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UNIT-1: MEANING AND SCOPE OF PUBLIC FINANCE
Structure:
1.1
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1.2
Introduction
1.3
Meaning of Public Finance
1.4
Private and Public Finance
1.4.1. Similarities
1.4.2. Distinction
1.5
Private and Public Goods
1.6
Conclusion
1.7
Check Your Progress
1.8
Key Words
1.9
Answer to Check your progress
1.10 Further Readings
1.1

LEARNING OBJECTIVES
After going through this unit, the learners will be able to understand
•
•
•

1.2

The meaning and scope of Public Finance
How it is similar to or different from Private finance?
The key distinction between public goods and private goods.

INTRODUCTION

The scope and objectives of public finance and public budget largely depend on the
nature of the economy. In a capitalist economy the private capital plays a dominant role
whereas, in a socialist economy the state or public sector dominates over the private
sector. This dominance is with regard to which sector takes the key economic decisions
such as what to produce? how to produce? and for whom to produce?
While in a capitalist economy the private capitalists take these decisions (being guided
by the demand of the consumer), in a socialist economy the socialist government takes
these basic economic decisions. Similarly, in a mixed both private as well as public sector
jointly discharge this function.
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In terms of the role and functioning of the Government the state can be classified as a
police state (where the responsibility of the govt is restricted to maintenance of law and
order and protecting the country from external aggressions) or a welfare state where the
function of the state extends beyond the police function and includes the responsibility
of provisioning of infrastructure and essential goods like health and sanitation, education
and transport facilities. Further, the state activities under a welfare state also includes
ensuring economic growth, maintaining price stability and employment among others.
In modern times, with the prevalence of liberal economic order, the private capitalist
sector is indeed enjoying an upper hand over public sector. Market mechanism is playing
a crucial role in the current economic scenario. Nevertheless, the role of public sector
cannot be ignored. Keynes the protagonist of state intervention advocates the role of state
in maintaining employment and economic stability. Thus, public finance in a modern
states attempts to maximise the social welfare while dealing with the income and
expenditure of the public authorities and their adjustment with each other.
.
1.3

MEANING OF PUBLIC FINANCE

The term Public Finance comprises of two words (i) Public meaning “general public of
the nation” and (ii) “Finance” indicating management of money and the matters relating
to it. Thus, Public finance deals with the manner in which the state acquires or arrange
the funds required for incurring various public expenditures. Thus, public finance is the
area of economics which studies government activities and the alternative means of
financing government expenditure. Public finance may be defined as the science which
deals with the activities of the state with regard to obtaining and spending the material
things necessary for the proper functioning of the state. Under public finance, the money
collected through various tax and non-tax revenue or arranged through public debt or
deficit financing (e.g printing of notes), is spend for public welfare or socially desirable
goods and services. The fiscal instruments available under public finance also used to
maintain economic stability and to ensure desired level of growth of income, savings,
investment and output.
The study of public finance can be divided into four parts that is (a) public expenditure
which includes expenditures incurred by the government for the welfare of the general
public and for the development of the nation, (b) public revenue i.e the revenue earned
by the government sources including tax and non-tax revenues, (c) public debt which
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includes various ways (e.g. internal and external borrowings) in which the state arranges
money when its expenditure exceeds income and (d) the expenditures incurred on
financial or fiscal administration.
Under public finance, the aim of collection of revenue is determined by the size of the
financial activities of the state. Therefore, in public finance the amount expenditure is
generally determined first and thereafter required revenue is arranged. Public revenue or
income may come from two sources that is tax revenue and non-tax revenue. However,
when public revenue falls short of public expenditure the public authority can arrange
the deficit or the difference amount through external public debt or internal public debt
or even may borrow from the central bank of a country. The source of financing the
balance amount also includes the option of printing of more notes by the central
bank.Through various fiscal operation the government allocate resources, distributes
income and wealth and archives economic stability.

1.4

PUBLIC AND PRIVATE FINANCE.

1.4.1. Similarities
Maximum satisfactions: The basic objective of both individual and state is
maximization of satisfaction. Where private finance deals with the satisfaction of
individual there, public finance deals with satisfaction of society measured in terms of
social welfare.
Both public finance as well as private finance face the problem of adjustment of income
expenditure and the problem of economic stability.
In both the cases when current income becomes less in comparison to current expenditure
the borrowing becomes necessary.
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1.4.2 Dissimilarity
There exist a number and the similarities between these two finances
Adjustment of Income and Expenditure:
While an individual first of all considers his income and then decides the different aspects
of consumption, the public authority decide the amount of expenditure first of all which
it has to use on different aspect to fulfil the desired responsibilities and after that it go for
sources of income. This is because public finance has far greater flexibility in terms of
arranging funds, whereas in case of individual the flexibility available is very limited. An
individual adjusts his expenditure according to his income i.e., cutting the court
according to the cloth available to him or her. But public finance adjusts its income
according to its expenses i.e arranging the cloth according to the size of the coat.
Control over private spending
Private firm cannot compel and has no control over the spending of others. On the other
hand, the Government can compel people to spend on certain items or activities.
Application of Economic principles:
Basic or fundamental economic Principles like the principle of equi-marginal utility can
be applied in both public and private finance. Both may adopt the law of equi-marginal
utility so that total utility must be maximum. However, the fact is that an individual is
more independent while choosing different heads of expenses while the government is
not independent and therefore the government may spend money under pressure from the
public and the result is that government expenditure may increase without a parallel
increase in utility or benefit.
Nature of budget: An individual usually believes on a surplus budget by spending less
than its income and does not believe in deficit budget but government can consider a
deficit budget over surplus budget for different objectives such as development.
Sources of resources: The sources of income of a person are limited but in addition to
the traditional source of income, a public authority can borrow from general public,
foreign countries and take resort to deficit financing. Further, the government can also
go for public sector undertaking to increase its income, nationalized private sector,
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established new firm and can adopt coercive method to raise revenue, which an
individual cannot do.
Motive behind expenditure
Most of expenditure profit motive governs the motive of expenditure in case of private
firm. The motive of public authority is often public welfare. For example, the public
expenditure on health service, education, internal and external security, social security
measures are based on welfare motive.
Time factor and return on investment: An individual or companies usually invest in
those areas where there is immediate and high return is expected. Public authority with
its welfare motive usually has ad long-term vision for the society and considers very long
term social and economic return on investment.

1.5

PUBLIC GOODS VERSUS PRIVATE GOODS

In order to understand the nature of public economics and its various problems
and principles it is helpful to distinguish between the public and private goods in the
following paragraphs:
i ) Divisibility in case of private goods which are available in the market are allowed for
its use only to those who pay the stipulated price. In other words, such a goods are priced
and the principle of exclusion is be applied for its use. Those who do not agree or fails to
pay its market price are excluded from the use of the concerned goods. In this sense the
goods become divisible so far as its use and availability to the people through market is
concerned. Thus, private goods are available on the basis of ability to pay and applies
exclusion principle to those who fail to pay the market price. On the other hand, in the
case of pure public goods some member of the society cannot exclude or prevented from
its consumption, provided some other members have access to it. The best example could
be the country's defense service, which protect all the citizens of a country without any
discrimination. In the case of defense service, application of principle of exclusion does
not apply. The defense service is indivisible and cannot be priced in the market in order
to exclude some citizens from its benefit. Due to this non-excludability characteristics of
the public goods, few people may be willing to pay for the use of such public goods
voluntarily hoping that through the contribution and efforts of others the service will be
available to them. This is referred to the problem of “free riders” - which means that
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everybody would like to have the benefit of goods without having the cost of it supplies,
so necessary refinancing on volunteering basis fails to operate here.
That is the provision of such goods has to be made through compulsory contributions by
the members of the society through taxation.
ii) Exercise of preference – A good which can be priced, the buyers would decide its
demand through preferences, whether or not if it is to be supplied at all and in case it is
to be supplied then they decide about the quantity of its supply. But in case of public
goods which is indivisible in nature its supply cannot be determined through market
mechanisms. The decisions regarding the supply of such goods are therefore left to the
decision of the government. Hence in case of public goods, individual preference may
not be revealed in total. Thus, indivisible goods for which benefits cannot be priced and
therefore the principle of exclusion does not apply are called “Pure Public Goods” .“Pure
Private Goods” are completely divisible and principle of exclusion applies in full manner.
It can be further noted that this indivisibility of a good does not necessarily imply that
every citizen of this society has an equal share in its benefits. In case of defense service,
the people living near the border areas need more of its services then the people living in
the middle of the country. The financing of such expenditure cannot be through market
mechanism.
iii) Joint Consumption-Public goods are necessarily jointly consumed, but all joint
consumption can not be termed as public goods. For example, watching a cinema (a joint
consumption and can be classified as a club goods).
iv) Externalities- The term externalities refer to the economic effects which flows from
the production or use of the good to the other parties or economic units. Such economic
effects may be termed as spill-over effects, neighborhood effects or third-party effects.
These externalities may be an economic gain or an economic loss to other economic
units. This causes a divergence between the “internal” (or private and social marginal
costs (or benefits) of the goods) in question. For example, a thermal power plant using
coal would cause a lot of water/air pollution. This is a cost to the society not to the
individual undertaking like the power company. The externalities in the form of
social/economic benefit would be a gain in the social overhead like a road would bring
to the areas and the industries served by it. These externalities are of two types:
i)

Non-market-external effect, which cannot be priced in the market with
reference to demand and supply behavior, they would be termed as nonmarket external effect.
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ii)

By contract, a pure private good is supposed not to have externalities. In this
case there will be no difference between private goods and social marginal
costs of supply. The market pricing would therefore be representing the
social cost of supplying the goods and even if it is left in the hands of private
sector, the supply would be at the socially optimum level.

A lively characteristic of pure public goods is that its marginal cost would be zero or
close to zero. It means that additional member of the society can be benefited by its
use without appreciably adding to the total cost.
Another likely characteristic of the pure public goods is that it would be subject to
the law of decreasing costs. In view of its lumpiness, it is subject to the economies of
scale. A provision of small quantity of public good would mean higher average cost.
It is a usual practice that the public goods are provided by the public sector/state and
the private goods by the private sector through the fair play of market mechanism.

1.6

CONCLUSION
In this unit the meaning and scope of Public Finance is discussed. Further, the
discussion is extended to how public finance is different from private finance in terms
of arranging required funds for expenditure, objectives behind deciding the
expenditure etc. In addition, how public finance is similar to or different from Private
finance is also discussed. This unit also highlights the key distinction between public
goods and private goods.

1.7

CHECK YOUR PROGRESS
1. Describe the meaning and scope of Public Finance
-------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
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-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------2. Discuss the similarities and dissimilarities between public finance and private
finance.
----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------3. Distinguish Between Public Goods and Private Goods
-------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
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1.8

KEY WORDS

Public Finance

Deals with the public revenues both tax and non-tax,
expenditure, public debt and the financial relation
between different layer of the government.

Private Finance

Deals with the source’s income and, their expenditure and
savings and the loan of private entities.

Public Goods

These are goods which has the characteristics of nonexcludability and non-rivalries in production.

Private Goods

Private goods are excludable and rivalry in consumption.

Externality

When, the consumption or production done by one
economic agent affecting the consumption or production
of another agent who is not a party to the transaction, it is
known as externality.
A situation where everyone would like to take the benefit
of goods without bearing the cost of it supply.

Free Rider

1.9

Answer To Check Your Progress

1. Refer to section 1.2
2. Refer to section 1.4
3. Refer to section 1.5

1.8

Further Readings
1. Bhatia H L (2018): Public Finance. Vikas Publishing House.
2. J. Hindriks and G. Myles (2006): Intermediate Public Economics, MIT Press.
3. R. A. Musgrave and P. B. Musgrave (1989): Public Finance in Theory and
Practices, McGraw Hill.
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UNIT-2

PRINCIPAL OF
ADVANTAGES

MAXIMUM

SOCIAL

Structure:
2.1 Learning Objectives
2.2 Introduction
2.3 Principle of Maximum Social Advantage
2.4 Extend of Public Expenditure
2.5 Musgrav’s Explanation
2.6 Limitations
2.7 Conclusion
2.8 Check Your Progress
2.9 Key Words
2.10 Answer to Check your progress
2.11 Further Readings

2.1 LEARNING OBJECTIVES
After going through this unit, the learners will be able to understand
•
•
•
•

Principle of Maximum Social Advantage
Tax and Public expenditure: Views of different economist.
Principle Of Maximum Social Advantages and Musgrav’s view
Basic Principle to Guide Govt. Financial Operation

2.2 INTRODUCTION
The principles of “Public Finance” are the fundamental rules by which state’s fiscal
policy should be governed. This fundamental rule or principle is called the “Principal of
Maximum Social Advantage” or the “Principle of Maximum Social Welfare”. The whole
credit of this principle goes to the famous economists Prof. H Dalton and Prof. AC Pigou.
Classical Economist including Adam Smith and Ricardo believed that private
expenditure is productive and government expenditure is unproductive. That is why, they
were of the opinion that “Every tax is an evil and every government expenditure is
unproductive “. On the contrary, Prof Dalton denies this proposition and held that, “it is
Odisha State Open University, Sambalpur
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not true that every tax is evil”. For e.g., imposition of heavy tax on narcotic drugs, liquor
and other harmful products, which are injurious to health can definitely be justified on
economic and welfare ground. Dalton has supported strongly the government
expenditures and objected to the concept that govt. expenditures are always
unproductive. Government expenditures on health, education, agriculture, industry, etc
is not at all unproductive because such type of expenditure increases economic and social
welfare. However, Prof. Dalton has not justify all government expenditure and says “it
is not true to say that all type of public expenditure is good. For e.g., the government
expenditure on unnecessary wars is clearly an evil. “This clearly shows that the modern
economists have rejected the concept that every government expenditure is unproductive
and every tax is an evil. Thus, any fiscal measures of the government which enhances
and maximizes the welfare of the society can be considered as just.

2.3

PRINCIPLE OF MAXIMUM SOCIAL ADVANTAGE

Public expenditure and public revenue are two important activities of the state. It is
necessary that direction or execution of these two financial operations of the state must
be done under some basic principle so that maximum social benefit/advantages is
attained. According to the principle of maximum social advantages, the state has to get
its revenue/income and to spend it in such a way that there can be maximum increment
in the welfare / utility of the public. When govt. imposes tax for its revenue purposes, it
creates disutility. Therefore, the government has to adjust its income (revenue) and
expenditure in such a way that aggregate utility of the society is maximized and disutility
is minimized. In other words, if the application of public finance, benefits the people to
the maximum possible extent, then the operation is justified otherwise not. In other
words, public finance should lead to attainment of maximum social advantages/welfare
by the operation of the government.
2.4

EXTENT OF PUBLIC REVENUE AND EXPENDITURE
Prof. Dalton in this regard pointed out the following:

•
•
•

To what extent government expenditure must be increased?
How to collect government revenue?
How to divide government expenditure between different uses.
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In the words of Prof. Dalton, Government expenditure must be used in every
direction up to the extent where equal balance can be maintained with regard to the loss
caused due to increase in taxation and the advantage that the community gets due from
the public expenditure. This rule prescribes an ideal limit or benchmark for both
government expenditure and income.

Table 2.1: Maximum Social Welfare: Tax and Expenditure
Unit of tax

Disutility of Tax

Utility due to P.E.

1

5

`16

2

7

12

3

9

9

4

12

7

5

16

5

6

20

3

Every additional unit of tax leads to increase in the sacrifice/disutility of the
public but on the other hand public expenditure increases the aggregate social welfare or
satisfaction, Therefore, the amount of benefit received by any unit of money spend
bygovernment should be equal to the sacrifice/disutility of the public due to any unit of
tax imposed by the government. This is the point where the government has to stop the
expansion of its revenue and expenditure operation. This is illustrated in table 2.1 below.
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Or in other words the government expenditure must be done up to that extent where
marginal utility received by public expenditure must be equal to the marginal disutility
due to taxation. This is illustrated in figure 2.1

Figure 2.1: Equality between Sacrifice due to taxation and
Benefit from Public Expenditure
B’

S’

B
3

S

The principle of maximum social advantages can be explained by taking hypothetical
example as illustrated in table 2.1, It can be noticed from table 2.1 that the marginal
sacrifice increases with every additional unit of tax, and with every additional unit of
government expenditure, its utilities increase in comparison to earlier one. The third unit
of taxation and public expenditure equalizes the marginal social sacrifice (9) to marginal
social benefit/advantages (9). This is where the limit of the tax imposed and public
expenditure incurred is fixed and at equilibrium.
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In the given figure 2.1 above, the marginal benefit curve declines continuously with
every increase of public expenditure and marginal sacrifice curve increases with the
increase in the tax revenue collected by the government. These two curves intersect at
point ‘p’ indicating that the limit of government income and expenditure.
If the benefit curve line of BB’ by the area earned is subtracted by the area covered by
the sacrifice curve SS’, then we get the net benefit which we get by spending as equal to
OM.
If the benefit curve line of BB’ by the sacrifice curve SS’, then we get the net benefit
which we get by spending as equal to OM. OM expenditure is at point P because at this
point utility of money spent by last unit of money is equal to the utility lost by last unit
of money. Point P show the limit of financial operation of the state. It is that point where
marginal sacrifice is equal to marginal benefit. The explanation of maximum social
advantage can be expressed by total social sacrifice and total maximum social advantage
is possible to achieve at that point where the difference between total social benefit and
social sacrifice is maximum.

Figure 2.2: Total Social benefit and Total Social Sacrifice.

Odisha State Open University, Sambalpur

Page 14

In figure 2.3, TSB curve is the total social benefit arising due to public expenditure
which is in upward direction indicating increase in public expenditure. But decreases
after a point. On the other hand, TSS curve shows total sacrifice arising due to taxation.
Here, the difference between TSB & TSS will result in net social benefit which can be
noted by MN. Therefore, the public spending up to OQ is justify so as to achieve
maximum benefit/advantages.
2.5 MUSGRAVE’S EXPLANATION
Musgrave has tried to explain the principle of maximum social advantages with the help
of figure 2.3 below:
Table 2.3 PRINCIPLE OF MAXIMUM
SOCIAL ADVANTAGES

X

OX line indicates public income. The upper area of OX is social welfare and lower part
is social sacrifice. AA’ is the marginal social benefit and BB’ is the marginal social
sacrifice. AA’ show that the additional welfare received by public due to public
expenditure which is decreasing. BB’ shows the tax burden depicting the increase in the
level of sacrifice with the increase in the tax/revenue collection. SS’ curve shows the net
social welfare which can be drawn by subtracting AA’ from BB’ i.e. social sacrifice is
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subtracted from social benefit. M is the point where actual social welfare is maximum,
where the govt. spends the amount collect as tax from the society.
Basic Principle to Guide Govt. Financial Operation
1) Limit of Public Expenditure
The government expenditure must be up to that extent where MSS equals the,
MSB of last unit of money collected from the public.
2) Distribution of Tax
The distribution of taxes must be done in such a way that the marginal result of
satisfaction derived from each used are same.
3) Distribution of Resources
The distribution of resources of state between different uses should be done in
such a way that the original result of satisfaction derived from each used are same.
4) Test of advantage
Prof. Dalton has expressed a few points to text where there could be any social
benefits by the operation of public finance. They are presented below:
a)

Prevention of community:
It is the duty of government to protect the society from external aggression and
internal disturbances by maintaining adequate defense forces and police. By this
the confidence of people increases for leading a progressive life. Principle of
peace and existence is necessary.

b)

Improvement in production:
The operation if public finance must be up to that level of production in the
country to raise the economic welfare of the society. It requires improvement in
production power, improvement in technology, prevention of wastage in scarce
resources, reform in the structure and infrastructure of production so that such
goods must be produced by which the need of the society can be fulfilled in the
best ways.
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c)

d)

Improvement in Distribution:
i)

The policy of the state should be such that suitable distribution of
resources between different groups of the society for production
is possible.

(ii)

to end huge fluctuation at different times specially in wages of
poor persons in the society.

Economic stability and full employment:
Economic instability is associated with many evils such as unemployment,
overproduction which reduces economic welfare. Therefore, to increase
economic welfare economic stability is necessary and to achieve this the fiscal as
well as monetary policies play an important role.

e)

Provision for future
State lives longer than the individuals. Hence individual pay less importance to
future as compared to state. The state is to preserve the future as well as present.
The state is to give preference to the large social benefit of future as well as
present. The state has to give preference to the large social benefits for the future
generation in comparison to a small social present benefit.

2.6

LIMITATIONS

The principle of maximum social advantage of public finance is considered as a guiding
rule for the operation of the public finance. Despite its theoretical merits, it suffers from
certain limitation with regard to its practical application.
a)

Utility as a subjective concept is difficult to measure in absolute term, hence faces
problem at the implementation level.

b)

It is also a very difficult task on the part of the state to maintain a balance between
disutility arising due to taxation and utility created due to public expenditure.
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Further, the traced people may not derive the utility from public expenditure
made for other group of people.
c)

The expectation to create future utility is based on pure guess work and
prediction, it is very difficult to say that present disutility will create utility in
future.

d)

To maximize social benefits the success of state depends on different internal and
external factors. Therefore, it is not possible on the part of the state to equalize
marginal disutility and marginal utility in each and every public expenditure.

In view of these limitation the principle of maximum social advantages may be term as
a theoretical guideline for the public authority in the matter of taxation and public
expenditure.

2.7

CONCLUSION

In this unit the fundamental rule or principle of public finance which is called the
“Principal of Maximum Social Advantage” or the “Principle of Maximum Social Welfare
has been discussed. This is the point where the difference between total social benefit
and social sacrifice is maximum. Further, the difference of opinion of different economist
on whether “Every tax is an evil and every government expenditure is unproductive”
is discussed. The other issues discussed in this unit includes
•
•

Principle of Maximum Social Advantages and Musgrav’s view
Basic Principle to Guide Govt. Financial Operation

In addition, the major limitations with regard to the principle of maximum social
advantage have also been highlighted.
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2.9

Check Your Progress
1. Every tax is an evil and every government expenditure is unproductive
----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------2. Principle of Maximum Social Advantage
--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
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2.10 Key Words
Marginal Social Benefit:

Marginal Social Sacrifice:

Principle of Maximum
Social Advantages:

Additional welfare received by public
due to an additional unit of money spent
on public expenditure.
The additional sacrifice incurred by the
society due to an additional unit of tax
being imposed.
The state has to get its revenue/income
and to spend it in such a way that there
can be maximum increment in the
welfare / utility of the public.

2.10 Answer to Check Your Progress
1. Refer to section
2. Refer to Section

2.11 Further Readings
1. Bhatia H L (2018): Public Finance. Vikas Publishing House.
2. J. Hindriks and G. Myles (2006): Intermediate Public Economics, MIT Press.
3. R. A. Musgrave and P. B. Musgrave (1989): Public Finance in Theory and
Practices, McGraw Hill.
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UNIT-3: PUBLIC BUDGET
Structure:
3.1 Learning Objectives
3.2 Introduction
3.3 Economic and Functional Classification of Budget
3.4 Balanced and Unbalanced budget: Merits & Demerits
3.5 Balanced Budget Multiplier
3.6 Budget as an instrument of economic Policy
3.7 Conclusion
3.8 Check Your Progress
3.9 Key Words
3.10 Answer to Check your progress
3.11 Further Readings
3.1

LEARNING OBJECTIVES

After going through this unit, the learners will be able to understand
•
•
•
•
•
•

Meaning of Budget
Kinds of budget
Economic and functional classification of the budget
Balanced and Unbalanced budget
Balanced budget multiplier
Budget as an instrument of economic policy.

3.2 INTRODUCTION
The term Budget is derived from the French word “Bougettee” meaning a small lather
bag, The significance of this bag that it is used by the Finance Minister to carry the annual
estimate of revenue and expenditure to present before the parliament. Thus, in this
context of public finance, budget indicates the expected revenue and the proposed
expenditure of a nation or a state for a given financial year which is prepared by the
concerned finance ministry and gets it approved by following the constitutional provision
of the nation under consideration. To simplify, the following major points may be
highlighted with regard to Budget:
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a) A budget is an annual financial statement
b) It highlights the expected income and proposed expenditure of the concerned
government
c) It is quite possible that the expected income as well as the proposed expenditure
may differ from the actual.
d) Further, budget provides a macroeconomic picture of the government.
The constitutional provision regarding The Union Budget of India, is enshrined in Article
112 of the Constitution of India. The finance minister presents it on the first day of
February before the parliament. so that sufficient time is there for implementing it from
the beginning of new financial year in April.

3.3 Economic and Functional Classification of Budget

The Budget can be classified as a balanced budget or un-balanced budget. When in
a financial year the expected revenue of the Government equals the proposed government
expenditure the budget is said to be a “Balanced Budget”. Thus, in case of a balanced
budget the difference between the expected revenue and proposed expenditure of the
government is zero. On the other hand if in an financial year the expected revenue is not
equal to the proposed expenditure of the government the budget is said to be an unbalanced budget”
In the case of an un-balanced budget, the expected government revenue may either
exceeds or fall short of the proposed government expenditure. The case when expected
government revenue exceeds the proposed government expenditure in a given financial
year, we call it a surplus budget. At the same time, when the expected government
revenue, fall short of proposed government expenditure, it is said to be a deficit budget.

3.4 Balanced and Unbalanced Budget: Merits and Demerits
Odisha State Open University, Sambalpur
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Merits and demerits of balanced budget:

Merits of Balanced Budget
1) Teaches the lesion of fiscal
discipline and does not
provide the scope for wasteful
expenditure
to
the
government.
2) Keeps the government free
from debt burden. As under
balanced budget, the expected
revenue equals the proposed
expenditure, there is no deficit
and hence no need for public
debt.
3) Provides protection against
the economic instability.
4) As the balanced budget
multiplier is one, there is
scope to increase the national
income to the extent of
increase in revenue (e.g., tax)
and government expenditure.
5) Favours
the
developed
nations.

Demerits of Balanced Budget
May fail to control economic
fluctuations such as inflation
and deflation.

Though there is scope for economic
growth, it fails to achieve accelerated
economic growth.

The scope to elevate poverty and
unemployment is limited.
Not Compatible with the aims and
objectives of the modern welfare
state.

Provides less freedom to the
government, to perform its activities.

Merits and demerits of Deficit budget:
Merits of Deficit Budget
1) During the Phase of economic
contraction,
government
needs to spend more money to
revive the economy. This
requires the government to
spend more and reduce tax.
Odisha State Open University, Sambalpur

Demerits of Deficit Budget
May lead to increase in the
liability of the government.
This debt
Borden,
if
prolonged for a long period
will lead to the shifting of
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Thus, a deficit budget is
needed to deal with the
economic downturn. A deficit
budget provides the scope for
stimulating economic growth
through deficit financing.
2) A deficit budget provides the
scope to
enhance the
provisioning of infrastructure
and get engage in productive
activities through investment.
Such an activity may lead to a
rise in national income and
employment.
3) Larger scope for introducing
welfare programmes.
4) Best suitable to del with
emergency like pandemic,
natural calamities etc.

debt burden to the future
generation.

A rise in the general price level in the
home country may lead to fall in
export and the resultant fall in the
foreign exchange. Thus, the balance
of payment problem may arise in the
case of a deficit budget.

Lesser scope for introducing welfare
measures.
There is a danger of government
losing control over fiscal discipline.

Merits and demerits of Surplus Budget:
Merits of Surplus Budget
1) Suitable to control inflation
2) Helps in lowering the liability
of the government and
ensures no debt burden as
revenue
exceeds
expenditures.
3) The surplus generated in a
given financial year may be
used in various welfare
enhancing programs. Such
Odisha State Open University, Sambalpur

Demerits of Surplus Budget
There is danger of economic
downturn.
Not conducive for economic growth.
The process of growth would be
slow.
Possibility of resources remaining
idle.
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programs
may
enhance
employment and reduce
poverty.
4) As the government has to
operate within the means
available,
it
protects
inefficient and unproductive
public expenditure.
5) Ensures
strong
fiscal
discipline.

3.5 Balanced Budget Multiplier

As discussed in section 3.5 a balanced budget change is a situation where the change in
government expenditure (∆G) equals the Change in tax (∆T). A balanced budget, while
increasing/decreasing the level of budget operation, leaves the gap between expenditure
and taxation unchanged. Such a budgetary change does not require the money supply to
be changed and hence the position of LM curve would remain unchanged. However, the
budgetary change may require the IS curve to be shifted either to the left (when income
decreases) or to the right (when income increases). Therefore, the interaction between
the LM curve and the IS curve determines the new equilibrium level of income and
interest rate.
∆G

Balanced Budget Multiplier= ∆T = 1 (as ∆T=∆G)
3.6 Budget as an instrument of economic policy
Budget is indeed a key instrument of economic policy under fiscal policy. The revenue
(both tax-revenue and non-tax revenue) are functions of national income. A growth in
national income would mean greater scope for the government to collect revenues. When
the revenue collection is higher, there is greater flexibility for the government to perform
its fiscal operation for accomplishing its fundamental economic role which includes:
Odisha State Open University, Sambalpur
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i)
ii)
iii)
iv)
v)

Ensure economic growth
Ensure expansion of employment.
Maintain Price stability (Though this is the prime responsibility of the central
bank)
Reducing income disparities and reducing economic inequality
Promoting general welfare of the public.

Key macroeconomic indicators such as Economic growth, employment and price
stability of a nation are influenced by various fiscal operations of the government such
as taxation policy, expenditure policy. Policy with regard to internal and external
borrowings, Policy with regard to Subsidy. In fact, the tax and transfer mechanism is a
fiscal operation to reduce the gap between the haves and the have-nots.
3.7

Conclusions

This unit covers the definition of budget. Further, the classification of budget as balanced
and unbalanced (surplus & Deficit) is provided. In addition, the merits and demerits of
demerits of different types of budgets is highlighted. Lastly, this unit discuss the concept
of balanced budget multiplier and the budget as an instrument of economic Policy.

3.8 Check Your Progress
1. Define a budget. Distinguish between a balanced budget and unbalanced budget.
---------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
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2.

Discuss the Merits and demerits of a balanced budget, Surplus budget and Deficit
Budget.

-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------3.

Discuss the concept of balanced budget multiplier.

-------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------4 Budget is a key instrument of economic policy discuss.
----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------Odisha State Open University, Sambalpur
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------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

4.8 Key Words
Budget

Balanced Budget

Unbalanced Budget

Deficit budget

Surplus Budget

Balanced Budget Multiplier

Budget indicates the expected revenue and the
proposed expenditure of a nation or a state for a given
financial year which is prepared by the concerned
finance ministry and gets approved following the
constitutional provision of the nation under
consideration.
Balanced budget is one where the expected revenue
of the Government equals the proposed government
expenditure in a financial year. In this kind of budget
the difference between the expected revenue and
proposed expenditure of the government is zero.
A budget is unbalanced when the expected revenue of
the Government either exceeds or fall short of the
proposed government expenditure in a financial year.
(i.e the expected revenue is not equal to the
government expenditure)
In the case of a deficit budget the expected revenue of
the Government falls short of the proposed
government expenditure in a financial year.
In the case of a surplus budget the expected revenue
of the Government exceeds the proposed government
expenditure in a financial year.
A balanced budget change is a situation where the
change in government expenditure (∆G) equals the
Change in tax (∆T).
∆G

Balanced Budget Multiplier= ∆T = 1 (as ∆T=∆G)
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3.10 Answer to Check Your Progress
1. Refer to section 3.3
2. Refer to section 3.4
3. Refer to section 3.5
4. Refer to section 3.6

3.11
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