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LEARNING OUTCOMES

After studying this module, you shall be able to:




Analyse the Trends in Revenue and Capital Expenditures
Comprehend the Trends in Various Components of Revenue Expenditures
Comprehend the Trends in Various Components of Capital Expenditures

9.1

INTRODUCTION

Public expenditure is classified on several basis. In India, in official public finance
statistics, these expenditures are classified in four ways:
(i)
(ii)
(iii)

Revenue and capital,
Development and non-development, and;
Planned and non-planned.

We shall discuss in this lesson only revenue and capital expenditure.
Revenue expenditure is actually current account expenditure and is called revenue
expenditure in India for historical reasons. They are supposed to meet all expenditures
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of current nature, whether development or non-development, whether planned or nonplanned. They meet salaries, they are spent on supplies, they also meet the payment of
interest on debts incurred for any purpose and they also include expenditure incurred
on subsidies in provisions and grants to other governments and other bodies. They do
not create assets nor do they pertain to loans and advances.
Capital expenditure, on other hand, is expenditure incurred to create assets—physical
or financial. Expenditure incurred on construction on buildings, laying of railway lines
or making roads, building dams or hydroelectric power stations, etc. or acquiring
physical property is all capital expenditure. Giving loans and advances create financial
assets for the government on which they may earn interest (and interest receipts in turn
are revenue receipts).
All revenue expenditures are further classified in four major categories of:
(i)
(ii)
(iii)
(iv)

Interest payments on loans raised,
Defence expenditure,
Subsidies, and;
Pay and allowances.

These are all different in nature. While interest payment is related with past loans,
subsidies relate with current welfare activities. Defence expenditure is often
distinguished from other expenditures which are of civil nature. Pay and allowances
are the expenditure is incurred on personnel carrying out civil activities of the
government. Capital expenditures, as suggested above, are of two kinds. Building or
acquiring physical property is one of them. The other is acquiring financial assets,
which in short, means giving loans and advances to other governments—national or
foreign. Financial assets are supposed to yield interest as receipt to the government in
question.
9.2

TRENDS IN REVENUE AND CAPITAL EXPENDITURES

The first major trend in public expenditures which we observe in India is the growing
revenue expenditures of the government from Rs.14,410 crores in 1980-81 to Rs.
10,40,723 crores in 2010-11. Though, in terms of absolute number, the total
expenditure has risen 80-fold, but, it is clear from the Table 1 that in terms of ratio with
GDP, it is almost stagnant. On the other hand, composition has changed in favour of
revenue expenditure.
Increased defence commitments, expansion of the administration, the working of
democratic institutions like the parliament, the government’s international
commitments, increase in government’s participation in nation building activities like
education and public health, rise in prices, etc., all these are responsible for increased
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revenue expenditures of the central government. Capital expenditures during the same
period increased about 20 times, from Rs. 8,358 crores in 1980-81 to Rs. 1,56,605
crores in 2010-11 (Table 1).
In the eighties, the major thrust of the government was improved infrastructure and
rural development; therefore, the capital expenditures were high during this period.
Revenue expenditures were, however, mounting and as a percentage of GDP, increased
from about 9.6 percent in 1980-81 to 12.5 percent in 1990-91. With the increasing
public debt, the interest payments grew from 1.7 percent of the GDP in 1980-81 to 3.6
percent in 1990-91. Defence expenditures during this period stayed above 2 percent of
GDP throughout. Subsidies increased from 1.36 percent in 1980-81 to 2 percent in
1990-91. Out of the capital expenditures, loans and advances and capital outlay
declined, resulting in a fall in capital expenditures to GDP ratio from 5.5 to 5.4 percent
during this period (Table 1).
In 1980-81, revenue expenditures averaged about 63 percent of total expenditures and
increased to about 70 percent in 1990-91, with the bulk of the expansion coming under
the heads of defence, interest payments and subsidies. The capital expenditure’s share
in total expenditures declined from 36.7 percent to about 30 percent during the same
period.
The share of total expenditures in GDP started falling in the nineties after the reforms,
mainly because of the macroeconomic stabilization program that followed the 1991
BOP crisis. It fell from 17.96 percent in 1990-91 to 15 percent in 2000-01. As a
percentage of GDP, capital expenditures fell from 5.4 percent in 1990-91 to 2.2 percent
in 2000-01. Revenue expenditures, on the other hand showed an increase from 12.5
percent in 1990-91 to 12.8 percent in 2000-01, mainly because of the increase in
interest expenditures. Defence expenditures and subsidies both showed a decline
during this decade. The fall in capital expenditures could be attributed to fall in loans
and advances from 3.3 percent in 1990-91 to about 1 percent in 2000-01 and fall in
capital outlays from 2 percent to 1 percent during the same period.
The composition of total expenditures was skewed in favour of revenue expenditures
and the ratio of revenue expenditures in total expenditures increased from about 70
percent in 1990-91 to about 85 percent in 2000-01. Capital expenditures as a percentage
of total expenditures reduced from 30 percent to about 14.6 percent.
In 2000s, there was no change in the composition of the total expenditures, with
revenue expenditures, increasing slightly from 85 percent in 2000-01 to 87 percent in
2010-11. Capital expenditure’s share in total expenditures reduced from 14.6 percent
in 2000-01 to 13 percent in 2010-11. Total expenditures as a percentage of GDP
increased to 15.6 percent in 2010-11 from 15 percent in 2000-01. Revenue expenditures
increased to 13.5 percent in 2010-11 from 12.8 percent in 2000-01 and capital
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expenditures, on the other hand, declined from 2.2 percent in 2000-01 to 2 percent in
2010-11.
Out of the revenue expenditures, defence expenditures and interest payments as a
percentage of GDP, have shown a decline, whereas, subsidies have increased from 1.2
percent in 2000-01 to 2.2 percent in 2010-11. Out of the capital expenditures, loans and
advances have shown a decline whereas, capital outlays have shown an increase from
about 1 percent in 2000-01 to 1.7 percent in 2010-11.
Overall, Capital expenditures as a percentage of GDP declined from 5.5 percent in the
1980-81 to 5.4 percent in 1990-91 to 2.2 percent in 2000-01; and further down to 2.04
percent in 2010-11. By contrast, revenue expenditures, which were 9.6 percent of GDP
during the 1980-81, rose to 12.5 percent in 1990-91 and further to 12.8 percent in 200001. In 2010-11, it went up to 13.5 percent.
Table 1: Revenue and Capital Expenditures of the Central Government
Year

Revenue
Expenditu
re
(Rs.
Crores)

Capital
Expenditu
re
(Rs.
Crores)

Total
Expenditu
re
(Rs.
Crores)

As a percentage of GDP

Revenue
Expenditu
re

1980-81

14410
1990-91
73516
2000-01
277839
2010-11
1040723
Source: Government
2011-12.
9.3

Capital
Expenditu
re

As a percentage of
Total Expenditure

Total
Expendi
ture (Rs.
Crores

Reven
ue
Expen
diture

8358
22768
9.63
5.58
15.21
63.29
31782
105298
12.54
5.42
17.96
69.82
47753
325592
12.81
2.20
15.01
85.33
156605
1197328 13.56
2.04
15.60
86.92
of India, Ministry of Finance, Indian Public Finance Statistics,

Capital
Expenditu
re

36.71
30.18
14.67
13.08

TRENDS IN COMPONENTS OF REVENUE EXPENDITURES

A major chunk of revenue expenditures is comprised of interest payments, defence
expenditures, subsidies and government salaries, and there is a very bleak chance of
these three items being kept under control.
9.3.1 Interest Payments:
The fiscal deficits of the government of India have increased since the eighties. This
has led to the increased deficit financing through the borrowings to meet these deficits
and that has led to the ever-growing public debt. The interest burden of the central
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government has thus, increased over the years. The interest payment is a committed
liability and the outgo on this account is determined by the past stock of public debt
and its composition, current level of fiscal deficit and interest prevailing in the present
as well as the interest rates of the past. As a percentage of GDP, the interest burden had
increased from 1.7 percent in 1980-81 to 3.6 percent in 1990-91 (Table 2).
In the nineties, the higher interest rates had resulted in a significant part of revenue
receipts being used for interest payments. The fiscal consolidation process undertaken
during the reforms of the nineties did bring in some control in the debt burden of
government in the first half of the nineties. Still the interest burden was high and
continued to increase because the government borrowings were at a market-determined
rate of interest, which was high. The interest burden went up from 3.6 percent in 199091 to 4.5 percent in 2000-01.
With a softening of interest rates, the declining trend was witnessed in the 2000s.
Reflecting this, as a proportion of GDP, interest payments came down from 4.5 percent
in 2000-01 to 3 percent in 2010-11.
Table 2: Components of Revenue and Capital Expenditures as a percentage of GDP

Year

Revenue Expenditures

Defence
Expenditures
2.19
1980-81
1.85
1990-91
1.72
2000-01
1.20
2010-11
Source: Government of India,
2011-12.

Interest
Payments
1.74
3.67
4.58
3.05
ministry of

Capital Expenditures

Subsidies

Loans and Capital
Advances Outlay
1.36
3.53
2.05
2.07
3.35
2.07
1.24
1.06
1.14
2.26
0.33
1.72
finance, Indian public finance statistics,

9.3.2 Defence Expenditures:
The central government also undertakes revenue and capital expenditures for defence
purposes. Defence expenditure in absolute terms is increasing because of growing
tensions in the region and the use of highly expensive technology in war equipments.
Defence expenditure has shown a steady decrease from 2 percent of GDP in 1980-81
to 1.8 percent in 1990-91. Then it went down to 1.7 percent in 2000-01 and further
down to 1.2 percent in 2010-11.
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9.3.3 Subsidies:
Expenditure on subsidies is a crucial element of government expenditures, particularly
in the light of targeting poverty alleviation and the growing need to rationalise expenses
for fiscal consolidation. In addition to the explicit subsidies, several implicit subsidies
in the form of lower user charges for economic and social services provided by the
government are also incurred, and thus should be taken into account in the total burden
of the subsidies.
Subsidies on food, fertilizers and on export promotion, have become an integral part of
central government expenditure and despite government’s frequent promise to reduce
them, they are continuing to rise, year after year. During the eighties, as a percentage
of GDP subsidies increased from 1.3 percent in 1980-81 to 2 percent in 1990-91.
In the nineties, initiatives were taken to curtail the expenditure on subsidies. The export
subsidies were phased out and fertilizers prices were decontrolled. Accordingly, total
explicit subsidies of the central government were reduced from 2 percent of GDP in
1990-91 to 1.2 percent by 2000-01.
In the decade 2000-10, the subsidy burden went up again. The reason of this rise was
the introduction of petroleum subsidies with the dismantling of the administered price
mechanism and also due to the global financial crisis suffered in 2008-09. The subsidies
as a percentage of GDP went up from 1.2 percent in 2000-01 to 2.2 percent in 201011.
9.3.4 Pay and Allowances:
The rising bill in respect of wages, salaries and pensions is considered an important
element in the fiscal health of the government, particularly in the recent years. These
components partly represent the committed expenditure obligations of the government.
An intertemporal analysis of the behaviour of the expenditure on these components
shows periodic spurts corresponding to the implementation of pay commission
recommendations.
Data pertaining to pay and allowances of central government in table 4 reveals that
expenditure on pay and allowances increased from Rs. 2751 crores to Rs. 97566 crores
in 2010-11 showing an increase by 36 times. The total cost to government on account
of pay and allowances during the last 30 years, however, had a considerable decline as
a percentage of GDP due to a cut in government staff size during the period under
reference. The pay and allowances expenditure as a percentage of GDP was 1.8 percent
in 1980-81 and it went down to 1.7 percent in 1990-91. In 2000-01, the ratio was 1.3
percent it went down further to 1.2 percent in 2010-11.
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Table 3: Pay and Allowances of the Union Government

Year

Pay
and Pay
and
Allowances
Allowances as a
(Rs. Crores)
Percentage
of
GDP
2751
1.84
1980-81
10027
1.71
1990-91
28688
1.32
2000-01
97566
1.27
2010-11
Source: Government of India, Ministry of Finance, Indian Public Finance Statistics,
2011-12.
9.4

TRENDS IN COMPONENTS OF CAPITAL EXPENDITURES

Capital expenditure comprises of expenditure met usually from borrowed funds to
increase the concrete assets of a material and permanent character. It comprises of
capital outlays and loans and advances to state and other bodies. The Central
government’s capital expenditure as a proportion of GDP has declined from 5.5 percent
in 1980-81 to 5.4 percent in 1990-91 and then to 2.2 percent in 2000-01. In 2010-11, it
was recorded at 2.04 percent.
9.4.1 Capital Outlays:
Capital outlays represent the expenditure undertaken by the government to build its
investments. These investments enhance the productive capacity of the economy
through provision of the infrastructure and capital goods. The impact of resource
crunch and the need for fiscal correction has more often been in form of compression
of capital outlays. In 1980-81, the ratio of capital outlays was at 2.05 percent of GDP.
It increased to 2.07 percent in 1990-91. Amidst the fiscal consolidation process in the
early nineties, the capital outlays of the Centre declined to 1 percent in 2000-01. There
was some reversal of trend in 2000s and the center’s capital outlays went up to 1.7
percent in 2010-11.
9.4.2 Loans and Advances:
The growth rate of loans and advances as against GDP in 1980-81 was 3.5 percent,
reducing slowly initially and coming down to 3.3 percent in 1990-91. In the next
decade, it came down drastically to slightly more than 1 percent in 2000-01. In 201011, the ratio was 0.33 percent. The reason of the fall being the debt consolidation and
debt waiver schemes for the state governments started by the central government in
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2005 which comprised consolidation, rescheduling and lowering of interest rates and
waiver in certain cases.

9.5

SUMMARY



The first major trend in public expenditures which we observe in India is the
growing revenue expenditures of the government from Rs.14,410 crores in 198081 to Rs. 10,40,723 crores in 2010-11 which is an 80 fold increase.



Capital expenditures during the same period increased about 20 times, from Rs.
8,358 crores in 1980-81 to Rs. 1,56,605 crores in 2010-11



The composition of total expenditures was skewed in favour of revenue
expenditures and the ratio of revenue expenditures in total expenditures increased
from 63 percent in 1980-81 to about 70 percent in 1990-91 and further to 85 percent
in 2000-01 and then to about 87 percent in 2010-11. Capital expenditures as a
percentage of total expenditures reduced accordingly from 36.7 percent to 30
percent to 14.6 percent to 13 percent.



Revenue expenditures as a percentage of GDP, increased from 9.6 percent in 198081 to 12.5 percent in 1990-91. With the increasing public debt, the interest
payments grew from 1.7 percent of the GDP in 1980-81 to 3.6 percent in 1990-91.
Defence expenditures during this period stayed above 2 percent of GDP throughout.
Subsidies increased from 1.3 percent in 1980-81 to about 2 percent in 1990-91. Out
of the capital expenditures, loans and advances and capital outlay declined,
resulting in a fall in capital expenditures to GDP ratio from 5.5 to 5.4 percent during
this period.



In the nineties, as a percentage of GDP, capital expenditures fell from 5.4 percent
in 1990-91 to 2.2 percent in 2000-01. Revenue expenditures, on the other hand
showed an increase from 12.5 percent in 1990-91 to 12.8 percent in 2000-01,
mainly because of the increase in interest expenditures. Defence expenditures and
subsidies both showed a decline during this decade. The fall in capital expenditures
could be attributed to fall in loans and advances from 3.3 percent in 1990-91 to
about 1 percent in 2000-01 and fall in capital outlays from 2 percent to 1.1 percent
during the same period.



Revenue expenditures increased to 13.5 percent in 2010-11 from 12.8 percent in
2000-01 and capital expenditures, on the other hand, declined from 2.2 percent in
2000-01 to 2 percent in 2010-11. Out of the revenue expenditures, defence

8

expenditures and interest payments as a percentage of GDP, have shown a decline,
whereas, subsidies have increased from 1.2 percent in 2000-01 to 2.2 percent in
2010-11. Out of the capital expenditures, loans and advances have shown a decline
whereas; capital outlays have shown an increase from 1.1 percent in 2000-01 to 1.7
percent in 2010-11.
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LEARNING OUTCOMES

After studying this module, you shall be able to
 To define the budget of the union government
 Understand the structure of the Union Government Budget
 Understand the structure of the revenues of the Union Government
10.1

DEFINITION OF THE UNION GOVERNMENT BUDGET

The Union Budget is a comprehensive display of the Government’s finances. It is the
most widespread account of the Government’s finances, which include revenues from
all sources & expenses of all activities undertaken are aggregated. It is prepared &
presented annually. The Indian constitution authorizes the Finance Minister to present
an annual statement to the Parliament of how much money the Union Government
expects to raise in the next financial year and how it will spend that money in the
financial year, which runs from April 01 to March 31. It is presented on the last working
day of Feb. each year. The budget lists the government's receipts and expenditures in a
brief manner along with the breakup of plan and non-plan receipts and expenditures
and resources transferred to state and Union Governments.
The Annual Financial Statement shows the earnings & expenditures of government
under the 3 parts in which government accounts are kept:
1) Consolidated Fund (Article 266);
2) Contingency Fund (Article 267); and
3) Public Account (Article 266).
Consolidated Fund: All revenues received by Government, the loans raised by it, &
receipts from recoveries of loans granted by it. All expenditures of the Government are
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acquired from this Fund & no amount can be withdrawn from the Fund without
authorization from Parliament.
Contingency Fund: This is the fund which the Government uses in emergencies. The
Contingency Fund is a Rs. 500 crores fund placed at the disposal of the President for
such financial exigencies. Simultaneously, the Government acquire Parliamentary
approval for such expenditure & for the withdrawal of an similar amount from the
Consolidated Fund. The amount spent from the Contingency Fund is recouped to the
Fund.
Public Account: All money in this fund belongs to others such as the Public Provident
Fund. The government purely works as a banker in respect to this fund.
‘Budget System’ was presented in India on 7th April, 1860, when the importance of
financial policy for country was emphasized. Finance Minister Sir R.K. Shanmugham
Chetty, first presented general budget of India on Nov. 26, 1947. Since then, 23 Union
Finance Ministers have presented the budget every year. The 2013-14 Budget is the
82nd Union Budget of India from the year 1947, including:


66 Regular/normal annual budgets



12 interim budgets and



4 special- occasion budgetary proposals / mini budgets.

The annual India budget has to be passed by the House of the Parliament before it can
come into effect on April 1, the start of India's financial year. The Indian Parliament
has one month to review and modify the government's budget proposals. If by April 1,
the parliamentary discussion of the budget has not been completed, the budget as
proposed by the minister of finance goes into effect and subject to retroactive
modifications after the parliamentary review.
10.2

STRUCTURE OF THE UNION GOVERNMENT BUDGET

It is primarily made up of the Revenue Budget and the Capital Budget. It is mandatory
for the government to show revenue and capital expenditures separately. It is not only
a constitutional requirement but also needed for policy design & efficient resource
allocation. While Revenue Receipts & Expenditures are anticipated to occur in a given
financial year, Capital Account Receipts & Expenditures can happen over a longer time
interval.
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Revenue Budget:
It shows the revenue receipts of the government & the expenditures met from these
revenues.
I Revenue receipts:
Govt. need to perform various functions in the field of political, social & economic
activities to maximize social and economic welfare. In order to perform these duties
and functions the government requires large amount of resources. These resources are
called Public Revenues.
All those receipts of the govt which are non-redeemable are known as Revenue
Receipts. These receipts are divided in two heads: Tax Revenues & Non Tax Revenues.
Tax revenues include personal income tax, corporate tax, service tax, customs duty,
excise duty & other duties which the government levies. Non-tax Revenues entail of
interest & dividends on investments made by government along with fees & other
receipts for the services rendered by the Government. Non-tax revenues include
internally generated funds. Greater attention has to be paid to raise funds through nontax revenues because of the limitations of raising revenue through taxes. Since non-tax
revenues broaden the sources of revenue, they are vital in meeting the growing fiscal
deficit and funding infrastructure investments.
II Revenue expenditures:
All those expenditures of the government which do not result in creation of physical or
financial assets are termed as revenue expenditures. They relate to the expenditures
related to the normal running of government departments and various services, interest
charged on debt incurred by the government and the grants given to state governments
and other parties, subsidies etc. Usually, revenue expenditures cover all the
expenditures that do not create assets. However, all grants given to state governments
and other parties are also clubbed under revenue expenditures, although some of them
may go into the creation of assets.
The revenue expenditures, which are expenditures incurred for purposes other than
creation of assets, constitute more than 80 % of total expenditures, net of debt
repayments. Major components of this are payment of salaries and pensions to
government employees, interest payments and subsidies. The relative share of revenue
expenditures has increased, as shown by a higher growth rate, than that of the capital
expenditures, which comprises expenditures towards assets creation and loans and
advances.
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Capital Budget
The capital budget primarily comprises capital receipts and payments. It shows capital
requirements of the government and their financing patterns. The Capital Budget also
incorporates transactions in the Public Account.
I.

Capital Receipts

Those receipts which create liability or reduce financial assets are called Capital
Receipts. The main components of capital receipts are loans raised by the Government
from public which are called Market Loans, borrowings by government from Reserve
Bank and other parties through sale of Treasury Bills, loans received from foreign
governments / bodies and recoveries of loans granted by the central government to state
and union territory governments including other parties. Capital receipts also include
the proceeds from disinvestment of government equity in public enterprises.
Capital receipts could come from within India or from foreign governments and
multilateral organizations like the International Monetary Fund (IMF). When one buys
an ‘Indira Vikas Patra’ or opens a PPF account in the post office, it boosts the
government's capital receipts. Repayments of loans by the government, say, to a public
sector undertaking, also come under the head of capital receipts.
II.

Capital Expenditures

Those expenditures of the government which lead to the creation of physical or
financial assets or reduction in recurring financial liabilities are called capital
expenditures. Such expenditures pertain to acquisition of assets like land, buildings,
machinery, equipment, and investment in shares, loans and advances given to the state
and union territory governments, public sector enterprises and other parties.
Composition of the Budget of the Central Government
1.
Revenue Receipts
2.
Tax Revenues (Net to
the Centre)
3.
Non-Tax Revenues
4.
Capital
Receipts
(5+6+7)
5.
Recoveries of Loans
6.
Other Receipts
7.
Borrowings and other
liabilities
8.
Total Receipts (1+4)
9.
Non-Plan Expenditures
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10.

On Revenue Account of
which,
11.
Interest Payments
12.
On Capital Account
13.
Plan Expenditures
14.
On Revenue Account
15.
On Capital Account
16.
Total
Expenditures
(9+13)
17.
Revenue Expenditures
(10+14) of which,
18.
Grants for creation of
Capital Assets
19.
Capital Expenditures
(12+15)
20.
Revenue Deficit (17-1)
21.
Effective
Revenue
Deficit (20-18)
22.
Fiscal Deficit {16(1+5+6)}
*Source: http://indiabudget.nic.in
10.3

STRUCTURE OF THE UNION GOVERNMENT REVENUES

The revenues of the union government of India are classified as tax revenues and nontax revenues. The tax revenues consist of direct taxes and indirect taxes.
A. Tax Revenues
Taxes are the first and foremost sources of public revenues. The major share of revenue
receipts of the Central Government comes from taxes. Taxes are compulsory payments
to the government without expecting direct benefit or return by the tax payer. Taxes
collected by the government are utilized to provide common benefits to all, mostly in
form of public welfare services like education, health, law and order, sanitation and so
on. Taxes do not guarantee any direct benefit for a person who pays the tax. It is not
based on direct quid pro quo principle, that is, the taxes paid by citizens/businesses are
usually not in proportion to the benefits provided by government.
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The governments collect tax revenue s by way of direct and indirect taxes.

1.

Direct taxes

Direct taxes are imposed on the income and wealth of individuals or
organizations. These are personal income tax, wealth tax, corporate tax, gift
tax etc. The impact and incidence of direct taxes are on the same person. The
burden of tax cannot be passed on to any other person or entity. Direct taxes
are progressive in nature and the rate of tax increases along with the tax base
which are instrumental in reducing income inequalities. Direct taxes are
mainly imposed on incomes of companies/corporations or on individuals.

The most common types of Direct Taxes in India are:
i.
ii.
iii.
iv.
i.

Personal Income Tax
Corporation Tax
Property Tax
Capital Gains Tax
Personal Income Tax

Personal income tax is levied on the total income of private individuals after some
permissible deductions. In India, Personal income tax is paid to the Central
government. Apart from income tax levied on individuals (personal) and businesses
(corporation/companies), taxes are also imposed upon incomes generated from
properties (called property tax) and capital gains (called capital gains tax). Generally,
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income tax is treated as a direct tax where the person or entity is to pay the tax out of
their income.
ii.

Corporation Tax

This tax is levied on incomes of registered companies/corporations in the country
(whether national or multinational/foreign). Since a company is given a legal status,
corporate tax is a direct tax. In India, national companies are taxable on the basis of
their aggregate income, irrespective of its source and origin. Foreign companies are
taxed only on incomes that arise from operations carried out in India.
iii.

Property Tax

For income tax purposes in India, property is considered as a source of income.
Therefore, tax is levied on the income from property. Properties usually include
buildings, flats, shops and land etc. As per the Income Tax Act, income from properties
is regarded as one of the heads of income. The amount of tax is calculated on the value
of the property being taxed. Property Tax is levied on real estate consisting of buildings
or land attached to the buildings. Vacant plots of land without any adjoining building
are not liable to be taxed under this head. It is taxed as income from other sources. The
properties that are liable to be taxed as property tax in India are:






iv.

Residential houses (self-occupied or let out)
Office buildings
Factory buildings
Godowns (warehouses)
Flats
Shops
Capital Gains Tax

Profits generated from the sale of a capital asset are taxable as capital gains. The tax is
applicable in the year in which the sale of the capital asset takes place. Capital assets
are all types of assets (moveable or immoveable) like business stocks, paintings,
jewellery and ornaments, houses to family businesses, farmhouses. The capital gain or
net profit which is taxable is basically the difference between the price at which the
asset is sold and the price at which it was purchased. A capital gain can accrue due to
the sale of a short-term or long-term capital asset. A capital asset is called a short-term
capital asset if it is sold within three years (or 36 months) of the date of purchase.
However, in case of mutual funds or company shares, the allowed time duration is one
year. If the time period of sale of a capital asset exceeds three years (in case of mutual
funds or company shares it is one year), then it is defined as a long term capital asset.
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2. Indirect Taxes
Indirect taxes are imposed on commodities and comprise of sales tax, service tax,
excise duty, customs duty, VAT, etc. The impact and incidence of indirect taxes falls
on different entities. The person on whom the tax is imposed bears the impact, while
the person who ultimately pays it bears the incidence. To what extent the burden can
be shifted depends on the degree of demand for that product. In the case of necessary
products or essential commodities – for which the common consumers have almost no
substitute – a significant chunk of the tax can be incorporated in the final price of the
product. This is because the end users cannot stop its consumption or switch over to
alternate products (e.g., food grains, vegetables or fuel). On the other hand, if the tax is
imposed on a product that has many substitutes, the consumers have the choice of
buying an alternate. Hence, the tax burden cannot be shifted much through business
transactions.
Indirect taxes are regressive in nature because the burden of tax is ultimately shifted to
the consumers who pay the same amount of tax irrespective of their income level.
Indirect tax plays an important role in the economic development since the direct tax
collection is low due to low income levels.
The following are the major indirect taxes levied in India:
i.
ii.
iii.
iv.
i.

Sales tax
Excise duty
Customs duty
Service tax
Sales Tax

A sales tax is a consumption tax charged at the time of purchase of certain goods and
services. The government of a country imposes the tax on specific goods and services.
Most sales taxes are collected from the buyer by the seller, who in turn remits the tax
to a government agency. Sales tax is mostly charged on sales of goods, but there are
several services which also come under its ambit. Before the introduction of Value
Added Tax (VAT) in 2002, sales tax was prevalent in the Indian economy. Sales tax
levied by the Centre is called Central Sales Tax (CST) and still comprises the most
significant source of revenue of the Central government. Sales tax levied by State
governments is called State Sales Tax. Sales tax at the State level has been replaced by
the State VAT. Sales tax was found problematic due to its “cascading effect”, which
increased the tax burden at various stages up to the end user or final consumer. The
term cascade, meaning waterfall, is used here in order to emphasize that the same tax
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rate is applied at each stage of production. So the burden of the tax falls heavily (like a
cascade) on the final consumer. Therefore sales tax was replaced by VAT.
Some of the chief advantages of VAT over sales tax are:
 Burden of tax on final consumer is much less.
 It avoids repeated tax on the product (where the same tax rate is already included).
Therefore, burden on producers is also less.
 It reduces compliance and administrative costs.
 It reduces the tendency of tax evasion due to reduced tax burden. Hence,
government revenue is also expected to increase.
Value Added Tax in India was initiated at the Central level for a particular group of
commodities through the Modified Value Added Tax (MODVAT) scheme on March
1, 1986. It was converted to Central Value Added Tax (CENVAT) in 2002.
ii.

Excise Tax

Excise tax, more commonly known as Excise Duty is levied on goods manufactured
and consumed in India. Excise tax is based on quantity, not value, of the product
purchased. It is one of the most well-known forms of taxation in the country. Any
manufacturer of excisable products is liable to pay this tax, levied on a wide variety of
manufactured commodities. It is an important source of government revenue and
accounts for the largest single financial source for both the Central as well as State
governments. Manufacturers are required to pay excise taxes before goods leave the
factory. Excise duties are often levied at higher rates on goods, the consumption of
which are believed to have adverse effects on public health or the environment.
iii.

Customs Duties

Customs duty is one of the most important tariffs in India, regulated under the Customs
Act, 1962. It is levied on imports and on selective exports. From a revenue point of
view, customs duty has limited importance. It is a kind of “trade tax” levied on imported
and exported goods. Apart from revenue considerations, a major purpose of this tax is
prevention of illegal export and import of goods. The rates of the custom duty levied
on the imported and exported goods are assigned in the Act.
iv.

Service Tax

Service tax was introduced in India for the first time in 1994. It extends to whole of
India except the state of Jammu and Kashmir. It is levied, collected and appropriated
by the Union Government. This is a tax collected from service providers. It is levied
on services provided by certain categories of firms / persons / agencies and the
government taxes them on the gross amount charged to clients. It is an indirect tax as
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it can be recovered (i.e., tax burden can be passed on to the service receiver by the
service provider) in course of business transactions. To simplify the complexities of the
system of levies on goods and services, Goods and Services Tax (GST) has been
proposed in the recent budgets. GST includes a combination of all taxes like service
tax, excise tax and VAT and it will cover goods and services in almost all sectors and
industries.
B. Non-Tax Revenues
Non Tax Revenue includes all revenues other than taxes, accruing to the Government.
These are internally generated funds. The estimates of Non-Tax Revenue receipts from
various sources such as return on assets in the form of dividend and profits, interest,
fees, fines and miscellaneous receipts collected in the exercise of sovereign functions,
regulatory charges and license fees and user charges for publicly provided goods and
services. This revenue is generated through the following government institutions:






Various Ministries (e.g., Ministry of Commerce and Industry)
Various government Departments (e.g., the Central Public Works Department that
is responsible for creation and maintenance of capital assets of the Central
government)
Various government Agencies (e.g., the Central Adoption Resource Agency)
Mining, telephony, and other rental royalties

These institutions i.e., Ministries, Departments and Agencies (collectively termed
MDAs) raise revenues through the following instruments:



The use of government assets/facilities to provide services to stakeholders (like
fees/user charges for public transport), or,
The enforcement of regulations that require stipulated payments (like interest
receipts on loans) to be made to the government through its MDAs.

The sources of non-tax revenues are
i.
Interest receipts
ii.
Dividends and profits from Public Enterprises
iii.
Fees
iv.
Fines or Penalties
v.
Special assessment of betterment levy
vi.
Grants and Gifts
i.

Interest receipts

The Major components of Non-tax Revenues of the Indian government are interest
receipts on loans advanced to State Governments, Union Territory Governments,
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Public Sector Enterprises, Port Trusts and other Statutory Bodies, Cooperatives,
Government Servants etc. and on capital outlay on Departmental Commercial
Undertakings. The estimate also includes interest on Ways and Means Advances
payable by Food Corporation of India.
ii.
Dividends and Profits
The Government also gets revenue by way of surplus in the form of dividends and
profits from public enterprises. The surpluses of these enterprises are an important
source of non-tax revenues. In India, the Government has set up several public sector
enterprises to provide public goods and services. Some of the public sector enterprises
such as Oil and Natural Gas Corporation and Hindustan Aeronautics Limited do make
a good amount of profits. The profits or dividends which the government gets can be
utilized for public expenditures. There is some sort of quid-pro-quo in the case of
surplus from public enterprises. This is because, the public gets goods and services,
and the government gets prices, and consequently profits from selling such goods and
services. It also includes surplus of the Reserve Bank of India that is transferred to
Government.
iii.

Fees

A fee is charged by public authorities for rendering a service to the citizens. Unlike tax,
there is no compulsion involved in case of fees. The government provides certain
services and charges certain fees for them. For example, fees are charged for issuing of
passports, driving licenses, filing of court cases, etc.
iv.

Fines or Penalties

Fines or penalties are imposed as a form of punishment for breach of law or nonfulfillment or certain conditions or for failure to observe some regulations. Like taxes,
fines are compulsory payments without quid pro quo. But while taxes are generally
imposed to collect revenues, fines are imposed as a form of punishment or to prevent
people from breaking the law. They are not expected to be a major source of revenue
to the government.

v. Special assessment of betterment levy
It is a kind of special charge levied on certain members of the community who are
beneficiaries of certain government activities or public projects. For example, due to a
public park in a locality or due to the construction of a road, people in that locality may
experience an appreciation in the value of their property or land. Thus, due to public
expenditure some people may experience ‘unearned increments’ in their asset holding.
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So, the government charges special assessment levy on such properties. Betterment
levy is like a tax because it is a compulsory payment, but unlike a tax, in a betterment
levy there is some element of quid pro quo.
vi. Grants and Gifts
Gifts are voluntary contributions by individuals, organizations, or foreign governments
to the government. Gifts are significant source of revenue during war and emergency.
They are given so that a public authority is able to perform certain activities for social
development. Such gifts are made out of patriotic feelings or at the time of crisis or
national calamities. Gifts cannot be considered as a regular source of revenue. A grant
from one Government to another is an important source of revenue in the modern days.
The Government at the Centre provides grants to state governments and the state
governments provide grants to local government to carry out their functions. Grants
from foreign countries are known as Foreign Aid. Developing Countries receive
military aid, food aid, technology aid, etc. from developed countries. There is no
repayment obligation in case of grants.

10.4












SUMMARY

The Union Budget is an account of the Government’s finances, in which revenues
from all sources & expenses of all activities undertaken are aggregated.
The Govt. of India Budget is primarily made up of the Revenue Budget and the
Capital Budget.
The revenues of the union government of India are classified as tax revenues &
non-tax revenues. The tax revenues consist of direct taxes & indirect taxes.
Taxes are compulsory payments to the government without a quid pro quo between
a taxpayer and public authorities.
Direct taxes are imposed on the income and wealth of individuals or organizations.
The burden of direct tax cannot be distributed to any other person or entity.
Direct taxes are progressive in nature & the rate of tax rises along with the tax base
which are instrumental in reducing income inequalities.
Indirect taxes are imposed on commodities & comprise of sales tax, service tax,
excise duty, customs duty, VAT, etc. The impact & incidence of indirect taxes falls
on different entities.
Indirect taxes are regressive in nature since the burden of tax is eventually
transferred to the consumers who pay the same amount of tax regardless of their
income level.
Non Tax Revenues include all revenues other than taxes, accruing to the
Government. These are internally generated funds.
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11.0

LEARNING OUTCOMES

After studying this module, you shall be able to





11.1

Understand the division of taxes between the centre & the states
Learn about the various constitutional acts governing the taxes
Know about the various acts of the income tax department
Understand the functioning of Central Board of Direct Taxes
Understand the functioning Central Board of Excise & Customs
INTRODUCTION

Tax is a financial charge imposed upon individuals or a companies by the Government
of India (GOI) or its respective states or the local municipalities. The taxes are
computed and imposed by the Department of Revenue, Ministry of Finance (MoF).
In other words, taxes represent an amount of money one pays to the Government at
predefined rates. Taxes form the basic source of revenue to the Government. With the
amount collected through taxes, the Government provides numerous types of services
to its tax payers.
There are mainly 2 types of taxes, the direct tax & the indirect tax.
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Income Tax Act of 1961
Income Tax Act of 1961 is the chief tax enactment passed by the Parliament of India
that imposes a tax on income of individuals & corporations. The Act imposes tax on
income under the following 5 heads:






Income from house & property,
Income in the form of Capital gains,
Income from business & profession,
Income from salaries, and
Income from other sources

However, this Act is about to be repealed and replaced with a new Act which combines
the law concerning the Income Tax & Wealth Tax. The new proposed legislation is
called the Direct Taxes Code (to become the Direct Taxes Code, Act 2010). This act
was referred to the Standing Committee of Parliament, which has thereby, submitted
its recommendations. The act was to be implemented with changes from the Fiscal Year
2013-14.
11.2

TAX SYSTEM IN INDIA

There are 3 tiers of government in India, these are union government (at the Centre),
state governments (in the respective states) and local bodies/local governments
(including Village Panchayat, Panchayat Samiti, Municipalities and Municipal
Corporations) at the local level.
Since the various layers of government operate simultaneously, confusion and financial
conflict is a possibility. So as to minimise such disputes, there are guidelines or rules,
regarding the distribution of the revenues and expenditures amongst the different layers
of the government. The system or organisation of such rules is called ‘federal finance’
based on the meaning of ‘federation’ or ‘federalism’ denoting a system of government
in which there is a splitting up of powers and functions between the different levels.
Therefore, federal finance is a system of the financial relationship between different
layers of governments (particularly Centre-State). The financial relationship between
the Union & state governments is enshrined in the Constitution of India.
The focus of this relationship is on distribution of authority between the Centre & states
regarding:



How to raise tax and non-tax revenues
How to spend tax and non-tax revenues in the economy to enhance growth and
development
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Some taxes are levied and collected by the Centre but shared with the States. These
include taxes on income other than agricultural income & union excise duties on goods
included in Union List, except medicinal and toilet preparations. Over the past 10-15
years, there have been tremendous reforms in the taxation system of India.
The Constitution (80th Amendment) Act, 2000, considerably changed the distribution
of Central tax collections between the State & Central Governments. Prior to this
amendment, the only taxes shared by Central with the States were income tax and
Union excise duties. However, this amendment transformed the pattern of sharing of
Central taxes between the Centre & the States by providing for the sharing of the net
proceeds of all Union taxes & duties with the States. Furthermore, the Constitution
(88th Amendment) Act, 2003 included taxes on services under entry 92C in the Union
List (List I) in the 7th Schedule of the Constitution.
11.3

CONSTITUTIONAL PROVISIONS GOVERNING DISTRIBUTION OF
TAX

The Constitution of India vests in itself the authority to levy a tax and assigns the power
to levy various taxes between the Centre & the State. However, the Article 265 of the
Constitution puts an important restriction on this power, that "no tax shall be levied or
collected except by the authority of law". Therefore, each tax levied or collected has to
be backed by an accompanying law, passed by either the Parliament or the State
Legislature.

Article 246: Legislative Powers of Making Laws
Article 246 of the Indian Constitution, allocates legislative powers, including taxation,
between the Parliament & the State Legislature. Schedule VII lists these subject matters
with the use of three lists;
 List - I entails the areas on which only the parliament can makes laws,
 List - II entails the areas on which only the state legislature can make laws, and
 List - III lists the areas on which both the Parliament & the State Legislature can
concurrently make laws

The tax-structure in India is well developed and the Constitution has made a clear
distinction between the revenues of the Union & state governments, articulated in the
form of three lists of – Union, State and Concurrent. In these lists, the power to levy
taxes and duties is distributed as follows: Separate heads of taxation are provided under
lists I and II. There is no head of taxation in the Concurrent List i.e., the Union & the
States does not have simultaneous power of taxation. Given below is the list of 13
Union heads of taxation and the list of 19 State heads:
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(i)

Union List

It includes revenue sources that are the sole privilege of the Central Government. The
taxes levied by the Central Government are:
Serial No.
1
2
3

4
5

6
7

8

9

10

Item
Taxes on income other than
agricultural income
Duties of customs, including
export duties
Excise duties on tobacco and other
goods manufactured or produced
in India except (i) alcoholic liquor
for human consumption, and (ii)
opium, Indian hemp and other
narcotic drugs & narcotics, but
including medicinal and toilet
preparations containing alcohol or
any substance included in (ii)
Corporation Tax
Taxes on capital value of assets,
exclusive of agricultural land, of
individuals and companies, taxes
on capital of companies
Estate duty in respect of property
other than agricultural land
Duties in respect of succession to
property other than agricultural
land
Terminal taxes on goods or
passengers, carried by railway, sea
or air; taxes on railway fares and
freight
Taxes other than stamp duties on
transactions in futures markets and
stock exchanges
Taxes on the sale or purchase of
newspapers and on advertisements
published therein

List and Entry
(List I, Entry 82)
(List I, Entry 83)
(List I, Entry 84)

(List I, Entry 85)
(List I, Entry 86)

(List I, Entry 87)
(List I, Entry 88)

(List I, Entry 89)

(List I, Entry 90)

(List I, Entry 92)

25

(ii)
State List
State list includes sources of revenues that are the sole privilege of state governments.
Serial No.
1

2
3
4
5
6
7

8

9
10
11

12

13
14
15

Item
Land revenue, including the
assessment & collection of
revenue, the maintenance of land
records, survey for revenue
purposes and records of rights,
and alienation of revenues
Taxes on agricultural income
Duties in respect of succession to
agricultural income
Estate Duty in respect of
agricultural income
Taxes on lands and buildings
Taxes on mineral rights
Duties of excise for the following
goods manufactured or produced
within the State, namely - (i)
alcoholic liquors for human
consumption, and (ii) opium,
Indian hemp and other narcotic
drugs and narcotics
Taxes on entry of goods into a
local area for consumption, use or
sale therein
Taxes on the consumption or sale
of electricity
Taxes on the sale or purchase of
goods other than newspapers
Taxes on advertisements other
than advertisements published in
newspapers and advertisements
broadcast by radio or television
Taxes on goods and passengers
carried by roads or on inland
waterways
Taxes on vehicles suitable for use
on roads
Taxes on animals and boats
Tolls

List and Entry
(List II, Entry 45)

(List II, Entry 46)
(List II, Entry 47)
(List II, Entry 48)
(List II, Entry 49)
(List II, Entry 50)
(List II, Entry 51)

(List II, Entry 52)

(List II, Entry 53)
(List II, Entry 54)
(List II, Entry 55)

(List II, Entry 56)

(List II, Entry 57)
(List II, Entry 58)
(List II, Entry 59)
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16
17
18

19

Taxes on profession, trades,
callings and employments
Capitation taxes
Taxes on luxuries, including
taxes
on
entertainments,
amusements,
betting
and
gambling
Stamp duty

(List II, Entry 60)
(List II, Entry 61)
(List II, Entry 62)

(List II, Entry 63)

(i)
Concurrent List
The concurrent list or list of local bodies includes:
1. Tax on Properties (buildings, etc.)
2. Octroi (tax on entry of goods for use or consumption within areas of the Local
Bodies)
The revenue collected from taxes is distributed between the Centre & states in the
following manner:


Central tax revenues only for the Central Government – the Central Government
levies taxes and collects the revenues from such taxes (e.g. Corporate Tax, Tax on
capital values of assets, which are a property, or Capital Gains Tax excluding land
and Customs Duty). No part of the revenue collected through these taxes is
transferred to the state governments.



Central tax revenues shared with the states – the Central Government levies taxes,
but a part of the revenue is shared with the states (e.g., Income Tax and Central
Excise Duty).



The Central Government levies taxes, but entire revenues are given to the states
(e.g. Wealth Tax and Real Estate duty or Property Tax).



State tax revenues only for states – State governments levy and collect tax revenues
(e.g., Sales Tax/VAT, Motor Vehicle Tax and Stamp Duty).

The transfer of funds from the Centre to state governments needs to be continuously
monitored, keeping in mind the regional needs. The State governments’ share in central
tax revenues and the method of allocating the revenues are based on the
recommendations of the Finance Commissions. The President of India sets up the
Finance Commission, every 5 years, under Article 280 of the Constitution.
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During the 12th Finance Commission (2005-10), the shares of states in tax devolution
had gone up from about 10% of the total tax receipts of the Centre in the fifties to
30.5%. The states, nonetheless, have been demanding the fixation of their share in
Central taxes to be at a higher and elevated level. The 13th Finance Commission has
enhanced the vertical devolution from 30.5% to 32% of the separable pool of taxes.
11.4

INCOME TAX DEPARTMENT

Income Tax Department functions under the Department of Revenue in MoF. It is
responsible for governing the following direct taxation acts passed by Parliament of
India.







Income Tax Act
Wealth Tax Act
Gift Tax Act
Expenditure Tax Act
Interest Tax Act
Various Finance Acts (Passed Every Year in Budget Session)

The Income Tax Department deals with several aspects of international taxation such
as Transfer Pricing and is also responsible to put into effect the Double Taxation
Avoidance Agreements.
The 2 types of taxes, the direct tax and the indirect tax are governed by 2 different
boards: the Central Board of Direct Taxes (CBDT) & the Central Board of Excise and
Customs (CBEC).
11.5

CENTRAL BOARD OF DIRECT TAXES

The CBDT is a statutory power working under the Central Board of Revenue Act, 1963
and comes under the Revenue Department of the MoF, GOI. It provides important
inputs for planning and policy of direct taxes in India and is also in charge of
administration of the direct tax laws through the Income Tax Department. It is the
official Financial Action Task Force (FATF) unit of India. The Central Board of
Revenue, as the Department’s apex body is charged with the administration of taxes,
came into existence as a result of the Central Board of Revenue Act, 1924. Initially, the
Central Board of Revenue was administering both direct & indirect taxes. However,
when the administration of taxes became too cumbersome for one Board to handle, and
was thus, split up into two, namely the CBDT and CBEC with effect from January 1,
1964. This bifurcation was brought about by constitution of the two Boards u/s 3 of the
Central Boards of Revenue Act, 1963.
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11.6

CENTRAL BOARD OF EXCISE AND CUSTOMS

CBEC is one of the oldest government departments of India and the foremost nodal
national-agency in charge of administering Customs, Central Excise, Service Tax &
Narcotics in India It was established by the then British Governor General of India in
1855, to administer customs laws in India and collection of import duties/land revenue.
The duties of the board are as follows:
Central Excise & Customs
1. Collection of Excise Duty & Service Tax.
2. Collection of Customs Duty on Land Customs Station, Container Freight
Station, ICD's, SEZ's.
3. Smuggling prevention through Border Check Points & Land Customs Station.
Customs
1. Custom Duty collections on International Airports, International Air Cargo
Stations & International ICD's, Seaports, Custom Houses.
2. Prevention of smuggling on International Airports & Sea.
Central Bureau of Narcotics
1. Collection of Narcotics Duty in Madhya Pradesh, Utter Pradesh & Rajasthan.
2. Abuse of illegal substances & prevention of drug trafficking.
11.7

SUMMARY



The Income Tax Act of 1961 is the most important tax enactment in India and is to
be replaced by a new Act – the Direct Taxes Codes.



Fiscal federalism or federation denotes a system of the financial relationship
between different layers of governments (particularly Centre-State).



"No tax shall be levied or collected except by the authority of law" - Article 265 of
the Constitution.



According to Article 246, the tax-structure in India is well developed and the
Constitution has made a clear distinction between the revenues of the Union & state
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governments, articulated in the form of three arrangements – Union, State and
Concurrent.


The CBDT is in charge of administration of the direct tax laws through the Income
Tax Department and also provides important inputs for planning & policy of direct
taxes in India.



CBEC is the nodal national agency responsible for administering and regulating
Customs, Central Excise, Service Tax & Narcotics in India.
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LEARNING OUTCOMES

After studying this module, you shall be able to







12.1

To understand the meaning of budget and different views of the economists on
budget deficit
To examine the different types of budget deficits
To understand the budget deficit and its implications
To understand the monetized deficit and its implications
To understand the revenue deficit and its implications
To understand the fiscal deficit and its implications
To understand primary deficit and its implications
INTRODUCTION

Fiscal policy makes adjustments in the budget through the influence on the level of
aggregate demand. It comprises of government expenditure and taxation that govt use
to target economic objectives i.e. to achieve economic growth, distributive justice, price
stability and full employment in the country.
The classical theory advocated surplus budget when govt spending was insufficient and
remained confined to maintain law & order in the country or the functions of a policing
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of state. The revenues and expenditures were listed as few items on the budget. The
developed countries took to balanced budget theory after the Second World War. The
developing countries started advocating the theory of deficit budgets for development.
Keynesian economics suggested that adjusting govt expenditure and tax rates can be
used to stimulate the aggregate demand that encourages economic activity during the
periods of recession or budget deficit. The govt can implement deficit expenditure
policies. During periods of high economic growth, a budget surplus can be used to
decrease the activity in the economy. The expansion policies reduce the levels of
aggregate demand bringing about price stability.
Budget deficit is an important variable and policy target. In USA and several other
developed nations (also in some developing countries following US practices), the
concept of budget deficit that was generally employed for analytical purposes has been
the overall deficit taken to equal the difference between total expenditure and current
revenues. This is also called fiscal deficit and has been adopted by the IMF as the
principle policy target in their programmes. This module briefly examines the various
concepts of budget deficits and its implications on the economy.
12.2

GOVERNMENT BUDGET DEFICIT AND SURPLUS

The Budget is a large document that shows the details of all the items govt plans to
spend money on and all the sources of govt revenues for the financial year. The budget
of the govt has two parts: Revenue Budget and Capital Budget. The revenue budget
shows revenue receipts and the revenue expenditures that are met from these revenues.
Capital budget of the govt comprise of capital receipts and capital expenditures. It
shows the capital requirements and their financial patterns.
The difference between the receipt and its expenditure is the budget deficit (-) or budget
surplus (+) which is net national govt saving. An excess of govt expenditure over tax
revenue is budget deficit. An excess of tax revenue over govt expenditure is a budget
surplus exists. A balanced budget is when the govt expenditure is exactly equal to tax
revenue.
Budget deficits in the economy reduce national savings. National savings is the sum of
private saving (savings of households out of after-tax income) and public saving (the
tax revenue that the govt saves rather than spends), the source of loanable funds. When
the govt runs a budget deficit, it results in dissaving. Public saving gets reduced and
becomes negative that further reduces the national savings. Govt finance budget
deficits by borrowing in the bond market. Borrowing when gets accumulated is the
govt debt. The borrowings are thus used to meet expenditure needs including servicing
of old debt. The supply of loanable funds available to households and firms for
investment gets reduced when the govt borrows to finance the budget deficit. This
increases the interest rate that alters the behavior of households and firms. It
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discourages the demanders of loanable funds. The govt borrowing crowds out the
investment or investment decreases. Since investment is important for long-run
economic growth, budget deficit reduces the economy’s growth rate.
Govt budget surplus works in opposite, it saves the difference after meeting out the
govt debt. It increases the supply of loanable funds, reduces the interest rate and
stimulates investment and thus more economic growth.
Algebraically, this can be explained using accounting identities:
Sp=Y-T-C and Sg=T-G where
Sp is private saving and Sg is public saving, Y is gross domestic product (GDP), T is
taxes, C is private consumption, G is govt expenditure
Then, National saving, Sn = Sp+Sg
Sn = Y-C-G ………………………………… (1)
Given,
Y = C + I + G + NX………………………… (2)
Where C is consumption, I is investment, G is govt expenditure, and NX is net
exports(Exports-Imports) or (X-M).
Substituting this equation 2 for Y in 1 for national savings
S = I + NX………………………………….. (3)
Therefore, the national saving is equal to investment and net exports. In other words
the overall fall in investment & net exports essentially must match the overall fall in
the national saving to the extent that budget deficits increase the trade deficit (that is,
reduce net exports) and create a corresponding effect of increase in flow of assets
abroad. A rise in interest rates also increases the demand for the domestic currency in
the market for foreign exchange, causing the currency to appreciate. The appreciation
of the currency, in turn, affects trade in goods and services. Exports fall, imports rise,
and the trade balance moves toward deficit. Thus, budget deficit reduces national
savings which would reduce investment and net exports.
12.3

THEORETICAL PERSPECTIVE OF BUDGET DEFICIT

Govt deficits and govt debt has become the most serious concern in both developed
and developing countries. An extensive theoretical perspective has been developed to
examine the budget deficit and its impact on macroeconomic variables like savings,
investment and growth. Amongst the mainstream analytical perspectives, the three
distinct schools of thoughts on budget deficit are noteworthy and are as follows:
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12.3.1 Neoclassical School
The Neoclassical school considers farsighted individuals planning their consumption
over their own life cycle. Budget deficits raise total lifetime consumption. It shifts the
taxes to future generations, increasing current consumption. By assuming full
employment of resources the neoclassical school argues that increased consumption
implies a decrease in saving. Interest rates must then rise to bring equilibrium in the
capital markets. The higher interest rates with budget deficit would crowd-out private
investment. This would lead to decline in private investment. The neoclassical view
considers budget deficit detrimental to investment and growth.
12.3.2 Keynesian School
The Keynesian school considers the fraction of population as either myopic or liquidity
constrained. The individuals have high propensities to consume. The temporary tax
reduction or increase in govt expenditure would increase aggregate demand. As the
resources are not fully employed, national income rises due to multiplier effect. This
increases the demand for money which increases the interest rates. The increase in
interest rate would partially offset the multiplier effect. However it would neutralize by
the profitability of investments. The budget deficits have expansionary effects as it
results in increase in production which makes investors more optimistic in investment.
This leads to crowding in effect. The budget deficits stimulate both consumption and
national income. Saving and investment are not adversely affected despite of increase
in interest rate. This is due to employment of unutilized resources. However, in the
Keynesian paradigm if the resources are fully employed than it would lead to crowding
out of investment. Thus the short term effects of appropriately timed budget deficits
are beneficial.
12.3.3 Ricardian Equivalence School
The Ricardian equivalence approach advanced by Barro (1989) conceives of farsighted
fully informed altruistic individuals. They argue that an increase in budget deficits
because of an increase in govt expenditure, must be paid for either today or tomorrow.
The total present value of receipts is fixed by the total present value of expenditure.
Thus, a reduction in present taxes must be equal to an increase in future taxes, leaving
interest rates, and thus private investment, unchanged. Thus deficits do not have any
impact on aggregate demand and helps in smoothening of expenditure or revenue
shocks.
Thus it is noteworthy that among three schools one can find support for every
conceivable normative position. The budget deficit is good, bad or irrelevant depends
on the choice of an analytical perspective. The Neoclassical and Ricardian put emphasis
on the long run whereas Keynesian on the short run effects.
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12.4

TYPES OF BUDGET DEFICIT

Budget deficit concept admits of several variations and yields divergent types of budget
deficit. Each type has analytical and policy relevance. According to the World Bank,
the choice of the “correct” measure depends upon the purpose of analysis. There can
be different types of deficit in a budget depending upon the types of receipts and
expenditure taken into consideration. Accordingly, there are various concepts of budget
deficit, namely:
(i)
(ii)
(iii)
(iv)
(v)

Overall Budget deficit
Revenue deficit
Fiscal deficit
Primary deficit
Monetized deficit

12.4.1 Overall Budget Deficit
The conventional measure of budget deficit or overall budget deficit which is the
difference between the total expenditure (revenue and capital) and total receipts
(revenue and capital).
Overall Budget Deficit= Total expenditure-Total revenue
This measure was significant to determine the growth of liquidity and inflationary
pressure in the economy. The deficit is covered by the borrowings or monetized by the
central bank say Reserve Bank of India (RBI) in India. The deficit is only finance
through short term sources that includes 91-day treasury bills held by both, the RBI and
non-RBI entities. In the presence of the system of automatic monetization of deficits
through issuance of ad-hoc treasury bills, this measure of deficit, becomes an important
target to keep in check. However, in the year 1997, the govt discontinued the issuance
of ad-hoc treasury bills. Instead, a scheme of ways and means advances (WMA) by the
RBI was introduced to cover the deficit. As a result of this, the concept of budget deficit
in the traditional sense lost its significance in public finance i.e. as an indicator of short
term requirements of funds or extent of monetization. Thus, budget deficit since 199798 budget was not reported in the Budget documents of Government of India, GOI and
was discontinued.
12.4.2 Monetized Deficit
Monetized deficit is that part of the govt deficit which is solely financed by the RBI. It
indicates the quantum of additional money created as a result of credit extended to RBI.
When the govt has a significant amount of outstanding debt, it can purchase its own
debt with new printed money and thus monetized part of its debt. This is financed by
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borrowings both short and long term from the RBI. The supply of money exceeds its
demand driving up the prices leading to the inflationary consequence.
Thus, monetized deficits are an important indicator of the inflationary impact of the
increase in govt’s budgetary deficits. The significance of this deficit is that it is
important to regulate and if necessary to reduce the monetized deficit to control
inflationary pressures.
12.4.3 Revenue Deficit
Revenue deficit is excess of total revenue expenditure of the govt over its total revenue
receipts. Revenue deficit signifies that govt’s own revenue is insufficient to meet
normal functioning of govt departments and provision of services.
Revenue deficit = Total Revenue expenditure – Total Revenue receipts
Revenue deficit means dissaving on govt account. The govt should maintain surplus in
the revenue budget so that it increase the savings in the economy. The deficit is to be
met from capital receipts, i.e., through borrowing and sale of its assets (disinvestment).
Increased borrowing would lead to increase in interest payments which in turn
necessitate larger borrowings. The economy would move in the vicious cycle. The
borrowed funds from capital account are used to meet generally consumption
expenditure of the govt leading to inflationary situation in the economy.
Thus, revenue deficit may result either in increasing govt liabilities or in reduction of
govt assets. A high revenue deficit warrants that the govt either to curtail its expenditure
and avoid unnecessary or unproductive expenditure or increase its tax and non-tax
receipts. In the Indian context, a new term ‘effective Revenue deficit’ was introduced
in the Central budget 2011-12. It is the difference between revenue deficit and grants
for creation of capital assets. It is also the amount of capital receipts that are being used
for actual consumption expenditure of the Govt. This is a new parameter and same is
targeted to be eliminated by the 31st March, 2015 as per the Amendment made in 2012
to Fiscal responsibility and Budget Management Act (FRBM Act). However, the 14th
Finance Commission observed that the concept of effective revenue deficit is not
recognized in the standard govt accounting process. The Commission recommended
that the Central Govt should consider making an amendment to the FRBM Act to omit
the definition of effective revenue deficit from 1st April 2015.
12.4.4 Fiscal Deficit:
Fiscal Deficit has replaced the traditional measure of overall budget deficit. Until
eighties the fiscal policy focused primarily on the overall budget deficit or deficit
financing. With the discontinuation of budget deficit, fiscal deficit became the key
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indicator of deficit. This is widely used as a summary indicator of the macroeconomic
impact of the budget in several developed countries. Fiscal deficit has been adopted by
the IMF as the principal policy target in their programmes. In India, the govt began to
report the fiscal deficit only after 1991.
Fiscal deficit is defined as the difference between the total expenditure including loans
net of repayment and the revenue receipts plus non-debt capital receipts. It indicates
the total borrowing requirements of the govt from all sources that includes domestic
sources like public and commercial banks or from World Bank, IMF or from RBI.
Fiscal deficit = Total expenditure – Total receipts excluding borrowings = net
borrowings of the government
Borrowings of the govt create problem of not only increase in interest payments but
also of liability to repay loans. The interest payment increases revenue expenditure
creating a higher revenue deficit. The govt would be compelled to borrow more leading
to emergence of debt trap. Increasing fiscal deficit over a period of time means govt
expenditure is rising faster than its revenues. A rapid increase in the public debt would
increase debt-GDP ratio which would have harmful effects.
Government can also borrow from RBI which meets this demand by printing of more
currency notes (called deficit financing). It results in circulation of more money. This
may cause inflationary pressures in the economy leading to retardation of the economic
growth as the borrowings crowds out private investment. Thus, it is necessary to
monitor and regulate the fiscal deficit. Fiscal deficit is advantageous if it creates new
capital assets that increase the future income.
In India, the Fiscal Responsibility and Budget Management Act (FRBM Act) was
passed by the parliament in 2003. The aim of this act was to remove revenue deficit of
the govt. It binds the govt to fix fiscal and revenue deficit targets for itself. The
implementation of Fiscal Responsibility and Budget Management (FRBM) Act during
the period 2005-10 had helped the Centre and State govts to reduce their fiscal deficits
to a considerable extent. However, during the global slowdown years (2008-09 and
2009-10) expansionary fiscal policy resulted in fiscal deficit moving up significantly.
The 13th Finance Commission had proposed a target of attaining a 3% fiscal deficit (of
GDP) for central govt by 2013-14 and for State Govts in stages, and in a manner that
all states would attain 3 % fiscal deficit (of their GSDP) by 2014-15.
The 14th Finance Commission recommended the Centre to maintain its fiscal deficit at
3.6% of the GDP for 2015-16 from 4.1% in 2014-15 and then maintain it at 3% for the
following four years. According to the present Finance Minister, Mr. Arun Jaitley, the
3% fiscal deficit target will now be achieved in three years as against the FRBM target
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of two years i.e.as per the new roadmap for fiscal consolidation, fiscal deficit will be
3.9% of GDP in 2015-16, 3.5% in 2016-17 and 3% by 2017-18.
12.4.5 Primary Deficit:
Primary deficit is defined as fiscal deficit of current year minus interest payments on
previous borrowings.
Primary deficit = Fiscal deficit-Interest payments.
In other words primary deficit indicates borrowing requirement exclusive of interest
payment (i.e. amount of loan). The borrowing requirement of the govt includes
accumulated debt and interest payment on debt. If ‘interest payment on debt’ is
deducted from borrowing, the balance is called primary deficit. It shows how much
govt borrowing is going to meet expenses other than Interest payments. It also shows
the net increase in the govt’s indebtedness due to the current year’s fiscal operations.
A reduction in primary deficit is reflective of govt’s efforts at bridging the fiscal gap
during a financial year. Thus, zero primary deficits means that govt has to resort to
borrowing only to make interest payments.
Thus, primary deficit is a narrower concept and a part of fiscal deficit because the latter
also includes interest payment. It is generally used as a basic measure of fiscal
irresponsibility.
12.5









SUMMARY

The Budget is a large document that shows the details of all the items govt
expenditure and all the sources of govt revenues for the financial year.
The difference between the govts receipts and its expenditure is the budget deficit
(-) or budget surplus (+) which is net national govt saving. A budget deficit is an
excess of govt expenditure over tax revenue. A budget surplus is an excess of tax
revenue over govt expenditure. If govt expenditure is exactly equal to tax revenue
it is balanced budget.
Govt budget deficits reduce national saving, reduce investment, reduce net exports,
and create a corresponding flow of assets abroad.
The budget deficit is good, bad or irrelevant depends on the choice of an analytical
perspective. The Neoclassical and Ricardian focus on the long run whereas
Keynesian on the short run effects.
Depending upon the receipts and expenditure of the govt, there can be different
types of deficit that can be taken into consideration.
The traditional measure of budget deficit or overall budget deficit which is the
difference between the total expenditure (revenue and capital) and total receipts
(revenue and capital).
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Monetized deficit is that part of the deficit of the govt which is solely financed by
the RBI. It indicates the quantum of additional money created as a result of credit
extended to RBI.
Revenue deficit is excess of total revenue expenditure of the govt over its total
revenue receipts.
Fiscal deficit is defined as the difference between revenue receipts plus non-debt
capital receipts and total expenditure including loans net of repayment. It indicates
the total borrowing requirements of the govt from all sources that includes domestic
sources like public and commercial banks or from World Bank, IMF or from RBI.
In India, reduction in the relative size of fiscal deficit has gained momentum since
eighties.
Primary deficit is difference between fiscal deficit of current year and interest
payments on previous borrowings.
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UNIT-13 OBJECTIVES OF FISCAL POLICY
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13.0

LEARNING OUTCOMES

After studying this module, you shall be able to
 To know the meaning and scope of fiscal policy
 To understand the mechanism of fiscal policy
 To understand the objectives of fiscal policy
 To examine fiscal policy and economic growth
 To examine the fiscal policy and distributive justice
 To examine the fiscal policy and price stability
 To examine the fiscal policy and full employment
13.1

INTRODUCTION

Fiscal policy and monetary policy are two important instruments of the macroeconomic
policy of a government. They play a useful role in attaining macroeconomic objectives
of economic growth, full employment, price stability and distributive justice. Fiscal
policy comprises a mix of budgetary instruments that the government uses to target
particular macroeconomic objectives. The revenue raised from taxes and non-tax
sources are used to pay for government activities and expenditure decisions to help
achieve the goals of the government. Monetary policy refers to changes in the interest
rates and money supply which is under the control of the central bank of India (Reserve
Bank of India), which is an autonomous institution outside the government. However,
fiscal policy is directly under the control of the government, subject to legislative
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control. Monetary and fiscal policies are important instruments available to a
government that influences the economic activities at the macroeconomic level and
also ensure smooth functioning of the economy. These two policies are interdependent
on each other.
According to G.K.Shaw, “any decision to change the level, composition or timing of
government expenditure or to vary the burden, the structure or frequency of tax
payments is fiscal policy”. Fiscal policy is composed of tax policy, expenditure policy,
investment and disinvestment strategies and debt management. It is an important
constituent of the overall economic framework of a country and is therefore intimately
linked with its general economic policy strategy. This module examines the scope of
fiscal policy in the economic framework of the country and its economic objectives.
13.2

EVOLUTION AND SCOPE OF FISCAL POLICY

With the economic development process, numerous strategies and policies underwent
changes. No other branch of economics has undergone such revolutionary
developments as fiscal theory and policy.
Furthermore, before the Great Depression the fiscal policy was practically unknown.
During those times, the government’s approach to the economy was laissez faire, i.e.,
free from government control and regulations. J.M. Keynes in his treatise ‘The General
Theory of Employment, Interest and Money’ did not agree with aim of fiscal policy
suggested by classical economists. This early belief of minimum interference and
avoidance of deficits was replaced by the Keynesian with a view of promoting stability.
The Great Depression in 1930s was seen as a failure of capitalism and markets, state
intervention seemed to record one success after another. In the post Keynesian period
the emphasis was on short run stability but with theoretical developments the shift was
in favour of long run stability. The whole basis of public finance was revolutionized in
developed economies while in underdeveloped and developing economies including
India, the economists recommended the application of Keynesian techniques. However
the conditions of the underdeveloped economies were different from those postulated
by the Keynes.
In the developing countries, centralized planning, corrective interventions in resource
allocation, economic nationalism were the components of the development strategy
adopted at independence which emphasized the prevalence of market failure and the
central role of state in correcting them. By the 1960s, the role of government was
involved in every aspect of the economy, administering prices and regulation of labour,
foreign exchange and financial markets. The cost of this development strategy got
exposed when the debt crisis hit in the 1980s and the oil price shocks. The collapse of
the Soviet Union was largely due to the countless number of drastic reforms and was
hailed as superiority of capitalism over socialism.
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In the 1990s, countries had scaled back the size and function of government—with
market friendly strategies being a major strategy in many parts of the developing world.
However, with the recent global financial crisis of 2007 posing a threat of worldwide
recession led to many countries to have a more active fiscal policy.
Thus, it is realistic to formulate a sound fiscal policy in regard to the economic
conditions that exist in a country. In its formulation for the country it must take into
account the following:
a) The stage of economic development
b) The degree of elasticity of response of the system to economic stimuli, and
c) The state of the economy at any given time
The importance of fiscal policy in developing countries arise from the fact that there
the state under democratic control plays proactive role in stabilizing the economy and
promoting economic development using indirect controls like monetary and fiscal
policies. The government needs to intervene when the market is unable to allocate
goods and services optimally because its production is lump and it cannot be charged
to consumers individually through the market mechanism or their production may need
large investment that private sector are not able to undertake it. Thus, according to
Musgrave (1959) the provision of public goods reflecting its indivisibility, correction
of negative externalities, and improvement of income distribution and stabilization of
the economy are legitimate areas of government activity. The government also carries
a responsibility to redistribute incomes in a way that will maintain social welfare and
protect the vulnerable. Thus, fiscal policy is an important instrument of the government
by means of which it can achieve the objectives of economic development.
13.3

MECHANISM OF FISCAL POLICY

Fiscal policy is the policy of government related to its own expenditure and taxes in
order to influence the aggregate demand (AD). Depending upon existing state of the
economy, government can employ either expansionary or contractionary fiscal policy.
Expansionary fiscal policy increases the aggregate demand whereas contractionary
fiscal policy reduces the aggregate demand. Changes in the level, timing and
composition of government spending and taxation have an important effect on the
economy.
It is one of the very important demand –side policies. Demand –side policies focus on
changing the AD or shifting the AD curve in the aggregate demand and aggregate
supply (AD-AS) model in order to achieve the objectives of price stability, full
employment, and economic growth.
Consider the equation:
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Y = C + I + G + (X- M)
On the left side is Y (GDP) represents the total value of goods and services produced
in the economy. On the right side are the components of aggregate demand—private
consumption (C), private investment (I), government expenditure on goods and
services (G), and exports minus imports (net exports, NX). The consumption is
dependent on disposable income Yd (income Y that remains after tax payments T, YT), so it has Y and T as variables.
This equation also makes it evident that governments affect economic activity (GDP),
controlling G directly and influencing C, I, and NX indirectly, through changes in taxes,
transfers, and spending. Fiscal policy that increases aggregate demand directly through
an increase in government expenditure or lowering taxes is typically called
expansionary policy. By contrast, fiscal policy is often considered contractionary
policy if it reduces aggregate demand via lower expenditure or raising taxes. Fiscal
policy influences all of these components of AD:
‘C’ by imposing taxes on consumers, i.e., personal income taxes.
‘I’ by imposing taxes on business profits.
Similarly, government can easily change its own expenditure.
Moreover it influences ‘X-M’ by means of subsidies provided to the domestic
producers, import tax, and so on.
13.4

OBJECTIVES OF FISCAL POLICY

The government’s involvement in macroeconomic co-ordination with the objective of
stabilizing the economy is crucial. Fiscal policy is comprised of mix of budgetary
instruments which refer to the use of taxation and non-tax revenues and government
expenditure to influence the aggregate level of economic activities at the
macroeconomic level. It aims to achieve economic objectives with soundness of public
finance. The objectives of fiscal policy are more or less same in developed and
underdeveloped economies. According to Heller “the objectives of tax and budgetary
policy in underdeveloped countries are to promote investment, to maintain stability and
to reduce extreme inequalities in wealth and income”.
These objectives are not different from the objectives of fiscal policy in developed
economies that are economic growth, stability and optimum income distribution.
The major objectives of fiscal policy are as follows:
1. To mobilize resources for sustainable economic growth
2. To achieve the target of full employment
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3. To restrain price instability in order to ensure economic stability; and
4. To achieve equitable distribution of income and wealth
13.4.1 Economic Growth
The fundamental objective of fiscal policy in a developing economy is to achieve rapid
economic growth and development. The developing countries are in the vicious circle
of poverty. This can be broken by mobilization and efficient allocation of resources.
Capital formation is an important determinant of economic growth. The savings have
to be mobilized and channeled to productive investment. To achieve high capital
formation it is necessary to accelerate saving and investment rate which in turns affects
productivity growth in the economy.
Fiscal policy is an efficient and equitable way of mobilizing resources for accelerating
public investment. It may affect the rate of saving and the willingness to invest and
may thereby influence the rate of capital formation. Through the effective fiscal
policies the government can mobilize resources. One of the fiscal instruments is
taxation which can be used for mobilizing resources for capital formation in the public
sector. By designing an appropriate tax structure, resources can be raised for public
authorities for administration and development. The imposition of progressive direct
taxes such as income tax or corporate tax and high rate of indirect taxes on luxury goods
and services consumed by the high income individuals and on undesirable items. In
this way government can discourage consumption and production of such items. The
production of life necessities and employment oriented industries can be encouraged
by offering tax concessions or subsidies. Public Borrowing is another fiscal instrument
by which the savings could be mobilized for economic development. Public borrowing
becomes necessary because taxation alone cannot provide sufficient resources needed
for economic development.
The allocation function is another important fiscal function to enhance economic
growth. Fiscal policy should be designed in such a way that should ensure the optimum
allocation of resources. The total resources are divided between private and social
goods and by which the mix of social goods are chosen. The private goods are provided
in the market due to rivalry and excludability whereas social goods are provided
through budgetary finance as the market fails in its provision due to nonexcludability(users cannot be prevented from consuming the good) and non-rivalry
(consumption by one user does not reduce the supply available to others). The fiscal
policy ensures that the resources are allocated for the production of socially desirable
goods and discourage those that are socially undesirable. The resources should be
diverted from unproductive sectors to the productive sectors of the economy.
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13.4.2 Distributive justice
Distributive justice is an important objective of fiscal policy. It relates to the
redistribution of income and wealth. The pattern of distribution determined by the
market forces is not necessarily which society considers fair and just. Distributional
adjustments are called for through efficient fiscal policy. A welfare state should provide
social justice by giving equitable distribution of income and wealth.
The distribution of economic resources depends on two factors:
1. Distribution of factor endowments such as personal income or earning capacity
and ownership of accumulated or inherited wealth.
2. Prices of these factors in the market.
Suppose in the market, the businesses would want to maximize their profits and the
public who consumes a mix of goods and services would be supplied whatever they
want.
In a competitive economy, profit maximizing firms will be forced to pay factors of
production according to their productivity i.e., returns to the factors of production
reflecting their productivity. This means those who are skillful and able to take the
opportunity would benefit and those who are not would receive little or no income. To
some this would be market success and to others the distribution of income can never
be purely economic concept. Thus, to contribute significant change in the distribution
of income the government plays a pivotal role. This is accomplished through taxing
powers and expenditure responsibilities of the government carried through fiscal
policy.
According to Musgrave, among various fiscal instruments, redistribution is
implemented most directly by following methods:
a) Tax-transfer scheme, combining progressive taxation of high income with a
subsidy to low income households
b) Progressive taxes used to finance public services that particularly benefit low
income households
c) A combination of high taxes on goods consumed by high income consumers
with subsidies to other goods that are used by low income consumers.
Tax policy influences the distribution of income and wealth through the main
instruments i.e. direct taxation on income, wealth and property transactions or taxation
on commodities and services purchased largely by high income group and subsidies on
goods purchased by low income groups or transfers. Taxation of the rich will reduce
savings and thus retard development efforts. The objective of distributive justice comes
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in conflict with economic growth. It diverts the purchasing power from richer to poorer
sections of the community encourages consumption and diverts resources from
investment and feeds inflation. The equitable distribution destroys incentive for
production on the one hand and sources of savings on the other. This could be reduced
by pursuing the suitable fiscal policy incorporating tax laws and public expenditure
policies to encourage savings and investments. Thus the government carries a
responsibility to redistribute income and wealth in a way that balance equity and growth
while at the same time to ensure the incentives to the private sector productive activity
are not jeopardized.
Therefore in designing the fiscal policy it is essential to achieve proper balance between
these objectives.
13.4.3 Price stability
Economic stability is another important aim of a sound fiscal policy. Economic growth
and stability are the twin objectives jointly pursued by a developing country’s fiscal
policy. Stability does not refer to the stabilization of price level alone but stability in
all the phases of the economic transition and growth.
Fiscal policy is the key instrument in the hands of the government to achieve all round
stability and prosperity. It is a tool through which the economic resources could be
allocated in the best possible way and maintains full employment with relative price
stabilization. Economic instability occurs in the economy due to cyclical fluctuations
caused by aggregate demand shocks and aggregate supply shocks. Inflation and
deflation are the two short run instability situations. At times the level of aggregate
demand may be insufficient to secure full employment of labour and other factors of
production. At other times, aggregate demand may exceed available output at full
employment level. Fiscal policy can be effectively used by the government to correct
the disequilibria in an economy. Inflation should be curbed and deflation should be
avoided.
Inflation causes rise in prices and continuous fluctuations by creating disequilibrium in
the economy. It becomes highly essential to check inflation. Fiscal policy can control
inflation if implemented efficiently and bring the economic stability. The government
should impose high taxes to check the increasing aggregate demand and the
government expenditure should be reduced to the extent that it may be able to contract
the increased spending of the private sector. When the government is unable to meet
the expenditure through the revenue received it tries to meet it through public
borrowings. The public borrowing reduces the purchasing power of the people, it may
be called anti-inflationary measure. On the other hand, deflation is continuous price fall
and purchasing power. It is characterized with low aggregate demand and fall in the
spending and investment. The government must raise its expenditure to achieve the
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objective of full employment. This may be done by undertaking public works,
employment schemes, tax rebates or fall in taxes may help in improving the situation.
Thus, the expansionary and contractionary fiscal policy of the government can change
the level of aggregate demand and the real GDP and thereby control inflation and curb
deflation.
13.4.4 Full Employment
Another important objective of fiscal policy is to achieve full employment and maintain
economic stability in the country. Countries try to remove unemployment and attain
full employment. Full employment means that qualified people who seek jobs at
prevailing wage rates can find them in productive activities without considerable delay.
It refers to that situation where there is no involuntary unemployment in the economy.
The government makes every possible effort to achieve full employment in the country
through effective fiscal measures. The government tends to increase its public
expenditure in infrastructure, public works and social security measures that result in
upliftment of the level of aggregate demand, investment and employment. Taxation
should be structured in such a way that promotes and sustain consumption and
investment. The lowering of direct taxes like income tax or corporate tax encourages
more savings and investment and consequently creates more employment. Once the
objective of full employment is attain, it has to be maintained by adopting appropriate
fiscal measure. However it is difficult to achieve full employment as the factor markets
are not perfect. In a developing economy there is a problem of disguised unemployment
that can be solved by fiscal policy through increase in public expenditure to provide
alternative employment opportunities.
13.5

SUMMARY



Fiscal policy comprises a mix of budgetary instruments that government use to
target economic objectives of the country. It is the use of government spending and
taxation to influence the economy.



The objectives of the fiscal policy are: the achievement of economic growth,
distributive justice, price stability and full employment.



Fiscal policy is the policy of government related to its own expenditure and taxes
in order to influence the aggregate demand (AD). The government employs either
expansionary or contractionary fiscal policy. Expansionary fiscal policy via
increase in government expenditure or reduction in taxes would increase the
aggregate demand whereas contractionary fiscal policy via reduction in
government expenditure and raise of taxes would reduce the aggregate demand.
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Changes in the level, timing and composition of government spending and taxation
have an important effect on the economy.


The fundamental objective of fiscal policy in a developing economy is to achieve
rapid economic growth and development. This could be achieved by mobilizing the
resources to the desired channels of investment and optimally allocate the resources
to socially desirable goods and services



Distributive justice is an important objective of fiscal policy. It relates to the
redistribution of income and wealth. Tax and transfer policies offer an effective
measure of implementing distributional adjustments of fiscal policy.



Inflation and deflation are two instability situations in the short run. Fiscal policy
is the key instrument in the hands of the government to achieve all round stability
and prosperity. It is a tool through which the economic resources could be allocated
in the best possible way and maintains full employment with relative price
stabilization.



The government makes every possible effort to achieve full employment in the
country through effective fiscal measures either by increasing government
expenditure or by reducing taxes or the combining the two measures.
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