Lecture No. 28, 29 & 30
Public Revenue – Meaning, Kinds of Taxes, Impact, Incidence and shifting,
Advantages and Disadvantages of Direct and Indirect Taxes, Incidence of
Taxation, Canons of Taxation
Public revenue:
A modern state taps a number of sources to collect its revenue. Broadly speaking the
government revenues can be classified as
(i) Tax Revenue
(ii) Non tax Revenue
Tax revenue: It is derived from the various taxes (a) Direct taxes e.g. income-tax, wealth tax,
gift tax, expenditure tax, etc (b) Indirect tax e.g. customs duties, excise duties, sales tax etc.
Non tax revenue: It is derived from public undertaking called prices and other miscellaneous
receipts. It also raises loans, short term and long term to augment its revenue.
The major sources of revenue are Taxes and Prices. The minor sources are Fees, Special
Assessment, Fines, Tributes, indemnities, Gift and Grants, Forfeitures and Escheats.
Kinds of taxes:
Taxes may be
(I) Proportional
(II) Progressive
(III) Regressive, or
(IV) Digressive
A proportional tax: is one which takes out of the pockets of every person exactly the same
percentage of income. Such a tax is very simple and does not change the nature of distribution
of wealth in the country.
For instance, a tax on all incomes, big or small, at a flat rate of says 5%. But obviously poorer
people with smaller incomes are hit harder in this system. Consequently, in modern taxation,
proportional taxes have been given up in favour of progressive taxes.
A progressive tax: This tax tries to distribute the sacrifice in a more just manner. The higher
incomes are changed tax at a higher rate. Since marginal utility of money falls with its
increase, richer people have a greater capacity to pay taxes. Besides, progression reduces
inequalities in wealth to some extent. India has adopted it.
A regression tax: is one which is charged from the poor at a higher rate than from the rich.
There is no justification for taxing higher incomes at lower rate. This system is obviously
unjust. It has only one thing in its favour and that is that as poorer people are more in number,
such a tax brings in greater revenue. But regressive taxes are bad in principle and should be

avoided as for as possible. In fact they do not figure in the tax system of modern states e.g.
land rent paid by poor people.
A digressive tax: is one which increases as incomes rises, but the rate do not increase in the
same proportion as the income. It is so to say, a milder form of progression which means that
larger incomes make a lower relative sacrifice than smaller incomes.
Direct and indirect taxes: Another distinction of no less importance is the one between direct
and indirect taxes. Generally taxes on income are direct and those on goods indirect.
A direct tax is one which is really paid by the person on whom it is legally imposed.
An indirect tax is imposed on one person but is paid partly or wholly by another (Dalton)
Impact, incidence and shifting:
Suppose a tax is levied on house-owner. Being compulsory they have to pay it or, in
specific terms, the impact, of the tax is on them. Impact here means burden.
Naturally house-owner will not pay it quietly. Apart from efforts to get it repealed, they can
try to make it up by raising their rent charge.
The tenants, too, will try to avoid it, but if they cannot get alternative accommodation they
have no option, but to suffer the increase in rent.
The house-owners have, so to say, shifted their burden to their tenants. But this shifting may
go even further.
Suppose the tenants are employed and are well organized. They can demand house rent
allowance or increased salaries. If they succeed, the burden is shifted to the employers. This
shifting may go to any length. But somewhere it must come to an end. The real burden will
then be borne by the people who cannot push it any further. The incidence or the real weight
of the tax thus falls on them.
Shifting starts with impact and ends in incidence. Thus, the impact may be on one set of
persons and the incidence on a different group all together.
Now, a direct tax is one whose impact and incidence are on the same person i.e. tax-payer is
also the tax-bearer.
An indirect tax, on the other hand is one of which the impact and incidence are on different
persons, i.e. there is a shifting of the tax.
J.S. Mill defines a direct tax as one which is levied on the same person who is desired to pay
it (e.g. income tax or death duties)
An indirect tax conversely is one, which is levied on one person with the expectation or
intention of its being shifted to some other persons, e.g. taxes on commodities like sugar,
tobacco, steel etc.
Advantages and disadvantages of direct taxes:
Direct taxes have the following advantages in their favour:
(i) Equitable: The burden of direct taxes cannot be shifted. Hence equality of sacrifice can be
attained through progression.

(ii) Economical: The cost of collection of direct taxes is low. They are mostly collected at the
source. The employer acts as an honorary tax collector. This means great economy.
(iii) Certain: The payers know how much is due from them and when. The authorities also
know the amount of revenue they can expect.
(iv) Elastic: The yield from income tax or death duties can be easily increased by raising their
rate.
(v) Productive: As a community grows in numbers and prosperity, the return from direct taxes
expands automatically. The direct tax yields large revenue to the state.
(vi) A means of developing civic sense: The tax payer claims the right to know how the
Government uses his money and approves or criticizes it. Civic sense is thus developed. He
behaves as a responsible citizen.
Direct taxes have the following disadvantages in their favour:
(i) Inconvenient: It pinches the payer and thus very inconvenient to pay. Nobody can help
feeling the pinch.
(ii) Evadable: The assessed can submit a false return of income and thus evade the tax.
Advantage and Disadvantages of Indirect Taxes:
Indirect taxes have advantages of their own.
(i) The poor can contribute: The poor are always exempted from paying direct taxes. They can
be reached only through indirect taxation.
(ii) Convenient: They are convenient to both the tax-payer and the state.
(iii) Broad-based: As indirect taxes can be spread widely, they are more beneficial and
suitable.
(iv) Easy Collection: collection takes place automatically when goods are bought and sold.
(v) Non Evadable: They cannot be evaded as they are a part of the price.
(vi) Elastic: They are very elastic in yield, if imposed on necessaries of life which have an
inelastic demand.
(vii) Equitable: When imposed on luxuries on goods consumed by rich, they are equitable.
(viii) Check harmful consumption: By being imposed on harmful products, they can check
consumption of harmful commodities.
Indirect taxes have some disadvantages too, which are as follows.
(i) Regressive: Indirect taxes are not equitable.
(ii) Uncertain: when the thing is not purchased, the question of the tax payment does not arise.
(iii) Raising price unduly: They cause the price of an article to rise by more than tax.
(iv) Uneconomical: The cost of collection is quite heavy.
(v) No civic consciousness: These taxes do not develop civic consciousness, because many
times the tax-payer does not even know that he is paying a tax.
(vi) Harmful to industries: They discourage industries if raw materials are taxed.

Incidence of taxation:
Incidence means the final resting place of a tax. The incidence is on the man who
ultimately bears the money burden of the tax.
Impact and incidence distinguished: The impact of the tax is on the person who pays it in the
first instance and the incidence is on the one who finally bears it.
If an excise duty is imposed on sugar, it is paid in the first instance by the sugar
manufacturers, the impact is on them. But the duty will be added to the price of the sugar sold,
which through a series of transfers, will ultimately fall on the consumer of sugar. The
incidence is, therefore, on the final consumer.
Incidence is not shifting: shifting means the process of transfer i.e. the passing of tax from the
one who first pays it to the one who finally bears it. It is through this process of shifting that
the incidence of a tax comes finally to rest somewhere. The process of shifting may be slaw or
may be only partially effective so that the burden of a tax may not fall entirely on the person
who is intended to bear it.
Incidence and effect: The effect of a tax refers to incidental results of the tax. There are
several consequences of the imposition of tax which are quite distinct from the problem of
incidence.
Importance of incidence: The study of incidence is very important. The tax system is not
merely aimed at raising a certain amount of revenue, but aim is to raise it from these sections
of the people who can best bear the tax. The aim in short is to secure a just distribution of the
tax burden. This obviously cannot be done unless an effort is made to trace the incidence of
each tax levied by the state.
Canons of taxation
Adam Smith laid down four principles to guide the taxing authority.
The principles of canons of taxation enunciated by Adam Smith were so important that they
have become classic. They are:
(1) Canon of equality: The subjects of every state,” Smith asserted, ought to contribute
towards the support of the Government as nearly as possible in proportion to their respective
abilities, that is, in proportion to the revenue which they respectively enjoy under the
protection of the State. Equality here does not mean that all tax-payers should pay an equal
amount. Equality here means quality or justice. It means that the broadest shoulders must bear
the heaviest burden. It lays the moral foundation of tax system.
(2) Canon of Certainty: Adam Smith further said, the tax which each individual has to pay
ought to be certain and not arbitrary. The individual should know exactly what, when and how
he is to pay a tax; otherwise it will cause unnecessary suffering. Similarly the State should
know much it will receive from a tax.
(3) Canon of Convenience: Smith wrote, “Every tax ought to be levied at the time or in the
manner which it is most likely to be convenient to pay it.”

(4) Canon of Economy: Lastly, Adam Smith held that “every tax ought to be so contrived as
both to take out and keep out of the pockets of the people as possible over and above what it
brings into the public treasury of the State. “ This means that the cost of collection should as
small as possible. If the bulk of the tax is spent on its collection, it will take much out of the
people pockets but bring very little into the State’s pocket. It is not a wise tax.
Other canons of taxation:
(5) Canon of Productivity: This canon emphasizes that a tax should bring in a substantial
amount of money to the state. After all the main object of the taxing authority is to secure
funds. It is much better to have a few taxes which yield good revenue instead of many taxes
yielding a little.
(6) Canon of Elasticity: This canon points out that a tax should automatically bring in more
revenue as the country’s population or income increases. There should be an automatic link
between the needs of the State and resources of the people. If, in an emergency, an increase in
the rate of the tax brings in increased income, the tax is elastic.
(7) Canon of Simplicity: It argues that the tax system should be simple; otherwise there would
be confusion and worse still corruption. During the war and after, certain taxes, e.g., on the
sale of cloth and other essential supplies in India resulted in corruption mainly because they
lacked in simplicity.
(8) Canon of Variety: It is also necessary that the tax system of a country should be
diversified. Reliance on just a few taxes is risky. In order to be just, a tax system must be
broad-based. In order to be adequate, it must be diversified, having a wide coverage over
commodities and persons.
(9) Canon of Flexibility: Flexibility connotes the absence of rigidity in the tax system. A
flexible tax quickly adjusts to the new conditions. Presence of flexibility is a pre-condition for
elasticity. Lack of flexibility in a tax can cause financial troubles to a State.
These are some important principles of taxation.

Lecture No. 31 & 32
Public Expenditure – Meaning, Revenue and Capital Expenditure,
Principles of Expenditure
Public expenditure: There are two important aspects of Public Finance, viz., Public
Revenue and Public Expenditure, This department of public finance received scant attention
at the hands of writers on public finance throughout the 19th century. Attention was almost
exclusively focused on public revenues. It is only in the present century that it came to be
realized that public expenditure is no less important in its implications and bearing on public
welfare than public revenue. The main reason for the early neglect of the subject of public
expenditure seems to be that the amount of public expenditure was very small as the field of
governmental activity was restricted. Now public expenditure has reached astronomical
figures.
In recent times, public expenditure has increased enormously. The main reason is that the
functions of the state have increased manifold. In the past, the state was regarded only as a
police state concerned with defence from foreign aggression and maintenance of law and
order within the State. Now the State is regarded as a Welfare State which is concerned with
promoting the welfare of its citizens. As such, it has to provide not only social security but it
has also to look to economic stability and economic growth which calls for ever increasing
investment expenditure.
Revenue and capital expenditure
Public expenditure can be classified as Revenue Expenditure and Capital Expenditure.
Revenue expenditure: It is ordinary routine type of expenditure incurred in running the
administration. It is current expenditure and includes the expenditure incurred in running the
administration or in supplying routine services or in the collection of taxes, duties, fees,
assessments, etc. as well as interest on public debt.
Revenue expenditure of Government of India;
-Expenditure on civil administration
-Defence services
-Debt services-Pensions
-Social and development services
-Other miscellaneous expenditures
Revenue expenditures of States in India;
-Social; and development expenditure on education
-Medical and public health
-Agriculture
-Veterinary and co-operation
-Electricity schemes
-Rural and community development
-Civil works
-Industries and supplies

-Other Developmental expenditure
-It also includes non- developmental expenditure as a collection of taxes, debt services, civil
administration, famine etc.
Capital expenditure: This expenditure is of extra ordinary nature. The capital expenditure
represents capital outlay both developmental and non developmental
- Acquisitions or creation of an asset
- Undertaking new multipurpose projects.
- To fight a war
The governments of India incurs same capital expenditure on defence, payment of commuted
value of pensioners, State trading schemes railway construction extension and improvement
of post and telegraph facilities civil aviation, irrigation and discharge of permanent debt,
advances to state and other loans and advances.
Similarly, in the case of State Government capital expenditure includes capital outlay as
- Multipurpose river valley schemes
- Irrigation and navigation
- Schemes of agricultural improvement and research
- Electricity schemes
- Road transport
- Buildings, road and water works
- Industries development
This is the developmental capital expenditure but there is no n- development capital
expenditure as an state trading, compensation to land owners, discharge of permanent debt
repayment of loans to the central and of other loans as well as loans and advances by the
State Government.
Principles of public expenditure:
Just as there are well-known principles or canons of taxation, similarly it is possible to
formulate some principles to which prudent public expenditure should conform. These
principles are:
1) Principle of Maximum Social Benefit
It is necessary that all public expenditure should satisfy one fundamental test, viz., that of
Maximum Social Advantage. That is, the government should discover and maintain an
optimum level of public expenditure by balancing social benefits and social costs. Every
rupee spent by a government must have as its aim the promotion of the maximum welfare of
the society as a whole. Care has to be taken that public funds are not utilized for the benefit of
a particular group or a section of society. The aim is the general welfare. Government exists
for the benefit of the governed and the justification of the government expenditure is,
therefore, to be sought in the benefit of the community as a whole.
2) Canon of Economy
Although the aim of public expenditure is to maximize the social benefit, yet it does not
exonerate government from exercising utmost economy in its expenditure. Economy does not

mean niggardliness. It only means that extra vagrancy and waste of all types should be
avoided.
Public expenditure has great potentially for public well but it may also prove injurious and
wasteful. Thus, if revenue collected from the tax payer is heedlessly spent, it would be
obviously uneconomical.
To satisfy the canon of economy, it will be necessary to avoid all duplication of expenditure
and overlapping of authorities. Further, public expenditure should not adversely affect saving.
In case government activity damaged the individual’s will or power to save, it would go
against the canon of economy.
3) Canon of Sanction
Another important principle of public expenditure is that before it is actually incurred it
should be sanctioned by a competent authority. Unauthorized spending is bound to lead to
extravagance and over-spending. It also means that the amount must be spent on the purpose
for which it was sanctioned. Allied to the canon of sanction, there is another viz., auditing.
Not only is previous sanction of public expenditure essential but a post-mortem examination
is equally imperative. That is, all the public accounts at the end of the year should be properly
audited to see that the amounts have not been misspent or misappropriated.
4) Canon of Elasticity
Another sane principle of public expenditure is that it should be fairly elastic. It should be
possible for public authority to vary the expenditure according to need or circumstances. A
rigid level of expenditure may prove a source of trouble and embarrassment in bad times.
Alteration in the upward direction in not difficult. It is easy, rather tempting, to increase the
scale of expenditure. But elasticity is needed tempting, to increase the scale of expenditure.
But elasticity is needed most in the downward direction. When the economy axe is applied it
is a very painful process. Retrenchment of a wide-spread character creates serious discontent.
It is very necessary, therefore, that when the scale of public expenditure had to be increased, it
should be increased gradually. A short spell of prosperity should not lead to long-term
commitments. A fair degree of elasticity is essential if financial breakdown is to be avoided at
a time of shrinking revenue.
5) No Adverse Influence on Production or Distribution
It is also necessary to ensure that public expenditure should exercise a healthy influence both
on production and distribution of wealth in the community. It should stimulate productive
activity so that income and employment of the living. But this object of raising of living
standards of the masses will be served only if wealth is evenly distributed. If newly created
wealth goes to enrich the already rich, the purpose is not served. Public expenditure should
aim at reducing the inequalities of wealth distribution.
6) Principle of Surplus
It is considered a sound or orthodox principle of public expenditure that as far as possible
public expenditure should be kept well within the revenue of the State so that a surplus is left
at the end of the year. In other words, the government should avoid deficit budget, But the
modern economists, especially Keynes, do not regard surplus budgeting as a virtue, rather

deficit budgeting is more useful in raising the levels of income and employment in the underdeveloped countries. All the same, budget deficits running over a series of years are
considered bad for the financial stability of the country and they cause inflation which is
injurious to the health of the economy.
7) Promotion of Economic Growth and Stability
In modern times, a very important principle of public expenditure is that it should promote
economic development and economic stability, directly or indirectly. No public expenditure
should impair the economy’s potentialities for economic growth. In all public expenditure
requirements of economic growth and economic stability (avoiding economic fluctuations)
are kept in the forefront.
Conclusion
Public expenditure to be beneficial must conform, as far as possible, to the principles
enumerated above. But an all pervading principle is that of functional finance, which we have
explained at some length in the immediately preceding chapter. That is, public expenditure
should be directed to the achievement of economic and social objectives on which the country
may have set its heart.

Lecture No. 33 &34
Inflation – Meaning, Inflationary Gap, Types of Inflation, Causes and
Control of Inflation
Inflation: By inflation in ordinary language, we mean a process of rising prices. A situation is
described as inflationary when either the prices or the supply of money are rising, because in
practice both will rise together.
It is a case of “too much money chasing too few goods. Thus, inflation is generally associated
with an abnormal increase in the quantity of money resulting in abnormal rise in prices.”
Inflationary Gap: Keynes invented the term “inflationary gap to describe a situation when
there is excess of anticipated expenditures over the available output at base price.” In simple
words, it is a gap between money income of the community and the available supply of output
of goods and services.
However, when discussing inflation, we are thinking of a persistent rise in prices rather than a
once for all rise in prices. A rise in price is one of the indicators of inflation rather than being
its cause.
There are three main features of inflation:
1. It is a process of rising prices.
2. It is initiated by some change which makes it impossible to satisfy the whole of the
demand which is forth coming at existing process so that initial price rises occur.
3. It is propagated by the reactions of buyers or group of buyers to the initial price rise so
that further rise in prices in induced.
Deflation: is the opposite of inflation. It usually means an excessive fall in prices and
money income of the factors of production
Reflation: refers to a process of bringing down prices moderately from their high level.
Stagflation: is used when there is stagnation as well as inflation both side by side as
prevailed in India in 1974-75 and again in 1978-80.
Suppressed inflation: this inflation exists in the economy in those conditions in which
consequent upon adopting the policies of effective price control and rationing of goods by
the government, price increases are suppressed.
Sometimes deliberate policies are pursued to prevent price –rises in the present but it is
only a temporary muzzling of the inflationary process. When the controls are abolished
the pent up demand leads to inflationary spiral.
Hyper inflation: It signifies a state of affairs where wages and prices clash each other at a
very quick speed. This is a state of galloping inflation.
Open inflation: inflation is open when there is no barrier to price rise and it exists in the
economy in the absence of government controls on price rise.
Ratchet inflation: this inflation emerges in the economy when although the aggregate
demand is not excessive, it is so distributed in the economy that it is excessive in certain
sectors of the economy and adequate in others.

Internationally generated inflation: It has been frequently argued by governments that
inflation is not generated domestically but it is rather than international phenomenon
beyond their control. This view of inflation seeks to ascribe the price rise to international
forces.
Mark-up inflation
International liquidity inflation
Distinction is sometimes made between demand- pull inflation and cost- push inflation.
1. Demand pull inflation: This represents a situation where the basic factor at work
is the increase in demand for resources either from the government or the
entrepreneurs or the households. The result is that the pressure of demand is such
that it cannot be met by the currently available supply of output. For example, in a
situation of full employment, the government expenditure or private investment
goes up, this bound to generate an inflationary pressure in economy.
2. Cost-push inflation: A situation where even though there is no increase in
aggregate demand, prices may still rise. This may happen if the costs, particularly
the wage costs, go on rising. Now as, the level of employment increase, the
demand for workers rises progressively so that the bargaining position of the
workers is enhanced. To exploit this situation, they may ask for an increase in
wage rate, which are not justifiable either on grounds of a prior rise in productivity
or of cost of living.
Inflationary process: Basically inflation represents a situation whereby the pressure of
aggregate demand for goods and services exceeds the available supply of output. In such a
situation, the rise in price level is a natural consequence. The basic frame work for the
inflationary process is when aggregate demand for all purposes – consumption, investment
and government expenditure exceeds the supply of goods at current prices.
Causes of inflation: The causes of inflation may be grouped under two headings:
1. Increase in demand which may be due to
 Increase in money supply
 Increase in disposable incomes
 Increase in community’s aggregate spending on consumption and investment
goods.
 Excessive speculation and tendency to hoarding and profiteering on the part of
producers and traders.
 Increase in foreign demand and hence exports.
 Increase in salaries, wages or dearness allowance.
 Increase in population.
These causes may operate singly or of combination with one another.
Generally, the most important cause of inflation is excessive public
expenditure financed by deficit financing during war or on the implementation of
plans for economic development.

The newly created money increase government demand for goods and services and
also the purchasing power of the people through increase in disposable income.
2. No corresponding increase in the output of goods and revenues which may be due to:
 Deficiency of capital equipment;
 Scarcity of other complementary factors of production, e.g. skilled labour or technicians,
essential the raw materials or lack of dynamic entrepreneurs.
 Increase in export for earning the required foreign exchange.
 Decrease in imports owing to war or restriction on imports necessitated by an adverse
balance of payment and efforts to rectify it.
 Speculative hoarding by the producers, traders and middlemen in anticipation of a
further rise in prices.
 Drought, feminine or any other natural calamity adversely affecting agricultural
production.
 Prolonged industrial unrest resulting in reduction of industrial production.
The demand pull inflation is caused primarily by factors operating on the demand side
resulting in excess of aggregate demand over available supply of goods and services.
The cost push inflation on the other hand is caused by increase in salaries, wages the rising
cost of machinery and capital equipment and of essential raw materials.
Control of inflation:
Inflation is very complex phenomena. There is no one sovereign remedy to combat it. On the
other hand, measures have to be taken on several fronts, monetary and non monetary, to fight
it. All these measures have one common aim. They aim at reducing monetary expenditure
taking the available output as given. Broadly speaking the anti- inflationary measures can be
classified as under:
 Monetary measures
 Fiscal measures
 Physical or non- monetary measures
We shall now says a word about each
Monetary measures: The best remedy to fighting inflation is to reduce the aggregate spending.
Monetary policy can help in reducing the pressure of demand. The mechanics of dear money
policy is as follows:
1. Raising bank rate: The rise in the bank rate will be followed by in other market rates
of interest. There will be an all around hardening of the rates of interest. A rise in the
rate of interest will tend to reduce the amount of aggregate spending.
2. Direct controlling credit creation: The method is to cut directly the credit creating
capacity of banks. We know that in their own interest banks want to keep minimum
revenue of cash which bear a more or less a definite relationship to the volume of their
deposits. If the central bank of country reduces the cash available to the bank system,
the capacity of the banks to lend money to the borrowers will be reduced. The banks
therefore in their own interest will be induced to contract the supply of credit.
Thus the monetary measures consists infixing

1.
2.
3.
4.

higher discount rate
higher reserves required
open market operations
selective credit controls or regulation of consumer credit and varying margin
requirements
Fiscal measures: The two wins of fiscal policy are government revenue and
government expenditure. The government’s fiscal policy can contribute to the control
of inflation, either by reducing private spending by increasing the taxes on private
sector or by deceasing government expenditure or combing both the elements. Thus,
the fiscal measures consist in:
1. Reduction in government spending
2. Imposition of new taxes or increasing the old ones to control the size of
disposable income in the hands of people and to reduce the magnitude of
inflationary group.
3. The encouragement of saving or introduction of compulsory saving scheme.
4. Public debt management so as to reduce the money supply.
5. Gold sterilization as done in United States and
6. Over valuing domestic currency interns of foreign currency.
Physical or non monetary measures:
Apart from the monetary and fiscal measures, it becomes necessary to resort to some
measures of non-monetary nature. But it should be clearly understood that such
measures are much less practicable than the monetary- fiscal ones. Hence full reliance
cannot be placed on them. They can only be considered as supplementary to more
effective measures.
The non- monetary measures, among others include.
1. Increasing output or increasing imports and decreasing exports so as to
increase the available supply of goods in short supply.
2. controlling money wages to keep down costs and
3. Price control and rationing.
Price control:
One method of preventing prices from rising is to impose price control on
important commodities. This is an attempt to suppress inflation rather than to
control it effectively. The basic pressure will not be allowed to express themselves
in the form of a rise in prices which are new deliberately sought to be controlled.
Such a state of affairs is called suppressed inflation. The logic of economic
analysis as well as historical facts amply proves that price controls by themselves
are no solution of the inflationary pressure.
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