 

• Digital economy: fo r speed, accountability and transparency; 

• Public service: effective governance and efficien.t service delivery through 
people's participation; 

http:populoi;.on


• Prudent fiscal management: to ensure optimal deployment of resources and 
preserve fiscal stabi I ity; 

• Tax administration: honouring the honest. 

Farmers 

• Target for agricultural credit in 2017-I 8 has been fixed at a record level of~ 10 
Jakh crores. 

• Farmers will also henefit from 60 days' interest waiver announced on J ! st Dec., 
2016. 

• To ensure flow of credit to small farmers, Government to support NA BARD for 
computerisation and integration of all 63,000 functional Primary Agriculture 
Credit Societies with the Core Banking System of District Central Co-operative 
Banks. Th.is will be done in 3 years at an estimated cost on' 1,900 crore. 

• Coverage under Fasal Bima Yojana scheme wi ll be increased from 30% of 
cropped area in 2016-17 to 40% in 2017-18 and 50% in 2018-19 for which a 
budget provision of t 9000 crore has heen made. 

• New mini labs in Krish.i Vigyan Kendras (K VKs) and ensure 100% coverage of 
all 648 KVKs in the country for soil sample testing. 

• As announced by the Honourable Prime Minister, the Long Term Irrigation Fund 
already set up in NA BARD to be augmented by I 00% to take the total corpus of 
this fond to t 40,000 crore. 

• Dedicated Micro Irrigation Fund in NABARD to achieve 'per drop more crop' 
with an initial corpus oH 5,000 crore. 

• Coverage of National Agricultural Market (e-NAM) to be expanded from 250 
markets to 585 APMCs. Assistance up 10 t 75 lakh will be provided to every 
e-NAM. 

• A model law on contract farming to be prepared and circulated among the states 
for adoption. 

• Dairy Processing and Infrastructure Development fund lo be set up in NABARD 
with a corpus oft 2000 crore and will be increased to ~ 8000 crore over 3 years. 

Rural Population 

o Over ? 3 Jakh crores spent in rural areas every year, for rural poor from central• 
budget, state budgets. bank linkage for self-help groups, etc. 

• Aim to bring one crore households out of poverty and to make 50,000 Gram 
Panchayats poverty free by 2019, the 150th birth anniversary of Gandhiji. 

• Against target of 5 lakh farm ponds w1der MGNREGA, l O lakh farm ponds would 
be completed by Marc.h, 2017. During 2017-1 &, another 5 lakh farm ponds will be 
taken up. 

• Women participation in MGNREGA has increased to 55% from less than 48%. 

• MGNREGA allocation to be the highest ever at~ 48,000 crores in 2017-18. 

• Pace of construction of PMGSY roads accelerated to 133 km roads per day in 
2016-17, against an average of 73 km during 20 l1-2014. 

• Government has taken up the task of connecting habitations with more than l 00 
persons in left wing extremism affected Blocks under PMGSY. All s uch 
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habitations are expecled lo b e covered by 20 I 9 and the allocation for PMGSY, 
including the state's share of< 27,000 crores in 2017-18. 

• Al!ocatioa for Pradhan Mantri Awaas Yojana - Gramin increased from 'flS,000 
crore in BE 20l6-J7 to f 23,000 crore in 2017-18 with a target to complete 
I crore houses by 2019 for the houseless and those living in kutcha houses. 

• Well on our way to achieving I 00% village electrification by 1" May, 2018. 

• Allocation for Prime Minister"s Employment Generation Program and Credit 
Support Schemes has hcen increased three fold. 

• Sa11itation coverage in rural India has gone up from 42¼ in Oct. 20 I 4 to about 
60%. Open defecation free villages are now being given priority for piped water 
supply. 

• As part of a sub mission of the National Rural Drinking Waler Programme 
(NRDWP), it is proposed co provide safe drinking water to over 28,000 arsenic 
and fluoride affec1ed habitations in the next four years. 

• For imparting new !;ki lls to people jn rural areas, mason training will be provided 
to 5 lakh persons by 2022. 

• A programme of " human resource reforms for results" will be launched during 
20 I 7-18 for human resources development in Panchayati Raj I nsticutions. 

• Total allocation for Rural, Agriculture and Allied sectors is t 187223 crores. 

Youth 

To introduce a system of measuring annual learning outcomes in our schools: 

• Innovation fund for secondary education proposed to enc ourage local innovation 
for ensuring universal access, gender parity and quality improvement to be 
introduced in 3479 educationally backward districts. 

• Good quality higher education institutions to have greater administrative and 
academic autonomy. 

• SWAY AM platfonn. leveraging IT, to be launched with atJeast 350 online 
courses. This would enable students to virtually attend courses taught by the best 
faculty. 

• National Testing Agency to be set-up a.s an autonomous and self-sustained 
premier testing organisation to conduct alJ P,ntrance examinations for higher 
education instirutions. 

• Pradhan Mantri Kaushal Kendras co he extended to more than 600 districts across 
the country. 100 lndia lntemalional Skills Centres will be established across the 
country. 

• Skill Acquisition and Knowledge Awareness for Livelihood Promotion 
programme (SANKALP) to be launched at a cost oft 4000 crores. SANK.ALP 
will provide market relevant training 10 3.5 crore youth. 

• Next phase of Skill Strengthening for Industrial Value Enhancement (STRIVE) 
wi!I also be launched in 2017-18 at a cost oH 2,200 crores. 

• A scheme for creating employment io the leather and footwear industries along 
the lines in textiles sector co be launched. 

• Incredible India 2.0 campaign will be launched across the world to promote 
tourism and employment. 



The Poor and the Underprivileged 

• Mahila Shakti Kendra wi ll be set up with an allocation of~ 500 crores in 14 lakh 
ICDS Anganwadi Centres. This will provide one sto p convergent support services 
for empowering rural women with opportunities for skill development, 
employment, digital literacy, health and nutrition. 

• Under Maternity Benefit Scheme ~ 6,000 each will be transfeired directly to the 
bank accounts of pregnant women who undergo institutional delivery and 
vaccinate their children. 

• Affordable housing to be given infrastructure status. 

• National Housing Bank will refinance individual housing loans of about~ 20,000 
<;rore in 2017- l 8. 

• Government has prepared an action plan to e liminate Kala-Azar and Filariasis by 
201 7, leprosy by 2018, Measles by 2020 and Tuberculosis by 2025 is also 
targeted. 

• Action plan has been prepared to reduce TMR from 39 in 2014 to 28 by 2019 and 
MMRfrom l67in20ll-13to 100by2018-2020. 

• To create additional 5,000 post graduate seats per annum to ensure adequate 
availability of specialist doctors to strengthen secondary and tertiary levels of 
health care. 

• Two new All India Institutes of M edical Sciences to be set up in Jharkhand and 
Gujarat. 

• To foster a conductive labour environment, legis lative reforms wilJ be undertaken 
lo simplify, rationalise and amalgamate the existing labour laws into 4 codes on 
(i) wages; (ii) industrial relations; (iii) social security and welfare; and (iv) safety 
and working conditions. 

• Propose to amend tl1e Drugs and Cosmetics Rules to ensure availability of drugs 
at reasonable prices and promote use of generic medicines. 

• The allocation for Scheduled Castes has been increased by 35% compared to BE 
2016-17. The a l location for Scheduled Tribes has been increased to ~ 3 J ,920 crore 
and for Minority Affairs tot 4,195 crore. 

• For senior c itizens, Aadhar based Sn,art Cards containing their health details will 
be introduced. 

Infrastructure 

• For transportation sector as a whole, including rail, roads, shipping, provision of 
t 2,41 ,387 crores has been made io 20 17-18. 

• For 201 7- 18, the total capital and development expenditure_ofRailways has been 
pegged at , 1.31,000 crores. This includes ~ 55,000 crores provided by the 
Government. 

• For passenger safety, a Rashtriya Rail Sanraksha J(osh wHl be created with a 
corpus ofr 1 lakh crores over a period of 5 years. 

• Unmanned level crossings on Broad Gauge lines wil! be eliminated by 2020. 

• In the next 3 years, the througbput is proposed lo be enhanced by 10%. Th:is will 
be done through modernisation and upgradation of identified corridors . 

• Railway lines of 3,500 kms will be commissioned in 2017-18. During 20l7-l 8, al 

least 25 stations are expected to be awarded for station redevelopment. 
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• 500 stations will be made differently abled friendly by providing lifts and 
escalators. 

• It is proposed to feed about 7,000 stations with solar power in the medium term. 

• SMS based Clean My Coach Service has been started. 

• 'Coach Mitra' , a single window interface, to register all coach (elated complaints 
and requirements to be launched. 

• By 2019, all coaches oflndian Railways will be fitted with bio toilets. Tariffs of 
Railways would be fixed, taking into consideration costs, quality of service and 
corn petition from ocher forms of transport. 

• A new Metro Rail Policy will be a1mounced with focus on innovative models of 
implementation and financing, as well as standardisation and indigenisation of 
hardware and soitware. 

• A new Metro Rail Act will be enacted by rationalising the existing laws. This will 
facilitate greater private participation and investment in construction and 
operation. 

• In the road sector, budget allocation for highways increased from ~ 57,976 crorc 
in BE 2016-17 to~ 64,900 crore in 2017-18. 

• 2,000 l<ms of coastal connectivity roads have been identified for coostrucLion and 
development. 

• Total length of roads, including those under PMGSY, built from 2014-15 till the 
cun-ent year is about 1,40,000 kms which is significantly higher than previous 
three years. 

• Select airports in Tier 2 cities will be taken up for operation and maintenance in 
the PPP mode. 

• By the end 0[2017-18, high speed broadband connectivity on optical fibre will be 
available in more than l,50,000 gram panchayats, under BharatNet. A DigiGaon 
initiative will be launched to provide tele-medicine, education and skills through 
digital technology. · 

• Proposed to set up strategic crude oil reserves at 2 more locations, namely, 
Chandikbolc in Odisha and Bikaner in Rajasthan. This will take our strategic 
reserve capacity to 15.33 MMT. 

• Second phase of Solar Park development to be taken up for additional 20,000 MW .·, 
capacity. 

• for creating an eco-system to make India a global hub for electronics 
manufacturing a provision of f 745 crore in 2017-18 in incentive schemes like 
M-SJPS and EDF. 

• A new and restructured Central scheme with a focus on export infrastructure, 
namely, Trade lrifrastrucrure for Export Scheme (TIES) will be launched in 
2017-l8. 

Finandal Sector 

• Foreign lnveslment Promotion Board to be abolished iu 2017-18 and further 
liberalisation ofFDJ policy is under consideration. 

• An expert committee will be constituted lo study and promote creation of an 
operational and legal framework to integrate spot market and derivatives market 
in the agricultural sector, for commodities trading, e-NAM to be an integral part 
of the framework. 



• Btll relating to curtail the menace of illicit deposit schemes will be introduced. A 
biJ I relating to resolution of financial firms wi ll be introduced in the current 
Budget Session of ParUament. This will contribute to stability and resilience of 
our financial system. 

• A mechanism to streamline institutional arrangements for resolution of disputes in 
infrastructure related construction contracts, PPP and public utility contracts wi11 
be introduced as an amendment to the Arbitration and Conciliation Act 1996. 

• A Computer Emergency Response Team for our financial sector (CERT-Fin) will 
be established. 

• Government will put in place a revised mechanism and procedure to ensure time 
bound listing of identified CPSEs on stock exchanges. The shares of Railway 
PS Es like I RCTC, I RFC and fRCON will be I isted in stock exchanges, 

• Propose to create an integ-rated public sector 'oil major' which will be able lO 

match the performance of international and domestic private sector oil and gas 
companies. 

• A new ETF with diversified CPSE stocks and other goveruroent holdings will be 
launched in 2017- I 8. 

• In line with the ' fndradhanush' road.map, ~ 10,000 crore for recapitalisation of 
Banks provided in 2017-18. 

• Lending target under Pradhan Mantri Mudra Yojana to be set at ~ 2.44 lakh crore. 
Priority will be given to Dali ts, Tribals, Backward Classes and Women. 

Digital EcoJ1.omy 

• 125 lakh people have adopted the BHIM app so far. The government wilt launch 
two new schemes to promote the usage ofBHlM; these are, referral bonus scheme 
for individuals and a cashback scheme for merchants. 

• Aadhar pay, a merchant version of Aadhar enabled payment system. will be 
launched shortly. 

• A mission will be set up wi.th a target of2,500 crore digital transactions for 2017-
18 through UPI, USSD, Aadhar Pay, IMPS and debit cards. 

• A proposal to mandate all government receipts through digital means, beyond a 
prescribed I imit, is under consideration. 

• Banks haye targeted to introduce additional JO lakh new POS termina ls by March, 
2017. Th'ey will be encouraged to introduce 20 lakh Aadhar based POS by 
September, 20 l 7. 

• Proposed to creace a Payments Regulatory Board in the Reserve Bank of ln<lia by 
replacing the existing Board for Regulation and Supervision of Payment and 
Settlement Systems. 

Public S ervice 

• The government e-market place which is now functional for procurement of goods 
and services. 

• To utilise the Head Post Offices as front offices for rendering passport services. 

• A centralized Defense Travel System has been developed through which travel 
tickets can be booked online by our soldiers and officers. 

• Web based interactive Pension Disbursement System for Defence Pensioners will 
be established. 
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• To rationalise lhe number oftribunaJs and merge tribunals wJJerever appropriate. 

• Commemorate both Champaran and Khordha revolts a ppropriately. 

Prudent Fiscal Management 

• Stepped up allocation for capita] expenditure by 25.4% over the previous year. 

• Total resources being transferred to the States and the Union Territories wi1h 
Legislatures is t 4. 11 lakh crore, against f 3.60 lakh crore in BE 2016-17. 

• For the first time, a consolidated outcome budget, covering all ministries and 
departments. is being laid along with the other budget documents. 

• FRBM committee has recommended 3% fiscal deficit for the next three years, 
keeping in mind the sustainable debt target and need for public investment. fiscal 
deficit for 2017-18 is targeted at 3 .2% or GDP and government remains 
committed to achieve 3% in the following year. 

• Net market borrowing of Government restricted to f 3.48 lakh crore after buyback 
in 2017-18, much lower lhan t 4.25 lakh crotes of the previous year. 

• Revenue Deficit of 2.3% in BE 20 I 6-17 stands reduced to 2.1 % in the Revised 
Estimates. The Revenue Deficit for nexr year is pegged at 1.9%, against 2% 
mandated by the FRBM Act. 

Promoting Ajfurduble Housing and Real Estate Sector 

• Between 8~1 November and 30th December 2016, deposits between 2 lakh Rupees 
and 80 Jakh Rupees were made in about J .09 crore accounts with an average 
deposit size on 5.03 !akh. Deposits of more than 80 lakh were made in 1.48 lakh 
accounts with average deposit size oft 3.31 crores. 

• Under the scheme for profit-linked income tax deduction for promotion of 
affordable housing, carpet area instead of built up area of 30 and 60 Sq.mtr. will 
be counted. 

• The 30 Sq.mtr. Hmit will apply only in case of municipal limits of 4 metropolillln 
cities while for the rest of the country including in the peripheral areas of metros, 
limit of 60 Sq.mtr. will apply. 

• For builders for whom constructed buildings are stock-in-trade, tax on notional 
rental income will only apply after one year of lhe end of the year in which 
completion certilicate is received. 

• Reduction in the holding period for computing long term capital gains from 
transfor of immovable property from 3 years to 2 years. Also, the base year for 
indexation is proposed to be shifted from J.4.1981 to 1.4.200 I for all classes of 
assets including immovable property. 

• For Joint Development Agreement signed for development of property, the 
liability to pay capital gain tax will arise in the year the project is completed. 

• Exemption from capital gain tax for person.s holding land on 2.6.2014, the date on 
which the State of Andhra Pradesh was reorganised, and whose land is being 
pooled for creation of capitaJ city of Andhra Pradesh under the government 
scheme. 

10.6 l\lIEASURES FOR STIMULATING GROWTH 

• Concessional withholding rate of 5% charged on interest earned by foreign 
entities in external commercial borrowings or in bonds and government securities 



is exte nded to 30.6.2020. This benefit is also extended to Rupee Denominated 
(Masala) Bonds. 

• For the purpose of carry forward of losses in respect of start-ups, the condition of 
continuous holding of 51 % of voting righlS has been relaxed subject lo the 
condition that the holding of the original promoter/promoters continues. Also the 
profit (linked deduction) exemption available to the start-ups for 3 years out of 5 
years is changed to 3 years out of 7 years. 

• MAT credit is allowed to be can-ied forward up to a period of 15 years instead of 
10 years at present. 

• ln order to make MSME companies more viable, income tax fur companies with 
annual rumover upto t 50 crore is reduc.ed to 25%. 

• Allowable provision for Non-Performing Asset of Banks increased from 7.5% to 
8.5%. Interest taxable on actual receipt instead of accrual basis in respect ofNPA 
accounts of all non-scheduled cooperative banks also to be treated at par with 
scheduled banks. 

• Basic customs duty on LNG reduced from 5% to 2.5%. 

10.7 PROMOTING DIGITAL ECONOMY 

• Under scheme of presumptive income fur s mall and medium tax payers whose 
turnover is upto 2 crore, the presenL 8% of their turnover which is counted as 
presumptive income is reduced lo 6% in respect of rumovcr which is by non-cash 
means. 

• No transac tion above ~ 3 lakh would he pennitted in cash subject to certain 
exceptions. 

• Miniaturised POS card reader for m-POS (other than mobile phones or tablet 
computers), micro ATM standards version 1.5.l, Finger Print Readers/Scanners 
and Iris Scanners and on their parts and components for manufacture of such 
devices to be exempt from BCD, excise/CV duty and SAD. 

10.7.1 Transparency in Electoral Funding 

• Need to cleanse the system of political funding in India. 

• Maximum amount of cash donation, a political parry can receive, will bet 2000 
from one person. 

• Political parties will be entitled to receive donations by cheque or digital mode 
from their donors. 

• Amendment to the Reserve Bank of India Acl to enahle the issuance of electoral 
bonds in accordance with a scheme that the Government of India would frame in 
this regard. 

• Every political party would have to file its return within the time prescribed in 
accordance with the provision of the Income-tax Act. 

• Existing exemption to the political parties from payment of income-tax would be 
available onJy subject to the fulfilment o[lhese conditions. 

10. 7 .2 Ease of Doing Business 

• Scope of domestic transfer pricing restricted to onJy if one of the entities involved 
in related party transaction enjoys specified profit-linked deduction. 
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• lnreshold limit for audit of business entities who opt for presumptive income 
scheme increased from < J crore to t 2 crore. Similarly. the threshold for 
maintenance of books for individuals and J IUF increased from turnover of 10 lakh 
to 2S lakh or income from l2 lakh to 2.5 lakh. 

• Foreign Portfolio Tnvestor (FPT) Category I and II exempted from indirect transfer 
provision. Indirect transfer provision shall not apply in case of redemption of 
shares or interests outside India as a result of or arising ou1 of redemption or sale 
of investment in India which is chargeable to laX in India. 

• Commission payable to individual insurance agents exempt from the requirement 
of IDS subject to their filing a se) f-declaration that their income is below taxable 
limit. 

• Under scheme for presumptive taxation for professionals with receipt upto ~ 50 
lakhs p.a. advance tax can be paid in one instalment instead of four. 

• Time period for revising a tax return is being reduced lo 12 months from 
completion of financial year, at par with the time period for fili ng of return. A lso 
the time for complelion of scrutiny assessrnenrs is being compressed further from 
21 months lo 18 months for Assessment Year 2018-19 and further to 12 months 
for Assessment Year 2019-20 and thereafter. 

10.7.3 Personal Income-Tax 

• Existing rate of taxation for individual assesses between income of~ 2.5 la~h to 5 
lakh reduced to 5% from the present rate of l0%. 

• Surcharge of I 0% of tax payable on categories of i.(ldividuals w hose annual 
taxable income is between z 50 lakh a nd t I crore . 

• Simple one-page fonn to be filed as Income Tax Return for I.he category of 
individuals having taxable income upto~ 5 Jakh o ther than business income. 

• Appeal to all citizens of India to contribU1e to nation building by making a small 
payment of 5% tax if their income is falli ng in the lowest slab of 2.5 lakh to 5 
lakh. 

10.7.4 Goods and Services Tax 

• The GST council bas finalised its recommendations on almost all the issues based 
on consensus on the basis of 9 meetings held. 

• Preparat ion oflT syst~m for GST is also on schedule. 

• The extensive reach-out efforts to trade and industry for GST will start from 1st 

April, 2017 to make them aware of the new taxation system. 

• RAPID (Revenue, Accountability, Probity, lnfonnation and Digitisation) 

• Maximise efforts for e-assessment in the coming year. 

• Enforcing greater accountability of officers of Tax Department for specific act of 
commission and omission. 

Viewpoint 

• GDP growth is expected to exceed the 7% h1ar.k in Financial Year 2018 after 
suffering from the transient negative impact of demonetisation in Financial Year 
2017. On the contrary, through greater tax compliance, increased digitalisation 
and jnvestments in capital fonnation, demonetisation is expected to leave a 
positive impact on the economy. Resides, in order to mitigate the adverse impact 



of demo11etisation, several pro-poor and pro-rural initiatives have been taken in 
the budget to spur demand, contributing towards economic growth. 

• Demonetisation also led to an increase in bank deposits. Flushed with cash, the 
banks are expected lo cut lending rates. Real-estate prices are also expected to 
remain low. 

• The Goods and Services Tax (GSD Bill is expected Lo be implemented by 1,t July, 
2017, and it is likely to lead to urging growth, competitiveness, indirect tax 
simplification and greater tram.parency. A.part from widening of the tax net, GST 
will also contribute significantly to the GDP. However, although making 
projections and targets lor GST revenue in its first year of implementation would 
be difficult, we believe that GST will heJp boost GDP Jigures, and the estimated 
impact on the GDP may vary between 1 % to 2%. 

• While a fiscal deficit of 3.5% of the GDP was achieved in 2016-17, the expected 
fiscal defkit for 2017-1 8 is 3.2% of the GDP, which seems to be achievable given 
the expected thrust in tax collection after the implementation of GST and also 
greater tax vompliance after demonetisation. 

• The cun·ent account dcficjl has declined to reach about 0.3% of the GDP in the 
first haJ[ofthe year 201 7, and it is expected to be at around sub-one percent level 
in FY2018. 

• The festering twin balance sheet has been a pressing concern effecting private 
investment. While the lmlradl1anush Scheme aims to infuse? 70 thousand crore of 
capital into public sector banks, how far will tl1is address the issue remains to be 
seen. TI1e sw-vey proposes to set up a Public Sector Asset Rehabilitation Agency 
(PARA) as a resolution stracegy. 

• The retail inflation declined substantially to 3.4% at the end of December, and it is 
expected 10 be below the Reserve Bank of India's target of 5%. 

Table 10.J: Budget F ina ncials 2016-17 

FY 2015-16 FY 2016-17 F'Y2016-l7 f)' 2016-17 
(Actuals) (Budget) (Revised) (Budge.t) 

(Billion lNR) (Billion f.\'"R) (Billion JNR) (Billion TNR) 

Revenue Rcc~ipt, 11950.25 13770.2 14235.62 15157.71 

Capital l{eccipt~ 59S7.48 6010.38 5908.45 6309.64 

T(ltal Recdpt.s ( I + 2) I 7907.73 19780.6 20144.07 21467.35 

Scheme J::xpenditu~ .. , 725 1. 14 8019.66 8698.47 9450.78 

.Expenditure on Ol.lm than Scheme;. 10656.69 11760.94 J 1445.6 112016.57 

Total E,cpen<l1lurc ( 4 + 5) 17907.83 1978.6 20 144.07 2 1467.35 

Revenue Account 15377.61 1731.37 17345.6 18369.34 

Revenue RccciplS 11950.2.S 13770.22 14235.62 15157.71 

Rcven11e Defici1 (7-8) 3427.36 3540.15 3109.?8 3211 .63 

As a percxmage of GO}> 2.5% 2.3% 2.1% 1.9% 

f iscal De ficit f6- ( I+ recoveries or 5327.91 5339.04 5342.74 5465.32 
loans+ loans I other receipts)) 

As a pcrccmage ofCiDP 3.9% 3.5% 3.2% 3-2% 

Primary Deficit ( 10-inl~c:sl payment~) 911.32 412.34 512.05 234.54 

As a percentage of CiDP 0.7% 0.3% 0.3% 1.0% 

Source: /'wr. 
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Source: PwC 
Figure 10.1: Where the Rupee comes from 

Source: PwC 
figure 10.2: Where the Rupee Goes to 

10.8 MADHYA PRADESH BUDGET ANALYSIS 2017-18 

The Madhya Pradesh Finance Minister, Mr. Jayaol Malaiya, presented the budget for 
Madhya Pradesh for the financial year 2017-J 8 on March 1, 2017. 

10.8.1 Budget Highlights 

• The Gross State Domestic Product of Madhya Pradesh at current prices for 2017-
18 is estimated to be f 7,35,246 crore. This is 13.9% higher than the revised 
estimate for 2016- l 7. 



• Total expenditure for 2017-18 is estimated to be ~ 1,69,954 crore, an 8.5% 
increase over the revised estimate of 2016-17. The revised estimate for 20 16-17 is 
{ 2,083 crore lower than the budgeted target. 

• Total receipts (excluding borrowings) for 20 17- 18 are estimated to be 11.4% 
higher, at f J ,45, 111 crore. Tn 20 I 6-17, they fell short of uie budgeted target by 
t 4, I I l crore. 

• Revenue surplus for the next financial year is targeted at f 4,596 crore, or 0.63% 
of th~ Gross Stare Domestic Product (GSDP). Fiscal deficit is targeted at? 25,689 
crore (3.49% of GSDP). The Fiscal Responsibilicy and Budget Management Act, 
2005 mandates a fiscal deficil ceiling of 3.5% of GSDP. Primary deficit is 
targeted aH 14, 148 crore (1.9% ofGSDP). 

• t 33,564 crore has been a)loc:ated for the Agriculture Budget in 20 17-18. t 400 
crore has been allocated to lhe Rashtriya Krishi Vikas Yojana, and , 305 crore has 
been allocated lo the National Food Security Mission. 

• Allocations to the departments of Urban Administration and Development, School 
Education and Rural Development increased by 22%, 10% and 7% respectively, 
over the revised estimates of 20 I 6-17. However, allocation to the Depanment of 
Energy has decreased by 21 %. 

10.8.2 Policy Highlights 

Jrrigution: ~ 9,850 crore is proposed to be spent as capital expenses for irrigation 
schemes. In addition,'{ 140 crore has been allocated for micro-icrigation. 

Education: 36,000 new teachers are proposed to be recruited; 520 high schools and 
240 higher secondary schools are proposed to be upgraded. 

Energy: t 4,622 crore is proposed to be spent on the UDAY scheme in 2017-18. In 
2016- 17, t 7,568 crore was provided as assistance to power distribution companies 
under UDA Y scheme. 

F,conomy 

Between 20 11-1 2 and 20l5-16, the state's GSDP grew 
at an nverngt> annuul rate of 7.5% (at constant prices). 
()v,:r this period, per capita iocom,: increased Jrom ~ 
43,082 to~ 54, 11)0. an average increase of5.9%. 

In 2015,16. the st.ate's GDr grew at 8.7% at constant 
pric.:s. TI1e agricullurc sector grew at 7.2% (at cons1ao1 
prices) as compare<l to 2014-15, while the 
manufacturing .sector grew at 7"/4. The services seetoi
grcw at 8.9"/o, compared 10 8.7"/4 in 20 14-15. The 
3gricuhurc ~tor contribmcd to 34% ofGSDP in 2015-
16, while lhc mllllufacturing and services sectors 
c.uu1.nbu1ed to 22% mid ) &% oftl,c GSDP rcspeccively. 

Workforce J'articipnlion 

JS¼ 12.~ 

20% 

I~~;. .,,. 
IO'I\ 

S¾ 

Souru: Ccnl/lll S1.111st1s-s omce 

Workforce l'anicipntion Rak is the proportion of workers or job seekers to its population. The 
Rare for Madhya Pradesh (2015-16) was 44.8%, lower lhan 59.2% in 20 13-14. Note that in 
2015- 16. the: nilliunnl averJge stood at 50.5%. 

Source.: l.ok Sabho llns1arrcd Question No. 682. Answered on February 6,2017. 

Figure 10.3: Madhya Pradesh: State of Economy 
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10.8.3 Budget Estimates for 2017-18 

The total expenditure in 2017-18 is targeted at ~ 1,69,954 crore. The expenditure in 
2016-17 wc1s t 1.56,630 crore, which is 1% (or t 2,083 crore) less than the budgeted 
target. 

The expendirure in 2017- l 8 is proposed to be met through receipts { other than 
borrowings) of~ 1,45,l I I crore and bon-owings on 24,392 crore. Total receipts for 
2017-18 (other than borrowings) are expected to be 11% more than the revised 
estimate of20l6-17. 

Table 10.2: Budget 2017-18- Key Figure (l' in crore) 

2015-16 20)6-17 2016-17 ¾ change .from 2017-18 % change from 
ftcms Account Budgeted Revi~ed RE lo RE of Budieted RE 2016-17 to 

2016-17 BF: 2017-18 
Tocal J-:xpendi111re 1,19,766 1,58,713 1 56,630 -1.3% 1,69,954 8.5% 
A . Rorrowin~s (nee) IS,1 25 24.175 25,635 6.0% 24,392 -4.9% 
B. Re~t:ipts (ex~epl 1.05,451 1.34,4]9 1.30.308 -3.1% 1.45, 111 11.4% 

lxirrowi n i:s) 

f otal Receipts ) ,20,576 1S8,-.'i94 1,$5,944 -J.7% 1,69,503 8.7% 
CA+Bl 
.Revenue l)c(icil 
(-)/Surplus(+) 5.740 3,510 },535 4,596 

Ali¾ ofstuleGl>P 1.02% 0.49% 0 .24% 0.63% 
Fisc:1 I Deficit 
(·)/Surplus (+) -14,065 -24,914 -29,899 -25, 689 -
As¾ ofsta1e GOP -2.49% -3.49% -4.63% -3.49% 

Primary Ucficit 
(-)/Surplus (+) -5,974 -14,6!10 -19,962 -l4,148 

As%ofstate GDP -1 .06% -2.06% -3.09% -1.92% 

Nute: BF. is Budget Estimate; RE is Reviml Estimate: Borrowittgs are uet of receiptS. GSDP for 2017-18 
is taken from Budget at a glauce, as r 7.35,246 crore, at current prices. 

Source: State Hudget Documents: l'.RS. 

10.8.4 Expenditure in 2017-18 

Government expenditures can be divided into (a) revenue expenditure, such as 
payment of salaries, and (b) capital outlay, which affects the assets and liabilities of 
the state. 

Total revenue expenditure for 20 17- I 8 is proposed to bet 1,34,5 I 9 crore, which is an 
increase of 8% over revised estimates of 20 16-17. Total capilal omlay is proposed to 
increase by 10.3% to~ 35,43 S- crore from the revised estimates of 20l6- 17. TI1is 
includes creation of assets, repayment of loans, etc. 

Tllble 10.3: Expenditure Budget 2017-18 C( in crore) 

2015-16 2016-17 2016-17 
Items 

Account Budgeted Revised 

Revenue Expen<.liture 99,77 J 1,22,585 J ,24,5 16 

Capital Outlay 19,995 36,128 32,11 4 

T otal E'-'.pend ilure 1,19,766 1,58,713 1,56,630 

A. lntcrcsL PaymcnlS 8,091 10,233 9,937 

B. Loan repaymenl 4,860 9,105 4,899 

Debt scrviciJlg (A +-8) 12.951 19,338 )4,&36 

Note: BF. is Budgel Es timate and RE is Revised Esci.mate. 

Source: State Budget DocumenlS; PRS. 

2017-18 % ch11nge from RE 2016-17 

Budgeted to .BE 201 7-18 

1,34 ,519 8.0% 

35,435 10.3% 

J,69,954 8.5% 

! l,541 16. 1% 

9,546 94.8% 

21,087 42.1% 



10.8.S Department Expenditure in 2017-18 

TI,e depanments listed below account for 42% of the budgeted expenditure orMadhya 
Pradesh in 201 7- 18 

Dep11nmcnl 

School [ilucMtlo n 

Eneru 

l(urol 
l>cvclop111enl 

llm»n 
Onodop=ot 1111d 
Environment 

Publk Wor~1 

£,p.:.ndlture of 

Dl:pa rtm en ts 

Total 
J.:xpcndlture 

% ortornl 
expcnr'.llturt 

Other 
Ocpurtme.nlS 

Table 10.4: Department-wise expenditure for Mndhya 
Pndesb Budgtt 2017-18 (? i.n crore) 

20L6-17 2017-18 ¾ change from 

Revised Bud&ti<:d IU: ZOJ6-17 to Budget proposuls ror 20l 7-J.8 

Bl: 2017-18 

• I\ provision off 2/4 crort h~ hccn allocated for 
!he constructu,m or , cho<>I \lu1ld1ngs I( 92 crore has 
been allocated for the purchase of NCERI books 

18,~ 19,873 98% 
• A prov1Siun of 'f 4S crore has bcc:n rn:uk ror the 

establishmcn\, monGgcmcnt and secunl)' of girls' 
hostel, 

• t 703 crore for ST s1u,lcnL,, f 74() crorc for SC 
students and ~ 8.50 cron: for Of3C studcnlS a, 
schnlarsh1ps/s11pe11ds 

• Thi,; llfhx;at,on includes t 4 622 crore under the 

21,183 16,802 -20.7% 
UDAYschem~ 

• A schc:mc off' 4,200 crorc 1s prupo.st d l(l conve11 
remi,ontry conne<:tions mw pcrm&nent cnnnccuons 

• ~ 2,000 crore hns been 1m1Jc 10 the Mah~1m~ 
Gandhi Na1iona.l Ruml Employment Guar.mtcc 
Scheme (MGNREGS) 

13 480 14,JBS 61•1. • t 1 ,850 crorc hts been :tlhx:111ed 10 the Pr~dhan 
Manm Gram Salht~ Yui,uw ( rMGSV) 

• f' 1.127 ctorc ha, been allocated for th~ pruv" mn of 
baste amenities lO Panch3)·ais 

• I\ proYiSlun of t n(l(I Cl c»c hM been rnaJe for the 
Swatchh Bharat Abh1yan 

9,394 11.489 223% • t 700 cmre has been allocated for AM Kl Ir Yojana. 
and t 700 cro,e has Ileen allocmcd tor l:hc Smdrl 
Cities Mission, S.ig..r and Satna city Grc proposed 
to be m.:ludcd m pha.<c two 

7,296 8,576 l7.6% . " .5,%6 cror~ h1t.> b,,cn all11ea1ed for the 
consm1cuon of road~ and hridscs 

69,447 71.127 2.4% 

1,56,630 1,69,954 7 1% 

44.3'V. 
- .. _, 

◄.?¾ ; 

87,183 98,827 11.4% 

Source.: )'Tess note of Madhy~ PraJc,ih Stale Budge, 2017-18. PRS 

Other Am101mcements 

Police force: ~ 5,850 crore has been allocated to the police force . ~ 402 crore has been 
allocated for construction works for police personnel, and t 98 crore has been 
aJlocated to purchase new arms and vehicles for the police force. 

Skill Development:~ 100 crore has been allocated under skill development scheme, 
for the 'Mukhyamantri Kaushal Sarnwardhan and Kaushalya Scheme', to train 2.5 
la.kb youngsters and two lakh women. 
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Scheduled Castes and Scheduled Tribes: r 25,862 crore has been allocated to the 
Scheduled Tdbe sub-scheme in 2017-18, and {' 16,38 l crore has been allocated to the 
Scheduled Castes sub-scheme. 

Jleceipts in 2017-18 

The total revenue receipts for 2017- 18 are estimated to be~ l ,39, I 16 crore. The tax to 
GSDP ratio is targeted at 6.8% in 2017-18, same as 6.8% in the revised estimates of 
2016-] 7. 

Tax revenue is expected to increase by 14% (or ~ 6,160 crore) in 201 7-18 over the 
revised estimates of20l6- l7. Non-tax revenue is estimated to increase by 12.2% (or 
~ J ,270 crore) in 2017-18. 

Grants from the centre are set to increase by ~ 593 crore to~ 26,034 crore in 2017- 18. 
The other component of transfers from the centre, which is the state· s share in central 
taxes, is estimated to increase by~ 5,042 crore, to { 5 1, l 06 crore in 2017-1 8. 

Table 10.5: Break up of State Government Receipts (t in crore) 

2015-16 2016-17 2016-17 2017-18 % chang<' from Rl 
Hem~ Accounl Budgeted Rc,·ised Budgeted 2016-17 lo BE 

2017-lH 

St.a1e's O wn Tax 40,240 46,500 44,135 50.295 140% 

State·s Own Non-tax 8.569 I 1,482 J0,410 l l ,680 12.2% 

State' s share 1n Central Taxes 38,371 43,676 46,064 51. JO(i 11% 

GranlS-m-~id from CcntTc 18,330 24,437 25.441 26.034 2.3% 

Totnl Revenue Receipts 1,05,511 1,26,095 1,26,051 1,39,JJ6 l0.4% 

Recovery oftnans and Advances. 
191 7,704 6KO 5.150 657 00/4 

and oilier capnal receipt.\• 

Borrowmgs (ne t) 15,125 24,175 25,635 24,392 -49% 

Public J\ccounl Rece,ptS -251 620 3,577 846 -764¾ 

Total Capital Reccipls JS,066 32,499 29,893 30,)117 1.7% 

Total Re1:cipls l ,20,576 1,!'18,594 1,S5,9"4 l,69~'i0J 8.7% 

Note: • includes recovery nf de bt of elccrric,iy d i~1nbu11on comll3mcs, this ~ be1011, cnnvcr;ed lo IX}lllty •nd an 
cq111valent amount ts shown as capital cx)'!Cnd1n,rc BF •~ Budget Es11mu1c and R..E ,s Re\'1Scd Fstimate 

Source: State J-ludgel Oocuinents, PRS 

Total tax revenue of Madhya Pradesh is estimated to be ~ 50,295 crore in 201 7- I 8. 
The composition of the state's tax revenue is shown in Figure I 0.4. 

Stamp duty 
and 

registration, 
9% 

State excise • 
duty. 17% 

Sales tax, 
52% 

Figure I 0.4: Composition of Tu Revenue in 1017-18 (BE) 



Decrease in lax revenue collected in 20 I 6-17. In 2016-17, the revised estimate of 
Madhya Pradesh's tax revenue fell short of cbe budgeted estimate by t 2,365 crore 
(5.l %). To.is is mainly owing to a decrease in state excise duties collected from the 
licensing fees of domestic and imported liquor stores ~ 1,300 crore decrease), and 
revenues from stamp duty and registration charges~ 600 crore decrease) and vehicle 
tax~ 300 crore decrease). 

Tax Revenue 

Among all sources of tax revenue, sales cax is the largest component. Sales tax is 
levied on the sale of goods in the state is expected lo generate~ 25,91 0 crore (52% of 
tax revenue). 

The state is expected to generate t 8,600 crore (17%) through levy of slate excise duty 
on the production of various forms of alcohol. 

In addition, revenue will be generated through stamp duties, registration charges on 
real estate transactions, electricity duties, among ocher:;. 

Non-tax Revenue 

Madhya Pradesh has budgeted to generate f 11,680 crore through non-tax sourct:S. 

In 2016-17, the stace expected lo genera te a revenue ort 4,143 crore from education 
(such as licensing fees); however, 1he revised esrimate is r 1,038 crore lower than the 
budgeted estimate. In 20 17-18. ~ 3,3 10 crore is es1imated to be generated from 
education. 

f 3,700 crore is estimated 10 be generated from mining in 2017-18, compared to 
t 3, I 00 crore as per the revised estimate of 2016-17 (I 9% iocrease ). 

10.8.6 Deficits, Debts and FRBM Targets for 2017-18 

n,e Madhya Pradesh Fiscal Responsibility and Audget Management (FRBM) Act, 
2005 provides annual targets to progressively reduce the ou!Slanding debt, revenue 
deficit aod fisca l deficit of the state govemment. 

Revenue (/eficit: It is the excess of revenue expenditure over revenue receipts. A 
revenue deficit implies that the recurring receipts of the government are unable to 
cover its recurring expenditures. The revenue surplus is expected at f 4,596 crore ( or 
0.63% of state GDP) in 2017-18. This is better than the target of eliminating revenue 
deficit prescribed by the state's FRBM Act and by rhc 14~' finance Commission. 

Fiscal deficit: Il is the excess of total expenditure over co1al recei pis. This gap is filled 
by borrowings by the govemment, and leads to an increase in total liabilities of the 
government. 1n 2016-17, fiscal deficit increased from the budgeted large( on' 24,9 l 4 
crore 1o i 29,899 crore (4.63% of GSDP). This increase includes f 7,361 crore taken 
up as market borrowings on account of the UDA Y scheme. The revised estimate in 
2016- l 7 exceeded the 3.0% limit under the 1411

' Finance Commission, and the 3 .5% 
Limit under the FRBM Acc. Jn 2017-18, fiscal deficit is estimated at t 25,689 crore 
(3.490/4 of GSOP). 

Outstandin~ Liabilities: It is the accumulation of borrowings over the years. In 2017-
18, the outstanding liabilities are expected at 24.9% of GSDP, an increase over the 
24.6% as per revised estimates of 2016-17. They are estimated to further increase to 
25.8% in 2018-19, 26.3% in 2019-20, and 26.5% in 2020-21. An increase in liabilities 
over time indicates that the state would be required to pay more in terms of interest 
payments as well as principle amount repayments over the coming years. 
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Tnble 10.6: Budget Targets for Deficit~ for the Stute ofMiuihya Pradesh(% ofGSOP) 

Year R evenue S urplus Fiscal Deficit Outstanding Liabilities 

20l5-l6 1.02 -2.49 23.32 
.--
RE 2016-17 0.24 -4.63 24.63 

BE 2017-18 0.63 -3,49 24.94 

Target 2018-19 Surplus -3.49 25.79 

T arget 2019-20 Surplus -3,25 26.30 

Target 2020-21 Surplu~ -3.00 26.S\ 

Note: figures as perc~olagt: of state GD P. 

Source: l'ress Nole, Madhya Prd<lesh Srate Budgtt 20 17-18: PRS. 

Figure 10.5 and I 0.6 shows the trend in defi cits and outstanding liabililies from 20 14-
l 5 to 201 7-1 8. 
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Check Your Progress 

Fill in the blanks: 

I. The fiscal deficit as a percentage of _ _ ___ was budgeted al 3.5% 
for 2016--17 in the previous year's budgec. 

2 . According lo the _ ____ first advance estimates for 2016--17, the 
GDP is expected to grow by 7. I%, which is slower than 7 .6% .in the 
previous year. 

3. The _____ was brought into fo~e on 151 November, 2016, as a 
measure to curb black money. 

4. _ ____ of currency means djscontinuity of the particular currency 
in the country from circulation and replacing it with a new currency. 

10.9 LET US SUM UP 

• The introduction of GAAR will accentuate the need for this to happen, and how 
the vacancies in the benches can be rapidly filled will be a task that the 
Government needs to get to with some intensity. 

• The use of enhanced technical tools for data mining and analytics has already 
been employed on the demonetisation deposits, and it is expected tJ1at more of 
these measures will be adopted. 

• Demonetisation has also brought the digital agenda to the fore like never before, 
and having painsraking!y laid down in the speech the low rate of tax compliance 
in the country. 

• The world economic growth for 20 L6, at an estimated 3.1 %, is I.be weakest growth 
since 2008--09. 

• Assuming that this trend will continue, the world economy is expected to pick up 
steam in 2017 and grow by 3.4%, this time on the back of previously lackluster 
advanced economies. 

• lndia has become the sixth largest manufacturing country in the world, rising up 
from the previous ninth position, and thus retaining its bright spot in the world 
economic landscape. 

• The IMF expects the lndian econoiuy:::tb grQw by 6.6% in 2016- 17, which ls not 
onJy a significant one percentage point lower than the previous estimate, but also 
brings Tndia back to the status of the second-fastest growing economy, especiaJly 
as China is expected to outgrow by 6.7%. 

• The rupee saw a depreciation of 3.3%, as it stood at an average oft 67.21 per 
US dollar during April 20 l6 lo January 2017 against an average of~ 65.03 per 
US dollar during the same period in the previous year. 

• For 20 I 6-l 7, the GDP is expected to grow by 7.1 %, which is slower than 7.6% in 
the previous year. 

• Factoring in this impact, we expect the growth to decline by another about 50 
basis points. 
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In what ways do you th.ink this demonetisation iJ1itiative wm benefit the Indian 
economy? 

10.11 KEYWORDS 

J)emonetisation: The act of stripping a currency unit of its starus as legal tender. 

Indian Economy: The world's s ixth-largest economy by nominal GDP and the third
largest by purchasing power parity. 

Currency Notes: An offi cial cun-ency of the Republic of India. 

Black Mo1tey: Income illegally obtained or not declared for tax purposes. 

10.12 QUESTIONS FOR DISCUSSION 

I. Discuss tJ1e highlights of demonetisation. Mention the advantages and 
disadvantages of demonetisation. 

2. Discuss the challenges faced in budget 20 17-l 8. 

3. Discuss the budget highlights of Madhya Pradesh 20 17-18. 

Check Your Progress: Model Answer 

I. GDP 

2. Central Statistical Organis.ition's 

3. Benami Transactions (Prol:libi1ion) Act 

4. Demonetisation 
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tl.O AIMS AND OBJECTIVES 

After s tudying this lesson, you should be able to: 

• Explain the financial relations becweeo central and state government 

• Describe the rnajn heads of revenue of central and state government 

• Discuss the main heads of expenditure of central and state government 

11.1 INTRODUCTION 

The financial relationship between the centre and the stale is provided in the 
constitution. The constitution gives a detailed scheme of distribution of financial 
resources between union and states. Like other powers financial powers are also 

distri bured betv,een the two sets of government. The sources of income of tl1e union 
government are those mentioned in the union list and sum of these sources are income 
tax other the agricultural income, customs and excise duties. The state government on 
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1he other hand, draws its main income from the sources mentioned in unio n list while 
the state legislatures levy tax on item's mentioned in state list. 

J 1.2 RELATIONS BETWEEN CENTRAL AND STATE 
GOVERNMENT 

The distributfon of powers in countries adopting the federal system of government 
defines the financial relations between the central and state governments. However. 
there are some special problems that have to be solved within the federa l financial 
system in detennining the basis of division and the amount tbat should he divided 
between the centre and the state. The financial relation between the central (union) 
and the state is provided in the constitutional. The constitution gives a detailed scheme 
of distribution of financia l resources between union and states. The India constltution 
makes a board distribution between the power to levy a tax and the power to 
appropriate the proceeds of a tax. Thus, the legislature which levies a tax is not 
necessarily rhe authority which retains the proceeds of a tax levied. The constitution 
grants the union parliament exclusive power to levy taxes on several Hems. The state. 
legislature enjoys similar power with regard to other specified items. In general the 
union parliament levies tax on items ment ioned in the union list while the st.ate 
legislatures levy 1axes on items mentioned in state list. The Constitution of India, 
being federal in structure, divides all power (legislative, executive and financial) 
betwee n the center and the states. However, there is no division of judicial power as 
the constitution has established an integrated judicial system to enforce both the 
central laws as well as state law. 

Legiilative 
Relatl 
" 

Figure 11 .l : Central State Relatioo Divisions 

11.3 LEGISLATIVE RELATIONS: ARTICLES: A245 - A255 

Aspects in legislative relations are explained in below sections. 

I . Territorial eXJent of central and state legislatum: A rtide 245 

Parliamelll: whole of the counuy [including sea border] (or) part of the territory+ 
extra territorial legislation 'to rnake laws applicable to the Indian citizens and their 
property in any part of the world. 

State: within che border of state (except: nexus in object between states). 

Exceptions: 

., President: regulations relating peace and deve lopment in 4 U.Ts (A & N , 
la ksh, D & NH. D & D) modify laws in tribaJ areas. 

,:. Governor: not to apply (or) modify parliamentary Jaws in scheduled and tribal 
areas. 

2. Distribution of legislative subjects: 

Article 246, 247, 248, 254, 255: 



Schedule 7(a24&---3 lists) 

42nd Amendment: 5 subjects from state to concunem list 

1. Education, 2. Forests, 3. Weights and measures, 4. Protection of wild animals 
and birds, 5. Administration of justice (all courts) except supreme and high courts. 

Power of parliament (A247).- To provide for establishment ofaddirional courts for 
better administration of parliamentary laws (Union list). 

Residuary pmver (A248): Subjects not mentioned in any of the )b l in Seventh 
schedule - parliament has the power to make law (indudes new tax imposition). 

Conflict between state and union laws (A254) : 

1. ln case of conflict between the central law and the state law on a subject 
enumerated in the concurrent list, the Central law prevails over the state law. 
2. Exception: If the stace law has been reserved for the cons ideration of the 
president and has received h is assent, the state law prevails in that state (but 
parliament can override it by making a law by subsequently making: a law on the 
same matter). 

3. Parlimentary legislatio11 i11 the state field: 

Articles 249,250, 251 , 252, 253: 

Narional lnteresl (A 24~): Rajya Sabha must pass resolution (213rd majority) force 
for I year can be renewed any number of time ceases 6 months after resolution 
ceases (without renewing) state can make law but union law prevails over i i. 

National emergency (A250): Proclamation of national emergency by President of 
[ndia inoperative after months (emergency ceases). Stace can make law but Union 
law prevails over it. 

A251; The law made by parliament in state list (under A249 and A250), whether 
passed before or after the law made by stale legislature of che state, prevails over 
the law made by state legis lature made under tile same subject 

When states make request (A252) : When 2 or more stales request parliament to 
make law in prescribed subject (surrender of power of states to union). Other 
states can pass resolution to enact the law (same). 

Examples: 1. Wild Life Ace, 1972 2. Transplantation of Human Organs Act, 1994. 
3. Water (Prevention and Control of Pollution) Act, 1974, 

International agreements (A253): Parliameuaftas the power to enact laws in state 
list for implementing international treaties, agreements and convenrions (to fulfil l 
international obligations). 

Examples: I . TRIPS 2. Environment i:elated acts 3. Anti-hijacking Act, 1982 
4. UN Act, 1947 5. Geneva Convention, 1960. 

President's Rule (A356): Parliament empowered to make laws in state list. law 
made is operative even after the caesura ofpresidenfs rule. But can be revealed or 
altered or re-enacted by state legis lature. 

4. Centre's control over state legislation: Governor can reserve certain types of bills 
passed by state legislature for the consideration of President (President enjoys 
ABSOLUTE VETO over them). Certain bills can be introduced in state legis lamrc 
with previous permission from President (matters relating to freedom of hade and 
commerce). 

Financial emergency (A360}: President can direct the states to reserve (money, 
financial) bills for his consideration. 
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The administrative relations between the union and the states may well be studied as 
under: (i) normal and (ii) emergency conditions. The constitution has devised several 
techniques of control to be exercised over the states by the Union government under 
normal circumstances. The states shall not interfere with the legislative and executive 
policies of the Union government. 

Articles 256-263 

A256: The slates are expected to comply with the laws of the parliament and not 
impede the exercise of the executive powers of the union. 

A257: Center can issue direction regarding the construction and maintenance of 
communications of national or military importance. It cao also give instruccions to 
state for protection of railways. Expenses incurred by the s1ates on this account are 
reimbursed by the union. 

A 258: The president can entrust officers of the states (with [agreementl or without 
rlegislation under union list] the consent of state) certain functions of the Union, but 
the extra costs have 10 be met by the Union. 

A.258A: Governor of the state may, with (agreement] the consent of the central 
Government, entrust to that government any of the executive functions of1hc state (no 
legislative delegation possible for state). 

A260: Govt. oflndia can (by agreement) .make law to territories outside Jndia. 

A26J: Full faith and credit shall be given throughout the territory of India to public 
acts, records and judicial proceedings of the union and of every state. 

11.5 FINANCIAL RELATIONS 

A268 - A293 Pan XU of the Constitution. 171e states are greatly dependent on the 
center in this sphere as well. Though the constitution provides independent sources of 
revenue to states (levy mxes on item numbers 45-63 of the slate list), these are not 
adequate. Therefore, the states have to depend on the center for subsidles and 
contributions. 

J. Distribution of Taxes: The 801h Amendment of 2000 was enacted to give effect to 
th.e recommendations of the 1 o•h Finance Commission. The commission 
reconuriertekd that out of central taxes and duties 29% should go to the states. 

AILema1ive Scheme of Devolution came into effect retrospectively from Apr I. 
1996. The 881h Amendment added new article 268-/\ dealing with service tax. 
Also inserted new subject to union list Service Tax (92-C). Levied by center but 
collected and appropriated by botb union and state. 

(a) Taxes Levied by Center but Collected andAppropria1ed by State (A 268): The 
proceeds of these duties levied within any state do not fonn part of the 
consolidated fund of Jndia but are assigned to that state (stamp duties bills of 
exchange, cheques, promissory notes, policies of insurance, transfer of shares, 
excise duties containing alcohol and narcotics). 

(b) Service Tax Levied by the Central Government but CoUected and 
Appropriated by Center and State1, (A 268-A): The -principles of appropriation 
are fonnulated by Parliament. 

(c) Taxes Levied and Collected by the Cemer but Assigned to the States (A 269): 
Taxes on sale of purchase of goods in course of inter-state trade and 



commerce. Taxes on !he consignment of goods in the course of inter-state 
trade or commerce. Principles laid down by Parliament. 

(d) Taxes Levied and Collected by the Center but Distributed between the Center 
and the State (A 270): All taxes in the union list except: Duties and taxes 
referred in A268, A268-A, A269, A27 I and any cess levied for special 
purpose. Distribution is prescribed by President of India on the advice of 
finance commission. 

(e) Surcharge on Certain Taxes and Du1ies for the Purpose of Cemer (A 271): 
Parliament can levy surcharges and duties as mentions in A269 and 
A270.Goes fully to union. 

(t) Taxes Levied and Collected and Retuined by the States: Enumerated in s tate 
list - 20 in numbers. Toll!>, capilation, fees, sales tax , land revenue, excise 
duties, t.aX on agri in.come, etc. 

2. Distribution of Non-tax .R.evenue: 

Center: Posts, telegraph, banking, broadcasting, railways, coinage currency, psu' s, 
escheat and lapse. 

State: htigation, forests, fi sheries, psu's (st.ate), escheat and lapse. 

3. (a) Grants-ifl-Aid to the States: Statutory GronL,;: (A 275) 

., A275 Par liament• financial assistance to state. 

-> Charged from consolidated fund oflndia . 

-:- Both general and special purpose. 

-:, On the recommendations of finance commission. 

(b) Discretiot1ary Grants (A 282): On lhe advice of planning commission (to help 
states fulfi ll plan targets, influence state and effectuate the national p lan). 

<· Noc necessary to give. 

❖ Both cente r and state can make grants for special purpose. 

❖ Largest part of the gram (C- S) .hence P.C gained significance. 

Besides the exclusive power of taxatjon of union and states government there are 
other three categories of tax: 

(a) Tax.es levied by the union government but collected and appropriated by the 
state:Stamp duty on bills of exchange, excise duties on medicinal and toilet 
preparation Jail in this category. 

(b) Secondly, certain duties are levied and collected by union but the net proceeds 
of s uch laxes are distributed among the states. Each stale gets that amount of 
the tax as is collected within its territory. Succession duty, estate duty on 
property other than agriculrural land, taxes on railway fares and 
advertisements, etc. fall in this category. 

(c) Thirdly, certain taxes are levied and collected by the union but proceeds and 
distributed between the central and states. Taxes on non-agriculture income 
(Artic le 270) and excise duties on it, in the union list accept medicinal and 
toilet preparation, fall in this category. In this scheme of resources 
distribution, the central government in l ndia, indeed in every federation more 
money than it needs. 

This is because the central government is the government at a distance where the 
S1'tte _iovernment are the government at hand 10 the people. The most productive 

173 
Finilllcial Rclalions belwetn 

Cenlr3.I and State Govcmmi:nl 



174 
Public Finance 

sources of revenue in every federation are witl1 the central, while the more 
expensive head of expenditures are with the state for the state government are 
directly responsible for the maintenance of law and order and are changed with 
the responsible of carrying on welfare actjvity such as education, healthcare, etc. 
State should be given more financial autonomy than it is given now to make their 
political autonomy real. 

Objectives 

I • Appropriate the proceeds of a tax. 

2. Equally financial resources should be divided between the union and states 
government of federation Wlits. 

3. Expe11 efforts by providing assistance of the s tate government. 

4. Trends in combined (central and stale) tax revenue. 

5. Creating appropriate infrastructure for the development and growth. 

6. Projects of national and regional importance. 

7. Equjty allocation of fuods. 

8. Additional duties of excise in lieu of sales tax. 

9. Grants in lieu of railway passengers fares tax. 

10. Setting up electronic and other relation infrastructure in export conclave. 

11. Taxation of agriculrure's income. 

12. Sharing ofrevenue from certain central taxes . 

13. There shall be a state level export promotion committee (SLEPC) is to approve a 
specific project and service the implementation. 

14. Identify the project in advance. 

15. In exception cases, no few projects have a gestation period of more than 2 years. 

Description 

The lndian Constitution provides for the appoinlment of a Finance Commission every 
five years to determine the criteria and amount of finance to be divided between the 
centre and the states. Transfer of resources rakes places in the following three ways: 
share in taxes and duties, grants and loans. However transfers through the Finance 
Commission contribute only about one-third of the total transfers from the centre to 
the states. The rest are channeled through lhe Planning Commission and discretionary 
grants from the centre to the states. This has led to arbitrary distribution with 
backward states suffering a disadvantage and has led to an erosion of state autonomy. 
The revenue raising capacity of the states is a lso restricted because of the nature of the 
taxes ass igned to them. The scope of the Finance Commission should therefore be 
enlarged to reduce the interference of the centre in the financial management of the 
states. In the context of raising revenues the recommendation of the Tenth Finance 
Commission to increase the ro le of industry, needs to be seriously considered. Jndia 
has a federal structure i.e., there are division of power between central and state. 
These divisions of power can be classified into following types: 

1. Legislation Power: (Enumerated in article 245 to 255 in part xi of tl1e 
constitution) The constitution of India very clearly distributed the legislature 
power between the central and state. Both the sets of government on frame laws 
independentJy in their respective spheres. 



There are three list of power given in the conMitution: 

(i) Union li.w There are 99 subjects. The law on all these subjec1s can be framed 
by the federal govemmenc i.e., the Parliamenl of India. 

(ii) Stale list. There are 62 subjects. These subjects can be legislated upon by the 
state, subjects mentioned in the lists are like a law and other police, jail, 
public heallh, education, agriculture, Jocal-self government, hospita~ justice, 
organisation of judiciary, except Supreme Court and High Court, and 
unemployment, etc. 

(iii) Concurrent list: There are 55 suhjects in the concurrent list. The subject,; 
mentioned in the concurrent Like are marriage. divorce, criminal law, 
newspapt::r, books and printing press, etc. 

2. Admi11islrat/v(! Relation: This constitution provides for concurreo1 administ.rative 
jurisdiction to the union and stales over the subject of the concurrent list. When 
we analyze these provision~ we find that in the sphere of administrational relation 
also the union enjoy a superior portion vis-a-vis state - Appointed governors, 
protection of central propt:rly in India, power to appoint inquiry commission 
against chief minister, etc. 

3. Fi11ancial Power: f-inancia l Relation power between the centre and states in India. 
Article 268 say1; aboul duties to be levied by the Union but collected aod 
appropriated hy the slates. It includes dulies on medicinal and toilet preparations, 
excise on tobacco, corporation tax, customs and import duties, estale duty, 
terminal taxes on goods and passengers'. tax on goods for inter-state trade, etc. 
Article 269 says abou1 taXes to be levied and collected by the Union but assigned 
to lhe states. JI includes dlnies in respect of succession to property other than 
agricultural land. estate du1y in respect of propeny other than agriculcural land, 
term inal taxes on goods and passengers carried by rail, sea or air taxes on railway 
fares and freights, raxes on the sale and purchase of newspapers and 
advertisements gjven therein, etc. Article 270 says about taxes to be levied and 
collected by the Union and distributed between the Union and the Slates. Jt 
include~ tax on income other th.an agricultural. Article 272 says about the taxes io 
be levied and collected by the Union and which may be distributed between the 
Union and the states. ft includes many items given in 1he Union list as railways 
and post telegraph teJephonC!>. wireless, foreign exchange, foreign loans, customs 
and export duties etc. Article 275 says about the grant-in-aid given by the Union 
to che states for implementing ilS planning programmers as well as for the 
development of the Scheduled Castes, Scheduled Tribes and other weaker sections 
of the community. 11 is providt!d that the President shalflfi"tcimine special grants 
to some states like Assam, Bihar, Orissa and West Bengal in lieu of export duly 
on jute and jute products, etc. lndia became an independent counlry from British 
Colombia rules in A.ugust 15, 1947. There are several federation provides us 
legisl:llure, administralion and financial powers to constitulion. 

11.6 NEW INSTITUTIONAL MECHANISMS SET UP 
Central and state federalion has many divisions of powers like legislation, 
administrative and financial powers. These powers are constitution specific article and 
laws. 

These are certain impacts on economy like 

legislation power: Only legislarion parliament is empowered to make laws on the 
subject given in the union lisL, state list and concurrent list. In this case disagreement 
the legislature passed by any government parliamem shall prevail over the law passed 
by the legislation government list. The Constitution of India, under Article 263, 
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envisaged tbe creation of institutional mechanisms for investigating, discussing and 
advising on specific issues of concern to !he centre and the states. One of the most 
important of these institutions, the National Development Council (NDC), was set up 
in 1952 with the Prime Minister as chair and I.he chief ministers of all the states as 
members. The NDC was supposed to strengthen and mobilise efforts in support of the 
five-year plans. lts role was subsequently expanded jn 1967, when following lhe 
recommendations of the Administrative Refonm, Commission, it became a 
consultative body involved in the preparation of the plans and conducting th.eir mid
term reviews. In 1990, there emerged another important institutional rnechattism - the 
Inter-State Council (ISC), with the prime minister as chair, chief ministers of all the 
stales, six ministers of cabinet rank appointed by the PM as members, and another 
four ministers of cabinet rank as permanent invitees. While the NDC involved the 
st.ates in detennining planning priorities, the ISC was expected to facilitate a more 
comprehens ive dialogue. [n recent times, the ISC has prepared an action plan on good 
gove rnance and scrutinized the implementation of the Sarkaria commission's 
recommendations on cenlre-state relations. Over the years, several other jnstltutions 
have been set up to enhance co-operation between the centre and the states. While 
most of these are advisory bodies, in the changing political scene they have been able 
to play a positive role. Zonal councils were established under the States 
Reorganization Act of 1956. With the Home Minister as chair and the chief ministers 
of states in the region as members, these councils meet to resolve differences between 
tbe states and with the centre and to promote balanced socio-economic development in 
the region. There are now five such councils and they offer concerned states an 
opportunity to deliberate on issues of shared interest; last year, the focus was on rural 
development, infrastructure. tourism, mining and internal security. Besides the Zonal 
Councils, there are a number of inter-state consultative bodies that review policies on 
specific issues: e.g., the National Water Resource Council, the Advisory Council on 
Food Grains Management and Public Distribution and the Mineral Advisory Board. In 
addition, institutions have been set up under Article 263 to provide data for policies on 
specific issues. There are at present separate central councils of health, ocal self 
government. family welfare, transport development, sales tax and saJes excise duties, 
and research in t raditional medicine. Also, from time to time, the government sets up a 
finance commission to re-commend the distribution of resources from the centre to !he 
stales. There exists, as well, a provision for the creation of tribunals to settle disputes 
between states on the sharing of river water. 

Conclu.tion 

The Indian ConstitutiQ!'l r~<;ognises that due to changing needs and circumstances it 
might become necessary to change the cr iteria and amount of vision between the two 
levels of government (centre and state) from time to time. Hence it d id not lay down 
any hard and fast rules in this regard. Each government i.e., central and state enjoying 
powers assigned to them. Equally financia l relation between union and state 
government. There should be a co-ordination of efforts by the both government central 
and state. The financial relation between both the given in constitution. There should 
be a complete separation between central and state governm ent powers. And the funds 
should be transferred from state for a proper functioning of them. Central and state 
government has equally empowered rules regulation and laws. 

11.7 MAIN HEADS OF REVENUE AND EXPENDITURE 
OF CENTRAL AND STATE GOVERNMENT 

In order to carry on their functions, governments must obtain the services of labour 
and other factor lln1ts and (except in a completely socialist economy) acquire goods 
produced by private business firms. 



Public expendirure consists of expenditure by the central govemmem and stale 
gove,nments, local authority (such as municipalities and public corporations), whh 
central govemmem accounting for the major portion of such expendirure. Thus, the 
central government is required to maintain good roads, bridges, defence activities. 
canals and harbours, to protect u-ade, to maintain lbe coinage and to provide social 
security, education and religious instruction. 

Categnries of Government Expenditures 

Government expenditures can be classified into several categories: 

first. some outlays are for direct government purchases of goods and servit:es. 
Purchases of goods and services include government expenditures on the services of 
individuals, such as those in the am1ed forces, and on goods, such as food, medicine 
schools, hospitals, highways and motor cars. Many of the purchases the government 
makes are for goods and services that are provided for a ll members of the society -
including those who have not paid for then use. 

When a·good or service is provided for everyone and no one can be excluded from its 
use, it is termed a public good. F lood control and national defense systems are 
examples o{ public goods. When government provides a good or service that could be 
sold in u private market, such as education or fire protection, it is providing a quasi
public good. The provision uf public and quasi-public goods is a widely recognised 
function of the government. 

A second category or government expenditure is transfer paymenlS, which are 
payments from the government for which nothing is received in return. Social security 
benefits, compensation to unemployed people, benefi1s to senior citizens and pensions 
to retired government employees and freedom fighters are all examples of transfer 
payment programs. 

Interest paid on borrowed funds is another type of government expenditure. Al times, 
govemmen1 units finance some of their activities through borrowing, and the interest 
on those bo1Towed funds is an expense that the government unit mus1 meet. 

The govemment may also incur expenses for .running or conLribuling to the operation 
of various public enterprises such as toll roads, airports and hospitals, or for providing 
intergov~mmenLal grants. These grams are given primari.ly by the central government 
to state and local governments. 

The main heads of central government' s revenue expenditure are as follows: 

I. Defence Services.t.Ibey account for nearly 20% of the total revenue expenditure 
of the: Central Government in lndia. 

2. General Services: The expe11dirure on civi l administrative servi,ces as also on ta.x 
collection, police, pensions, etc. come under this heading. 

3. Social n11d Development Services: Expenditure on social and development 
services are now the most important head of Central Government's revenue 
expenditure and fall into the following two broad groups of services: 

(a) Social and community services which seek to improve and build-up the 
human capital and social infrastructure of the country; and 

(b) Economic se1vlces whic.h are directed towards lhe development and 
strengthening of the economic infrastr□cture and other economic activities in 
the country. 
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4. Interest Payments: India has been raising more and more loans - both internal 
and foreign for the execution of its development plans. So it has to pay interest on 
borrowed funds. 

5. The Principles of Public Expenditure: Public expenditure refers to the 
expenditure incurred by the Central Government. There are different types of such 
expenditure. The usual distinction is between consumption expenditure and 
investment expenditure. Another distinction is beh¥een revenue expenditure and 
capital expenditure. 

Public expenditure is likely to have beneficial effect on society, i.e., reduction of 
income inequality, control of business cycles, and achievement of foil 
employment and so on. 

It is guided by the following five princjples: 

l. Economic Development: A developing country like India must undertake various 
projects such as road and bridge construction, irrigation dams, power plants and so 
on. These constitute infrastructure of the economy or sociaJ overhead capital and 
are of vital imponance for accelerating the pace of economic development. 
Investment in such projects is so high and return from them is so low that private 
investors do not undertake such projects voluntarily. 

The government usually takes a long view of the economy's requirements. So it is 
imperative that the government undertakes such projects. In India and other 
developing countries, such development projects are undertaken through the 
planning system. 

2. Fiscal Polley: Public expenditure creates jobs and incomes during depression and 
unemployment This is why Keynes advocated the policy of increasing public 
expenditure for creating effective demand and thus helping the economy to 
achieve foil employment. 

Contrari ly, a cut-back in government expenditure is necessary when the economy 
faces the problem of inflation. Such variation in public expendilw-e is necessary to 
control business cycles or to stabilise the economy. So, variation of public 
expenditure is a part of the anti-cyclical fiscal policy. 

3. Maximum Social Advantage: One of the objectives ofa modern government is to 
achieve the social goal of income equality. For this, it is necessary to reduce 
poverty aod inequality. This is why the government transfers incomes or 
purchasing power from one section of society to another through various tax
subsidy measures. The government collects revenue, mainly, by imposing taxes 
and selling bonds. The money raised in the process is utilised to pay wages and 
compensation of government employees and the suppliers of various materjals to 
governmenl departments and public sector undertakings. 

Moreover, in a modern mixed economy, payments are made to certain sections of 
society without requiring them to provide anything to the government in 
exchange. Such payments are called transfer payments. Examples are 
unemployment compensation, widow pensions, subsidies (concessions) to the 
freedom fighters, pay ments to needy families, the handicapped and so on. 

Moreover, outright subsidies are also paid to the small farmers, artisans and other 
weaker sections of society at the cost of the tax-payers. Such measures are to 
taken to improve the existing pattern of income distribution or for reducing 
income inequality. 

Since the marginal (extra) utility of every rupee to a poor man is much greater 
than that to a rich man, appropriare use may be made of fiscal (i.e., the 



government's combined revenue-expenditure) policy to secure maximum social 
advantage. However, care has to be taken to ensure 1hat taxes are no1 too high m 
have unfavourable effects oo incentives to produce, earn and save. 

Richard Musgrave has suggested that the government should use public 
expenditure-cum-tax policy to maximise society's welfare, i.e., to secure the 
maximum possible net advantage. This implies that the government should make 
the difference between the benefi1 of public expendi1ure and social cost involved 
in raising the money (to finance the expenditure) as large as possible . 

However, in practice, jt is very difficult co measure or quantify social welfare. 

4. Economy: 11 may also be noted. in th.is context, 1hat it is not jusl the amoW1t of 
public expenditure that is incurred which is of importance to 1he economy. What 
is equally - if not more - important is 1he purpose of such expenditure. 

The use or purpose of such expenditure determines the adequacy and effectiveness 
of such expenditure. Excessive expenditure muy cause in tlation. Moreover, if U1e 
government has to impose taxes at high rates, there will be loss of inceniives 
(mainly due to the present system of progressive taxation). So it is necessary to 
avoid unnecessary expenditure to the maximum possible extent. 

[tis very important to drast ically curtail o r totally avoid wasteful expenditure that. 
causes uneconomic use of resources. 

There are two ways of securing such 'economy' in government expcndirure: 

ta) TI1e annual budget of the central government must lay down 1he amount 10 be 
spent for particular purposes and the govenunl!n1 servants or departments 
should not be permitted to spend in excess of the budgetary allocations. 

(b) As soon as lhe budget grants are spent, 1he accowlls are to be scrutin ised by 
the Public Accounts Committee of the ParUament. 

5. Avoidance of H armful Effects: Finally, it is of considerable importance to ensure 
that government expenditure does not have any injurious effect on production and 
dis1ributioa . It is equally vital to ensure that the government expenditure is solely 
in the public interest and does not serve any private interest or that of any group of 
persons. 

I 1.8 INCOME TAXES 

(a) Personal Income Tax: Encompasses general levies on income of individual:; and 
unincorporaled businesses as well as special levies on income, such as a surtax 
that governments charge from time to time. TI1e proceeds from the income tax on 
capital gaios of individuals aod unincorporated businesses arc included he re. 
Some provinces, for example Ontario, levy heaJrh premiums based on the incomes 
of individuals and lhe revenues raised are not specifically designated to finance 
cheir hospitalisation, medical care and drug insurance programs. In these instances 
the revenues are classified as income taxes. Also, refundable personal income ra.x 
credits are in r"is category. Revenue and expenditures are both grossed up by the 
full amount of the refundable tax credit. A refundable tax credit could be 
considered as an expenruture program delivered via the tax system. Consequently 
such a credit reduces the tax liabilities and the portion of the credits remaining, 
ailer the tax liabilities are reduced to zero, is refunded co lhe 1ax payer. Tbe 
Ontario sales tax credit represents a good example. Until 1992/ 1993. tb.e credit 
wa.,; delivered through Che budgetary expenditure appropriation called "Sales tax 
grants to pensioners". A fter 1992/1993 the Ontario government decided to switch 
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to the income tax mechanism by incorporating the Ontario sales tax credit to 
deliver the assistance to pensioners. 

(b) Corporation l11come Tax: Includes most federal , provincial and territorial taxes 
on taxable profits of corporations. It also includes special ta-x:es which are 
occasionally levied on profits of corporations. Corporate Jncome Tax (CIT) 
revenues are shown on a gross basis by including the full amount of 
the CJT refundable tax credits as revenue. An equivalent amount of the refundable 
tax credit is also shovtn as an expenditure. 

(c) Mining and Logging Taxes: Accounts for specific taxes which are sometimes 
levied on profits of natural resource based industries. Also included are refundable 
tax credits that are grossed up as revenue and expenditures. These taxes were 
previously classified to natural resource revenue. 

(d) Taxes on Payments to Non-residents: Includes the federal tax withheld at source 
on payments to non-residents (both individuals and corporations) of dividends, 
interest, rents, royalties, alimony, managerial fees and amounts arising from trusts 
and estates as well as withholclings on foreign insurance companies. 

(e) Other Income Taxes: Includes income taxes which cannot be allocated to any of 
the other categories. 

l 1.9 CONSUMPTION TAXES 

(a) General Sales Tax: 171e proceeds of the federal Goods and Services Tax (OST) 
and of provincial retail sales taxes are recorded in this category. In April 1996, the 
federal government reached an agreement with three proviaces to hannonize their 
provincial retail sales taxes with the federal GST (Newfoundland and Labrador, 
New Brunswick and Nova Sco(ia). The federal remittances to these provinces for 
this Harmonized Sales Taxes (HST) are classified under the general sales tax. 
However, the onetime compensation of the federal to the provinces for 
hatmonization is included under general purpose tran~fers. Where amusement 
taxes and other specific consumption taxes are reported in the source documents 
with revenue from the general sales taxes, the proceeds from these speci!ic taxes, 
e.g., the Ontario amusement tax, a re excluded from this category and reported 
under their approptiate group. I-Jotel and motel taxes, telecommunications and 
advertising taxes and the Quebec sales tax on insurance premiums are not part o f 
the general sales tax. 

(b) Alcoholic Beverages Tax~: _Two sub-groups have been devised: 

(i) Liquor gallonage taxes: Encompasses a levy on volume of alcoholic 
beverages produced. 

(ii) Other liquor taxes: Includes all forms of special levies, excise tax, excise 
duty or other, imposed on the production and sale of alcoholic beverages. 
When a general sales tax applies to alcoholic beverages, the related proceeds 
are classified under the "General sales tax" group. Similarly, customs duties 
on imported alcoholic beverages are classified under the "Custom duties" 
heading. 

(c) Tobacco Tax: Encompasses special levies such as excise tax, e"Xcise duty and 
provincial specific taxes on the production and sale of tobacco products. General 
sales taxes and customs duties applicable to tobacco products are included under 
their respective headings. 

(d) Amusement Tax: lncludes tax receipts from adm issions to theaters, cinemas, 
recreational, cultural or orher entertainment activi1ies. Taxes levied by provincial 



and territorial governments on pari-mutuel betting at horse race tracks and on 
casinos' gaming activities are 111s0 included here. 

(e) Gasoline and Motive Fuel Taxes: Includes 1he proceeds of specific taxes on 
gasoline, on aviation and diesel fuel and on propane or other substances when 
used as motive fuel. 

{f) Clmoms Duties: Applies only to the fedt!ral level and take into account the 
proceeds from levies on commodities impo1ted into Canada such as manufactured 
goods and food, beverages and tobacco. 

(g) Remitted Uquor Profits: Accounts for total remitted profits of government owned 
liquor boards. Because governmenl owned liquor boards operale as fiscal 
monopolies their profits are treated as taxes on produc1s (indirect taxes). They 
were previously classified ac; investment income. 

(h) Remitted Gaming Profits: Accounts for to111I rem itted profits of government 
owned lottery and other gaming corporation:; because. government owned lottery 
and other gaming corporations operate a!, fiscal monopolies, their pro.fits are 
coosidered as taxes on produclS (indirecr truces). Those aroounls were previously 
classified as investment income. 

(i) Other Consumption Ta.xes: Thrt:e sub-groups have been devised: 

(i) Air transportation tax: Accounts fo r the tax levied by the federa l government 
on tl)e price of air transportation purchased either in Canada or outside the 
country for the use of air transpon.ation facilities in Canada. This tax was 
discontinued on November I, 1998. 

(ii) Taxes on meals and huud.1·: lncludes the proceeds from special taxes on meals 
and hotel accommodations. 

(iii)Mlscellaneous consumption taxes: Accounts at the federal level for the yield 
of special excise levies on jewellery and watches, toilet preparations and an 
assortment of sundry items and for revenue paid to the federal government 
from provincial loltery corporations. Al the provincial level, it includes the 
proceeds from special taxes on telecommunications and advertising ra.xes, 
computer software, electricity, gas, coal, and fuel oil and oo other goods and 
services as well as the Quebec t.ax on insurance premiums. 

11.10 PROPERTY AND RELATED TAXES 

(a) General Property Taxes :.. 

(i) Real property Taxes: In Canada, taxation of real property (land and 
improvements) is shared by provincial and local governments. The amount 
shown as revenue from real property taxation by provincial governments is 
exclusive of amounts collected for and passed on. LocaJ governments' real 
property ta,'<es include the amounl collected for and remitted to local 
governments as well as U1e amoWlt they collected themselves. Property owned 
and occupied by most general governments is exempt from property tax. To 
compensate a government for the loss of revenue due to the exemption, grants 
in lieu of taxes are paid by the federal and provincial governments to 
provincial and local governments levying property taxes. See paragraph I l .8 
(a) (Mlscel laneous general property taxes) ahead. 

(ii) Loi l evies: Includes imposts or additional lump sum development charges 
levied on properties benefiting from local improvements or additional capital 
faciHties. The imposition of these imposts or levies involves an agreement 
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between the developer and the municipality, whereby, the developer is 
required to pay a levy to the municipality to finance specific services. 

(iii)SpecialAssessments: Arc levies made by a municipality on a specific group of 
properties to pay for a service, such as the provision of a sidewalk, supplied to 
those properties only. 

(iv) Grants in Lieu of Taxes: lncludes provincial, territorial and local government 
revenue from higher levels of government as grants in lieu of property taxes, 
which are isolated for each level of government concerned. Prior to the 1997 
historical revision, this item was classified under general purpose transfers 
from other levels of government. 

(v) Miscellaneous General Property Taxes: Includes any other general property 
taxes. 

(b) Capital Taxes: lncludes the taxes levied by federal, provincial and territorial 
governments on the paid-up capital of corporationl.. 

(c) Other Property-related Taxes 

(i) Land transfer tax.: Includes the proceeds of levies on the value of property 
transferred. 

(ii) Business taxes: Includes taxes levied on businesses in lieu of, or in addition 
to, property taxes. Taxes on income or profits of such businesses are classified 
under income taxes. 

(iii) Wealth tran!.fer taxes: Includes succession duties and gift taxes. The federal 
succession duties and gift taxes were eliminated in 1971 and by mid-1985 all 
provinces had withdrawn from these fields of raxation. However, governments 
are still collecting duty related to unseulcd cases priot to the taxes being 
abandoned. 

(iv) Miscellaneous property-related taxes: Any other property related taxes. 

11.11 OTHER TAXES 
This category now includes different kinds of licences and permjts. During the 1997 
historical revision of the CSNA, the FMS adopted the following recommendations of 
the 1993 System of National Accounts (SNA): 

I. Payments by a household for specific licenses such as licenses to own or use a 
--~ vehicle, boat or aircraft, and licenses to hunt, shoot or fish are to be treated is 

ta.xes. Payments for all type of other licenses are Lo be treated as sates of goods 
and services. 

2 . Licenses purchased by businesses are to be considered taxes. This "Other taxes" 
category is divided into four sub-categories: 

(a) Payroll Taxes: This revenue sub-category encompasses tax. revenues that are 
collected from employers as a percentage of their payroll. Payroll taxes 
collected from employees as a percentage of their salaries and wages are 
classified as personal income taxes. However, those that are designated for 
social insurance _plans are classified as contributions to social insurance plans. 
Jn some provinces, the proceeds from these taxes are used to help finance a 
number of functions while io others they are specifically assigned to health 
and/or education or to workers training. As of 1998, four provinces were 
levying a payroll tax, Newfoundland and Labrador, Quebec, Ontario and 
Manitoba. Employer contributions to Canada Pension Plan (CPP), Quebec 
Pension Plan (QPP), Employment Insurance (Ef), etc., which to an extent are 



also based on salaries and wages paid by the employer are found under the 
category "Conlributions to social insurance plans". 

(b) Motor Vehicle Licences: Accoums for the proceeds of registration fees, 
drivers' licenct:s, pennits and other fees reJaling to lhe ownership and 
operation of motor vehicles. TI1ese amounts were previously classified 10 
·'Privileges, licences, and pemtits" a category that was eliminated du.ring the 
I Q97 historical rtvision of the CSNA. 

(c) Natural Resource Taxes and Licences: Accounts for the proceeds of taxes 
levied on private properties and/or production of natural resources. Freehold 
mineral right tax is classified under this category. This category also includes 
licence fees paid to be able to conduct activities related to natural resources 
but excludes activilies re lated to exploration of natural resources. 

(d) Miscellaneous Ta.xes 

♦ Agricultural i nsunmce premiums: Includes agricultural insurance 
premiums levied by moS1 provinces. The proceeds are used specifically to 
finance crop insurance and fann income stabi lisation insurance schemes. 

♦ Insurance premium taxes: Encompasses the proceeds of special taxes 
levied on gross insurance premium income earned by insurance 
companies, on lile. sickness, accident, tire and other insurance. At the 
federaJ levl.'l, it includes taxes on certain premiums for insurance 
contracted outside Canada. 

♦ Hunting and fishing licences, liquor licences and other licences and 
permits: Includes licences paid by persons to hunt, shoot or fish; liquor 
Licences to retailers of alcoholic beverages; all business licences other 
than motor vehicle licences and liquor licences mentioned above. Al the 
local govemmem level, it includes all licences because data llmitations 
prevem any allocation 10 other revenue categories. 

♦ Business fines and penalties: Accounis for fines and penalties imposed by 
tax authoritit:s on overdue taxes by businesses. 

♦ Business donations: Includes contributions and gifts from businesses. 

♦ Other miscellaneous taxes: This category brings together the field of taxes 
not e lsewhere specified such as premiums paid by flflancia l corporations 
10 federa l and provincial deposit insurance corporations. 

Health and drug insurance premiums: Includes premiums levied by sdme 
provinces and used specifically to finance rheir hospitalisation, rnedical care and 
drug insurance programs. This category and the category "Contributions ro sociaJ 
insurance plans" are described in the next paragraph ( 11 .9) are t wo new categories 
resulting from lhe division of the old category "Health and social insurance 
levies". To harmonize with the System of National Accounts (SNA). health 
insurance premiums and contributions to social insl.ll'ance p lans a re no longer 
s hown as taxes in the FMS. In the SNA, they are presented in separate series. 
Some provinces, for example Ontario, levy health premiums based on the incomes 
of individuals and the revenues raised are not specifically designated to finance 
their hospitalisation, medical care and drug insurance programs. In these instances 
the revenues are classified as income taxes. 

Contributions to social insurance pl.ans: These contributions are broken down 
into five types of plans. Contributions to social insurance plans are still reported 
on a gross basis. However, unlike prior to the 1997 historical revision, 
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government's own contributions are not o1TseL against the corresponding revenue 
of the plans. 

(a) Employment Insurance (El) Contributions: Covers employer and employee 
contributions toward income maintenance payments under the federal F,I 
program. 

(b) Contributions to Workers' Compe11sotio11 Boards (WCBs) : Comprises 
government and non-govemment employer contributions to provincially
operated workers' compensation schemes. It is worth noting that most general 
governments act as their own insurers against risks of employee injury in the 
course of duty and do not contribute to their workers' compensation regular 
program. However, ce11ain classes of tJ1eir employees are covered under 
separace agreement with the boards. 

(c) Contributions lo Nun-autonomous J'e11sion Plans: Covers employer and 
employee contributions to non-autonomous pension plans. A non-autonomous 
pension plan is a plan that is not backed by invested assets. All employer and 
employee contributions are deposiled. in the consolidated fund of the 
government and when pension payments are made, they come out of the 
consolidated fund. Although the governments do not maintain separate 
portfolio investments, rhey do show separate financial statements for the 
plans. n1e federal public service superannuation account is considered a non
autonomous pension plan. 

(d) Contributions to Canada and Quebec Pension Plans: This category covers 
contributions to the CPP by employers and employees outside the province of 
Quebec and the corresponding contributions to the QPP by employers and 
employees in Quebec. 

(e) Other Social Insurance Plan Co11tributio11s: Comprises contributions to 
social insurance plans not included elsewhere, such as employee contributions 
to pension plans llM are embedded in the budgetary transactions of 
governments. 

Sales of Goods and Services 

As providers of public goods and services, institut.ions within the government 
component of the public sector engage in transactions of commercial nature with 
organiscttions or individuals in the private sector and with other institutions within the 
govemmenl component. The revenues generated from such transactions are called 
"Sales of goods and services." are defined as receipts of fees and charges paid in 
proportion 10 the cost or distribution of the government goods and services provided to 
the payer. 1l1ese revenue sales are broken down into three components, namely: 

{a) Sales of goods and services to other government sub-sectors: Includes all sales of 
goods and services by a government sub-sector 10 another government sub-sector. 
for example, the sale of educational services by the provinces and school boards 
to the fednal government or revenue received by provjnces from municipalities 
for provincial police services. 

(b) Sales of goods and services to own business e11lerprises: Includes all sales of 
goods and services by a government sub-sector to own business enterprises. For 
example, fees charges to a provincial hydro-electric corporation by its provincial 
government for guaranteeing its debt. 

(c) Other ~·ales of goods and services: Includes all sales of goods and services to 
persons, businesses, etc. For example, tuition fees charged to students or sale of 
government statutes to businesses and individuals. 



Following is an extensive list of government goods and services sold: 

Sales of goods in.elude: 

• Water, rents on buildings. equipment, etc., land, used buildings, used ,nachinery 
and equipment. materials and supplies, livestock and animal produc1s, furniture, 
publications, documents, forms and other printed material. 

Sales of services include: 

• court, and probate fees 

• toJI~ for the use of transponation services and facilities 

• concessioos and franchises 

• fees for the use of dockage or wharfage facilities 

• admission fees to government museums, cultural and recreational fadl irie.s 

• administrative and technical fees (search, certification and registration, assaying, 
testing and other laboratory fees) 

• fees for other services rendered by govenunent officials 

• t.uitjons, correspondence course and examination fees 

• amounts charged to patients for services (e.g., private or semi-private 
accommodations in hospital.5 and resideotial care facilities, charges to non
residents ofa province, special duty nursing, etc.) 

• royalties on books, recordings, ftlms, elc. 

• debt guarantee fees charged to government business enterprises, etc. 

• sales of natural resources goods and services such as camping foes, crude oil 
marketing fees, research and mineral analysis fees, etc. 

• all personal licenses other than licenses to own or use vehicles, boats or a ircraft 
and licenses to hunt, shoot or fish 

The sale .and privatisation of government business enterprises and government 
revenue derived from them a.re not included in this category. 

J11ve!>1ment Income: This category is divided into four sub-categories: natural n::~ource 
royalties, remitted trading profits, interest income and other i.nvestmeOl income. 

(a) Natural Resource Royalties: Tnclu~s:a.H royalties on natural resources. Royalties 
cover lea~es of Land ("RentaJs" including rentals and fees, and bonus bids) and 
royalties paid on extraction. It also includes revenue from the auction of licenses 
for the electro-magnetic spectrum. Royalties on books. rocordings, films, elc. 
Revenue from the auction of the licenses of the electro-magne1ic spectrum prior to 
2008-2009 are amortized over the period of the license. Commencing in 2008-
2009 the auction of licenses of the electro-magnetic spectrum is considered a sale 
of assets and the revenue from the auction is included in the year (period) it is 
received. Prior to the 1997 historical revision the namral resource royalties were 
included in the "Natural resource revenue" category. 

(b) Remitted Trading Profits: Returns from own enterprises comprise two categories: 
remjued profits and dividends. Prior to the 1997 hislorical revision, remittances of 
profits of provincial liquor boards and lottery and gaming corporations were 
classified under this category. They are now included in the consumption taxes 
category. When a government business enterprise is privatized or when sale of 
selected faci lities of a government business enterprise cakes place, the revenue 
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created may be classified in a variety of ways, depending on the nature of the 
transaction and the entities involved in the transaction. 

Tf a govemment sells a government business enterprise by disposing of its 
participation in the capital stock or in other equity of the enterprise, three cases are 
possible: 

(i) When the investment ·is recorded in the government's books, lhe gain or Joss 
on sale of the securities constitutes a new flow of funds for the govemmenL 
However, lhe FMS Lreats the value of the gain or Joss as a balance sheet 
adjustment and excludes it from the government revenue. 

(ii) Oo the other hand, if the investment is recorded on the books of a government 
busines~ enterprise, the gain or loss on the sale of the investments is classified 
by 1he FMS as a revenue (investment income) of the enterprise and the 
remittances of such gain to the government are considered as government 
revenue and classified as "Remitted trading profits" under the '•Investment 
income'' category. 

( iii) In the case where a production p lant or a productive division (a physical asset) 
of a government owned business enterprise is sold, the gain or Joss on the sale 
of the fixed assets represents a new flow of funds for the government business 
enterprise but the FMS treats this gain or loss as a balance sheet adjustment 
and excludes it from the enterprise revenue. However, the remittances of such 
gain to the government (dividends paid the parent government) are considered 
by the FMS, as government revenue and classified as ''Remitted trading 
profits" under the "Investment income" category. 

(c) ]merest Income: Includes interest received on loans and investments as well as 
interest on overdue taxes. Interest received by non~autonomous pension plans on 
the amount of debt the government is obligated to pay them, are also included 
here. Based on the FMS practice of showing revenue and expenditures on the 
gross basis of accounting, interest recovered from crown agencies and other public 
organisations are included in this category with an equivalent amount shown as 
interest on public debt on the expenditures side. 

(d) Oiher Investment Income: Consists of other return on investmcn1 not classi fied 
elsewhere. Prior to the 1997 historical revision, other investment income included 
gains or losses on foreign exchange transactions and gains or losses on salt: of 
securities. Those gains or losses are no longer included in any reven'Ue category. 
They are now part of che financing accounts . 

. , .. · , 

11.12 OTHER REVENUE FROM OWN SOURCES 

(a) Otlter Fine.\· and Penalties: Comprises personal paid fines and penalties arising 
from infractions oflaws, by-laws and ordinances, whether civil or criminal. 

(b) Capital Transfers from Own Sources: Includes cancellation of a liability by a 
creditor or similar transactions that reduce net debt of the recipient. 

(c) Other Donations: Includes revenue from fund-raising campaigns and other 
donations in cash or securities from individuals, businesses, etc. 

(d) Miscellaneous revenue from ow11 sources: Provides for revenue not elsewhere 
classified such as indemnities and recoveries under insurance policies, gifts, 
contributions from private sources, escheat and forfeitures of election deposits. as 
well as adjustments resulting from consolidation of two or more components of 
the public sector. The gains of the federal government on bullion are also reported 
here. Prior to the J 997 historical revision, seignior age were also included in this 



calegory. Seignior age is now excluded from the revenue because it is treated as a 
liability of the government. 

Transfers 

Ge,reral purpose transfers from other govemment sub-sectors: General purpose 
transfers are broken down by level of goveroment from which the transfors originate. 
Transfers from the federal government are compiled as follows: 

(a) General purpnse capital transfers from feder11/ government: Includes 
cancellation of a liability by the federal government or similar transactions that 
increase the saving of the recipients. Transfers of land or buildings are nol 
included here, because no payments or receipts occur. 

(b) Statutory subsidies: Includes provincial government revenue received in 
accordance with the Constitution Act and certain other legislation. The purpose of 
the program is to provide a source of revenue to the provinces, to compensate 
provinces for revenues lost on joining Confederation; and to support provincial 
and territorial govemmenls and legislatures. 

(c) Sltare.f of federal tuxes 011 preferred share dividends a11d 011 i11cume of certain 
public utilities: Since 1990/1991 the federal government shares with the provinces 
and territories the proceeds from the net 1.aXes that it collects with respect to 
preferred share dividends paid by corporations. The proceeds are included here. 
The federal-provincia1 agreement on sharing the proceeds from the income tax on 
certain public utililies was discontinued in 1995-1996 but ltansitional payments Lo 
the provinces and territories will continue until 1999-2000. 

(d) Tax revenue guarantees: Represents money given to the provinces under the 
terms of the federal-provincial tax revenue guarantee agreement. Under this 
agreement, the federal government provides a guarantee that the provinces would 
not suffer a loss ofrevenue if they adopted U1eir personal income tax acts modeled 
on rhe federal tax acts. 

(e) Equalization: Identities transfers received from the federal government to reduce 
inter-provincial disparities in per capita fiscal capaci'ty and 10 bring less endowed 
provinces upto a specified standard. 

(t) Canada H ealtlt and Social Transfer (CHST): Includes payments received under 
the CHST program which was introduced in 1996- 1997. It replaced transfers to 
the provinces and ten-itories under the Established Programs Financing (EPF) and 
Canada Assistance Plan (CAP) arrangements. The amounts for the CHST reported 
by"lhe FMS, are net of the tax abatement allowed in Quebec since 1965. 

(g) Ca11ada Social Tra11sfer (CST): Includes payments under the CST program which 
was introduced in 2004/2005. The CHST was replaced by the CST and the 
Canada Health Transfer (CfIT) beginning April I, 2004. 

(b) Reciprocal taxation: 11,e reciprocal taxation agreements were nullifo:d by the 
goods and services tax (GST) legislation, effective January I, 1991. Provincial 
governments are not subject to the GST ou cheir purchases, and the federal 
government is exempt from provincial retail sales taxes. However, eight provinces 
and the federal government have agreed 10 pay each other's specific commodity 
taxes, (e.g., gasoline, tobacco and alcohol taxes) and signed an agreement to 
waive their right to a refund. 

(i) Stubilisatio11: Represents transfe~ received from lhe federn1 government to 
protect provinciol governments from precipitous declines in revenue. 
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G) Other general purpose transfers from federal government: Consists of items not 
classified elsewhere. This includes: 

(i) Transfers from the federal government to territorial governments under the 
tenns of the Territorial Formula Financing (TFF). This tran.:;fcr enable:, 
territorial governments to provide a range of public services to their residents 
lhat are similar to that offered by provincial governments elsewhere. The new 
agreements chat came into effect on April I, l 999, cover Nunavut, Northwest 
Territories and Yukon. 

(ii) The offshore offset payments from the federal government to the provinces 
under various federal-provincial offshore development agreements. 

(iii) The one time federal compensation to provinces for the ir losses of revenue 
resulting from the hannonization of thefr retajJ sales tax witl1 the federa l GST. 

(iv) Any other general purpose transfers from the federal governm~nt. At the 
federal level, it includes amounts equivalent co the proceeds of the 3.0 
personal income tax points (granted to Quebec under the Youth Allowances 
Program). Because the program was abolished, Quebec returns the proceeds 
of the above tax points to the federal government. 

Specific purpose transfers from other governme11t sub-sectors: Specifi c purpose 
transfers are broken down by level of government from which the transfers originate. 
This group covers transfers that must be applied to pa11icu!ar activictes such as: federal 
transfers to provinces for the improvement of certain highways; provinc ial transfers to 
municipalities for sewage and refuse disposal; provincial transfers to education a nd 
health institutions to help them finance their operations. 

Check Your Progress 

Fill in the blanks: 

l. The ___ __ which levies a tax is not necessarily the authority 
which retains the proceeds ofa i.ax levied. 

2. TI1e _ _ ___ can direct the stales to reserve (money, financia l) bills 
for his consideration. 

3. The _ ___ _ is the government at a distance where the state 
government are the govenunent at hand to the people. 

4. The _ _ _ _ _ of the Finance Commission should therefore be 
enlarged to reduce the interference of th1,; Centre in the financial 
management of the States. 

11.13 LET US SUM UP 

• The distribution of powers in countries adopting the federal system of government 
defines the financial relations between the central and state government~. 

• The constitution oflndia, being federal in structure, divides all power (legis lative, 
executive and financial) between the centre and the states. 

• ' Parliament has the power to enact !aws in state list for implementing international 
lreaties, agreements and conventions (lo fulfill internat ional obligations). 

• Governor can reserve certain types of bills passed by state legislature for the 
consideration of President. 



• The 8011, amendmenl of 2000 was enacted to give effect co the recommendations of 
the 1011

' Finance Commission. 

• The Indian constitution provides for the appointment of a Finance Commission 
every five years to determine the criteria and amount of finance to be divided 
between the centre and the SI.ates. 

• Central and stale federation has many divisions of powers like legislation, 
adminislrarive and financial powers. 

1 J.14 LESSON END ACTIVITY 

Critically examine which lax yields the largest revenue to rhe government of India. 

J 1.15 KEYWORDS 

Legislative: To have the power to make law. 

Admi11Jstrative: Pertaining to activities related to an organisations or business· 
administration and management. 

Finoncial relations: Segment of a public relations department that primarily focuses 
on public relations concerning financial/investment matters. 

Council: A council is a group of people who come together to consulL deliberate or 
make decisions. 

Committee: is a body of one or more persons that is subordinate to a deliberative 
assembly. 

Federalism: Federaljsm is a system of government in which a written constilurion 
divides power between a central government and regional or sub-divisional 
governments 

Stale; A state is any politically organised community living under a single system of 
governments. 

11.16 QUESTIONS FOR DISCUSSION 

I. Describe the financ ial relations between central and state government. 

2. Discuss the main beads of revenue of central and state govemment. 

3. Explain the main heads of ~xpenditure of cen(~.I ~d state governmenl. 

Check Your Progress: Model Answer 

I. Legislature 

2. President 

3. Central Government 

4. Scope 
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