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INTROD{'CTION TO THE COURSE

Money is like a heart to the economy. Without mon€y it is impossible to e:rdrange the
goods and services in the oeonomy. In the ancient pcrid, even if the barter syst€m was in
operatioq the economy have experienced many inconveniences. Money has tansformed
through many forms i.e. from commodity to currency and finally reached the stage where

. credit cards are predominating. In thc supply of money, there are four fonrts i.e, M1, M2, M3,
I\,I4 and there are rnany factors that dotermine the mpply of money. Likewise, the demand for
Tgnq 1Eo d"p"nas on various aspects is so far; thr acmana for money in concemed,
Classical Economies and Keynesians have formutrated the theories on money vaiue.

In the modern times, the Banking systcm has largely developed with objective of
helpjlg th9 eoonomy conduct its day to day atrairs. As a result, money and capital market are
establistred and -all lanking rysterns.are contnolled by Central nani<ing. Ail development
B.lll$, fural-Urban banl$, Non-banking systcnrs have ortensively creptlnto the gross rbot ofvillage so as to eater to the credit needs of the people.

During the Post - Second World War pcriod, the function of the state have been to
,q*ry.t its subjects from the ft"tgn {racks.. With p-assag.c of time, its campus ir ro 

"niargJSmt- th! state is now required to make pclety wtit anA provide justice to its zubjects and
. evolve itself in dgvel-ogment-activities. The sats rcqtures f"na. b caxry out iL muhifarious

and multi-faceted activities. lssues conceming how thc GoVemment should *i* itr i.ro*c",
by usiflg alternsE pollcy instrumenB, how lt should allocate funds'to finance its various
ffi,,{q are generatrly examined from the three points i.e. welfare, aw"roffiiand stability.Tho okti{}e of instnrmemts depends upon gor.orncrrt revenue, mobilizati6n, experrditgre andbonorv-ings. ---' ---Yv'4s*Bv'' v^vr

. The primarv objective of this course is to discrss aborl supply and demand for money,various theoiies **.y* dwelop{ by the classical economists, i"iri*-n*itg system andeconomic principles drd gov-ern iruriJ il;;;;i JiIurc Rsvenue, pubtiCExpendiure
and Public Debt drose of welfare Economics *a r"rm *a i{u.ro E o;"rril----

This bookieals widr 
S.: "pi.: 

in Mgney, Banking and public Finance included in thesyllabus for the trird year or trrc ,i"a.r graauai.i coursc Err"*o by Dr. gR A;b"dk* openuniversitv. These topics eover tlre speclarizd u,, r" il ilil;i ,t; ,ffifi;"orm rm*-+caf-Detrcf-orxse"rn Ecmomics. 
"rrt "yGu"r 

f*;r;kr of convenience is divided into;iri..;; ;,*#;fii,,i. i*n ur*k;;;.ii;il;.:ffiit
The course in Money, Banking an{ Pullic Finance is covered in seve,n blocks. The firstblock provifu an inroauctlon o-irpery 

"i-.r".v;j;T" of money and explains the

iffilT#ffiif#:frffi t"'ffi,bffift*l'tt d".r, *th ;;;;i q,rq;
gu'm bbck;iscusd ui"* r"iJa'i"hr r;,tffi;*"#o1?frfffiffid;y; *5' Taxatio'' The sixth ulock ascusJon rubrfu Eryen&ili and pubric Debt, In the seyenrhblock, the Federal and r"*ti"*iFil*L are discussed

The *fu T P.Iryfl by thesubject expqts in.accordance with a format so designed to.enable the shdents 
-ro 

ntad *i -*jJI*a 
dil-;lh*r;*h.difficulty Each unit begins'- - 

=-vith contents and a statemcni 
"ri" "il** romroJ uy-iluoi *tion and subject matter and at

-F#1-.!jf**itgi;;;fi 
;#;"f #;;"ilil"T:Htestthesnrdentscomprehension

Thc university hopes ftat tds.{1* tl help thestudents 0o get acquainted with thein lioqci, B;ddr;;;dd;;;; ffiil'f,,"*" for its distinctiveness and
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BLOCK�\I:SuPPLY AND VALUE OF MONEY

The block primely explains the supply and value of money and its
components of money supply. It also tries to explain how to measure the
value money and calculate their prices. Moreover, it discusses in daail the
various theories of money value like trving Fisher, Keynesians, Milton
Friedman and Cambridge.

In the last part of this block, it discusses about the anarysis of inflation
and the theories oflnflation

This block contains the following 6 units.

Unit- I : Functions of Money & Components ofMoney Supply
Unit- 2 : Mcacurementof General Level of prices

^"ffit- 3 : Thcories of varue of Money : trisher & cambridge schoor
Unit- 4 : Keyncsian Theory of Money & prices

Unit- 5 : Friedman's euantity Theory of Money
Unit-6: Theories of lnflation . , ,. 
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ffiIoNsoFMoNnYANb
coMPONENTS OF MONEY SUPPLY

Contents
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l.l Introduction

1.2 Evolution of Money - Barter System & Its Problem

1.3 Meaning of Money

1.4 Functions of Money & Its Attibutes

1.4.1 Medium ofExchange
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1.6 Surnmary

1.7 Check Your Progress

l.ti Glossary

tS Model Examinatirrns Questions

l.l0 SuggestedBooks

1�B0 0BJECTIVES

,The aim of this r11rit it to o<plain you in brief how money evolved and how'people
fiansacted bgsiness before the invention of money and also explain you the concepq nrnctions
and compone,nts of money supply. r t -' '

�E �¢
�…�ä Łk�Õ �V �ˇ yOu�i � b0

�ˆ OWæqd�V�‚ �V
"|     :�˚ �R �† �ˇ barter systm and its dmculties;

explain the concept and demition ofm�' �Ł :and

�¿ deAtandsupplyoflpameyanditsempiricdmeasmi

1�B �¡ INTRODUCT10N

1$r:9:i 11{rj-T,l,l 
co,nrie; whettrgr dwelqpedor devetoping, whether socialis!

::*t1",::.,Tigi:TTT,_ !!ler has an importad.-,'-,g ;6:- Til;;;;;u*i
functiOn wimOut tt use�«

�c
:,M�à �i w and realL�v �i

�E
�g

:�• r�Ô L�Õ �ímoney h�� �b ,mtput pJ�å S�N:�i �n �¿ �B�� pOliwI�e �–
=�b

�˚toolsâK �V:Tpropritt delnid�˚ bl �V6n�� J�i�u �˚ �• 1�æ�Ó
�⁄ �b _�£ ���@�V �Vling,atibuLJandtt�Ì u.�† �ÒmonwI�¤�Ł.�g ��
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1.2 EVOLUTION OF MoNEY�NBARTER SYSTEMI&ITS
PROBLEMS
The exact date of bir*r of money is not know. Money entered into this globe long ago. It

is not known whether idiots or intelligent people invented it. Its.invention may be a chance.
phenomenon as well. Money, Iike many social instihrtions, undenrent a process of historical
evolution, spanning a very long period. During the lengthy process, many goods served as
money--aruow and bow, cow, goat, tobacco. food items. metals especially the precious metals
of silver and gold- paper etc. Finally money reached to its mature stage of shapelessness and
dematerialised form, such as the international currency, issued by IMF (lntemational Monetary
Fund), called SDRs (Special Drawing Rights) and elecfionic transfers facilitated by Credit
C,-ds issued by the banking commrmity.

Barter System--Meaning & Problems

For a long time in the history, human beings conducted their transactions through barter
syitem. The latter means direct exchange of goods for goods. It means the. physically a

commodity is given or a service is rendered and another commodity or service is obtained.
Barter is still prevalent in rural India and farmers conduct certain tansactions through barter.
For so long, wants were limite{ population was snall and people lived in nearby areas, barter
worked fairly well without the ills of modem monetary economy. However, 4s population
began to expand, number and tlpes of goods expanded and distance among people widened,

barter posed serious problems. Some of the problems of it are: lack of double coincidence of
wants, Iack of common measuring rod, indivisibility of goods and diffrculty in storing value.

The toughest proo-lem of barter is that often the wants of the two parties to tile tansaction do

not match. Putting simply, what one wants to sell, the buyer is willing to buy, but the seller

does not want the goods olfered by the buyer but something else. The wants of the buyer and

seller are not coinciding and hence the transaction does not take place. To overcome the

limitations ofbarter, money was discovered.

1.3 MEANING OF MONEY

1�B4 FUNCTIO

�‚ �à �¥ �X�« �u�D�ŁŒG1�À �Ý çW �b �W
�æ

çW �à �«�ç���r �ò
�N �` �HŁò �E�º��ª� �í 1�«�Ò�Ł�ï �I �æ�Ł�ï �Ô

store ofvalue.One may dermeit"efly as Generaused Purchasing Powcr.       ~

Money performs a number of functions. They ryay be.classified under two groups viz' (a)

primary oi iurAurn.rrtut f*"tiorr (b) Secondaty Soirtiaipl or-Derived FunctionS' Others

add trro more categories of functions viz. Contingent and Other Functions' For convenience

,"a .Vrt *.tit u"uiySt, it it b;fitt to consider onry fti.ury and Secondary lunctions and treat

Contingent and Othlr frinctions simply as advantages rather than functions of money'

B R
 A

 O
 U
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�gMoney�ha ttatterofh�g tiOns�¤ ªŁ,

A Medium,a Meastre,a Standard and a StOre’1

These fOllrincliOns are now9,lahed in deta�æ
.

1�B4�B l MEDIUM oF EXCHANGE

Monqy acts as a nliddlelnan betwcen sellc

l�B 4.2 MEAStlIRE OF VALIIIE

services.

1�B4�B3,PTANDARDFORDEFERREDPAYMENTS

l’�L 11,

This�¤ 0_Of�˚ e twO secOndaly h�˚ Onsi�å
�å 1�Ł V?d lttthe ttctiOn�† Medum Of�Õ ..�� bttv serves as n mpr���u

S�� �Õ
�w

�ì g�` �^�Æ�Ł.Ody�S�� ��1�� �ö �æI�s �[ �H�Ł�ï �� �y �ø �A�x �Æ �˙ �J�› �T WTŁ‡ª� �d �^ 1�¿ l�V g�VŁ‡ �]
=�à

�¨�˚ çÖ �Ô �ç �í çW �R��æł ª� m__�÷�w 1�V�ª�qdving�� �q�˚ �—y13�Ł �x�£��̃x�QçW�D�Ó �Ó �ø�P�ò �í �Nm"�Ł �Em"�Ł �E

1,4.4 SToRE O’vALUE

AttributeslIMohey
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mottr attribu�g �† Inoney is�  Serc�† e�K�Ü
�D �Ł ªà ml�• �Ł �Õ �x Fttl�v

‘

å¢ ��
ªø n�º �i �Ì ���ô �ì�y�í �Ø�[          ,
, compare these deposits with time (fixed) deposits. They are held by public not fe'

rransactions bur !o,#ffiil:;ffi;gtirstiirrtionat arrangements permit these deposits for

conVersion into cash wen before their maturity at low Pt! hty.ltt not money' Such aSsets

,rav be called near money. Another. p"di ; note is tirat itttrough money performs the

function ofstore of value, this function should not guide in definlng money' To call an asset as

money. it should be substitute for money, ;;;Jt as store of vilue but also as meditrm of

exchange.tor.r.nriL;#;"fufi ;';i;;;#;-*::::*i:::'***ff ::::J::ilfi"'exchanga n oSSu�� �� �Y�µ �Y
�gI�• �Ó �ÌttL�� �• 116�i eaFn hCJtt hm is 10SSeSSIO�¤ �E

matunty and means Ofpaymenl ~     coMPONENTS OF
l�B 5 NARROW&BROAD MEASURES�\

MONEY SUPPLY

endOgenous tO the wstem.

EmpiriCJ MeaSures Of MOney Supp�Ł inlndia

�·�a�Ł�� �fi�£�ì��111�\ �ßW�¿�Ł�ƒ
L:�ß

li�Ò �dt�N �Ł �d�| �µ� l̄:�v
S�E

�x�í �r:�Ô �æ�º .�d �� �{ �– �x

(apprOX)                           .
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2. Ml= Cunency,with,"the Public + Demand Deposits with Banks i Other Deposits with RBI

= 2,18,300 + 1,63p00 +.3,500 = Rs.3,84,900 crores.

Olher Deposits with RBI are in the nature of demand deposits held by instihrtions such as

quasi-looem**t bodies like NABARD and IDBI, foreign central banks and foreign

govemments.

3. M3 = Ml + Time Deposits with Banks: 3,84,900 + 1020,600 = Rs. 14;05,500 crores.

(kr the recent years the RBI*has not published details of M2 & M4. Basgd on the

recommendations of the 1998 Working Group, headed by W Reddy, New Monetary

Aggregates are introduced and earlier data are revised. Today,llre two measures of M2 and

ftf-+ urI not popular because the share of Post Office DeposiB is just 3 per cent. Moreover,

they can be convenienfly clubbed with bank deposits. .The golpgnents an{ magnitudes of M4
and M2 are : M2 = Ml * Post Offrce Savings Deposits: 3,84,900 + 10,300 = Rs.395200
crores. M4:M3+Post Oflice Time Deposits = 14,05,500 {'35,400: Rs. 14,40,900 crores)

io the question how much money krdia has in Sept 200l,the answer is about Rs. 2 lakh
crores to Rs. 14 lakh crores. The five measures are arranged in the descending order of
liquidity. Write Currency with the Public (Coins & Cunency Notes) and IvtI are the most
liquid forms of money, M3 & M4 are the least liquid.

Reserve or High Power Money

Mention tnay be made about another measure of money supply viz. Mo or Base Money or
H money. H money means high powered money. The RBI calls it Reserve Money. It is
produced by the Central Bank and the Governmen! and held by the public and banks. The
word "Public" excludes producer of money (govemmen! central bank and banks). Public
includes individuals. companies, instiiutions, Quasi-govemments like municipalities, foreign
banks and foreign govemments holding domestic curency.

Reserve Money designaterl as Mo is composed of the following:

_ .Mo.: Currencf in _Circulatioit (including cash with banks), Other Deposits with RBI and
Bankgrs' Deposits with RBI = 2,26,700 + 3,600 + 71,900: Rs. 3,02,200 ciores.

Sources of Changes in M3 llleasure of Money Supply

The sources of chang: in the broad measure of Money Supply' are the follorving fivethcttirs. Pui differently, scme of thenr constitute the irnportanigori*irrg variables wtrictr Ulng
changes i, thc voiume of M3. Tire sources of change i" ur *"]

a) Ne.t Bank c*tr t^g"r:ry*ent, (b) Bank's credit to commercial Sector, (c) Net
l'o:."iry.E1cha1se Assets :! g-k,"s Sector; (d) Cunency Liabilit;ii;; G;;;;ent ofIndia, (e) 

-Bu*i"g Sector's Net Non-Monetary Li;billty Wi,i[ th. .rppfy 
"i 

fr,fi irp"rtt 
""fvassociated with a, b, c, and-d factors, it is inverserv .etateo *itr, ur.i L.t f.l ru.toi or ,r*r-monetary liabilrty. Factors that affect M3 supply *" , u-oo"t of credit gp; il th.-Rgt togovemment. Similarly, supply of M3 is affectid by a change in RBI's .1"aii#"o**...iursector' A rise in foreign-exchalse assets leads to rise in iloney supply and vice versa. Itshould be noted that not the rotalLedit but *ry u purt oi;;hdh irU;* bt tii.-nbJ to ur"government and cotnmercial sector. .Moreover;if tire credit given by-the zuit rig.. by Rs.l,M3 rises not jrrst by Rs. l bur by certain ,q:i o"r..ai"t ;r'A;;;i,rJ"r il'"""i'l,rjripri*.T9 sym up, of all the. variables .at.ti"g M3, net RBI-,s credit to the gor"rr**i is theprincipal variable bringrng_ change in the sulply orrno".y. g;u*" u" increase irr the credit tothe govemment bythe RBI pushes up H (Mo) *a tfr.rUy M3. 
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In passing, the importance of H money deserves mention. In India and in.many otlrer
counties, tactional reserye system is followed. Commercial banks too create (pioduce)
money (not coins and notes but something which does the job of currency viz. creatioi of bapk
deposis). Among othe_r faetors, deposit money creation depends on the availability of H
money. Possession of H money serves as the basis for multiple creation of credit. Today in
p{ia fo1 gYery Re. I o! H money, money supply measuredbv M3 rises by about 5 times
(Money Multiplier: M3/IVfo = 14,05,50013.02,r0d = 4.7 or apprbx. 5).

1.6 SUMMARY

In Economics, money constitutes the most significant invention of man related to his
production and commercial transactions. kr modem days, the functioning of an economy is
impossible without using money. Money oils the wheels of economy and helps in conduciing
transactions. Money underwent a process of historical evolution over a lengthy period of time.
Before money was introduced, people use to buy and sell goods and services through barter
system. Barter is suitable to a primitive economy. It has a number of lirnitations and poses
serious problems. One of its main problems is lack of double coincidence of wants. Witlr thb
inventioq of money, this problem and other difficulties were solved. Money can be any thing.
It need not be precious goods. Also due to technological changes, today money need not have
a specific shape or a thing that can be seen or wgighed. Anything which is widely accepted for
payment of goods etc. is money. The attributes of money are: general acceptability. perfect
liquidity, maturity & means of payment and absence of income on its possession. Money
performs two types of functions viz. primary and secondary. These are medium-- measure.-

standard and store. It also performs contingent and other functions which are essentially the

advantages of money. Gurley and Shaw distinguished outside and inside money. While
currency with the public is outside money, bank deposits which are freely rvithdrawable are

inside money. Ernpirical measures of money supply in India and components of money supply
were discussed. Very narrow, narrow and broad measures of money supply were discussed.

Very narrow, narrow and broad measures of money supply were arplained. H monev which is

also called reserve money and its oomponents were understood. It was noted that in countries

following fractional reserve system, creation of credit by banks depends very much on the

stock of reserve money. Money muftiplier is calculated by dividing M3/Mo. Finally. factors

affecting money suppiy were explained. Among other factors. changed ih mrney supply are

governed mainly by the RBI credit to govemment and commercial sectors.

I. Answer the following questions in about 4 or 5lines each.

L What do you rnean by the Barter system.

2. List ttre functions of moneY.

3. Distinguish between the inside and outside money'

4. WhatismoneYmultiPlier?

CHECK YOUR P

1.8 GLOSSARY
BARTER

MONEY�E

INSIDE MONEY

Direct exchange ofgoods for goods.

Any thing that is widely accepted in payrnent of
goods erc.

Money or deposits created by banks'
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OUTS,EY:NEY   :cuttw with�Q lu�Y
�í

�¤h�¤
�í

�V�å d�fl

Ml               :Narrow measure ofmOney supp��
.

M3                 : B�_ ad measure ofmOnev supply.

Moor H              :Base,highpOwcrOrreserve mOney.

MONEYMllLTIPLIiR      :lilliliIII�˚
t�i �Ł 1��

II��
1�£ ::�Ó

i:

-

r.eMODELE@IONS
I. Answer the following questions in about 30 tines erch

I Broad rr**i. of money supply, (b) Sources ofchange in money suppry. DupprJ: \u,, ouur

2. What is money and what are its atfibutes?
3' why was money invented an{ what are the main functions of mo,ey?

lI. Answer the following questions in about 15 lines each

l. Explain the evolution ofmoney.
2 Explain the meaning ofmoney.
3. Explain the components of money supply.

I.IO SUGGESTED BOOKS

1.ML Seth

2.KPM sllndaram

: Macro Economics,
Lakshmi Narain Agrawal, Agra, 199g.

: Money, Banking and International Trade.

�NProl SfKisttan Rao
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UW�æ2�u:MIEASUREM�FNT:OF GEriTERAL LEVEL OF
PRttCES

cOnents
2.0 0�´ �å Ø[V,S

2.l  htrontiOn

2’ ��alue ofMoney and ttalldards ofValuo ofMOnw

2.2.l  WhOlesale Standard

2.2.2 Con_tiOn on R,td Standard

2.2.3 Labour St�q
2.3 Conceptand Types OflndexNumbers

2.4 Consmction ofhdexNwnb�˛ ,�� �ˇ P�_blems

2.5

2.6

2.7

2.8

2.9

2.10

2.4.l  PuFpOse

2.4:2 Goods Selection

2.4.3  Selection ofPriceS

2.4.4 Representation ofPrices in Percentages

2.4.5  Base Year Selectlon

2.4.6 Method OfAvem�»
2.4.7 Weightage

Numencal�¡lustration

Sulnmary

check Your Progress

GbsSary

MOddExaminatiOnQuestiOns

SuggeSted BookS

2.0 OBJEJTWES

objective of this unit is to explain changes in the value of money in terms of changes in

geneml lwel of pricesili also 
'arious 

u'p"i' of index numbers'

Anerrcading thiS mt yOu will be�N
L"kn�� W:

meaning of value ofmoneY;

,t nOuttt for measuring value of money;

itfi;il;fdt" standias ofvalue of monery; and

il;;;rrribers and their consttrction'

��

��

��

��

2.1 INTRO�c
h ttp""us�V �� �ó ttt C�� ncept"d hnctions�ò �ì �†�ŁittT

�g
_0�� no thatin a mOnc elJ�r �I �£�ò �@�\ �¾ �Ì�G �F �� �I

çW àp :Ut�£ �Q�r �§�Ł�i �[tt�v ���ˇ �ª
�g

S ThiS funclon 10
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irylbigr,:tXs that moqcy ti6 va[lc. For p'racticd PurPgf, valrry of mnc]' hy to be

qui"tifja. In this lcssm you will be arplained how vrhre of moncy is measured and what is

iis retation with price tevit. The lesson-osplains ttrc conccpt and types of index numbers as

well as matrod of co*t*"tiog indices. You will be cxplained that with the help of index

numbers'changcs in thc price level md thertby chqrgps in value of rnoney.

2.2 VALUE OF MONEY AND STANDARDS OF VALUE OF
MONEY
Before lmowing smdards ofvahle 6Fnm�Ł ,�‡ �¤ �Ł"m odemÆe

�Q �| p�ESSh ofttm�]
valuo of monw.hn�� �fi �� s,vab ttlly means valucin exchange.Ttt qu�� �¤ ns aFe:

what is ttc exchange valw of monw and how�¤ its value measund?Valuo of mmw is
demd aEnd�R�\ din d�î �˚ to gma levelofpries vJ�g ofmonw meanS quanti�Ł of
goods in gem�w d mata�g exchged fora utt ofmow Kcure�‹ )�B Put�R �¥ Simp�fl,�¡ iS dle

çW�—�H�Õ   Ø[ �˝ �ô �º ª� fçW
falls.Thus the"is inveH Iela�R �ˇ bemm chans in ptt and nLon�Ł value.More
prei"�fl ,doubL�R �lpme�¡ mon�Łvalu�� �� u be h6ed and whm prices fali by�E 100%,vahe

�Ù �I�ü �� �íå«  �I �P�� �÷
alc g�B �Bd.rlr�å L given,vahac tOrm�R �fl can be trived�¤ m it and ifvalue fofmonw)is
�R �˚

"��
�¶an ttloown.Symbdi�R ,rvalue ofmoney is‘V’and price(bVel)�R ‘P’,then

V=1�� , P=1�� �B

As nLonercan bw any�� o�\ odiw orsWace matis marketed,i�g value must be expEssed
h tems of every co�\ od�fl and mrvi"that can be bou�Ü t Wim mOn�Ł.one pmcticJ
dittclltt is tat h realw aS dle nunber and v�� �˜ ofg00dS and services are mnumerable,it
is extemely dirlcult to express the value ofmonw in ttms ofevery good.There could be as
many values ofmonw intem ofevw pod.�\ could be as many values ofmonw as�˚ c
number of 300dS N�Ó able for sale in dle maFket.r�R �lnumberoFg00dSiare‘N’,the number
ofgoods avaiable for sale in the ttaFket.IFdle mm"Of8�N dS are‘Nl,the number ofvalues
ofmttv are also‘N�E .Anodler"d twOdd)prObh is dlat ale pri�å �Bfevery 800d need not
FiSe�� �¡ timeiand sO also need not fan at a time.G�Ô �z 1�µ ,dle p�v ces ofsOme g�� ds dse fast
and others s10wly.AIso the prices oFSome goods mtt fall while the prices ofother goods are

�ß IttT�D �¥�ó �æ�ò �Õ �ß �r Wm�‘�v�À 1�B
�` �‹ �� �£�@f�Ì �Õ �Ô �í �Ó �] h�R�Rd’gened bd ofpric�å h�Y �Üme

be bought�¡ ith mOnwo Each individi�Ü 1 0r each

�I �÷M.�í �O çWæa �D md�| ��̀g�R�zcm�g
"n�¢ �g

�����Re
gmcal or attge valuo OfmOnOy butvaluo of

�V wh"httm b only�¡ o"800dS matl�m
�[ æx �I �Ý F�] �‡�m �A�ß �Ôprodwtton.This icads to the issuo ofttandard

of value 6f mOnw in popular usageo Th�° �H
":fa)whOlesa19�¡

andard,o)remH or
consulmpdon standard and e)labOur standard.Valuc ofmonw is generally expressed in"ms
ofme Of�Q""e�—Ø[dards�¡ �¤Ø[�ł �§d da�ò

F�_ �˘ �ô �– å� �h ªà�Y en tte gOods are almost hfmit wi�˚ d�R
lmV�Ó dable.Forconvenience,onlyæm �ô ,standards aFe di�g ussed.   �E

2�B2.l WHoLESALE sTANDARD

"�g
�XR�Ô �u�� �Õ �o�� t�v �` �´ Va�g �†mmw�R�åpres"d h te�\ �†the

sacted h wholesale markets.Ob�� ously,in
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wholesale markets only commodities arc orchanged mrd not servfoes. The wnolesale value of
money is prefened because wholssale prices are readily available from the market or official
documents even on week$ basis.

2.2.2 CONSI]MPTION OR RETAIL STANDARI)

, Alternatively, vahre of money can also be expressed in terms of a consumption standard.

In this standard, av€ragp value of monry is indicated in terms of the piices of only those goods

and services that are purdrased by an average fami$. As an averagg family brrys goods from
retail martet, money value is expressed in terms of the prices of consumption goods is called

Retail Vafue of Money. The difficulties with this standard are what is an average family, what

are the goods purchased by it and which rctail prices are to be counted. The same commodity

is sold in atrirent places and shops at different retail prices, Depending on the habits and

standard of living, iverage family is different and the type of goods purchased by them also

'1tY'

2.2.3 LABOUR STAIYDARI)

Beginning from the mid l8m c€,lrfiry, Adam Smrttu David Ricardo, Karl Marx etc.

attemptJd j9 ineasure value of money in terms of labour. In the labour standard, Rupee

(money) value is expressed in terms of number of manlrours or mandays that can be purchased

with ii.' It is calculated by considering wages payable to labour for a day's work This

standard too poses serious iractical proUtemJ. Labour is heterogeneous. f-abourers- differ in

education, skills and efficiency. Therefore, wages paid for a day's work of different labourers

rvill greatly vary.

The standards discussed in the foregoing do not perfectly solve the problem of

measurcment of value of money. Surely, the standards reduce the complexay of the problems

inherent in the calculation of value of money. One should understand value of money only in

relative sense and not in absolute sense. Value of money at a point in time is comparedwith its

value at another time. The comparison of value of money during a given two periods is made

indirectly via comparing the price levels.

2�B3 CONCEPT AND TYP�ßS OFINDEX NUMBERS

It is noted earlier that value of money can be known from prices and prices can be inferred

from value of money. pti..t and value of *orty are inversely related' To measure changes in

pri.. fro..f, there is a statistical method called Index Numbers. An index is a pure number that

tells percentug. .fr*gt-"o.puttd to o bu..-period. They arc devices for measuring changes in

the magnitude of a grorplirrfut"A variables, Index numbers present changes in the price

level in an abbreviated form. They help to measure changes in a group of related variables

from time to time o'. iloil piu.ctoptace. However, the moit important use of index numbers

is to measure .f,*g", or;riile. These changes ryV be related to prices of.goods or quantities

of output. In any case, in{ex numbery g"n#Uy do not measure ihanges in the magnihrde of

one variable uut a groip ;i;.i"1;i variaEles' dpending on the purposg' there c.an b9 a variety

of index numbers. However, for the p.$""t purpos" 
-of 

knowing and measuring changes in

value of money. h* ;;;. oi plpufut'ina"* nu*il".s deserve-attention' The'y are Wholesale

price Index Numbers (!vPD and consumer Price index Numbers (cPD' Within the cPI' in

lndia we have three ,*;; ;p;senting average families-of (a) industrial workers' (b) urban

non-manual 
"*pto,".!'u]ia 

("iliri"f ugti-"rft tuilabour. These three are referred to as CPI for

industrial workers, CpI for UrUur, Non-Manual Employees and CPI for Agricultural Labourers'

Wrile the wholesab p;;;#;x number CWpU t"ftt .ir*g.t in value of mone'y in terms of all

the commodities tfrai are ."fJ i" the wholisale market,-the consumer pricr: index numbers

inio*r .t unges in the rufu" oi*oney in terms of the goods normally purchased by an average

family, say. of industrial workers
�´
�L
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2�B4 CONSTRUCT10N OF�]åNDEX NUMBERS AND pROBLEMS
cOnsmctiOn oflndcx numbers inlolves the fo1lowing s"ps:�„

a)Statemmt of�L the httOse,(b)SeLtton Of COmmodides an�˘ Services,(c)Seleclon of
Prices(d)S,1�å Ø[On Of Base Ye�° �' )RepmentatiOn of Prices h percentage,(o Meth6d of
Avera�v ng,(g)Weiglltage.

2.4.l PIIRPOSE

242�ï �D�¤ �j |�˝ Łr10N.
.        �� ���E . 1 ’�‰  .     �E

2�B4�B3 SELECr10N OF PRICES

13
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�à�Ú  �å  �[ �cr�Ô �� �˝ �r
[�¿ �o:�� �I �Ü�Ô �b�ß �~ S,�� l

is Rs.2%,�˚ s�¤ rccorded as 50oercenO.

2�B4�B5 BASE YEAR SELECT10N

ofrettt�u �REttF�R�å�Ł���s�_:1�� :::|:�î �K

�£�Æ1�£ i�@�� �§ i
2 or 3 veas hstead of a single ye�° because a

�å �q   fli
decade or so.

2.4.6 METHOD OFAVERACNG

2�B4�B7 WEIGHTAGE

may be used-

Suppose you are interested in Folvrng 
changes i" 9t'lY of money during 1990 and

2001. Suppose the b#;;;, 1t90. For;o;;;;ence, f.e re,rese'ntative goods and services

consumed uy "o*JT ilI.#',":;q:lg.'qr-i[fl,'lf] j*mm'i,'frT:l!fl,J,#X

Œa�` ŒaæE�f Œaâï �£ª� �VLJ�æ ighd indeX

14
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Table 2.1: Simph Indexilumbcr

Goods
PHccsin Rupes Reprcsentation of Prices

ih 7os

1991 2001 1991 2001

1.Rice oerkD

2.Clo�¡ �� ermetrel

3.Fuel oerunio

4.Transpo�¡ oerlolms of
bus travel)

5�B Entertainment Og

�c
Cinematicketl

5.

��  10

1

3

5

10

15

1.25

5

9

100

100

100

100

100

200

150

125

:67

180

�U

�@

�V

Total

Average

500

500/5=100

822

82275=164�B4
or 164

The batt yeaF fOr�� �lillu�¨ �Rm in Table 2.1�¤ 1991 andtheyearofcomparisonis2001.
Treatt thO price ofea4 one oFdle ave g00ds as 100 h�Q ba"�� ar9�Q btal p�v �¡ are 500
and dle arimetic avemge is 100�B  For d13-t year Of 2001,the total pjc�¡ ac 822 per
cent and�R ,aVerage pnce�R 164.This 164 is ca]ed hdog nlmber ofpFiCeS forthe year 2001
md 100�¤ called index nunbr of pritt for 1991.CompaFd�í 1991,pnces h the curent
year are app�_ xima"�µ 1.6 times hinrthan p�v ces in 1991.Put diremtly dujn3 the elcven
year p�¡ �â average p�v ce increased by 64"i cent(164-100).h Odler wods,value of
mon�Ł�R9"ased by 64 per ttt.L dso can be sad dlat h 2001�Ô ����ane ofRs.164�¤ ju�Õ
equaltO the valuo ofRs.100 in 1991.

In�˚ eimmatim Jven in Tabb 2.1,�� index mmber was�˚�} at wimut assigning
lveights"�V gmds of�æ�c �@ �� Implicidy each one ofthe rave 300dS repr�\ ted h the

�E �h   �÷ �I �R l�ç �T�r �ô �ô �ò �Ô
�¤ ær �£ goods have to be assigned app�g p�v ate

�[ �ßT�à �� 1�I F�F�fl �R�} �M�[ l�R �í :�ô
V�i 1�o �i

rteen tt�¡ es lmc important One and�˚ at ofrice

�`�ô �I �¥ �[ ª� �í �I �E�Õ �à �Û1�† 1�‹ F�f �Ó�ì �ß
�´ �e �R �z �� �b :�˝ s:�£ those of te15 ad m�Ü �@�å 4.h Tab�É 21
1veighted index number�¤ calculated widl dle help of these weights and priceS shO�¡ vn in
Table 2.2.

�·
J�ß 111"�g �ç �A    �å

‘�¢
�� �º���ç�V�”

ØÜ J5
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�e�h
�D

�e

Table 2.2: lYeighted Index Number

Goods
Price in Rupees

Wei�Ü �˚ge
Representation of princes in 7ns

1991 2001 1991 2001

l. Ril berks)

2. Cloth(permete)

3. Fuel (per unit)

4. Transpofi(per l0
lcns ofbus tavel)

5. Entortrimst (per
ordinary cincma
ticfte$

5

10

1

3

5

10

15

1.25

5

9

14

6

5

4

1

100x14=1400

100x6=600

100x5=500

100x4�‹ 400

100xl=100

200x14=2800

15x6=900

125x5=625

167x4=668

180xl=180

30 3000

3000�� 30=100

5173

5173/30�Æ172.4
0r aDOrOX.172

�” �T�[AØ‰18ngnmmt of wenn to�g g�� ds of consumplon9 me index number for 2001

�ô �N
�w

�ß�� t0172,whtts dle mwenghedindex number�¤ 164.As dle base 3tarind�´ �¤100.

�ô �F �ô �D �o�� �ì �¤ �[ �ß Ø[ �§ �r
f�tcenttd�Ú �@�w

1991�] 2001.h tt numerical�œ

:�¿ �À �Ó 1�d�í �� �A�˛ �ƒ�� e betWem �V3hted ad u�m �g�⁄�ådh�gX
Ending on tte weigh�g ng sys�É m meir difference

_�Mcantc la�j ,.�E .

The purpose�� the mt is nleasurement of geneml level of pHces and th�_ ugh L

IIleasurement of dlarges in tt�_  value of money.hdex numbers is a statisdcal method that
helps to quantit changes h�˚ e pnces of goods.There is inverse relatlon between chan3�å h

�í �I �� �í çW ª� �r   i�â �Ø
ª� �ö F�£�¨ �¾ �§�a �ò �£ T�P�ç�� �Osmndards viz.whOlesale,co�\ ptiOn and labo

has i�g own limitations and ments.They reduce dle"mpl�\ ity hvolved h the mcasuremcnt

�ò �ye�í �� �� �˙ �í 1  1:�Ł �“ l�� �N �¿ �Łhdex nunbers are consmted step by s�¡ .

�ï �� �˚ å¢ �Õ ØÕ �ì ��çW�M�¨
)ighted index nunb�° �¶

�D�� " �Ü �R[�Ł 16
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vR PROGRESS
I. Answer the following questions in ahut 4 or 5 lines each.

' l. Define the concept of index numben

2. What is base vear?

3. What is whole sale standard of vatue of money.

4. Explain the concept of weightage.

2�B8 GLOSSARY
WHOLESALE STANDARD

CONSUMPTION STANDARD

LABOuR STANDARD

WIEGHTAGE

INDEX NUMBERS PROBLEM

It is a me0rod to represent and measure vatue of
money. In this money value is counted in terms
of the prices of goods transacted in wholesales
market.

Also known as r€tail standard helps !o quanti$
changes in the value of money inierms bf ,etail
prices and goods normally purchased ordinary
people.

In ttris standard value of money is represented
and counted in terms of man_hours * rnunduy,
that can be purchased by a unit ofcunen"y.

A method to indicate ttre degroe or extent of
importance of a commodity in u giu"i Ur.trt of
goods.

The.-n1ollem of aggregation ofvalue.., and non-
availabitity ofa commodity in the current period
to rgpresent the commodity consumed in flle baseperiod.

2�B9 MoDEL EXAMINATIo�J
�˛ �S�Ü �S�§1�˚ �J         |

I. Answer the foflowing questions in about 30 rines each.

1.What are index numbers?HOw dO they help in measuring changesin valuc Ofmttey?

2 E�Aplain dle direrencelbe:�Ł

��lJ�x 11�w�vJ�v �_�ÕFWeighted indexnumbers�R
nd ttplainthe steps hvOlved in��

�Uo Answer the fO110w�� g ques�� Onsin abOut 15�a nes each.

1.ExPlain the relatiOn bemeen prices,nd Value ofmOney.

2.�d tilngu�§ h between�MOL sde and�g ta�˚ stmdards Ofvduc Ofmon��
3.whŁk�§hbollr ttandard uni�† vahc ofmOnc�V?

�T
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I13:�æ �˚ E�˚ �Ü�S�˚ �@
:l   t

1.MLS��        �M:�A MacrO ECOnoin3

2=AL�h�_
=Das�v

   :Ba�R �� �R �� 8       1

�˘ ��

�] P,o�¡ So man Ra0

�\
�\
�R
�@

�R�¡
�E�P
�C
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UNIT�æ3:THEORIES OF VALUE OF MONEY:FISHER
AND CAM[BRIDGE

Contents

3.00�´ eCtiVes

3.l lntrOduction

3.2 Cmde Qvantity Theory ofMOney

3.3 Quantity TheoFy OfMOneyI Fish�s s Equation

3.3.l Deteminants of�¡ �_ cOmponents ofFisher’s Equati�@

3.3.2 Detell..inants OfVeloctty CirculatiOn ofMOney cv)

3.3.3 De�g minants OfTrade TrasacttOns(D

3.3.4 Deteminants OfGeneral Price Level e)

3.3.5 ExplanadOn ttugh Figure

3.3.6 AssumptiOns OfFisher’s Theory

3.3.7 Criticism ofFisher’s TheOry

3.3.8 1ncome�˚ 10w Equalon OfExttange        _
3.4 Quanti�T TheOry ofMOnwi cambridge Equalon

3.4.l criticisln on Cambridge Equation

3.4.2 Direrenccs bemeen Fisher’s and Cambridge Equation

3.5 Sunmlary

3.6 Check YOur PrOgress

3.7 Glossary

3.8 MOdd ExaminatiOn Q"�À iOns
3.9 suggel�` �¾ B�� ks

]:p10BJECTIvES

�B�Rel�ª �§ �� :�w �gOf,�¤ m�ï �¤b�¤ Clls m dle variott thedcs�† vd�g �Bfmonw ma

�E ,xplah�Q variOus tte�R
�Ł�Õ�˛ :im��

ney fomulated by,sher and cmb�Ü drand merits and demerit�˜

�E malyse tte bttaviOllrOfcOnslun�å
cttandersp and p�_ ttc�` �'�bpllerS)Ofmon�¡

.�E�]�Ø�Æ�� �í1ªŁçW�O �D�í ª'1�V�o �vdbW��eb�b

3�B l INTRODUcTIoN

�q�É�Q�O�˘ T�` �¿ âï ll�� �uØ‘ �ß �˘�£ �í ���R�M
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of value,proposod by Fisher and the cambridge economists' we knou' that every sountry has

its own cunency. Rupee is the Indig .,i#nt1; Dollar.is the currency of the U'S'A' A

national curre, rcy of nii 
"ution 

has its internat and external valuc' Intemal valre of a cunency

depends upon its di";id;o*er or goJ. urd ,"*ittt and extemal value on is foreign

exchange rate. For example, at pTese.nt on.-a.oi* Dollar is equal to 48 Indian rupees' In

this rmit our attention is only on thc intemal value' It means we do not take into account the

foreign economic ,rfutio*. It must te notea tftui tft"p*chasing power of a currency depends

upon the general d;;-L,.i' In a modem "o'o*y' 
u yq"q of goods and services are

elrchanged. These g""ar-*a services h; tilr o*rlinairiaual orices. Therefore, we have

reamt in the previous=;it t6u1 an index #il;iil; i"di"ates the general price level' If

the price index increa,o tf'" value of mo* l""t:t*t t[ll?.well-known fact with respect

ro any commodity "r;;i;;. 
fitfro anA $rL 

Cambridge economists have analysed the changes

in the value or*"rrviitt ;; il;tity-tht6-;i;;tv' Let us understand their theories and

rrote the criticismmade against them'

M=KP orP=1/KM.

HereI:�� �«�S�Lt�º �R�í

�� �� Fg�j �Y l�fi �É �x �í�w �£�[ �Ł�¶:�I �aäD �t
�Av him.çW �� � ẽ�i �� :�� �� fomdated by him.

�U�£�¢�n�O�U

lrvingFisherpublishedhisbook,..ThePurchasingPowerofMoney,'in1911,He
introduced certain new variabl": +II:':,L:t tffiil;e-crude quantitv theory of monev'

FI:�Ô �Ú:L�i �bIgenerallystatedhthiSWay.

AT10N

MV=PT OrP=MV�mT

Here M=MOney St9Ck
v=VebClty ofCilrculation ofMOney
P=GeneFal PnCe Level
T=VOl�\ e oftrade Transact10ns
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�t doubles lh��the p�� h�B p�Eower fal�¤ by 500/.:              :
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l.Monebase
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3.3:"bETERMINANTS OF VELOC�‹OF CIRCULAT10N(1�ä

uFe emeaaØ[
�g

: :   �]  ��

�� 3 DETERMN�ð�¡ �Ó �BF�] ,oLUME OF TRADE TRANSACr10NS

Łâ
l.The�ƒ �� �æ �ƒ�R�fl�� factOrs ofp�c

.2.EmploPent�¡ d
�v.�� vml�† 1�› �i land�� �R �V
4.Busines otta�` �V�'  |

ycle:

�x
�@
�@
�@
�@
�@
�@
�@
�@
��

�s
�q
�‘
�c
�d
�b
�x
�b
�k
�d

' Figure - 3.1

B =Boom(Inflation) Re=Recession

TIME

D�æDepttsS�¿ :R=RcoV�b
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Depression is the lowestpfrasc ofOe mde cycle ard

-boom is the highest phase of the trade cycle- (inflation)

-Recovery isthe rising Phase - md
-recessionisthefaningPhose' 

:

Recovery leads to boom. Rpcession may or may not lead to dcprcssiu-r. Thc volunrc of
tade undergoes a cyclical change in the forryphases.

Adam Smith is the father of economics who explained thc concept o!{lvision of labour

and specialisation. We kncw that division of labour improves labour skill, crcativty {r9
thereby raising prcdtrctibn and prodtrctivrty. Adm Sbith has given scvcral oramples qf this

tendemcy. Siiiiarly, if businesi transactions arc split betrueen brryers ud scllers { difr€rcot

.tug.r, volume of dide increases. On thc othcr nand, if Uusinery unltq qrc v^crtically inregatcd

-noil raw matcrial stage to final manufactrc and disribution, the volunp of fadc declines. In

i vertically integratei business unit tade do not take plryc., The mf,torisl gets

transferred fronione deparunent to another dcipartment. Therefore, fadc fansrctions dcclinc.

If thc volume of thc trade is to expand tho opcration of indcpcndant fms is nccessary.

Othenrise the volume of tade dsclines.

3.3.4 DETERITTNANTS OX'PRTCE LEVEL (P)

Price level is detcrmined by interaction of MV and T variabhs. In thc reat wuld Iv{V snd

T do not change in the same direction and proportion. M mry rise but V may not risc. Thcre

may non be a change in T. MV 0ogetherrqay increaso. Several combinations andsequemces of
thii type may affect clnnges in the price la,c1. If the malysis is !o be meaning&l; M and V
variabies arg to be considerEd together. M and V indicatc thc otal orpcndinnre. We need to
take note of he increasc in total openditre. Somctirhcs net increasc in opcndihre may not
take placa because thc fall in V cancels the rising M. If T md Iv{V variables inireasc in the
same proportion price lwel rcrnains constant T is teatcal as a con$ant variable assumirig full
enrployment. On that basis it is predicted that fte incrcasc in P will bc in the saane proportiur
as the net inrrease in MV. Cmseqqenfly the vahre of mon€y decrcases in the same proportion

3.3.5 EXPLANATION TIIROUGH FIGURE

Fishcr's auantry tlrctry ofmoney may be orplaincd througb this figurc.

P�E�¥ )

P3

P2

Pl

�o
�q
�h
�b
�d
�@
�v
�d
�u
�d
�v

M2 M3 X
MONEY STOCK

Fire_3:2A
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M3M2MiM
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�@
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�@
�l
��
��
��
��

P3

1/Pl

Pl

1/P3

0

1/P=(1�¡ )

X

MONEY STOCK

Fig0re -3.2.8

On the assumption, 
l'oth", things being equal", ftgure 3.2.A shows the proportionatb,

aositive relationship between changes in money stock and price level. Fiqgre 3.2.B shows an

in 
".g 

relationship between money stock and the value of money. In this explanation it is
assumed that the vbbcity of circulation of money (V) and the volunre of trade are constant. X-

axis of figure 3.2.A and Y-axis depict the money stock and price level. As the money supply

rises to O-l\,[r, price level goes upto OPr. Similarly, if the money supply Sfes^up from OMr, to

OM, pri"" tevit rises froi Op,-to Opr. Again'the change in money supply from OMz to OM3

leads'to the further rise in the price level from OPz to OPr Points a, b, c and d on the straight

line demonstrate the proportionate changes in money supply as resUlt of change in demonstrate

the proportionate changis in money supply as result-of,.lung1i, price level. In the figure

3.2.b, OX and OY axi-s measures money stock and the value of money. The curve yr figure

3.2.B looks like a rectangular hyperbola. It shows the proportionality and neufalit-v between

changes in money supply and value of money.

3.3.6 ASSI]MPTIONS OF T'ISHER'S TIMORY

The transactions equation of exchange proposed by Irving Fisher is based on the

following assumptions.

l. price level (p) in the equation of exchange is determined by tre variables, MV and T'

But price level cannot influ"n 
" 

these variables of the equation' Hence, price level is

treated as a Passive variable.

2'MoneySupply(MS)isexogenouslydetermined.Andthereisaconstantratiobetrvecn
cuo.ncy with the public and bank deposits'

3. Aqcording to classical economists, the economy -t alY-ay: in.full employment and

(hence) as such, no possibility of rmemployment. ffat all there is uni:'nployment' it is

of the frictional tYPe.

4. Because of full employment, there is no rise in trade even if there is a rise in money

supply. ffrr*, tfr"i is a aictrotomy between the value theory and monetary theory'

5. ,The 
demand for money is proportionate to tlre value of rade transactions. This theory

is aPPlicable in the long-run'

24
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3.3.7 CRITICISM OF FISHER'S THEORY

Fisher's theory is more than 90 years old. During this period of 90 years it has come
across a lot of criticism. Let us note the main points of criticism.

l. Fisher's equation, MV:PT is well knov*,n. The left hand side of the equation tells us
the expenditure incurred by buyers. The right hand side tells us the sum of receipts to
the sellers. In the ex-post se:tse the value of purchasei is equal to value.of sales. It
must be equal by definition. Hence, the equation is a meaningless tautolog,_v.

. Hott'ever, ttris criticism is not fully justified. In the transposed form of the equation
that is P=MV/T, thr: is a direct relationship between monetary expenditure (MV) and
general price leve! (P) and an inverse relationship between T and p.-

2. Fisher had stated that the price level is determined by MV and T. In his view price
level is a passive factor. But this view is not correct. General price level is an active
variable. It determines ttre level of outpuf, saving, investment and employment. It also
affects monery- stock and thereby it's velocity of circulation. Rise in price level
increases profits, decreases real wages. It also expands trade volume

3' the assumption- of velocity of circulation of money being constant in the short run is
also incorrect. In agricultural counnies seasonal ririutioir in output *J"-ptoyn.nt
are comrnon. These variations influence tre volume of credit and thereby thJ vetocity
circulation ofmoney.

4' The assumption of full employment is a false one. In any country there is some degreeof unemployment 
.rn leveroping counries unemproyment is a sg;p p;;ai;;. Ir isvery much present in front of us. Not only auring the times of recession tut alsoduring normar times. It-is a big sociar probir*. nIrc i" monetar;;;.nairor" ,uulead ro rise in output.and llrnrovmelltdlnotrygerr*ilv rise in prices. rr,".rl'oy'[i

a moderate rise in prices (if it ail). Therefore, full .rployment is ure-goui oi,ron.ru.5,
and fiscal policy. ) ----r--r -'v EYsr vr r:!

5' since full employment is not a fact, the volume of hade (T) is not consgant. It riseswith employment. and it decreases during a.pr"rrion.---'

6' Fisher 14'enotd the influence o{frsc{ policy in his theory. we know that taxationand public expenditure policy directly';tril;ffi ind henc: r,ls--trreory lsincomplete.

7 ' According to Fisher the demand folmoney is a transaction.demand. Money is lookedupon iN a medium of exchange 
The cuhuriage 

"c;;;is*. especiary J.M.Key,esconsidered the demand for mirey it ""t;t fblian"sa"ctions, but also precautionawad speculative. H€nce, Fisher's fu*o t urir.orpr"t"Jeoryoraeiuhi ir ilor"n.-
3.3.8 TNCOME F,LOW EQUATION OT,EXCHANGE

Fisher's equation of exchange had undergone several refinements. Income flow equafionof exchange is one such refinemeit. lii. ,tutrO tfrr.,

M\: PrT, or P = MV'/T,

HereM : Moneystock
V, = Income velocity of mone5,
T, = Aggregate finil goods and services (real national income)Py = Unit price of goois and services coverea by T,
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According to this�� ew,nadollal income is equal to the expendime ofthe peoplc on fnd
goods and servlces.

The M va�� able of this equatlon and dle M vanable of Fisher’s equation are identical.
There is no difFerence between them: But Vy Variable is nOt similar to V.It is bccausc tlle

���O�ì    �Ł�x�H�� çW�¤Wl�@�]��7:�V �Ł�}�E�Ô �B
han transaction equation.

�u .

ICES:CAMBIttDGE EQUATION3.4 THEORY OF CAS     ,

Itis M=PKT

Hcrc M=TOtal Cash balances 26
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P - Unit price of goods and services
T : Real material income
K = The proportion of national income held in the form of cash.

Lct us take a nunrerical example to explain the cause and effect relations between the

variables of the equation. M = Rs. 100 crores. T :500 units, P:1, K-0.2 (K:IWPT). If M
doubles to Rs.200 and there is no change in the T and K what will happen to the value of P.

The value of P rises to Rs. 2. But actually price will not increase in the same proportion as the
rlse in the money supply. This is due to changes in K. If the valu6 of K rises frorn 0.2 to 0.3 P
also rises to 1.33 (1.33 = 200/0.3 x 500). Therefore, price rise need not be in the same
proportion as a rise in money stock.

K variable is the most important one in the Cambridge equation. Therefore, it is to be
explained in detail. It is indicated by considering some period of time into account. It may be
one year or one month or any duration of tirne. If one month is the duration of time the value
of K = lll2. If it is tr,vo months K=l/6. It means that, in a year people hold cash balances in
national income is l/6. lf the value of K increases the volutne of cash balances with the public
increa5es. We know that V=PT/M and K:M/PT. Therefore K is reciprocal of V tlrat is K =
l/v. Henco, all the factors that determine the V variable also act on K in an inverse way. The
changes that take place in the institutional, technological, business organization. consumer
behaviour increase the velocity of circulation of money, the proportion of cash balances
doceases. Thus K is an index of the store of value of money. V and K are naturally inversell,
related.

3.4.1 CRrrrCrsM oN CAMBRTDGE EQUATTON

l. The demand for money is assumed to be unit elastic. Hence, this assumption is not
useful in price determination. kr the real world the demand for moncy is ireater than
unlty'.

2- In the Cambridge equation the demand for money excludes the speculative demand.
J.M.Keynes has explained its importance. His follolvers have extended and elaborated
this aspect.

3. In tlre: Cambridge 
"qouti* 

there is no place for the rate of interest. J.M.Keynes
elucidated that interest is a monetary phenomenon and influences investment and
thereby national incory9. According to Joan Robinson "a theory oironry*f,i.fr Oo",

4. T is a measure of real income. However, goods and serviccs differ in their qualit-v and
physical aspwts. Hence, the_ computation of a unit price of final goods ana .erui.". is
difficult. such an index number oiprices is yet to be rvorked out.

5' The value of K is a,"certain proportion of national income. K and V are inversell,: related- the factors affecting then cannot be easily estimated. fhe general p.i.. frn"f
depends not only on the demand for money but also several structral cfrirrg.r tfrut
take place in the economy. Latin American experience provides rrpport for-fih ,),p"

. of inflation.

6.: "The historical experience of trade cycles tells us that price changes are due t,o monetary
as well as non-monetary causes. But there is not plale fo*oo-.onetary factors in the
Cambridge equation.
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: "i .,1

3.4.2 COMPARISON OF FISHER'S AIID CAMBRIIIGE EQUATIONS

Money sqpply ,' is .exogeneouslY

Full employment is as'sumed.

Velocity' of circulation of money
implies th9 medium of exchange

function of money (MV)
.:

Therc is a dichotom,v (division)

betrwen the theory of value and money.

Other things being equal, changes in
fiionir-y- supply leads to rise in prices and

,1therebl' fall in the value of money
,' (P:MV/T).

T variable takes into account all
business lransactions from the raw

material stage to the stage of final
production. lf commodities are

exchanged 5 times the volume of
businesi transactions rises 5 times the

prices paid for and received are

ayeraged to arive at P.

Rising V leaG to fall in K in the same

proportion.

Fisher's equation is based on the

deduction method' The variables in the

eouation cannot be Proved' For

example the value of PT can be

estirnated by imaginatio4. Empirical

estimation is imPossible.

There is no uncertainty about futue'
Hence there is no n€ed to hold money

as a store of value.

Full employment is assumed.

Cash balances indicate the store of value
function ofmoney(K).

The theory of money and the theory of
value are integrated in ttre money
market. There is equilibrium betwcen

demand for and supplv of mone,y; given

the supply of money, changes in
demand for money influence the vglue

of money. It means as in the case of
value theory, the forces operating in the

money market and bring about

equilibrium are taken into account.

P refers to tlre prices pertaining to real

national income. Therefore the scope of
Cambridge P is smaller than that of
Fisher.

Rise in K leads to the fall in V in the

same proportion. It means K is

inverseiy related to V. That isK:lA/'

Cambridge equation is based on

inductive- mbthod. Estimate of real

national income and the fin:"J goods and

services as well as their prices are given

in national income accounts' Hence this

theorv is nearer to reality' Like wise the

cash balances held by the public for

.transactions and Precautionary
expenditures can be estimated bY

statistical survsys.

There is uncertainty about the future' A

".tt 
i" proportion of wealth is to be kdpt

in the form'of cash balanpes for meeting

fuhre contingencies.
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3�B5 SUMMARY

Since the advent of monw in the�å Onomy9 discussion on thc factOrs that detemine its
valuc�¤ taking place.From dle dme of Greeks many pundits have sta"d th�· inverse

�ô T�æ :�í �� �Ł�d�• �Ł�c �nl�v �ß�� �R�ª�Ü�ç�� L�í
�Ô �� �h l�@�å �Ł�u �‰���óIttP�D å¶ :�‹ �ì

MV=PT OIP=Mv/T.

F�Rher had examh�g the transactbns vel�å ity ofcircdatin Ofmonw �¿ )and ttc lel,d Ofbusincss iansaclons(T)and thc fattOrs dlat
(MV)indicates business Openditures.PT indi
T changes in Mv lead tO change in p.If the‘

1�I �ł �µ�À :�« �Õ 1�J �Ô �˙ ªà :Wh�� Æ�
6sed by Kwnes.

�S� �̨Ü�S�S�S
4�¡ swerthef0116wingqutttionsi,abOut 4 0rl:�a

111,cach.1.Wha a"�� c�g lmhanåN

‘fdoc�Ł
chJ�V�æ�Bfmon�°2.wh�] �AGeudPriccLcll?    |

3.Distin3ru�¤ hbetwendeducivemethodandinductivemtthod.
4.Explan the eq�� Ø[�Bn OfFish�å             .
5.DeinetheRcalRadmdhcttQ

�c

ssARY
Mirney stock
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Velocity Circulttion of MoneY

General Price Level

Trade Transactions

Real National Income (fr)

Demand for Cash Balances

Deductive method

InductiVe MethOd

: It is a'flow variable. The number of umes a unit of
money changes hands takes time. The time may

be shirt or long. But it must be specified'

Otheirryise, it is meaningless.

: This concept indicates the averagg price of all

gooat and irvices. The changes in it are noted by

an index number of Prices.

: In Fisher's equation all business transactions at all

stages are within the scope ollqd: .Frol raw

*uteriuf stage to the stage of finistred product and

il-dtare ivered. Share markettransactions also

enter the soeRe.

: It is the aggregate of final consumer goods and' ;il;;. Mrfitp$ing T, wittr unit price @,)' We

get national income (Y = T, x Pr)'

: Holding apartof income inthe form of cash' ;;il;"lrrt futur9 transactions and contingencies'

: In this method we proceed from universals to' 
;;;"il vtathematical equations belong to this

approach.

: This method is the opposit€ of-deductive method'
' H;;;';;;t""a m*pa'ticulars to universals'

ittit rttfi"a is popular in modern monetary

economics.

VertiCal B�¡ siiess OrganiSatiOns    : 
��
Ve
Ve
dc

II M35==�e �‡�˚ �J�§AION

I. Answer the following questions in about 30lines each

1. Examinethe Merits and demerits of Fisher's equation'

2. Examine the criticism on Fisher's equation of exchange'

II. Answer the following queStions in about 15 lines each

l. Crude QuantitYtheory of MoneY'

2. Factors influencing velocity of circulation of mone'y (V)'

3- Assumptions of Fisher's equation'

4. Differences between Fisher's and Cambridge Equations'
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UNIT�] 4:KEYNES�zAN THEORY OF MONEY AND
PRICES
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4.9  Stl�\ av
4.10 Ch�¿ �R�yYour Prog�� ss

4.H Glossav
4.12 Modd ttaminatiOn Que�¡ 10ns

4.13 Suggested BoolS

��

�D�s��
�b�E����

4.0 oBJEqIIvES

main objective of this unit is to underctand the Keynesian theory of money and

Afterreading thiS umt you Wili be able tO

�� know tt Classta theory Ofmtt and prlces and h��
er extended theory Of money

,  by Cambridge School;

��  explaln dE Keynesian critiCism ofelassical dttoFy;

. undestand tt Keyn�å iandleov Ofn�¡ ott and p�Ü ce and itS men"and demeritS

431 lNTRODUCT10N
, of"money *A i.i.o tiook its origin in-tlre 1930s' It was the period of

geat dbpression. pricel;;*e1*rd**t*r -.* r#and ra,ing' Unemployment wasrery

severerhebasic"Jil;dil;9iil11;,"*;y*;*l**"":*'"*?ff $:i:TJj
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lnterest and Money'. Itris a general theory in the semse that it is applicable to all levels of
employment-full employment as well as unemployment. But the classical theory i's a special
ft99w in the sense that it is applicable to full employment only. After reading this unit, you
will be clear about the theory of money as formulated by Keynes and the relationship between
monsy and prices. The demand for mpney and the supply of money together determine the:
rate of interest in the mon€y market. Interest rate, other things grr.o, has an effect onr
invesftnent. lnvestment has a muhiplier effect on income (outruQ under conditions of
unemployment. After the stage of full employment increase in irvesunent or consumption oi
99th leads to rise in prices rather than output (income). All these relationships are explained.
The differences. between classical theory and Keynesian theory are noted. The merits and
limitations ofthe Keynesian ttreory ofryroncy and prices are also.ixamincd in th-s unit.

Oney and prices ln�¡ le rlrst llnito we�] have noted

�¿�� ÆíF�÷ �d���à �í�ì1�¥

�“

�«

�Œ�l
�l

:"�c �c�c _..�� P�“
�] �] �] �] �] �] �] �] �] �] �] �] �� P�«

Here M is the quantity of money ard P is the general price revel. The above transmissionmechanism tefis us tr?, g" increare (decryase) in money suppry wil result in increase(decrease) in gengral price level. f.f*,f iir*pfr*V tras stateO"frre.propositlons of the classicaltheory. They are:

l) Proportionaritybetween quantity ofmoney and the generar price.revel.
2) Netrtrality of rnoney.

3) Monetary theory ofprices.

4) Causal role ofmoney and

5) Exogeneity ofthe nominal stock of money

�S:�˚ �˚3�˚ �¥

�¤�§ �æ :��     �Ñ �Rstd theory.h�¡
�g
���i

�—�E  �ß �â lŁâ v
M�“ �c�c�c)0�“ and p�§ ctt�˜ ant.�� M=Mon� s̀upp�µ ,0=Outpu�¿ ,=Picc ic�} d.

THEORY OF MONEY AND PRICES
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Further, rgvo"s argued .that velocity of money *a: "9 unstable ar:d unpredictable

variable. Therefore, increases in money supply mly-bf parti{fv. or fully offset bv.decreases in

uJiority oin,o""v. 
'Aililh;;rt"".. 

ormonev trbHines which are sensitive to intereisr rates

break flre nexus bett e"n money and prices'

2) Secondly, the neutrelrty of Tofy- pro.position T ry case of underernployment

equilibrium, changes ;;nd, tngry.fguO tl-.fi*g"t in.real variablcs such as (a) the nat'ral

rate of interest Ol *,pf"V*.it 
"ti,i 

fll income. HInce, in the Keynesian- modal money is not

;;r;i"il .l* ffil;;ofr.;tegration of the monetary and real sectors of the economv '

3) Next, the monetary theory of princes Keynes qlgrlioPd it and argued ttrat money-rs onlv

one of the factors operating on the price llvel. Unit labour costs are more important in

iri"r*i"i"g trr" pri."i;.i. Trrij "ii'",il 
gi;"tit" to the 

o'cost-push" theory of inflation'

4) Causality of Money: Keynes did not deny the causalityof money in affecting the price

level. The rate of interest is a monetary ilil;"r*. Ii largelv determines the level of

investment and thereby aggtegate demald too*ption 
^also 

iJ sinsitive to rate of interest'

However, Keynes ,nurif.ir-uU,"*t the role of *"id other factors besides money' That is why

ii is saia that 
;'money does not matter"'

�` Exogeneity ofn9mind�¡ ��T�` :�¿ Ll‘�„ �¶�¡�� �I�� Œr �Ó �x�“�� �Ó�×1�«1äDIF�S å£�ˆ å«ilçp ��
�u
�� �˚ �ì if�¿ 1,1�Ł ���r �ƒ�£�µ�Ó�ƒ ���Ñ �ITI�ò   �ò :mtw�d�œldence s aso m l�E v�Ò �Y

 v�¡
�]�Õ �˚ ækby the�E cmltral bmk: Hence,mOneDi

imphS�R�] �¿ ney Sup11__
endogenous and nor exononeons'

4.4 0UTLINE OF KEYNESIAN.T�UEORY OF MONEYAND PttCES

Wc haVe stated that K�Ł ne            )ntext Of he great dcp,SSi�@
�E

md for money,an increase m

P�ò 11�o :�ä �ç:�b �l
OSitivcly affCCts COnsumpuon.

ggregate demand.

In thC Original Kwnesian model,��
C�¤10Wing�R the transnus�Ü �B.mcchadsln Of

mOnettt expans�_ n:

M�“ �c�c �c )r�« �c�c �c �c,1�“ �c�c �c �ct Aggregate demand�“
�¤

Emplo�unentand hCOmC�“

Given tte�¡ quidi�fl pFeferl

a dccrease"the rate of inter
rate Of intere�U LadS t9 a rlSe

�h ��  1
ementSi
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4�B 4�B l KEYNESIAN TIIEORY OFDEMAND FOR MONEY         .

According to Keynes mm�Ł is demanded b�å ause Of threc motivcs:o the tansactions
�» DdVe(b)the precautbnav nlotive and(�ß the sPcculative motiveo Modett ecOnOmLs are
mOnW eCOnolnies.The�R�à ipt of mOnw in�� mes and mon�Ł�å pendimres Of�� nsumers and

�| i�æ �� Œ⁄ lI�¯ �fi

�Õ �� �� �ô �I �H ª�
qulValCnt to the classical dleory ofdemand.It is

Mt=KlY

�¿ �× �¥ �â
�R�� 9�¿ �� ddttmttpletwntwinC�� me�I �c d tteå¥ �˚ �æ

:�D �� i�h
�‹ ECeip�æ �fl �Õ �„ �Ì â˜ �� �í Œ� itt�v �Ó �P t

MP=MP(Py,LC)=ªàY

�ä�B
�X
�œ
��
��
�O
�T��
��
�Ú
��
�Œ
��
��
�q
�z
�R

�T�[
�Ò
�ˆ
�Ú
�¢

FiEre - 4.I: Transactions and precautionary demand for money
specrilative M1{v1: It explains why pubric hold surplus cash over and above thatdemanded due to other two motives. dJh i;;;T#.fi*.d to be an artemarive forinterest bearing bondl-or ir.or* r'u.iog";r,t6:;+ffi;ffi generafly fluctuare readingto capital gains or lolses' Fluctuations'in rr*iry p.i*. #li"o to market rate of interest.when market rate of interert.i*r **i#pri.o iarl 

-i*i*"'[,, 
ir.u*rt inteiest rare farssecuritv prices rise. Hence, ;*itil;* y* hil;r;;flithe market rate of interest.

*ffi#?j5;1lf tr*ft1T?l;.;;ffi;;;iffi #.IJi;x"Hn";p,;;il;#a-,,'u'naro.
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Figure: 4.2 Speculative l)emand for Mqney

Note: At r* rate of interest idle balances are held in money' The demand for m<rney with

reference to this t t *.;;;L.-;o infrnitely elastic. It is known as liquidity trap'

, Under this condition interest rate will not fall due to monetary expansion' Hence the

ineffectiveness of monetary policy'

Keynespostulatedthatthelowerthecurrentrateofinterestthemoverapidl.vpeople
expect it to rise ."d;;;at would like to hold trreir rpsources in money. At higher rates of

interest" the demand for speculativetalancJs;;;ld[t ryller' Thus the spwulativc demand

for money is a function of the rate orint"*rtl r"rtp I (') There are two kinds of speculators in

the market, bulls and bears. Bull: "y*lil"ri-pri*J; 
tit" in.tuture and buy bqnds parting

with liquidity. Bears expecf bond nrices.lo;;11.'fi; prefer selling bonds and holding cash'

The dernand fo, *onl t'* be writte'n as follows:

M4=f(Y,r)

Here- Y represents money income'and r the rate of interest' we hive riot yet considered

how therate ofinter;;;ietermined. Letus lookinto that aspect' 
r,.

4.4.2 KEYNESIAN TI{EORY OF II{TEREST

According to the classical economists ttre rate of interest-is determined by thc i,teraction

of *re demand for and sqppl_y.ol r*qg: ;;;;;";hes the sacrifice of consumption' The

demand for savings is guided by gainfdlnu"ri*.r* opportuniti"t But in the. Keynesian

svstem interest *r" i, a?irr*ir"i i" ,r,""""";;;;;k"':'ru":tupprv of monev is general['

controlledb-vthet;;tibankofthe-'";i;ei"manaronoon"vlarisesonaccountofthe
three motives. rn"y are already '*ptuiiJ'";;;;; 

- 4'3 shows how interest ratre ssts

i"*""i."a and horv it changes'
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ot

figure: 4.3 Determination of interest rate

- 
Givel the supply of money (M) and grven the Lvel 'of demand for money (liquidity

preference) $e Roint of intersection at Er reJults in:qxing th; rate of interest at rr. A rise inliquidit-v preference from Lr to Lz leads to an inoea; i":till;;*t rate from Rr to rz. Thereason for is that to satisfy the increased desiS to holdmoney r m4rerpl*i,* m,it u, puiabecause 
Poney supply 11 siyen At 11 rate of interest th;;; iemand for money exceeds thesupply of money by Q, Qr- Interest rate has. to r." to uriog;il equilibrium between the newdemand for monw *{ 

.,F supplv. Hencg interest ilG;,ilnom ,r to 12. Given the newdemand fol monev (L, if md;t;ppt 
"q.1" 

expaqded frorner to e2 the rate of interest canbe reduced to rr one Fain Gr.-=-E i. ittr "* ii.pp;;i f"." is a dectine Jri+raiu,preference from Ia to Li even if ttrer; is no increa;'fi ;";; supply. Thus. according toKe5rnes, interest rate is essentialry art*r,inro io-trr, iliri;#J.
4.4.3 II\TEREST RATE AIYD LEVEL OX'INVESTMENT

The decision to invest is influenced uv.ry3,r1ctors: (a) the cun$t rate of interest and (b)the expected rate of nrofit' The;;;#"rioterrsiis'iir"ili'of interestpaid ro overcomepeople's liquiditv nr.rorr.., il; #;;fu rate ofletum-ir-Jprr.otage rate of retum oncapitat invested' Kevnes cailed rhe +;fi.,;;il#'J.ii*ginur efficiency of capitar.so long as tbe rate of in-teresiir i"ii"rrran ure- il;; ,ut" or return, invesrnent isworthwhile' othenilise, there is ," t"r* i".uo.io*iog il;t# the investment. Given trre
ffiJffiT??f"!f,1niol, tn" ro'"', tt' in*olffi,,*#** the vorume orinvbstment.

�¡

�Œ
æÒ
��

�E
�œ
�v��
�X
�Q

Figure 4.4 : rhe rot""u,t il;r:T: [.'m:ith e givenMarginal Elficiency of Capitat.
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���[ L�˚ æu�@�l �ß �D �fl�ºTCiCnWJCap�æ
.Other ttntt bdtt Cqud,�¡

�g
cttases hm�ˇ OL�� Vdu�QoF�q�gmtti�ß �d�� �ç � �̇˘.�E �@lil�fl �c����

advocated for several FeaSOns.

1)L haS a heal�¡ y erect on capttd market and therefore on hvettent.

2)�¡ iS COnductive for long tem capital fomatlon.           �A

3)It faCilitates loan�] fmancid publt invesment.

4)Low in�g rest rate is mOre expedient ian wage reduction in solling uneinplttellt

4�B4�B4 MARGINAL EFFICttNCYOF CAPITAL    ’

illustrates thiS propositiOn.

o     Ql  �EQ2   1nVeSttnent

Figure 45 The MEC and lnVestmentg�s
en the rate Ofinterest

��
�O
�ß
�m
�R
�O
��
��
�Œ
�v
�B
�n�¡
��
�s
�Œ

�‰ �ª å¢
1�� �æ�í l�{ �[

f�g hqudy tap".

�E�¢ �J �� m�� �^ �� �Wå£

iA income^ls a ssntruurs vr vv'e,'..-. 
*d tonto'aption and income'

function al relationshiP
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Figure 4.6 The propensity to consume

In figure 4-6, the C axis rncasures consrmption oqenditures 'and the Y axis measures'
national income. The 45'line indicatcs that consumption and incorne are equal to one another.
The C curve rcpresents the propensity to consume. It moves upward to the right. This
move,lnent indicatcs that consumption increases as income rises. B is tlre break even point. At
income Yr consumption and income are equal (O Yr = OCr). As the income rises to Y2
consumption also rises to Cz. But the amount of consumption (OCl) is smaller than the income
(OY.z). The portion of the income not consumed iii saved (S{-C) Saving is indicated by the
vertical distance between 51 and Sz at income Yz. Before the breakeven point. saving is
negative because consrmption is hlghly than income.

- The aYeragg propenslty to consume (APC) is the ratio of consumpion to income or C/Y.
In terms of figure 4.6 it means that APC is a singlc point on the C curve which indicates ttre
proportion of income constmrcd. The APC declines m it tnores dbng ttre C curve to tfue right.
lt is seen from the flrittering C curve measring the declining p.p6rtiun,of consumption to
income. More than tre {l-e tn9 Targinat propensity to consume (MPC) is more significant in
$l Keynesgn frryry._ MPC is defmed as tfre ratio oithe change in,consumption to-the change
in income. It can be found by dividing an increase (or decreaseJ in consumpion uy anfurease
(or decrease) in income.i.c. AC/AY. For oraurple if income iocru... by Rs lgb crores and
goTsuqefuB hcraascs by 80 crores,.flre MPC = O.g MPC is the slope of-tne C.u*rin fig.rr4'6. On the basis of certain assumptions Kgnes reasoned mai tire propensity to *n**,
remirins constant. Hence, Keynes sressed on ihe cnrcial role of invesiment in irUirg the gap
between income and consumption.

GATE DEMAND
The theory of e{fective demand formulated by Keynes is a departure fiom the classical

lPPryach' .It explains the relwant variables that-cauJe 
"rr*go 

in aggregate.J".aia unathereby national income determination. It oranriner G;;;i for aJfran? ali"irr"v *otherefore, s,ggests ways and means of increasing *a rt"uilirmg ;A;il;;;;;. 'Kryr,,
fonnulated his theory of effecfive demand in d;e context 

"i r a*"a-**;;y1 such asituation there are tlnee components in aggegate demand (aoj. rrr"y *", 
- ---'

1,. Consumption expenditure

C,ooumption is generally stable as explained earlier.
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2. Private investment

It fluchrates drastically. It rises during prosperity and decreases during depression' Given

the MEC it depends upon the market rateof interest'

3. Autonomous inveshnent

It is Govemments' consumption and invesfinent expenditure. It is independent of the

economic variables. Hence it is an exogenous variable' It ii shown below through frgwe 4 '7 '

Y: SuPPIY schedule

C"�\ 1

home=I

) Figure 4.7�` �¿
  �ï � �̊�AubnomOus ulvcSment is undcrtaken��

�Fhi�ß �§ .L�g
�ånd�Ó �Õ U

Łr �I�ø�Ô �� lif�ˆ ��
.8.

�d
��
��
�ß�q
�e
��
��
�D�¿
�D�›

Figure 48 fugregate demand and employment

In figrne 4.g, the vertical axis measures the aggregry d-"*'"d (A'D)' It is the total

expendit,re incuned;;;;ption *a'-in lrur"Ti The horizontal axis measures the

,,ahonar income ", ""P'l 
" 

!h:':' -qt:fhhy:,'".i *lf:1; * f;ffgfi'#
t go(n;. Demand schedule, C+I intErsects t
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AD and AS (AS is the aggregate. {pply) as the level of full employment (Y"). If AD
increases. as shown by schedule Cr+Ir, we get over employment Yr. It is a situation where
output cannot rise because of full er-nploymen! but bocause of excess demand prices rise.
Inflationary gap comes in. It is measured by the vertical distance between Eo and Er. Schedule
C" t I" gives under employment income, Yz deflationary gap arises. It is measured by the
vertical distance between Eo to Ez. This type of analy,sisis helpful to understand the impact of
fD on output and price level at different lwels of employment. In the context of depression,
Keynes adr'ocated more auionomous investrnent (public spending) in order to increase
aggregate dsnrand to narrow ttre deflationary gap.

The collapse of MEC will depress private investnent. The reduction in the rate of interest
may fail to.in{uce invesbnent. Hence, the ineffectiveness of monetary policy Fiscal policy is
more effective and therefore Keynes advocated more public spending.

Leaving aside situations of depression and prosperity, let us see how monetary expansion.
works. An increase in money supply leads to a fall in the rate of interest which will stimulate
investment. If there is unemployment of resources, increased investnent results in increase inoutput' Price level is not affqcted, But as soon as full employment is affained, prices willincrease.Evenbeforefullemploymentstagegeneralpricelevelmightrised;;i-

a) non-homogeneity of factors ofproduction

b) diminishing returns

c) resotrces.being non-interchangeable

d) rise in labour costs etc.

Hence' as AD increases ouQut rises frrom a low level at a proportionate level and then alterfrrll unployment goes up slowly. Aftenuards no rise. So also is the case witt employment. Itis shown in figure a.9 (a and b).

A.D A.D

�i�y�j
�¤�Ú�O�ß�Z�º�æ�p�Œ�Œ�l
�E

�i�Z
�j
�´
�R
��
�Z

Figure - a'9@) ihows th1 th9 output curve riseis at a fasbr pace at low level of AD butafter full employmen! ouFut rise falls gradualv e r"-. 
-Fig,rJ- 

r.qru) arso demonstrates thesame tendency with respect to umployrnLt gg.- - -o--

similarly' starting from low level of effective demand, as AD rises prioe level (p) firstrises slowly' But as near frrlt employment is approach;il;;; rapidly. similar is rhe casewith wages (W). These tendencies areJi; ir6i;;;loi;,il:"

Figure - a.9(a) Figure_4.90)
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Figure 4.10(a)
Aggigate de�˚ and
and price level

It�¤ dlear hm igurc 4.10 a and b th�] �Rpanlon in n10nw supp�Ł WO�zing ttrOugh

efFective demand initially=rdsesthe pdce and wage levelsught,and a�¡
erwards rapidly.

4�B7 MERITS OF KEYNESIAN THEORY OF MONEY AND
PRICES

There are several meriS associated with the Keynesian theory of money and prices' Let

us note a few of them 
: bver through is effect on

a) His theory explains tfre e-ffect of money supply on prict

effective dcmand and emPloYment'

b) It takes into account demand and supply aspects and thereby integrates monetary

theory in the value theory'

c) It considers cost of production. Production costs rise after an advanced stage' It
- pt*lOts sdope for coit'push approach to inflation'

d) Itthrows lighton the nahlre of inflation atdifferentlevels of employment'

e)Itbringsintoaccounttheeffectofmoneysupplyontherateofinterestandthereby
invesfinent.

o,,**"'theeconomicstabilisation.Therearealsoafewlimitationsofthe' KeYnesian theory' TheY are:

i)Itemphasisestheshort-nrn.Accordingtohiminthelongrunwearedead.

ii) Its foundations are psychological ra0rer than statistical

iii) It is n putc analysis rather than dynamic'

Ftture 4�B 10(b)
Aggrega"demand
and wige level
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Table - 4.1 Diffetences between CIassical and Kdynesian theory of mohey and prices

Keynesinn TheorySoNo.

5.

2.

�R

�@

�S

�P

�@

�@

�Q

It is a special theory. It is applicable to

situations ofml emp10rent.

It is based on Say’s iaw of markets.
i.e.supp�� createsits own demand.

I Neutralilof�Z Œ⁄y iS asslmed.

IThedleolyofFlcnq�\ and dle theory of

l�E
Valuc Ofseparated.

Quantity of money and price level is
directly and sometimes proportionately
connected.

Rate of interest is determined by supply
of and demand for savings.

Demand for money is a function of
income i.e. Md = f(Y)

Unemployrnent can be cured by wage
cuts.

Balanced budget policy is advocated.

It is based on the efficacy of market
mechanism.

Thrift and saving are glorified.

Price flexibility i.e. absence of price-
cost rigidities is a general solutibn b
insability.

It is a general theory. Jt is applicable
to all levels of employment.

It is based on deficiency of demand
especially in a period of lepression

Neutraliry of money is not assumed.'

The theory of money and'tlre theory
of value are integrated.

Price level is affected by not olrly
monetary variables but also cost of
production.

Rate of interest is determined bv
'ruppb of money and demand for
money.

Demand for money is a function of
income and rate of interest i.e.
Md:(y,r)

Unemployment cannot be cured by
wage cuts. It can be tackled by
increasing investment

Deficit budgeting is advocated to
increase effective demand.

It is based on the failure of the
market and therefore public
in0ervention.

Paradox of thrift is pointed out.

Downward price and wage
adjushnents are not feasible. Th,
may not solve instabilitv also.

6.

7

8.

9.

10

4�B9 SuMMARY
The classical theory' 

"^f i:1E and prices is embodied in the quantity theory of money(QTM). !r!r,t ogstutates a certain qua,iitativ" ,.rutionririp;;*d ;;"y -rrpirv 
*a u,"general price level. The transmiision mectranism is direcifr;;;r.y to p;.o 'r-t -)

Mt .---,-.-r---> pt :

MJ ---._-*.---.p pJ
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But in the Kerynesian fonnulation it is established tbrough several linkages between the

monetary and real variables. Monetary expansion and its effect is shovm here :

MT -+ rJ + Pt+

Aggregate demand t+employment and income t under conditions of underemployment.

But un-rlir situations of full emftwment rise in aggregate demand due to monetary expansion

results in an inflationary gap. Hence, monetary orpansion leads to expansion in output under

certain situations of underemployment and rise in prices as fullernployment -approaches.
Several factors cogtribute to tie imerg"oce of these effecs. Aggregate demand consists of

consumption and investnent i.e. Y = C+I. Since, C is constant in ttre short ntn, "f'has to be

*uniput'ut a. Private investment is determined _by 
the lntgraction 

of MEC and the rate of

i. erest. In the short run MEC is also given. In a period of depression it gets depressed'

Through monetary pollcy money supply-is to be increased to get a reduction in the rate of

intere;. The demand foi money is iisumea to be not so constant. If the dernand for monel'

rir.r intrrrrt l.utr ruy not n n. Even if the inters rate falls investment may not be rcsponsive'

iir;.", ;;.t"r).' poiit becomes ineffective, fiscal policy is necded to promote investnrent'

ffiut is rvhy Keynes hai remrarkd, '*money does not mattet'''

4�B 10 CHECK YOUR PROGRESS

I. Answer the following questions in ebbut4 or 5lines each'

l. Explain the classical ttreory of rnoney and prices'

2.Stut",,,dexplainthemajorpropositionsoftlreclassicaltheory.

3. What are the arguments of Keynes against the propositions of the classical theory?

4. Elucidate the Keynesian theory of demand formoney'

5,Explaintherelatimshipbetweentherateofinterestandinvestnent.

6.Examinethedifrerentcomponentsofeffectivederriand.

7. What is an inflationary gap?

8. List the merits of the Ke,ynesian theory of money and prices'

4.1l GLOSSARY

Money suPPlY

Market failure

Marginnl ProPensitY to consume

Sum of totat curency in circulation plus bpt
l"r*a J"posits (Mr) plus savings bank time

deposis 1Mr1. ttlonw is a stock concept'

r A. ohenomena that results from the existence of
'il;I;;;"tftctions 

such as lack ofknowledge'-rtioift 
to rlafise the beneficial regults' It

provides justification for government

Intervention to promote or retard consumpuon or

investment or both.

: The change in consumptitrn due to *!Tgj in- 
iri.o* i.-e. aClay. The higher the MPC tlrc

'higher is value of tlre multiplier'

: That part of national expendittne dcvoted to
Investment 44
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’=F

In"rest rttte

Inflafion

National Income

Nationd Expenditure

Closed Economy

CoSt�] Push i�Ü �¡at10m  .  �]

�E
Æe�� �Ø :å¥ ciency ofCapitJ ttEo

Liquidi�fl Trap

pFOdXtionofcapital good�† over a given pedod
oftime.�¡ �z a Oow conc"t.

Thc amountthat aboFrOWermu�gpay a bnder

�V

�E �v�M�ˇw�C:�A �S�F�´�¿ �å�Éd��

TotaimOnetary valuooFfmal g00ds and services
h an e00nomy overa g�s en p�˚ Od,usudly a
ye�ˇ

=_

�R�l çWF8�Õ �` �§�fi �Vh�g

�« �¿ �H�P �Ù �ƒ �@1�P
An econOmy withOut fO"ign�å Onomic

�¡ �� �� :�˚ �m lf�v
�ß� �̊˚QL

�| �� å� �˝ �ASu�M
?f

�¡e cxpected ratO ofretum on invesment.

�C�í:�À �` �Ł�� �| �Q� �̇E
curve.

4�B 12 MoDEL EXAMINATIoN QuESTIoNSi
I. Answer the following questions in about 30 lines each

l ' Examine the criticism against trre crassicar monetary theory of prices.2. Explain the Kqmesian thmry of money and prices.
3' 

ff|jfl,, 
the differences between the classicat and Keynesian theory of mone_v and

II. Answer the following questions in about 15lines each

l. state and exprain the major propositions of crassicar theory of money and prices.2' Exprain the components and importance of aggregate demand.3. State the merits of Keynesian monetary theory ofprices.
4. What is the role of interest rate in investment promotion?
5. What is meant by MEC? Examine n, *r"nrl.".
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uNIT-5:FRIEDMAN’S QUANTITY THEORY OF
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5.5 The Trans�¡ sSiOn Mecha�˚ sln ofMoney

5.6 POliw hnplications ofMonettts�»

5.7 DistincdOn bctwecn the CiassLtt QTM and Friedmall’sQTM

,.8 Dircrences bcmeen Kctt�_ sian and F�v edman’sAppFOiCheS
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5,14 Suggested Books

5�B0 0BJECTIvES

The main purpose of this unit ii to cxplain the Quintity theory of monry fonrfulated byMilton Friedman.

After reading this unit, you will be able to:

. explain the euantity theory of Friedman;

' distingrrish between the classical QTM and Friedman;s eTM and also the approaches,betw.een Keynes's and Friedman:

o examine the criticism against Friedman,s rheor.v:
. 

99* the deterrninants of demand for monq,and role of mometary policy in a moderneconom!" 
47

B R
 A

 O
 U



5�B l INTRODUCT10N

Milton Friedman is the leader of Chicago School and a Nobel laureate. The Classical

quantity theory of nroney suffered a setback due to Keynesian attack on it. i(eynesiar theo'ry

of *or"y ani prices became the most widely accepted doctine. However, alter lrdilton

Friedman's contributions to quentity dheory of money, monetarism became prominent The

crucial role played by money in the modem economy is widely accepted. There are several

reasons for the emergpnoe of monetarisn associated with Friedrnan. We will meittion only a

few of them. In th€.post second world was p€riod, both inllation and ruremployment were

witressed in manv parts of the world. Monetary management was called for tackling them.

Various definitions of '*orry supply' is unsefiled. Various defuritions (concepts) of money'

*pply are applied in e,mpirical studies of monetary economics. The empirigal rpsults naturally

affer. Cornparability blcomes a problem. Hence, iszues of monetary management remain

debatable. Now letus examing Friedman's analysis of Quantity theory of money

Friedman's analysis of the Quantity theory of money (QTM) is a thegV of demand for

money. It is not a theory of ouFut or money income or the price level- In the traditional form

qu*tity theory of money determines price level. In the neo'classical form it determines

*on.V'iororr. Friedman argued that money is an asset - a trnique one. The demand for

money and other commodity such as apples. Likewise, the demand for money depen{s upon a

giliU"Ag"t constraini, *'it. pri.r, the price of closely related assets and on tastes. It may be

expressed like this:

Mdt = (Wt, Pml Pit, u) t

Here. Md is demand for money. w is wealth. [t reprcsents th9 bydggt.constraint' Pm is

the price is money. P; G pricaof other asseti t is the time period' U is a taste variable'

Friedman's is a wide ranging function. It is Jdeparture from thi simple K€yneslg function -
Md=F(y,i). ffr.r, ul-r.ieral similarities b5-tween the Io approaches' However' the

differences are more signifrcant. The s-pecificftion of the different factors that determine the

demand for money. fhe"transmission of monetary mechanism, the role of interest in it di{fer

significantly. Let u, Ot, up ttre theory of Friedman and analyse it' Comparisons of

Friedman's theory *tf, tftut of.classical and Keynesian thmry are made as the end to eontrast

the picture.

Friedmanseparatesthedeman<lfr,.g*.vu'vrlrtilqY.eatttrholdgrs'andbybusiness
enterprises. fhis divisili is similar to Ke1''n# dLtinctio-n Gtween transactions and finance

motives. Financenlo,i"","ru*, to,p".ututin, *iu' We will consider the theory of demand

ior*o""y by ultimate wealth holders to startwith'

The budget constraint in the Friedrnan's model is wealth' He defures it as w = Y/r' Here'

W stands for wealth. Y/r represents floY olgiven income from wealth dividedby interest rate'

The use of wealttr in the dimand function Fo' *on. is the most important development in

monerary theor),. 11;;i fi;;ur., tr," ar*ond fo, ,roo.y rises- lt is because money is the

liquid of all assets (wealth) It is also t 
"ut 

Jut u 
"o*al 

good' We may show this relationship

behveen rvealth ona a"iunO for money through Figure 5' l '
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Figure 15.1: Relrtionship between weelth and demand for money

Figure 5.1 shows the positive relationship behryeen wealth and demand for money. It
resembles-tre supply curve of micro economic theory. But empirical study of wealth,nedds a
proxy as it consisB of several different forms. Some of 0re forms.of wealth are highly liquid
like gold and others less liquid like landed prop€rty in villages. Therefore, some e-stimate of
permanent income k often made and uscd in empirical shrdies.

5.2.1 DISTINCTION BETWEEN NON.HI.IMAN AND HTJMAN WEALTH

Friedrnan distinguishes between non-human and human wealth. Individuals hold non-
human wealth in differemt forms of assets. These assets are of varying liqridit;"h1. .uJ,
gold, durable e99ds such as cam, houses and real cstat€. An inelviOual'slhuman wealth
represents his ikill, experien@, oducation and taining. Human *;ith ir; ;p;;;;
com.poxglt o! an individual's stock of wealth. Hm,ev% human wealth is i[(uid. ii i. non-
marlietable. Non-human wealth can be bought and sold. For certain fornns of non-human
wealth tilq gol-d and otrer precious metals, tf,ere is always a ;dy market. Witt tt. in*r.
genelatgd b1r tfie sale of such asets or any ot]rer asset, new forms of human rvealth can beacquired. For example: Parents at" s*dirg their children for highu rAo.ution ..pr.iu1yensf.eerils bv sclfin! away their lands and t;ft. iil;;;;g".r ttrat the ratio of non-human
wealth to human uteat$ (o) is to be considered as Ofalls, the proportion of human wealth inthe total strick of wealth rises. since human weatthiis illidi tlir dernand roi*on y rir",

ngure 5�B 2 Fanin �¶ ttnd D6m�� �¸d fOr MOney

�k�r �Q�� Łc��
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5�B 2.2 RATES OF RETURN ON MONEY AND OTHER ASSETS

The dentand for money is inauenccd by dle reladve rates of retum on mott and O�˚
eF

subsdtute assets.Wc have noted that weahh can bc held in a nunber of foll..s apart lbm

çH sll�v �N�v�Ó �fim�î �� ���v�[ �´ �R�PM�A �µ
goods and non�] human weal�� .

5�B2.2.i RATE OF RETURN ON MONEY_

The nonnalretum on money h01ding is asSmed to bo zero.But this assumptiorl is invalid
for hvo reasons.(1)Cemin bank deposi"are

��But dlis is usual137 ignored in the mOnetarist��

Ø[�˘ �Ü l�Ù ��

in pncc lCVel�¢ P/P.

5�B2.2.2 THE RATE OFRETURNON30NDS        ’

Dm thrOu3h flgure�] 5.31

MdO
Figuresil�a �a:�a �a[1�u IIrn��

n BondS(rb)
lfor MOney
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5.1.2,RATES OF RETIIRN oN EQUITIES    �E

çW �T�í �˝ �I �IRçWª��E �D �ò :Ø[ �Ü�E�ß:àÛ �d�E:
lcome stream.:Hen"the retlm on equl�fl is re=

1/re.dre/dt+1/p.dP/dt

�¡ lC hi3herthc retum�À n equity Cre)�˚ elowcrthe demand for mOnw.

5�B2.2.4 RATES OF RETURN ON PHYSICAL ASSETS   I              .

moncy.
�R

5,2.25 TASTES tt PREFERENCES

I
Hence,the demand forttmW by wealth hdders money be ettressed as fOHOw,

Md=f(W,l�¶ ,P,�¢ P/P,rb,re,,u).

�� �o �Ó Æí ��ilTttTT�Q �Õ �Ł�I �[�ç:�D
h�† ��lie�… �Û �g"nted by�‰

sp�¤ vi3.penmanent htte �¿�ß,�¡ �¤Substitutd gcnera�I

5�B3 DEMANDFORMoNEY By=usINESi�æ
�˚ �JITs

For business enterpris ^aL-- __ r
rr hrr h,ioi-o-- ,._:.1 ,_t!l T:n"y t1 like any other productive resource- The rtemo-"r r^-

Mdi=�s T,Pm,Pi�¿ u)

�i �¥�ł �˚�q�H���ß�R�N�ƒd�Ñ æa ��M.mntt h b
�–�S�p15�˚

rrr#:"rt1f;lq*ff monev mav be aggregated across alt weatth hotders and business

Md : f (Yp. e, p, Ap/p, tb, rq u)
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Here Md = demand for real mon€,y holdings, Y.p = permanent income, Q = r,a,$O of non-

human to human wealth, p : price levei, AP/P : price change, rb : return on bonds, rq = return

on equities. u: tastes u.d pr"i"t"r,.es as well as technological conditions'

5.5 TRANSMISS10N MECHA�ENISM OF MONEx

In Friedman's model, money is considered to be non-neutral' It influences ouFut,

transactions and prices. Money supply is exogenous and dominates any impulse on nominal

;;;;; eD- if,rr" assumptions *ut e ttt quantity theory of mgnev of Friedman a monetary

theory of nominal incorne. Irt us examinelthe process in which a change in monev supply

affects econornic variables.

In the case of Keynes," the choice is between money and bonds' Here' portfolio

adjustment involves a ,riier cloice covering both financial and real variables' Several goods

and services 
"nt", 

th" s."ne. Money is a substitute but not necessarily a close substitute for all

sorts of assets. Even then disturba;ce in monetary equilibrium will cause portfolio adjustment'

It is assumed thatmoney supply is exogenousrv nxea. rh9 demgd for money is stable' There

is moneta4, equilibrium to ;; with. Under ihese conditions' if there is an increase in money

;;;,, G";i1,",";iic' *"r, mone,y holdings in the economy. It is shown this wa-v:'

Mse*AMs>Mde/P

Here. Mse and Mde represent equality of mongV *?PJy an! monW demand i'e' monetary

equilibrium. mras r.pre..rts increaseh mon.y: supply and P rcpresents price level'

HowtorestoremonetaryequilibfumistheprobleTGiu.:nthestabilityofdemandfor
money, price level must rise to.restore *onior, tquitiulu* It is shown this way: Msr/Pr =

Mdi/pi. Adjusfinent is supposefl to take pf.* ,ft,otigtt the purchase of a wide range of assets'

Theriseinthedemandfortheseurr"r.r.*t,trtu'attotheincreaseintheirprices'This
induces individuals ioiora 

"orinal 
cash b.h;;;t willingly' Monetary equilibrium is restored

ffiug; lriIfle effect' on the different asset markets'

Theclassicaleconomistshaveexaminedt}reeffectofincreasedmoneysupplyll-|,i..'in
a mechanicat rvay. 

'iii- pt. In theii i"A"i""tp" is fixed due to the assumption of full

employment. In trre iiry"*i* *"1qr tr,. .'G efrect of monetary expansion is on output due

toundercmploymentequilibrium.Butaccordingtomgnet{risSofFriedmanschoolmonetary
expansion affects ;fi;;;il as prices' r'tl'ii t* how it takes place' Monetary-expansion

increases the dem#-for factors of production' For instance let us examine the case of

increased demand ;; il"r;. Increased at*uno for labour leads to a rise in money wages'

Consequently, supply of labour urro in.,,ullt' rttit leads-to:ise in ouQut' In this contest cost

of production go", u!. Product qric;s *? up. Real wages remain unchanged. Supply of labour

falls. Employment and output a".fTg * irri, iu*J levels. Prices rise as supply of goods

and dervices fog, UJtioJaJ-*a. H.rr*, 
"-pfoYto"nt,-ootp"t 

and other real variables are

affected in the short run. In the long .o" ;ffi;ivariables such as norninat income' interest

rates and Prices are affected'

There are scVeral p01iw mlplications of the monetarism of thC Fiedl�¡
an varie�T �BLct us
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2)

I

Income vetocit! of iironey.is the key relationship in macroeconomics. Hence, monev
supply is the crucial policy variable. Monetary orpansion and moner.ary contraction
are crucial for economic stabilisation. Money matters. Somctimes monev alone
matters.

The demand for money is stable. It is a stable,function of a limited number of factors
of lvhich pennanent income is thp most important one.

3) Interest rales are not considered to be that important in the determination of lhe
demand for money.

4) Discretionary monetary and frccal policy is destabilising. Monctary targeting is
advocated.

a.,*T."H;;:f;,H.["*tlor points of difference between the approaches of Keynes and

Therearemanydirerenccsbementhelill:1�v
tl::1:�R :llt�� Im��

ney anc that Of
Friedman’s.Let us cxattme sOmc Ofthe pOints

�¡ �h 1�c å¥ �' �R �� �s�ççW�¿�Õ ��Ø‘ 1
andireal.

m mOnw supp�flgets trallsiated intO a cl

�ß �å �º
IT�º �î �‰�M�R �X�FÆí �ô �Rrw�÷���r à£ �î �� �| �c�M�øØ˛

æÛ �S �Ì�ò �fi �g �W�‡ �Ù �Ù �ß�Ô
5.8 DIFFE/RENCEs

YNES
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�˜ �X �º �£tT�� �z:�£ �Ł�D �˘ �k�x�� æx�d�R�v�Õ 1
prices and yiclds on 4�ì etS direct�fl .

According to Kwnes,given the liqundity preference,dle demand for moh(v is
deterrnilled bv dle ratc ofinterest.But according to Friedman d10 demand fOr money is
detennill�v d bv ale desired real balance.

Kevnes had in mind two asset nlodels,money and bonds.But Friedman’s is a muld�]
asset nlodcl.         

�M

A�Øcordhlg tO KYnes mOiCtav expanSiOn leads to a‘fall in tte m"of in"rest.Thc
exception is dle case of liqundi�fl trap.But according to Friedman fall in dle rate of
intcrest occus onW in the inidd stage.But subsequentw,duc tO OCOnOmic evansiOn,
rate of hterctt g�g S up.The,forc thc nct effect ofmonCtay ttpansion�¤ to ralse thc

nOminal rate ofintcrest.

The maor difFerence bdwoen monetaw and Kwncsians�R �˚ at consimer evenditllre

is stimulated direct,a10ng Widl CXpendittlre on capital goods instead olbemg illduced
indirecJy throutt thc lnuliplbF ereC�g Ofinvesment.

5.9 CRITICISM AGAINST FRIEDMAN’S THEORY

A major point of criticism against Friedman's theory is the rvay inwhich he defrnes money

;;pph ir-i. Ui"Jrv definei. tt includes commercial bank time d"fl:1:-"!:,11,:::::]
to'fuf, i, India. Wirrn money is parlowly defmed (Mr) income elasticity ot demand lor

*on.r.' rvill not be as trigh * f .fi. (Mr'includes cure,ncy with the public and demand

deposits rvith banks).

Friedman's use of broadly defined money has another- limitation' It leads to an

,*;.;r*;";t of the effelt of interest on the demand for tnoney' .lt is- known that

.ro"n.i and demani J"p"tirt are non-interest bearing assets' But time deposits eam

interest. Consequently;ffi ;t*.stiates go up rlThqng iTttt:$ rates on time deposits'

the dernand for.ur"i.y-*i-at**a depisits'falls. n* ilre demand for time deposits

rises. lf the increa.;-il ii,". deposits is combined with the de-crqase in currency and

dernand deposis. trre net decrease in the total is smaller than the decrease in currency and

demand deposits ,fr"".-it-it i"t lt rt i*to" Milton Friedman found the interest rate to have

a u,eak efl'cct on the dcmand flor moncy-'

Friedrnan's argument that the interest rate varies in the same direction as the money supply

is questioned b.v the KeYnesians'

According to Friedman money.uloYg matters in explaining major economic fluctuations'

But this conteirtion i. ;ui,jffid by his critics. They opine that money also matters'

Historicallymoneysuppll,is.notindependentofchangcs-in.pricesansincomes.But
Friedman assumed it to-be independent il;ty *p-ply-*elf 

is determined by prices and

incomesasitalsodetenuinespricesandi,,comes.Thusthecausationisbot}rways.

6. Friedrnan relegates fiscal policy to the background. But Fiscalists do. not agree with his

logic.

7. The concept of 'permanent income' is theoretically sound' But there are no statistics on

.u.t ln"o*". It ii to be estinrated

2)

3)

4)

5)

2.

3.

4.

5.
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�“�Bhrinnttt�¤ I�¤ i�E �i �å �» ed�� �V�¡ hQ 2002�� �î 15%.It means compattd�¤ �Þ �àpFiCeS
prcvailing h�˚ e�UŒi ended on l�g Jme,2001,�� e"Ce3 nOW are hilgherby l.5�æ

‘.6 EFFEcTS oFINFLAT10N
At the ou�g �æL shOuld be noted neiher in�¡ 0�� On nOr denalon is g00d.3oth are rogu�g

and haml the e�� nomy9 and ttcrefore,�R w shOuld be banished.Howevtt the"is some
evidcnce that a mild and Fw slo�¡ v increasc in prlces is conduc�s e for hi3her investment,
producJon and empl�µ lllellt.During p�¡ ods Ofin�¡ ,�¡ On�å �¡ain chsses ofpeopL may gah or
lose temporarily.h the long rtln,probably nohe gains tom inna�v on.Dumgl,ing pttiOds Of
prices,deboors Ofmon(�`  gain and creditors ofmonw o4nks,mOney lenders etc:)lose b�å ause
vduc of mnw�g �b a�g s Gttd�fl buS�d

�‹ ª� �í çW �Ó fttt��inconlkts liL cOntratt labour Or�� nmctOrsi
incollles and wealt�¡ om the p�� rtO Hch dats.cap�‰ al�¤ ts as a class will gain�� )m inga�v On.By�gd�¤ tributhg�¢ oolne from tte p�� r tO�v ch,ittnation edVerse�� .afFec�� Iving standards Of

�g

e p00r.The worst surerers of innation arc the a3TICultural labourers,asset less p�� r and the
�]unelnp10yed.

6.7 CONTROL OFINFLAT10N�c�cSHORT RUN AND LONG RUN

�⁄ �˜ �WMMARY

As inflation is a muhi-faceted phenomenon, it is not easy to barrish it. It is noted that
'inflation occurs when demand exceeds stipply. From this ir..r;;;;;j*ri irnu"i,on .un
be controlled either by reducing demand oi increasing supply, 

'lt 
rneans lriution'"u, u.

constrained through either dem-and management or ruppry ,unagement or both. However,
the best solution to inflation-is to raise production and prcductiuity. nrt this is possible only in
the long run by providing adequate infrastructure facilities, effectlng innovations in froauctiontechniqu6s and providing inputs including credit and marieting facitities. kr the short run. it
can be constrained by focusing attention mainly on demand *irug"r"ot and partly onsupptymanagement' Fixing mininrum prices and widl spread nrtrork of public disfiibuting systqmare essential for price Tlt L Though contrylof hoarding uno utu.r. marketing,,idg il;;can be arrested' one of the temporav but quickest mertrod-s to control inflation ['toffiort megoods' which are in shortage. it is is not a desirable method in the long run because imports

. require foreign exchange and the latter can be obtained oJy ;i;. a counhy is able to producemore and export more.

Dcmand can be managed 0rrough suitable macro economic policy. A mix of monetaryand fiscal policies rnay be used. Rationing.bank loans, ,aising-inteiest rates and reducingmonev supply are monetafy tools to control inflation. 
'a 

r.oi.tl* irao,i,ri""..oior*..through reduction fur subsidics and activities of pubric *t rp;;; wifi reduce money incomesof the people leading to reduced demand and piices. Taxaiion is anothe, measure to reducepublic demand for goods and senices Th; ff;; ,rffi;; #;;;;i,;;1, i."", **r,

This ttnit took a vielv the problern of the. multi-faceted problem of inflation and discussedits various aspccts; Inflation ,iun. incretised prices but 
"uu* 

.irl in price may not constituteinflation' Sustained increase i'prices "r"r;;;;;-.;il'##on. rt is a situation is which,gcneral Ievel of prices or average price level rises or value of money falls. It is not proper todcti,e it as too nruch nronev ctrasing t". fe* ;;;d;;;;;trffi;"rd;il;:J';r"r*.
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å¢ 1�Æ�H��   �N�x�z
�| �DÆ��| �O�Õ �{ª� Ø‰�Ø

explanations.Thc root cause ofinflat�_ n is tte

�W�â �À �� �l �~Iæk �ß �ï   �| �l I�E

ised.

mation is measured as a Fa"�l pttOd�E It is measured bott initems of WPI and CPI.

Whib general in�¡ ad"is�˜ �bund m CmsofWPI,urban matbn isittasured witt tlle help
ofCPI industrial w�å trs and mral hnatiOn in tems ofCPIa�I �¤�c ltuml labour.On point basis

also hnation can be.Eleasured.h the ShOrt period,during perlods ofinflaJon debtors lose and
CFeditOrs gam.A111à� ed monw m00m�¤

"undergo bss.BusinesSmen,produceFS and

åS �Q
It cali bc tacMed throu�Ü dCttd Orsupply m
tO�¤ duce intionary prmures,Imports quicI
in the bng mn.The best soludoi to innation
pOssible ut the blg Fun.

6.9 CHECK Y

1�E �VSWerthehilowhg.lueSttnsin about,o15�a n�Ö  each.

2.�¢ �ßah tte diffe�g nc�å between ttna"�S and ttagna,On.

3.Explain dlc Phmips cun7e innati�B 1.

4.List�˚ c effCts Of�R �˚ atiOn.

6�B 10 GLOSSARI
Inflation

Stegflation

Point to Point Infletion

Phillips Curve HYPothesis

Sustained increase in prices overtime'

Co-existence of high unemployment-and high

inflation or rising unemployment wtth nsmg

prices.

Rise in prices during a given weeli, month t*:in
ttre cunint pgnod and compared to ttle pnces rn

the same period in ttre previous ycar'

ItconehGs inflation and unemployment and

postulates trade off in controlling infl ationary

ln *ptov*"nt. It says that the relation betwecn

irnatiot anO unemployment is opposite'
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ago Univers�fl P"ss,1956.

: DEW, hpend for Money: Theories and. Evidence, Dun Donnelly, New York.

4.Laidler

- Prof. G. Raghava Reddy
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UNIT-6:THEORIES OF INFLATION
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6.0 0�‹ eCuves                 �]
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6.4 �� 11�' atbn ofCaus�v s ofhnat10n and Theorics
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6.4.2 Demand�] Pum Explanation

6.4.3  Cost�] Push Explanatioll

6.4.4 Stnlcturalists Ettplanation

6.4.5  Phillips�c Cu�We Explanation

6.4.6 Post�] Kcyncsians Ex,lanatiOn

6.5 Mcasurement Ofhfladod

6.6  Effccts oflllflation

d7 Contro1 0fhiatin�] �E,ShO�¡ Run a�g Long Run

6.8  Sumlllav

6.9 ChCck Your P�_ gress

6110 Glossav                          ��

6.1l MOdd ttammation Quc�¡ iOns

6.12 Suggested BookS

6�B0 0BJECTIVES

The aim of this unit is to explain you various aspects

inflation.

Afl,er reading this unit'you will be able t,,o:

of a universal Problem, called

��
�@
�@
�@
��
�@
�@
�@
��

mow thc meaning ofillnatlon and Other related conceptS,

�« plain ttt Va�Ü �Zus CttSeS tO dle inflation a�g dleOries devdoped ttthC hnation;and

CX�� ah hOW dle innation�§ measured and�R�R yinflationleCOntrolLd?

6.1 INTRODUCTION

�q�Ó �ô çN �¨ �D �S �o äX �Ù �q�� �� T�� �Œ
rices change,Which dasse,are

:lTf,:' fi *ffi:,: #lifi 'l*;,ffi;; :r;n.:."lr,:",,H":: il:l?""'r-*'"1Jff :"' 
*"

airected adversqlv u'i ii& is iohutior, ;;urlii i'h'1yj-+ intendea to answer these

ffi;;;g:*::*#;f;,tr,n*:l,t"lt,.r*31*ffi:iJ:r*"i'ffi:,IffiTl#
all the countnes anc u

to time. suggested,,,;I#ffi'ilk1"",ilrr". H,'-oa"* gov€rffnents expricitly aim .at eontrol
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�¡ 10 SUMMARY
Friedman's quantity theory of money is basically a theory of demand for money.

Friedman identifies four important determinants of the demand.for money. They are (l)
permanent income (2) level of prices (3) the rate of rehrn on money and other asseis and (4)
the rate of increase in the price level. Varieties in the first two determinants cause demand for
money in the soure direction. Movements in the last hvo determinants cause the demand for
money in the opposirc directive. Wth price level variations the variations in money demand.is
proportional: With variations in real income the variation in money demand is more than
proportional. There me several differences between the'classical and Keynesian quantitv
theory of money aqd that of Friedman. Holevetr, there are also a few similarities between the
Keynesian and Friedman's ilteory. If we assume O and U of Friedman's equation as constant
and treat price:level and price level changes as given and equate rU ana re with i, then
Friedman's dimand for money gets reducd to two determinants only i.e. yp and i. In tle case
of Keynes Y represents absolute income and Yp of Friedman represents permanent income. If
th:1are ecylld i,e. Y:Yp then there is no difference betrveen tire demand fi.urction for money
of Keynes Md=(Y,iI and that of Friedman [Md = f(Yp, i)]. But this is an over simplication.
We need t'o take into account all the deternrinants iarntin.a by Friedman into account.
Monetary transmission mechanism directly operates on the economic variables and therebv
makes monetary policy more effective in ectnomic stabilisation.

5:1l cHECK YOUIIPROGRESS
�P

�@
�@

�P

�@

�Q

�@

�R

Answer the following questionp in about 4 or 5 lines each.

Wrat are the determinants of demand for mone-v according to Friedman?
How is wealth classified by Friedman? And why?

Examine the relationship between the ratio of noo-humun wealth to human wealth (o) addemand for money.

How do the rates ofretum ol money and other assets influence the demand for money?
Explain ttre demand for money by business enterprises.

How is monetary disequibrium conected?

Explain the monetary hansmission mechanism gf the monetarists.

5.12 GLOSSARY

Asset Ownership

4.

5.

6.

7.

fuset Substitution

Income Elasticity of Demand for
Mo-ney

" : Oryne;rshin of a wide variety of assets, financial
and physical, human unO rdn-frurnan tl,ui generate
income forovmers.

, Y." ofone a-sset by replacing another asset:
rxampre wrthdrawing demand deposits and

r . lh" responsiveness of tlrc quantity of money

lyan(eo ro changesin income. it i, iJrr,r."a uyproportionate change in money demandeJ toproportionate change in income. ItmhyG stated
thus: (Amd/md)l (Ly /y)>O
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Mode!

Monetarism ''

Monetary Equilibrium

Monetary T ransmission Mechanism

Money SupPly

Realstock OfMoney

Real Rate oflnterest

PermanentlncOme

PortfoliO Adiustment

An analytioal framework used to porray functional
relationships among economic variables.

It is the view that money supply is the principal

determinant of levels of output and emplolment in

the short and price level in the long mn.

The balance between money supply and money

demand:Ms=Md.

It is the prooess by which money supply chgnges '
impinge upon major macro economic variables.

Sum of total culrency in circulation plus banli

demand deposits (Ml) plus savings bank tirne

deposits (M2). It is a stock concept.

It is the real amount of money demanded i'e'

Md/P.

It is equal to the nominal interest rate minus the

rate of,inflation i.e. R = i - P.

A properly weighed average of pas! present and

fuhrre incomes.

The exchange ofone type ofasset for-another asset

with a viewlo maximising income and wealth'

5�B 13 MODEL EXAMINAT10N QlJ�¶b llUl�n D

Io Answerl�Õ �†�ô �� ��ª��] lingquestiOnsinabout301ineseach

l.ExaminethesalierrtfeaturesofFriedman'stheoryofdemandformoney.

2. Explain the monetary ffansmission mechanism of Friedman

3. outlime the quantity theory of Money of Friedman and compare it withthe earlier

ones.

II. Answer the following questions in about 15lines each

How is the demand for money by business firms determined'l

What are the different assets that can be substiiuted for money'l Explain'

Compare the QTM of Friedman with the QTM of classicals'

What are the major points of criticism agginst the QTM of Friedman? Explai['

1.

2.

3.

4.

irl succnsrno noors
:1�Z �@:�� :�• ��\��

eta.Theory and�Æ �aCb
�Ek,1976.l. DwayneWrightsman
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�| �â �¿�r �M�å
6:2 MEANING10FINFLAT10N::�u

�ß t�R çW T�� �ŁŒ⁄ �æF�‰I�r �ƒª� �å � �̀o
evev decreasO in price dOes not cOnsdtute

l�„ }�P �ª�N�Ñ�Ü
slouu ntt b6�¶ a�a ed illna�g �Bn.Then whatis h
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the 1960s many countries are fasing rise in prices eva before fult cmployment and with much

uncmplolment. This peculiarprobkm b calhd stagflation- .

There are variants of inflation depending on degree of rise in prices. Ti:ey are ?tPing,
walking and running or galloping inflation. When prices rise slowly it_is creeping infl4tiou.

When 
-the 

rise in pri."r is considerable. it is called walking inflation. When increase in the

price is substantialand prices rise from day to day, it is called galloping or running inflation.

6.4 EXPLANAT10N OF.CAUSES OFINFALT10N AND
THEORIES

Todall we have ht ha�Õ 11c b�_ ad explanations of innatton.They a":quanti�Ł �Rcory,

demand p�–u,costpushismctural�¤ t Phillipscurve,Post�] K�Ł,edan"lanadOns.

6�B4�B l CLASSICALTHEORY OF QUANTITYOF MONEY

For a long timel tte�  ncept ofinnalon was understood h t�\ Of Classtal theory of

�í �Ł�[ �a �Õ
�E
�~ �‹ �f ��

�i �˚ ªà J�æ �� �¡meanS ttatmonw
00t afFed FCal eCOnomy.MOncy iS Simpw an

�â
=�R

�æ�N�r �R���d�ÌttlI�˝ �R æä �~�í �Ł� �̈�
�Ł�L�|�I

=�æ
�ìà�.

It is said that inflatiom means t00 much ml

�å onolnists ike n��

�g
,based On�g�R

"��
�c1

d�¤ va�fl linm�~

6‘.2 DEMAND�]PULL HPLANA�¡ON        �A

Lced.
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6.4.3 COST-PUSH EXPLAI{ATION

, Not only a rise in demand raises prices, an autonomous increase in costs of production
also raises prices. Thiq is called cost-push explanation. It is a situation.wherein prices rise due

' to increase in factor prices. It occurs when pioduction factors get higher *on.yin"ornes more
than their real productivity. According to Eris approach, inflation is due to an increase in
'production costs.. It is quite possible for various r€asons interest cost or profit cost or wage
cost may rise. Since price depends on costs. a rise in the constituents of production cost will
push.up priges., In oligqpoly situation, businessman raise ttreir mark up'(rarc of profit) and
thereby total cost of production is pushed up. Due to this prices rise. Also wh:n prices rise, to
protect standard of living, worliers agitate for rise in lvages and in oligopoly sitgatiop with
sbong t1!9 mions. rvorkers succeed in getting highe. money wages. tnl in"reascU ,nnri
lvage: will jncrease total cost of production unJ *I in rnotioo forces causing further increase
in.prices. This.is:u[_:d wage sets in motion forces causing further in"..u* I" ;;;, This is
flld wage spiral. similarly, an adtonomous incriase in iaw materials costs aiso wjll lead to
rise in prices.

mutually exclusive.. Once prices rise due to excess dcmand (demand-pull). it soon lcads theoconomy into cost ihflatisn. When consumer goods prices increase, wo*ers demand higherwages leading 
".1_T,n_To 

of production. et* due to demand innutioi,lri.es of raw
Tl*li ryq incre,ase. Thus, it is difficult to drarv line betwden demand and cost inflation.ottel they go together agg-ravating the problem. It is held that the.*rd;rfil;il;;;;
contains sogre plemeqls gi Fg$-d"rand and *rt innuilon. During un innutmuf process,both demand pull.and costpusn factors simultaneourrr.p"*tr. tffi;;ffi]"dr* 

",*",by increase in deniand or cost but it cannot be sustained ifboth are not operating.

6.4.4 STRUCTURALISTS EXPLANATION

Stnrcturalists like GunnarJ\,fyrdal and Strreeten argue that for the less dpveloped counhiesaggregate analysil is not useful, because of the rnato irperfections and lack of propercoordination among diffelent sectors. In these .ornri", *r,u-t i. prevailing is not one $e,eralinflation but sectoil i"fl.;"r;it ;-t'i#. They are suuctura[y backward, characterised byrigidities' and hence thty 
99 

not quickly ,rponi to price- aJprofit signars. In these natiorrs.and hence' they do not quickly ,.*ponito ni,* *a-n.niffirtr. In these nations, the very ,pr@ess of development leads to inflation u,id *ort 
"rur" 

a.i*e in prices is due to structuratdeficiencies' Also' simultaneously, shortages are seen in some sectors while others haveexcess capacrty' consequently' in-the former prices rise anali thc lattey they fall. Econoriicdevelopment requires conqarrt 
"r,*go i, +; f",-; iJar"rior, in economic and soeiar. sfruchre' and in pattem of income iistribution. F;l#;;ake these changes in tirue or

[*::"t- 
Ieads to rnala{;uqnents uiJ]rr"..". which retease tarent and po*riJirnationary

, 6.4.5 PHILLIPS.CI.'RVE EXPLANATION

AW Phflrips of-Britain, based on e11i*ar.d-1.*, p.oosed in 1958 w.hat is known asPhinips'curve Hypothesis. I; p"rh,rrt"r-inn"o, otrti;;;;il;; inflation and unemproyment.Phillips ctnve sropes'from bftL tgrria"*r:r.ar, irdi.rd'"or"r,r, rerating berween rare ofchange in inonev wages or prices ira,ut" orrr".pb;;; -itgroir* 
ro rhe hypothesis, tohave low iirflation oi rtuut" u."r, uit"."pr-i"iii;#; high unemproyrnent. If itdesires low unemployment, it rt"rli * ri"a nli il"hiil;ilnution. The posturated trade
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Or bOt�¡ 7een h�fi ation and unemplqment�¤ challenged by many�µ conOanlstsi t�ª �å ial�fl by
MiltOn Fredman.The latter says alat alere is not tade ofF bctween controlll�d innadon and
memployment.He says ttat tt lmg nm Phi�a �í sC��

�g
iS a veFtiCal straight ltt and not:

downward sloping cllrve.                              �E  .
6�B4�B6 POST�]KEYNESLANS EXPLANAT10N

In explainillg in�¡ atton,Post�] Keynesians attach impomnce to institudonal factors(Or
proper"ownership),soCial classcs(claSS�] Smcture)and autOnOmois invesment cOntroned by
p�_ flt recipients.Th(�b hold�˚ at institudonal factors detmine dinibutton Ofincome between
wage and p�_ it�] earners.They view in�¡ atton as a consequencc ofOonnict over income sheres

alnong 4 mlorgrOupsviz.wtters,capital�à �A,30Vemment and fo"ign sec�í i Each attempts

to secure a large part of the in9ome in tte shap�� of wages,p�_ l�` ,tatt�˜  and impo�¡

prices/intercst/proflts respcctively.Fu�R �° thc�� nnict among tte direrent groups and�˚ e

rcsponsc ofmonw mpply causesin�¡ �¡ iOnf

ln sunlmhg up dle�¡ planalol,,let is lo�É dle r00t 4ause Of iniation.�V �¡atbn is a

mulu�] facc�É d,phenolnenon afFcted lY many factOrs�] �æ

�g
OnOmic and non�] economic,h�gmJ

and �\
�g

�˚ d.It is klown that plceS�¡ Se Or fall when demand for goods and s,�œ iCes is not

ØÜ çW �¶ 1�I �£ �í àp �' 1�å :

�O�ß���˘�d�v�£�Õa�I �¿�XrLttma.�B r�g ghaj�° ��9�f Of h�¡ � m̊.r�Q
I way between short and10nggention Pnects,
and and supply will bc in,quality.TherfOre,
��is not ongmatmg factOr but aggravating cause.

t6sav that deflcit inancin3 0r inc,ased mon

M�A:I�ß �ä�ì�I �¡�ô T:�Ł �k
widl balanccd pattem of investment it W11 1
reduces innatiOn.

6.5 MEASUR

FOr practical purpose, inflation i-s t9 be measured. lt is measured as a rate or percent per

period. There can U" i ,uriut-n of inflation rates dependl-ng of the time period qhosen' Unless

othenvise indicated, *t-ye* ,it"9 is considered in measuring inflation ra-te' To measure

inflation rate, average pir"t-urt,o be-calculated' For this purpose' as noted in Unit 2' there are

trvo broad standmds-.IJJoA. ura retail- jrice inagx }11Ue1s 
Popularly ttrey are called

Whclesale price Index (wPI) and Consum.r-P,i.' Index(CPI)' In India' inflatio' is measured

both in WPI and CPI. Wthin CPI there u,.it""" variants viz' CPI for Indusrial Workers' CPI

for Urban Non-Manual'il;i;y;* and CPI ror-{ricurtulal Labour' For generalpurpose' it is

measured in WPI. fo t no* .hung., in cost of liling of common people and to know urban

inflation, it is rneasured in CPI lndustrial Workers.- On the othir hand' CPl Agfcultural

Labour is used to measure rural inflation e*ud inflatign rate.is worked out on the basis of

average change in the prices in SZ weerc. There is another Eeasure--poinGto-point

inflation. tt is measrired L **"g. in prices on a given day,,rveek, morrth. quartdr or end of a

month in the .uo"rri -r*r- corp-qr.a 
-to 

the same'day, week etc. in the previous year' For

example. the average rJ;ir".'ffiil m6"-a*iiezriril-oV (52 weeks) is3'6"/o' It means' if

theaveragepriceinthepreviousyear2000-0lis-l00,inthecurrentyearitis103'6'Pointto 62
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loh:�V Ø[t�¤ ifor�í �–1�Ø �i i�i =i�E �¡ IQ 2002 wtt�Ì T.�L .It mems�� mpa"‘b tte pHces
pttvd�g gh�˚ eâ˜ æ| ended�V l�g JåK�i :’2o01,�� epjce�˜ i6wa�g Hgherby l.5%

�¡�¡�£�� FECTS oF INFLAT10N

6�B7 CoNTROL OFINFLATloN�\�]sHoRT RUN AND L�˛�JC�˚ �J N

6.8 SUMMARY

At the outset, it strould be noted neither inllation nor deflation is good. Both are rogues
and hatm the economy, and thgrefore, they should be banished. H-owever-.there is some
evidence that a rnild and vcry slow increase in gtices is conaucive r"ir,r-gii*lrr"rrr.n,
production and employment. During periods of inflation certain rh;;;ip;i-pr.,".v sri, -Iose temporarily. In the long run, probably none gains from inflation During rising ffias orprices, debtors oflloqneli gain and crediCIrs of mfr6y &"rkr,;;;ey lenders etc,).lose becausevalue of mon€v decreases. Generafiy businessse, *J'p.Ju*rs gain, -Fixed moneyincomists like coukact labour or conracton lo,e;i,inftutt;il il.,"f,ruir"rr to shiftincomes and wealth from the poor to rich class. crpirrri"r; ;;^, will gain from inflation.Bv redistributing incp,.me from the poor to .i.h, infr;;;;;;r*,, affecrs living standards ofthe poor. The worst sufferers of iniation are the .gr;J;; r.ilrr.rr, asset ress poor and theunemployed

As hnatbn�§ a muL�mfacetcd phenOmcn�@,it�§ not easy b banish�˚ .�¡ �R�¡oted that.innadon occurs l�¡ �Eh‘n dclnand cxc�å ds supp�µ .FrOm this i can b,infemd ttat in3ation c�Ó

�ô
a�¾

�F �ô �� �Ł �Ò �] �É �M g�˚ dHtt h�R �Bsh�B �¡ m�Z �¡8 attntiOn mah�fl �Bn�E demand m

|

hel:h[}llil:�˘ 11[:�a iltllllenacounttyisabletoprOducemtt and export mOre.

md�y�í �] �Q:�Ó

This unit took a vielv the problem of the multi-faceted problem of inflation and disctissedits 
'arious 

aspcctsj l"frrd;;'";;;in.*.no p.i.", 6ui."; r* in price may nor constiruteH:f":i":i:ffi:.:TX;i::l:lffiTir:-#!;.:T#L * is a sihra,ion is whichgenerar rever or prices or uu.'rgJ p.i* ;;il;;ff; :lffi,b ili: ili:.::i##*dcti,c it as too much money.ti.irrg io-re* g""ar--u";u1."-*iu,ou, *r"r"n." iJ-iron.n,
'!'it 63
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��ª� çW:�Q �£ �w
bw�R�R .The ddeste�ª lanaLtt IS In te�\

àå �ß�O�÷ �÷ �æ:T�I �� ’I�M

�º�I1�P�D���IçW�¤äDlFl�Ł �ì �í �†�w �I �G�«Lmll�L ��̊E
tsed.

hnation�§ measured as a m"per pFiOd.It�¤ measured bOtt h te�\ of WPI and CPI.

�Q �• It�ô �ì �R �í �v

possible in the long run.

6�B9 CHEcK YOUR PROGRESS

I. Answer the following ques&ns in about 4 or 5 lines each'

L What is inflation?

2. Explain the differencssbetween inflation and stagflation'

3. Explain the Phillips curve inflation'

4. List the effects of inflation'

6.10 GLOSSARY

Inflation

Stagflation

Point to Point Inflation

Phillips Curve HYPothesis

Œr :çç    �` �d�Û
prlces.  �E

1�� �ò :�D Łƒ#
�trevious ycar.

nd unCmploynlellt and

�\ àu T
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1.Answer the fol10wi�X

�g

�� �…OnSin abOut5olineseach        i

l�E D�R�æ betweninnation anddttb�¯ �V d00attmandd�i ]atiOn.
2�p lain�ł 1�i aning�ˇ h�› �˚ �Rma howdoes�¡�å cun?
3.State the cattses tO inattOn.                 .
4�B Whatarethderets6fmattadmethOds�� cOnmi r‘Exphh’.111��

II.Answer the folbttnt l�� stiOns h abbut 15 1ineseach�B          �¡
��

1

J�E
Wha’�¤ infl�Ü åKm?10wdopttstaFe m?

2.What�g you me�Ó by thecOst_pushmation.
3.HOwdoespott Kc�» �˚ an’s derm�† innadon,

OKS
�\

1,MC Vaish

�L   2.ML Se�˚

: Money BanHng and lnterD3�¡ dbmal Trade

: Macro Ec9�¡ Om�‰s9

�¡ �bhiNam�VAgaFWaLA�w�¡ 1998.

�]Pro�¡ S Kttban�¡ 80

9
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BLOCK�\II:
This block does notparticularry discusses about the genesis ofcommerciarbanking and it various drnctions tr,ut u." p".rormed by the commercial banks inthe Modern Economy- bui also exprains th" *ru, 

"#r"riri*ion, ofBanking andhow credit is creatediy tf,", uJi,Jrnpor*"".

This block contains the following 2 units,.

unit- 7: commerciar Banking - F'unctions and changing RoreUnit- t: Credit Creation by Commercial Banks

66
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UNIT�] 7:COMMERCIAL BANKING�]FUCTIONS:AND
CHANGING ROLE

Contents

7.0  0�´ eCt�s es

7.l   lntrOductiOn

7.2   EvOlution 6fthe MOdem Banking

7.3  Genesis ofMOdem B�c �~ing in hdia

7.4  Role�Û Banksin Economc Delelop�˚ ent
7.4.l PromOtes Capltal Fonnation             �]

7.4.2 Promoms cOmmercc and lndus�fl           .
7.4.3 PJO�� wS�å tOr�\ Devdopment
7.4.4 ReducOs Regiohal hbalinces and Economic lnequa�a

ties

7.1.5 1ncttases EfFec"veness OfMOnetary�m �vCy
7.46 S�k �˚ enS the Litt betwn the oFganiSed and unorganised sectOrs
7.4.7 Batts hcrease MonetisadOn Ofthe EcOnomy l

7.5 �� Functions ofCOnlmercial Batts

7.5.l Accepting Deposls            �E

7.5.1.l sa17ing‘Deposits

711.1.2 Demand DepOsits

7.5.1.3 Recuring Deposits                    �R

7.5.l.4 Fixed or Tem Dcposits

7.5.2  Advanclng Loans

7.5.2.l Dirett Loans

7.5.27 olerdran Faciuties

7.5.23 casll Credit

7.5.2.4 DiscOuntt Bilis OfI�j change
7.5.p subsidiav Functions

7.5.3.lA�w nw s�v rvtes
7.1.3.2:Gcneral Ut�v iw services

7.6 changhg Rob Ofcanm‘�g ial Banks
7.6.l Prov�¤ 10n OFMedium and Long�]tem LOans
7.6.2 Ba,ksand Hire purc�æ ases
7.6.3 Pc�o 6hJ Loant
7.6.4  HOusing LOans
7.6.5  EduOatiOnal Loans

7.7  sulnma�ç ,                       .
7.8  check Your PrOgress                         .
7.9  Glossa�Ł                              

�M

�A.10 Modd Exanlllation QicsdOlas
7.:i sugrS�¤ dB�B�Bks   .   .
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7:0 0BJECTI��

role.
The mam ttective ofthiS un�¡ �¤�Ö  mdy dleØÜ �� �� d banking,its �V

�c
and itS

After readhg thiS llnl�¿ ,Ou willbe abL �Ö

�E   understand the cOncept and the evolution Ofmodenl banHng;

:�` Łc� 1̇�Ô �˜ æa �Pd�Ó .

7.l INTR

batts.

�� Iå£ �U

There is no unanimit-v among the economists about th3'9riei1 of thc word 'bank'' Some

berie'ethatthe*"dT;Jffi;:iH{l;::nly:*"}gr:l*fi:?ffi i"ilHn:beh�å e that ttc"d WaS�g �Ł�ºr�ß �ß
=�Ô

�Ø�ð�� �•d‘bttque’whiCh hdhats
frm.SOmc beliCVe that a10 wo

l�� �Ł :�æ R�Ł �� llttTmttLn�g

s We"bOnll�“ �[ cnch�g ’�Y thCy�g Cd �_  k�å p

purpOSe ofChanging onc"e ofmOn�Ł
into anothCr

�°�� �˚Æ�
�Eä���Ø}�h�e

IslncsS.

�[ä~ �w�‰�Üi�Q �â �V ØÜ�O
o90 the bal�æ Of Hamburg werc

6[
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�å tabli��

".The bm,aFd:peOple of lta�µ

wh
wem�ßuunly responsible fOr tb development

a�� �¡11�� �T�b�[L:TØò :�Ô �~T

7.3 GENESIS oF MODERN BAN�˚�JG�J �æ �˚ A
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7.4.lPROMOTES CttT^L FORMAT10N

712 1ROMOTESCOWERCEAND�µUttRY

�Œ �B3 PRIOR�uYS,�°

�g

DEWLOPttENT

741   
�Ł

�x �M TIMBALANCESAND�g

�¢ OME

tions Oftt SOCle�E
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�[l�ð ���� �x �a �P�Õ �H:�` �‹ å„
�¾ �Ô �å �î �� I�‰�å �S �í æS�¿
7,4�B 6 STRENGTHENS’1lHE LINK BETWEEN THE ORGANIZED AND

UNORcANIZED SEcToRS         �E

�¯ ���‰�å �à �Ó�X���¸ �÷ �� �b
�ò

=��
�ºT�X �ç�I �À 1�ˆ �N �� !�‰�E Œ⁄ #�ysector.Thus,bttkS indirect�fl illnu�ª �å the c�¤ (

7.4.7 BANKSINCiEASE MONETISAT10NOFTHE ECONOMY

Bank�Ì  h�v lp"mOnedsc c�A�mcn thC nOn.mo

�y�‰�E�P�dŒ⁄�˙

The incØ[ Oms Of��mmercial banks‘�Ò b�_ al�� be Classifled i�Ł tO�¡ �B Ca�ggOries:

D�`
�� �Ł raT�� ]�b �i S�E

�E
�Ne hdudcÆe�� dptt ofd�@ oJ�A md L�˚ �T
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ii)SeCOndav or Subsidiary funCtiOnS WhiCh ttary from bank tO_btt�u
depending On dlc

gOvemment poliCV.

Letlls diSCuss hSC hnc"nS h detail.

7.5.l ACCEPTINC DEPOSrrS

�¡em�Qmp�ga�—�x
�g

n�¤ cOnlmedd httS�M 1�å "ª� �I �› �� �Q
�V�� �fl�Õ �à �I �� 11�M�D��?�R’�Ô ��
7.5�B 1�B l SAVING DEPOSrrS

Generally,indiViduals and houSCh01ds��
WhO WanttO kep tter SavingS With b�g

kS Open

hdrawals in Casc Of Ordillaw

�§ �Ł�[ �æ�V �Q
�O �â �§ �ø�Ł1
�BOfsB a�å ount with cllequc

es from bank tObank.

�[.5.1.2 DEMAND DIPOSITS        
�E

.                                        ,Osits or transactiOn dCpositS=
Derrhand depOSitS are alSl L The depositors are iCC tO

Business peopt and hdV’W

Dmy.

7.5�B 1.3 RECURRING DEPOSITS

D)aC�� unt.

pensbttS,�� Hren etC"genc

7.5.1.4 F�\ EDORTEIWIttPOSrrs    .   
�M

Œ⁄�r �O
,��

�Q �b

p��

:dle Spedted periOd,�� P�_
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�çbg�`  peri4 Henc%ba�¥ �� �˚ �i "��    �] �•
�B,Tttdep�� SLST

non�] negodabL hstmnlen�g ,theyeamotblu

7.5.2 ADVANCING LOANS

�Ù �� Œi�M�å :çW�Æ�[�¨
�f�� �¤�¶�� �ƒ�]
7.5.2.l DIRECT LoANS

i�D �Ø�  ̀ ��III�a �r�˘11�� �N�N
7.5.2.2 0vER DRAFT FACILITIES

7.5�B 2.3 CASH cREDIT

P�_�æ�Û::�� ���Ł�TT Credit facili�å
�ç ilans are advanced against ,eci�Ü

ties such as shares,

715.2.4 DIScou�V ING BILLS oF EXcHANGE

7.5�B 3 sUBsIDLARY FUNCTIoNS

�E �åå� �� e�wær �Mæo�¥m:ær �çbpttm�V �i�æ�Viis.

7.5�B 3,l AGENCY SER��IcES

mØJ�P �¥ �� :�º �å�I �â �í t�I �x�r �Ý �à :4�� �� �º�yc�a �p
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bills of exchange and other comrnercial instruments, inlefest' dividends' subscriptio'rp' rents or

;il;;;dt*i;iilft;rv**1r,51income tax, insurance premium etc. Banks also buv

and sell shares ura ,r*itiJs ln behalf of customers' Banks take up the responsibility of

remitti,g drafts. ,rrnifr-or'tA"gruphic transfers on behalf of C.stomers' Some times banks act

as execur,or. rrusr,e il;;d, for their "u.to*"o.- ly also provide information about

profitable avenues "i;;;dt 
u,ra, uari,e *te customers in complicated matters such as

portfolio investment'

1.5.3.2 GENERAL UTILITY SREVICES

Acommercialbankalsoperformscertaingeneralutilityservices.Theyincludei)issuing
letters of credit to is customers, ii) ir*i"g o? ui* draft' travelers' cheques arrd mail transfers

tu fiansfer funds trom on place to another prt*' iiil Jturing with foreiSn exchange transactions

and accepting thc foreig bills of exchi'gt';;;;J'9 J11y to tht f**"ial standing and

credit u,orthin"* oiilr- r*t,,o* v) underwriting ioans raised by the public bodies ad

corporations. vil proriii"g*dJUlt lr, 'of"'r-f'"tt* 
to th3 c3sto*"o to keep valuables like

gold, title deeds. ,".riii;, ,r.., in sa.rl ;r,"d; nominal changes, vi) compiling useful

statistics relating to trade' commerce and industry'

Thttscommercialbanksrendervaluableservicestothecommunity.Banksconstitutetlre
r,enlifebloodofarradr,ancedecononricsociety.Inrecentyearstheirfunctionsbecamemore
rryeifare-orient O ruitf, ,o"or. icnding fo, 

"p"r#O'';d' iveaker sections atrd employment

Oricnted programs.

��           �m�⁄�M�W�˜
Witll tllC hCrcasin3 mattldW Of a COuntw’SC��

n�� my a

�lphg�˚ anrS I�« CC��n�ô �Ò
l:,i:Jfl :',"fril[l"i,H:'H*i".".i.0,*;[: m'J?:'H#],:::'TJff T:""'"''
;H,i;*;;-t::illlll*f:'iyh j*-'1,:,ffi i**l';"m*'*,ff In*'Xm
prescnts a new Prctt

(ATMs) and cxtcndtng's"*ic"s for 24 hours a da1"

7.6.I PROVISION OF MEDIUM AND LONG-TERM LOAI\S

Historicalll'.conrmorcialbanlisofferedmostlyslrort.telmloans(lessthanoneyear)to
business and agricurtur". rt"r. tou,rr.n"rl ffi;fi:"*Ld;t*ideposits and /or banli

*o& crcarion r"d;' ;";",.i.i u .,'r' 
ffi11?t:Hg"l*f'ffiffi q:ilir:ffil :i

il;-il ft'nn"ing' The long-tcrn'r Panrcr

subscription of the equitl' 
"upitol "f 

,L" .p":ili"';a 
^.,.ln".i"" 

foi i'nun"ing of industry such as

icrcr. iDsl- and SFcs'

Alo*g rvith trrc Rcsen.c Bank of tndia. the commcrciar banks have also rcalised the need

for participation in ;;il;"t"'l'i:tl lliil;t"'q.t l|"'oT-'*tn 
of direct term loans to

the industrl,. t,, .",t-olriloro, Ur,,t"uu#,'i""tns are roffedontt; 
'o 

medium term'a,d long-

tcnn oncs. son , uuntJir" uia.^ntiting'lii:''"#;t; inJ*'riui thu"' and also rnaki,g long- 74
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�c

�A
b a peFiOd�‚

f years�T
�E

�µ
�ß �˜

�g

t,CS�å �˚ �Ł
,f ttIS�¥

�‰ph�V �V�†

However,given the dg�� �B�� sts and the unforhmate etteriences in the past,the whOlesale
venming of commeFCid banks to tem�] lending is not adviSabb.Nevertheless,sOIne pa�¡ of
gro�\ g tem deposits can legitimately be e�c ed forlonBttm lending keepingrin vLw�Q
mtio Of capi�� and reServes b depott and�“ roportiOn 9ftime and savhg leposls b b�ƒ

i

deposits.

7.6�B 2 Btts AND IIIRE PIIRCHASES                 ,

M�gfu�g �˘ �Ù:�q 1�s �� l�� iyttiSt��
be se�g ���Rc where Jp�� �\m J

�Õ �� �� �‰�Ø �N�‰  �V�Ú �Ł
�lquipment A small portiOn ofthe cOstis tO bc
rgln P,pent�E ThC bank wili p�� the dcaltth

�ß �ô �£ Th�í ?f mcL�r �� m�_ �˚ e purch�Y

�u
�µ �� �� H tt hypo�˚

�g
�c b tte

7.6�B 3 PERSONAL LOANS

intrO�ò �£ �y�a�Õ �v�� �R�X�d �d�Õ"m h hda hs�� me��� �̊�e
�beas batt piOneettd l the a�g a of p�v ttOnd

�r �� �II�Ł 1�¢ �`��
��with smblc incOme and employees of batts

�í å¥�]�Õ �ø
:�A

an rermance 10ans tO the deal�† rs and hire�N

7.6�B 4 HOusING LOANS

7.6:5 EDUcAT10NAL LOANS

Øç̨W1�ł �Bå¢�¸ �� �� �W�U%u�\
� 
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loan rep�Ł abL over a pcjod oF15�] 20,cas�E BCSides�Apenditw�] cetticate�¡ om the Hcal of

the insltute,�� llateral secu�a �fl from tlle parents is also inslsted upon.

A bank is an institution dealing with money' It attracts deposits from 1!e Public and

makes loans and advances to agficulture, trade, indusfy and !!re 
general p[blic' .The 

word

.banii' seems to have Ueen derived from the German word 'banc', meaning a joint stock

company. Some also believe that it has bcen derived from the Greek word 'banque" meaning

a bench where coins ar" kept The origin of banking would be traced back to ancient Greek

period, around 2000 BC whcn the rcmples of Grele and Roma acted as st'ore-hbuscs of

p..cious metals. mrc gold unJriruo. ?mng 
the medievat P-*4 tending was in 0re hands of

the Jelvs. Howpver, ti* grnttit of modem 6ur*. started onty *iU' mt establishment of Banli

of Venice in I 157 *iirtit*f banlts with the establislunent of Bank of England in 1694' In

India the origin of Uan(trfi;H Ue traced back to the Vedic period' but banls on modem lines

started onl-v after the estaf,fishment of ttrree'Provincial banks at Madras, Bombay and Calcutta'

These were merged ;;th fhe Imperial Bank of India and were renamed as SBI' Several

commercial banlis were establistreo rirter the Swadssi Movement of 1905'

Banks plal' a vcry important role in an economy' They prgmote cpital formation'

conrmerce and industf', o;J prioriw *.t*. Bants help to ieduce regional inequality'

sfiengthen the effectiveness of monetat)' Poticy and link between organized and unorganized

sector. Banlis uf* fr"ip io i;".tit" tf,e iriti,erOnon-magnetized transactions of tlre economy'

Commercialbanksperformseveralfunctions'Theyacceptdepositsofvarioustypeslike
saving deposits, drrr*d ;;osits. recuningi.p*it" ."4 term deposits. They extend several

type of loans such ,;'H; i"ans, overdTaft ?acilities, cash credit and discounting bills of

exchange. In addition to th" abore pri*uty iunctions, banks perform certain agency functions'

and of6r general ,tiiit s"*i"es to the pruti"' In recent years the role of commercial banlis

has changed ,"o *u.n1 il;;;;;, i"il'. iitUcal short-ierm loans' banks now offer medium

term and long-term loans, engage i" rrii"-p"*i.*., provide personal loans' housing and

educational toans.

7.7 SUMMARY

Io Answer the fo�a OWing questiOnsin about 4 or 5 1ines each.

1.What�R the OHgin oftte WOrld Bttp

2.WhO COntrolld the ba�~ hg ad�s ib7 h Europe during mdent"�� Od?

3.What are thC irstthrec P�_ VinCials batts in hdia’When wac thCy established?

4�B WhatiS the nelv ndmeoflmperid BattOflndia?

5i V�L lat are dle roleS OfCommeFCial banks?                 
�c

6.What are thC prima�`  funCtiOns ofCOmmercial bankS?
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7.9 GLOSSARY

Commercial Banks

Capital Formation

Priority Secter

Monetary Policy

Organized Sector

Unorganized Sector

Monatised Deht

Saving Deposits

Demand Deposits

Recurring Deposits

Term Deposits

Direct Loans

Commercial Bfirl$ are a t)pe of financial institutions
that act as inrcnnediarirr b"n "cn;;;;;-investors. They accept deposits from the public and
advance loans to tho'se who need tlrem.

Increasing investrnent in real fixed assets in an
economy is knonn as capital formation.

Agriculture, srnall-scale industry and exports are

.::Ti{!Td P F^m" priority re"tors rnts concept
was originatod afterthe nationalization of major'.
commercial banks in India in 1969.

Central.Bank's pohcy of regulating the cost and
availaoilty ol-money in an economy with a view to
acntevmg dcsirable national objectives is known as
monettrypolicy.

Organised sector is a sectorwherre formal laws of the

F*:l_t llto-v'r Act are uppri.uul" 
-il"y 

urcgenerauy regrstcred under factories laws.

�r �å  �z �v
�I �‰ IŁc �n�@
Savings bank's u*ounljr-opened by the people who
lT*lltfr:.Try with thim. p#"rrrl"itrdrawat

i�� �� æâ �· �˙
: Bank deposits that are withdrawn by means of
:*:ry u]thout any restriction; ;# fi;.rrry rowtnterest rates are la
are arso knovm,_ #Hfjffi#j,'J,Tilll-

: Depositing some fixed amount periodically for a

ilfi'Hr'ffff1i3 *"; ;;;';;i'inou, u
: Depositing a lixed 

l1loyt for a fixed period say,two years or five years etc.

: Advancing loans to individuali against personal
security of the tjorrow *irr, 

". 
*ffi"ri "ilrydepending upon the 

"rrd-il;rtilii;;li}i irairiururborrower is kno,wn as direct toun" 
-- -' '"
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over Drafts

Cash Credit

Bilis ofExchange

Agency Functions

Utility Functions

The excess amount over and the deposits&awn by a

depositor from a bank account is known as over

drafts.

The loans advanced against shares and securities by

eommercial banlis are known as cash credit'

Trade credit bills drawn by one trader on another

trader is known as Bills of exchange'

The functions doneby a commercialbank-such as

;i[;il;;iliut, puit"tnt of tax etc'' on behalf of

.utto*ttt are known as Agency functions'

The functions such as providing double key.locker

facilitv. compiling u"f'l trade and financial statistics

il;i;;;: 
-i-ttfi 

ng traveler's cheques to transfer

il;-it * one plaie to another place are lmown as

Gcneial Utiliqv serv ices'

�§ :131�˚ �S �S �Ü �S �Ü �X �V �˚ [�Ó AT10N QUESTIONS_____�æ ___�Œ �Œ �Œ �Œ
~

I. Answer the following questions in about 30lines each

l.DiscussthegerresisandgrowthofmodernbankinginEuropeandlndia.

2. Examine the role and functions of commercial banks'

3. ..Commecial banking today presents a new picture of innovations and wider horiz'ons'

Elucidate'

II. Answer the foltowing questions in about 15 lines each

l. Trace the origin of banking'

Z. Give a brief account of the genesis of banking in India'

3.Di"ussthe �_L�† ,�˚ ��
�g

an econO�ƒ�E

4.What are the agcncy and utili�fl
functiOns OfCOmme"ial battS?

�Ü �–it"�R c�„ �� s Jcomm,�g ,bankS?

l. R.S. SaYers

2. K.P.M' Sundaram

3. T.T' Sethi

4. S.K.Basu

: Modern Banking

r Mon"Y, Banking' Trade and Finance

: MonetarY Economics

: Cirrrent Banking Theory and Practice

- Dr. D. Krishna MurthY
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UNIT-8:CREDIT CREATION BY COMMIERCIAL
BANKS

Contents

ll.0 Objectives

8:l lntroduction

8.2 Principles of Banking

tl.2.l The Principle of Sectrity

8.2.2 The Principle of Liquidity
8.2.3 The Principle of Profitability

8.3 Trade-offAmong the Principles
. 8.4 Factors Determining tlre Liquiditv of Banhs

8.4.1 Legal Requirements

8.4.2 Banking Habits and Conditions
{1.4,3 Struoture and Developmentof the Banking
8.4.4 Development of Money Markets .

8.4.5 Nature and Sizr of Deposis
8.4.6 Sehsonal Variations
8.4.7 General Economic Conditions in the Economy
8.4.8 Structured of Bank's Investnent

8.5 Balance Sheet of a Bank
8.6 Credit Creation by Commercial Bantis

8.6.I Primary and Secondary Deposits
8.(r.2 Methods of Credit Creation

8.6.2.1 Creation of Demand Deposits
8.G.2.2 Discounting Bills of Exchange
t.G.2.3 Bu.v.'ing Securities

8.6.3 Multiple Express'ion of Credit
8.6.4 Deposit Multiplies
8.6.5 Limis to Credit Creation

8.(r.5.1 Drain on Cash

8.6.5.2 Excess Reserves

8.6.5.3 Variety Deposits
8.6.5.4 Lack of Synolronization

8.6.5.6 . Willing ro Lend
8.6.5.7 Willing to Bonow

8'7 significance of credit creation by the commerciar Banks
8.8 Summarv

8.9 Check your progress

8.10 Glossary

8.1I Model Examination euestions
8.12 SuggestedBooks
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8.0�L OBJECTIVES

md�p�í �D �D �r �I 1ª� dlettJCredit�] �g� �̊ƒ
A�¡ erreadtt thc un�¡ ,you"J beabb tO:

�E the pHnc�ì �‰S Of"nlrllerid banHn�¶

�E  tlle balancc slleet ofcommcrcial bal�� :

e  the proccss oFcrcdit creatlon:

o  the liinits ofcrcdit creationi and

o the sLniiCance Ofcreditc�g a�g on h an econmw.

8�B l INTRODuCT10N

Ms=C+D

�í �à�ut�X �I àˇ �¿�Ñ �xI:ltt�v �G�Œ�� �i"�† bdm�å �Àd Ofa�Z �E

�N

�‚�s�› �æ�…�` �F�F�P�¿la�£ �ì �i �ì �à s�Q�·t�� æx�í
in aH�Ł pes of�å onomies.The cllanges in monl
in the real variable lit savings, invesmellt,

�ìFP�d:::T�¿ �ß� �̆u1äD�q�Õ�Û
�ì�d �[ ªJ:’äŁ �o�[ �]

.al banks.

This is because a demand deposit pernut

�í �Æ �o �� �ä �ï I�r �v�“ �E   �� i
hard and tt�˜ t nlLs.�v �Vh pVem ale mvesmett pattem Ofa
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drer�v �˚ �� �B�Bun""counw and(alsO�R ecOmpos�VOFcapimidirersitt bank �_ ba�£ ;

the indi�� dtt ba�R �Ô e�E �� cnS,depending�@�˚ ,�V �]10CJ need�uNevmeless,�V�V
important principles h�¡ ucnce the hvettmt poliw�U a bank�E TL�‹

�g
�l the prindples of

�˚ W il)th pritipL 9f liquld�fl and�â i)thei p�� �ì les oF p�_ fltabili�fl �BLd us discllss
��

"�E
IFinC�� LSih a mOredetailedmam�å     .         |

8.2�B l THE PRINCPLE OFSECURITY   �]

The mOst important p�v nciple gOveming�� mlnercial banttng is ale s�å u�s �T.ThiS iS
b�å atte a cOmercial batt is basical�fl a cus�ç dian and m�x s OfdepositOtt and hence,it has

l�� �fl �i 1�I F�Ô [�¶ �æ�í çW:æx àÛ Tttaær �ò

�º  çW �g
�Õ �˚ �Ò :�� �¤�R�{ �� �R�l �R�I ª� �Rå¶1�] �Ö �ò �ô �R :1�Ł �í �� �ßŁÕ
�¥ e2THEPmCPL�‰|IL�˚ lIID�u ��

82�B,THE PRINCIPL�F oF PROF�uABLITY

attF::�x �LT�F�U�°Iå¶ �ßå¶ ���Ì�r �� �� �Õ
81
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�í �x�f �` �d�B�I�ô �� T

"eds�g
avenge�� �à Ofdeposit liabiliti�¡ ,

llend some p�i 61 ofdler fun�¤ h hveSmen�£

�Rat�S dd COnstam and�g�b lardlT�E =

Frorrrthe.foregoingdiscussiotlil::|.*thatth:tt.rreeprinciplesdiscussedsofarare
conflicting in nature. il";;hi!. proilta!iliry of a particular ycyitv is very high' a bank mav

not invcst in it, unlcss it is satisfred witt, tt. s*uriif Since a lank 
deals with other's moncy' it

should be very cautiousin-invating its funds' The safety and prolitabitity may not always go

together in all ty-pes #mr*or.nts] For in.i*.", r- a verylong period it has been believed

that investments in g;.;;il securities r"* "lry 
r,ieh safety oi o"ry low risk (gilt'edged)

even rhough the profrtability is no !o*.. There ii u itot'o'y obligaiion on the p'art of the

banhs to invest certain proportion of is deposits in government securities' This is known as

.Statutory Liquidiq i.,iiti f*fier ratio ,,Ja t be iery high' Banks expres:red conoem over

this situation as ttr"ir iuids urre locked up io foo yiefaing govemment securities' Now this

ratio has been considerably brought a3*n. B*it uru-noo' free to explore appropriate

investment opponuniil, io 
^o*iriirr 1l.r3. 

returns on invesfinent' If banks prefer to invest

more, ttre liquidi* *i#;;rks',nuy fu[ b;l;;A;"quir"d level and banks mav not be able

to meet rhe demands;;h.;;;"**. rnf,r.y *g.iP. gt credibilitv of banks' Thus in

vierv of the conflicrir;;;;";;;itr,o, prinli;d,;o1thas to srike a balance in rclation to

connicting oul,.tin.ls:l'Hil':'T" Hi;iyrti:*',':Y#:,,tJ:lfll;r,,i',il:,rtf;:

�E
�R

�Œ

�W

�Œ

conmcing�…�ï V�å a Da�×
�¿i�– �v�Ú �ˇ a�g ntion�M �í be pad Ofthe�a qdd�fl O�Õ ed�E

primalib�� dcal will ShOrt�] tm (1      .

8�B 4�] FACTORS DETERMINING THE LIQUI
OF B� 

lw their money' Otherwise

Every bank lras to pul".*hgntler depositors want to withdrt

rhere rvill ue con,denilrisis, leading a i*'t"'"pt" "i 
t u'* A bank has to maintain

suffi cientcashandrieuidl!.'barances11l":^ii:t;*##"'tri,",ii;',1J,ili"fr 11i1".fr:'
;:[mf n:,X11]ilff#llll:T"HlJJffi,#d;;ffi 

;'h'riqurditvratioorbanks

8�B4�B l LEC�{ LR,QIREMENT

�IWI�Ó �«�r �O
slaCk SCasonS.
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�Œ�@
�R�u

�E�@
�Œ�m
�E

.3462�� �� �O�æØ[�ö 01HA�|ªŁSANDiCONDrF10NS.  .

�q�ß�~�R�Û �d�fl� �̂��˙ �Ôtw�í �N�ºh�\ �g�Û�� p�� pL rpeopL
�@�� �˚ OnS,lLSs monw win be

�� dldrawn from ttc batts and Hqu�˚ �fl raØ[ O Can be mainmined at a 10w ievel.For hsttce,in
de�¡ 7ebped coun�I�Achcques�¡ �mrneral,accep"d in au transadions and hencc chcqueS arc
�˚

�g

sed in�¸ 10urbf�ø nOther pttOn;�¡ 7heneveF�E a neW mnsacdOn m�Oplace.lThcre are
hstance lvhetta chequc is emtted 10 o0 15 time,Wi�� out haling p�g to tte ba�~ �vbefOre
the:end OF its,alid aate for encashent under such circum�R �c�b ,the"is little need for
mahtaining high O�§ h rese�We ratio.1�Y tead a banklcam prOitably lcnd money t0 0�R erp�_���ßLå¥ Jn�g ���@çW�˝ �É���º����̨g �ì �� �× �ò �V�Rrarely used in tr�E �EInsactions,b
devebped countries and metrOpOItan a�g as.Thus h�å hg ha�\ ts Ofttc l�� pb de�É nnlne the�aquidi�fl raØ[ O tO be maintained�fl the bank    ::          _
84�B3 STRUCTuRE AND DEVELOPMENT OFTHE BANmC SYSTEM i

cash111:�I :�Ù �ì �DittC81M�@�A1�qçW �]1�L��Tà� �º
�� �‰W�í :�x :�ß i�¶ :�g i�« ll�� l�§ �I �⁄ �I �� �Ì�§�C�ł �F�Ibatts can rlln thOir afFatts with less ca,h resOn7c ratiQ,

3.4.4 DIVELOPMiNTOFMON�FY,MAKETS
i�ò �•�§

�g
�„�•

�«,�`
n�ø

�� �ø �ø �ççW �Q T�—: refett tO tlle sllort_tOn�¡ .crcd
devc10pcd with a 1lumbcr ofsu            ttts,��

en �Vc liquidi�¡ ratio can�Ó�ï
�c

�� ØD    l�æ å� ���Õ çW:�F �« �A�' �Ý�� l�˙ it        yebm�“ �v� n̊aH�� HqL�Õ �flratio.

84�B5 NATUREANbislz�ßOFDEPoSinils ’

�£ �hWm�æ�`�⁄ �Õ

�ô çWR�P�Q�^
8,4f sFttS’MLVA�¡ 14T10NS    i     �E

�Q1�a�æ�Ó �fi�¿�I �ºh]�ò �Õ �C:
�� �� �M�I I�Ñ �aLs�g :�F �ò i�� ª� :
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,oview of tlrc$ lctsons, in,lrdia,ilte'Beserve banli
thebankscanmaintainlorvcadrrEs€f,ves.11*'.ryoftltcsFlsot|
**o CRR ratios separately fo. buSf- a6d slack seaqons'

s.4.7 GENERAL ECONOMIC COIIIDITIONS tr\ITI4 ECONOMY

The general eoorrcrnb o*aitio' viz" prosperity' boom' ttocssion and depressbn also

determine the liquidiqv iatio o be maintainsd Uy ttre Ua*s For instanct:9T 9.*ival ond

prosperity, rhere are f;*X ilstl;.{i;iil una Arrooa for cah is verv high' Hence' banks

have to maintain higlriiq;idity ntio. on the otlrer hand, during recession and depression, there

is slackness in o-ori.-itti.t ura Unt*t necd to maintairy t very low liquidity ratio'

t.4.S STRUCTURE OT BANKIS INVESTMENT

The stnrcture of a banks' irwestment ako plays an important role in tlre determination of

liquidity'ratio. For instance if banks invcsted mujot p'opottion of their deposiS in short-term

iilJ.sse;, there is less liquiality ratio and vice-versa.

NB: This principle if liquidiqv ratio has ben repeated the author knows the reason'

sheet Ofa bank:

Ta�\ e_8�B1 Balance Sheet of e Csnmerchl Bnnk

P�¤p�˙ tt and AssctS
Cupitut and Liabilities

Rs.9,50,000
Liablitics ªà .9�ˇ O,000 Assets

�¡ ch�\ �¢
�g

bf�–

"h�V
�À �O�¡ 1�� �ì �£ �O �º �ælttt�µ �F �b

�w:L�ó �@I�¤ �†���b[1ær �£YtS��
��rCh�� �Þ�hh tte fOm ofthe pdd�@

� ĺlÆí �å �ØŁ��£rcscres is_hO�R VC�R’Cr,vO�¢ r Small. ThC lar3CSt pl

�ì �Æ �H �F �o �˜
àp �Ł �V æo �EThd�T �ˇ SbOn hm�B�R�B �ˇ S md

he cOun�ô .  Follrthlyo banks nced to pay fOr the bilis Of e�A
change

�gTÆ��‹�aå� �v�˚�° �§ �ø f�í
1Æ��di�F �k�F�Ł�} n�ô

limsaredetailCd in Tabi�] 8.2

B R
 A

 O
 U



�E
|�u t�E : �a �Ø 1

�â

Ta�ae�¡ �N1�t �⁄ li�m �� 3811nce�� �� �U Ora cOmmerc�Łll�¿ �g

Clpi�g Iond�¡ :�£ :�V CS Property andAsts
1.

2.

3_

4.

5.

6.

Capital

Reserve Fund

Deposits and other Accounts

Borrowing liom banlis& Agents

Other Liabilities

Profit& Loss

IIC�ˇ �¡ ,1
�R: 2.Bal�ß Ø[ �� th Other Bads

3.MoneyLat�] calland sh�å �⁄ �˚ ce
4.hvesmts
5�B Advances
6.Buildingsics Depunat�o

1 7.Funim&FittingS
13:Othcr Assets

9.Pmflt�x �µLoss

�S�Ó �R�| �r   Itti�| å¢

�� �I �Þ fi�Ý �ª
çW �í �çæâ çW �I

�¶lM]�y �v1ª� 1

1
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Tible-3.3 Ddatt ofBank�\ A’s Bniaice Sheet(Rs.in l�o �¤ )

Captal and Liab�ƒ PrOtt and Assets

1.

2.

1.

2.

Deposit Liabilities

Owncr’s Equiw

Rs�g 98p00
Rs.71000

Reserves

Financial Instruments

Rated-O      Rs.
Ratd�æ l       Rs.
Rated-2      Rs.

Rs.12�ˇ 00

20,000

18.000

35,000

Rated�E 3 000

Total AssetsLiabilities+ne�¢ �_�V Rsi l

t is Provided in Table - 8'4'

Table-84

Rs�B  .98,000

Rs.   73000

l. Reserves

2. Financial Insbuments

Rs.  12,000
1.Deposit Liabilities

2.O�¡ �¡ler’,lquiw

Rated-l Rs'' 8.000

Rat€d-2 Rs' 15'000

Rated-3 Rs' 20,000

Ratcd - 4. Rs' 30,000

I�Ó :=:�R �Ó :::�˚ :|: �‡ .165p00  �¡ �U�â �Y�O__�æ�x �O�W�^ �ï _

Or 433 basls p01nt spread.

�¶�⁄�y�x�L�n���U
'rl^nc in the countrv' Among the fmancial

Commercialbarrksarecrucialinstiutionsinthegunu
intermediaries, commerciat b an\ *: P" *,f*::*,*** -'m;f ruf$:f.T;[ffi ,Trj,Jffi 

:fr,.}lHr,Hr,.!]il:i,:,ffi":J*c"ac'whichmen'rsberief 
of rust

or conridenoe. r, ulffi;d; riJ u*t#ffi;;;i.*;"""fidt*e plavs a crucial role'

Taking advantage "f 
;;;;i;r; ,t 

" 
,tr""a"positors deposit in a bank' the banlt lends out

;J;;;";-tfre public in theform of crcditor loans'
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8.6.l PttARY AND SECoNDARY DEPOSI�u�ES               i
Commercial banks create crcdit on ttc basis Ofhiir ttpOsits and bans.These deposi"

p�v m�˚ �‹ depend upoll the banking habi�g ofthe poop�g .h OrdertO a,tact deposits ttm the,
pub�æ �¿badts orer htta�g iVe in"rest rates and amou�� ce several mes ofdepOslt.CustomeFS’
in tlm deposr their monev with a ba�£ .The custOmers may also depOdtther ch,queS,dra��
or b�v Is for cOu�å Ø[01.on rea:iza�¡ on,thesc ale cedited to the accOunts of the individual
customers.A�a these,�¡ o of.dCposits are h191vn as�A prinlaFy depOdts.In�� urse�E of ttme,dle

T VOlume ofthe dep�¡ its wn a bank:mtt hcrease.A�a these depOsits are not h��

�g

Lw�] ith

l bank�E They aFe uSed by�� �l cOmmercid banks tO�ó �¶nte some additional deposi�g .Banks may
advancc 10anS to some indivduals whO aFe h necd,f credit Thcsc individuals may�¡ tum l
deposit whOle or pa�¡ ofttdr credit with ban�� .Thus lddilonal deposits are created and these
are h�_ wn as secondary deposits.            ‘

8�B6.2�z THODS OF CREDIT CREAT10N

�¡ t tt nOui examhe vadOus medlods of credt ttadon.Credit cFeatbn bv ban�G

lpçp ��arily�˝ espl�V  hou�Ü three d]�� mt methOds v�Œ,i)9�b tb�¡ ofdenmand i tansacttOn’dcposits ii)dis�� undng Bins ofExchange and ii)buyhgorsecu�v ties.

:8�B C2.l Crea�¡ on oFpemand De,ositS

i   Whn a bmk advances 10hn tO a customcL it dOes nOt pay the custOmer h the fOm Of
li cash but createS a demand or transact�_ n depOslt h his Or her name.1�u c loan amount is

l�C �III�Ł �Ô t�ß :�P IIçW L�g
�� �� l�ó �Ù .�ò �F̃�� �I�Õ�E

,ans tO customers.

&6�B2�B2D�¤,9unting Bilis OfE=change

3.6.2�B 3 Buying Securities                                 _

�r �à �å �ü
161-TPLE EXPANS16N oFCRED�u

� �̊� l�h �Ù � :̀�| �ª l�Q �q�ï Fttli�W �� �� �L
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Iª� �‰�Ô Œa�Q   �Q�° :
�Q �P �v �� �— �� Ti�ô �ß çW :ŒG �� �Ô 11�£
customers do not�� ndraw cash tom banks and hence,L ned not tt the enure money that
he received.Some msb�° �c nrhO withdraw may deposit tte samc wi�˚ Othr batts.When

�~        �¢the cla�� 3 tan be realised by dcbtting ale�g

account ofthe creditor’s bar�~ .Thus,acmalcash mnsactlons mtt nottake place and the"Fre

:’�— �P�£�í ���Q�ò �� :��
credit c"ation.A banker n�å d not resmct ttS

M�` �º�Ø����1�ç ��F�× �y
deposit anlount.

Assulne dlat a consulner dCposits au antOunt OfRs.1000 in his accountin bank�\
A. The

balance shect ofbank�\ A will be as follows:

Table-8.5:BalanCe Shtt ofBank�\ A

Liabilities(1�Þ �B) A3ts(Rs.)

1,000 Ca�� 1.000
Deposits

1,000

Tatle-8.6:BalanCeSICtt Of3�¡ �¡k�\ A

AswtS(Rs.)npww \ru./ _ __ _-_--

�¡
"��

l �_00

1,000

The bank cannot lend out errtire thousand rupees to otlrl persons' A part of it must bc

kept with the banli to meet the cash demanJsAom tlre dgnositors' This amount is known as

cash Resene Ratio (cRR). Let us lrroltt that thE cash resenre ratio is 20%' out of Rs'

1,000. the bank rru, io"r*p zo,t, , Rr. 2ft;;;serves The remaining balance of Rs' 8O0

may be lent out to Mr. X. After granti,g il;"; il;. X' *O crediting hii'account' dre bank's

balance sheet rvill be as lbllorvs:

wav:
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�¡ �¡  �¡�u ’|:

uabilith�× 1)�E �E AtttscRs,)

800  �M�–�\ 800

Table-8.8: Behnccsh* of Benk- B
Lilbilities cRs�B ) Assets (Rs.)

160
640

800       ,                ~      800

��[ �D� �̆W�Bå¥folbçp �Ô nm�å                              :

Table-3,8B�g lance Sha OfBank�\ C
Liabilides tRs.)

Assets (Rs.)
Deposis Cash �Q�W

�] �Q

�P

�T

��

89
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Table�\ alo,credit Crendon�í ythe 3�� �¡:Æeog SyStem

Banlis Nerv Depcis Reserves again$ Deposits created

Receil'ed its Deposis (2V/.\ on the basis of 
.

Exoess t€s€rves

initial Public Deposit

Bal�æ �\ A
Bar�æ �\ B
Bank�\ iC

Bank T,D

Ba�� �\ E

Bar�æ =F
Bank�\ G
Bal�æ �\ H
Bank-1

Ballk�Œ J tO&       536.87     107:37      429.50
5_000.00         1,000.00            4,000.00Total

�æRs.1,000il�¡ 4/5+(4�� 5)’|+�g �m5)�ı �M
�g
��5)�z �L�c�c�c�V�E�c�c]

�A =Rs.1,0�k )O11/1-4�� 51

=Rs.1,(’()O ll�m 1/5]

=Rs.L()0()X5

=Rs.5,0()0

Bv denoting the cash rescne ratio or l/5 as'r'lve can rvrite the deposit multiplicr as

K= I /r.

If the cash resen,e ratio rvcre still lsss, banlis rvoutd create still higher level of deposis'

For instance. if the cRR rvcre l0 per cent instead of 20per cen! t[e final increase in deposits

would be l0 times tfr. *igiilf aeposits.i.e. is- 10,000"'Si*ilurty if the CRR were only 5 per

cenr. banki,g s,stcm ;;rTJ;; in'a position-. *tt" credit to thi tune of Rs' 20'000' Thus it

is the cash reseryo ,urioloifunks, r,,hich in tu.n is influcnced bv banking habits of the people

that detemrines the magritude of multiple expansion of credit'

8.6.4 DEPOSIT MULTTPLIER

As rve have seen, thc amollnt of credl-creation by the banking s!'stem as a u'hole depends

,pon rhe.ur*, ,.r"rr,"'ffi;;1iliai,y *iol'ii;;h;1, of deposit-,eation can be proved b;" a

sirnple algebraic ,o*;*l TL il;;;i of additional deposits created during various -vears is'

1,000.00

800.00

640.00

512.00

40’160

327.68

262.14

,  209,72

167.77

134.22

200.00

160.00

128.00

102.40

81.92

65.54

52.42

41.95
’33.55

26.85

800.00

640.00

512.00

409.60

327.68

262.14

209.72

167.77

134:22

107.37
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r�£ ��
�J �Aa�� �� �k�� �¢I�⁄ �V tserver�¸ �¤ �à �¿ dle addi�� �R :depo�â ��

"aed win beequalto                       :   :.

�¢D�] �¢l.lrr

Given‘r’and�¢ 1,�˚ s equath giVes iimit tO batting wstem WhiCh ctt actud,crea�g

�£ F�E�| :�w �Õ �ò �R ladh�g
Stt pttOrtiOnd�í �¡ �¡e ttw

J of the minimum reserve ratioF Thus,if��
percenttge OfCash FeWrVe rad�B �§ 20 pcr cent�˚ en the deposl mul�g plier wui be l(20/100)Or
i�¨ 1/5)ofave l.�R ���¶.r it�§ 25p�å cent tlle d�E epTitimultipHer wi�a be,|�Ł J to l�¨ 25�m100)Or

�Q �P I�o 1(1�e :3:�� Ttt�v lashnerve�V
HOwcFd"w pCr cent�V

r10t�] _Thus it is ttident that the bwer ttc
rab Ofcash�g mrve ratio,the h�C �� r wtt be tte depott mu�¡ �ì 1�¤ L Alind�‘ iduJ b�B lk,çq th
haS ttCess reserves Of�¢ I,can sTant ncw cred�¡ Onl17 up tO amount ofi�g �« cess FeSe�Wes.But
the ba�V ing wStCIn as a ttbb can gmnt n�å

v credit up tO an amount sevettitimes dle �Õ 9�†
�¢I.

8�B6�B5 LIM�fi :S TO CREDr CREAT10N      �M

In the ttct�g Ø[Cal nhst�� lon Of depogt mJttpl�‰ 4 we have JVen a maxilnum Hmitto
create credit by the battng sys�É m�§ a whole.In acmJ pmcJco,1�¤ �¡Ot hkev that Such a
perfect c�� rdina�g On�AvOuld O�g ur.Thc results tllat wc have dc�˚ ved are based On the fo116wing

_ assumptions: i     :    )          .

:II[:�h �æ�i �Ì::�a �Ù �R �| �P�Ý �‹ �˚�`�Qt�a �¿t�o �i �í�Ł
the c!eanngs ML placcin tlle book�E s OFdle bank�E s.                �M

2.Tle indS Crea"db)7�R 0 0�µ andng banks On ttc bags of adddonal"sOu�g cs a�‰transfOnned in ttll an10untto Odlcr banks.      |      .
3‘ Ba�¥ strictly fol10w�R O prescFibed minimum legal reserveradOs.

4.All�R ed�¡ OSlØ‰ab�a nes a"in tte fom�B ldemandortransaabndeposits.  .

:1111::�v �� :�[ llL�Ô �º le�b
Æ˘ 9f�� �¤

la1 6n�«
�í )nttclltwith regard tOaddidOnal lcPOsitS,

6. The Credit COntrOI P01icy ofthe Centmi Bal�å
s rcmains cOnstait.

�PtT:�¶ l�\ �XTT�� �[ª� �¯
�C�P�` �x�T�v11
8.6.5�B l Drain onlcash      :
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cash"qured as pcr p"�g
�g

bed resc�W e rath W�V l be c�b �¡ ,tO�R (rJ)�r H�¢�ƒ ,�¸ �\�b �Ł �V thC

reserves due to Currency drain and rescn7cs�A
vili bc cqualto

�¢R=r�¢ D tt c�¢ D                                ’
�¢R=(r�¡ c)�¢ D
�¢D=�¢RIKr�¡ c)                  .

=�¢ R/(r�¡ c)

As g�s en h eadicr�¡ ample of addhiond dcposi�� (ARI ofRs�B 1000�� and rettve raØ[ o of

i�b �üI�ÆæE�oªpiW�à �s�Õ �Irçp�� e Fequirement and henCe

tllis rcduc6S thC e�A PanSiOn pOtential ofnly ttvon volumo of�¢
�yg�g S reseFVeS.

8.6�B 5.2 Excess ReserveS

hi thc HhStratbn l�M assumed that battS maintain mtt as much rcsttes as Lga�‹�d�íd�æ
|:i�Ì ll�� F�R�x�ç

IIllilliIIIllI�k lil��

IF�n
�I�' �Ł���Q�Ł �˝

�~s iocated in mral areas,rnorc
c inOFe amOng agnoultural and
s custOmers.Hencc,highcr the

casll rc"re rajo to be lllainta               nt creationS and vice versa.

8�B 6.5.3 Variel�fl oFDeposits

ŁI�' i   �� �I
�R �M

�c
�˚

"n7caSm�V
�E �‡ a�¡ �� m�� �c

"�à �Ł 1:�Ł �M �º

�º1�D�à�«iI�ß �N�Õ�„ �A �¤ utt up to�\ t"Servc

8.6.5.4 Lack Or synchrOnLatiOn                        e

ltis alS6 assumcd that here iS no net10Ss Ofreserves on accOmt OfChCques writte,On the

chequCS Writtcn on nttpnr

8.6:5.5 MOieta�� �\ P01iCy oftlle Central Bank            .

�£�I ��l�ì �N�ì �Ẇ�d�' �� �R� �̃uTŒ⁄:The Central Bank of a
tlle�É by can mOnitor the q]
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BLOCK�\�UI:cENTRAL BANttG
This block primery discusses about centrat banking and its

monetary poricy in detail. 
lvlorcover, it does not onry ex-prain the

nature of centnal banking, functions but arso the fiscar o"riil"athe various instruments that were *J to achieve its offiiv"s.
This block conrains the following 2 units.

unit - g: centrat?anking: tr'unctions and credit control

unit- t0: Monetary poricy: objectivcs and Instnrments
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[�„ �u�o�F�R�[ lT:�ò �ł 1,�� �U
�E |_|�æ ::      :

8�B6.5�B 6 Wilungiess to lend   :   �] ,‘           _

adva�…�`�ó� t̀ti�Ý �� �C :�Ø �E�A1�¨ äD#�ß�dän �Ì�í�˚ ��

�g

�Ó b�ƒ ��s�[ �B m�A �Rc hJ�Û
�D �z hr�Ú �A�b �Ł �Ó �ø

l�¡ �T�ł
8.6�Ó 71Wimgnessm�æ0�a �B.v  .  rl

S tO hndisometimes thcre m�Ł nOt be demand

�c �c
   �e �b 1�� Łc i l

c�� t�v
’f�u �í1�I lit�Ô �d�B�î :

5’recenvQ�� �E .

8.7 SIGNIFICANCE OF CREDIT �¤ 4T10N :�F
’ THE

CoMIVTERCTAL BANKS
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also increase. wrth additional credit made availalrlg 
-for- 

traders' businessmen and

fudustrialists,.-nori, ;tt ftt". movc in trre desired linei. credit also plays'a $ivotal in the

colpolate business,;hfi-;'"; shares' ry'a" t**iqt "t" Apart from banks' insurance

companies, business,;#iiG rrru*!, b;dt, securities oE Apart from banks' insurance

companies, trading houscs, smnll busines. *Jmai"iO"als etc, de.al with crdit' as predit is the

convenient medium of exchange. Con 
"q,r"ffi, 

;i G ecolomi.c activities get monetiied in

,h;;;;"*y. This in"r"*r, th-e effectiveness of mmetary policy in the country' -

83 SUMMARY

1
makes ta�g�]J ad Ch00"Sfl:�í �_ �@�V:�˝ �\

�� �' Œ⁄�|
[of assets and li�N ni�N SSO ast�B

y.

One Of the impOrtant func10ns Of CO�\
ereial bankS iS Credit Creat10n.Tlle conunercial

bankS rc in a pOSition to Create Credit which iS many times more d�¡
an the iniltial depost.ThC

�B�Ł�æå¶ �' �ü

�' �ª �Ø
�à �x:�F �ß �‹ �§

�£ çW�£ �X �‰ �B�t�_
ffffi:,',t:I'#SHTfiJ"'il'J#;#il;;**ur*tll'oormonev"

I. Answer the following questions in about 4 or 5 lines each'

1. What are the principles of Banking?

2. What is m€ant by liquidity of Banks?

3. What are determinants of liquidfi of Banks?

4. What are the furrctions of commercial Banks?

5. Whatis a creditcreation?

6. List the methods of credit crealions

7 . Explain the differpnt limitations to credit creations'
9‘
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8;10 GLOSSARY

The Principhs of Security

The Principle of Liquidity

The Principle of profitabiiity

Real Bi�a DOctrihes

Money Market
' 1,

Assets of Commercial Banks

Liabilities of Commercial Banks

Cash Reserve Rntio

Bank Rate

Bills Market

r 
.?t o 

?Tnciple ofseurity stores that baok should

I]_*Sfllds gp+rcportfrlios sinpe it Ooes *re
oustness rvith public rnorley.

- t""

r 
,lh_:_r1rr+nof.liquidity states that the bank should
reep adequate essets in cash or riquid fonns, * tt uiit can meet i*dffgation, nor d,Jrarnro
withsut any.&lay *a Of"rlly. 

-- --'
j

: According-r"- th: plr.lfl" ofprofitability, a'cpmniercipl bar* stroutqgn*it * *yoa :commsrcial orbusines linis so as toniaximize its,, profitability.. . i.
: 

-The 
Real Bills ifocrile holds that a commercial

b,ank shoutd make only,hd:t",i.;ii:ii;;ffit ;*loans such as financing d*;;i;;;tories erc.
t': Monw ma*et is,a market where short_term loansare bonowed and lent out.

" '.t., i

: lre most important forms of assets of a commercialbanks are cash, money at call and short notice.

,,:S:ffXts,, 
advanc*, other d;;; profit and

t I!: most important forms of liabilities of a

l:iHi,ffi tnTffi r*::*il;;{*nr*
accoultt.

, 
,IT parr ofdeposi{ gf a.cgmmercial bank rvhich istept with the centn
cr;i d;;:"ffi (Ltfiin 

riquid rorm is kno*' as

: The ralr- atwhich d:
reaiscountsil;i'dfi ffff 

,Jl,*ffiH,p
commercial banl$'ls known il;#;:"

: 
.The market in whieh rade bills-dfexchange arebought and sotd is knorvn ,, uilrilii"il'.*

8.1I MODEL EXADIiNATION ESTIONS
I. Answer the followi,ng questions in about 30 lines each

t.

2.

J.

Exprain trre factors that determine the riquidity of a commerciar ban*.
_Distinguish 

betw,een prinrary and .".orUrry aeposits.
Illustrate the process ofcrcdit creation uy **"r,ar banks.
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Il. Answcr the following questions in lbout 15lines erch

l. What are the basbprinciplesofcommetrialbfiks? -.

;;, ;.;;;;;;;;;1, n;r. a brihnce between riquidig and proritab,itv"

3. What are the assels ard liabititics of a conmercial bank?

4. What are the assdmptiors of credit creation?

atiors or crcdit creatior?5. Whatarethclimit

l.R.S.Sa)�� S

2.KoP.M�E Sundaram

3.T.T.SCtti

4.S.K Basu

s.Diulio,�^ enc A.

:Moder"Bmm�¡ng

: MOney.Banttng9 Trnde and Finance

: Monttry Econ�� �ß�aCS

:Current BankingTheory and PrachCe

:��

1�wl:�í 1:�ß
��bhmsOfV9ney and

s Outline SerLS)�E

- Dr. D. ttuishna MurthY

96

B R
 A

 O
 U



UNIT�] 9:CENTRAL BANKING:FUNCr10NS AND
CREDIT CONTROL       _

Content

9.0 0�´ ecttve,                    J   �]

9.l  lntroduction

9.2 Genesis ofCentral B�c Ø[�R�j � ̃                  ’
9.3 De�T lition ofCmtral Ba�æ              .
9.4 Traditional Functbns ofCen�d J Bank

9.4.l MOnopo�� POWer6fNcDte lssuc

9.4.2 Btterto Govemment
9.4.3 Bankers Bank

9.4.4 CuStOdian ofFore13t Exchange Reserves

9:4.5 COntrOner oFCredit                         .
9.4.6 Lender OfLast Resort     i

?.4:7 gearing�¤ �⁄ �¡�B.     .         .
95 hs�\ ents Ofcredit control     �E         =:   :

1 ,.5.11 Quantitative methods Ofcredit COntrOl

9.5.1.l Bank Rate            Fr                                   l
9.5.1.2 0pen MarketOpda�g ns
9.5.1.3 Va�Ü able Reserve Ratios

9.5.2 Qualitative Credi Central Moods   ‘1      .                     �]

9.5.2.l ReJatiOnOfconsumer Cred�‰                        |
15.2.2 Margin�V q�R�µ �ß     r
9:".3�¢ Ratiomlingbf�¡ dt

1  9:5.2,4 MOral suasiOn                               l
9.5.2:5 Publicity         :
9.5.2.6 �Õ �å ActiOn

9.6.RoL6fcentralBankhttve10pedCOllnties�L |�E                        |
9.7.RoL Ofcentral Bank h/undevelopedC6unies                  �M
9.&chang�X�_Functions bfCentrdhats
9�E

?�E CO�R�@a�V�¢�Bl BetWe6n central,anking�æ �¾ c�‰Enirttc�� dPa�b�Ó ing
9.91l similarities

,9:2 Ditti�¡ ces i          �E

TO SI�c |,     1
9�B 1l Cl�ï �í Your Progess           .
9.12 Glossary                    ’                                                                    |

9.13 MOdel ExaminatiOnQue�˜�q         �M
94 Sugge�¡d Booksr ~       | ’

1                        98     1

B R
 A

 O
 U



9�Bo OBJECTIVES

The purpose of 0rf rmit is to th(0tn ligbt m the CenUal BPling and ils furctirc and

credit control.

After reading this Unit','ol will be able to:

o knowprincflesof Cenral Bmk;

. analyse ttre functims of the Cenral Bank;

. examine the role of Central Banks in dweloped and dweloping counfies: and

. distinguislt between central banking and comnrercial ba*ing.

9�B l INTRODUCT10N

�‰ çW ª� �D|

�GŒa   �Ø �_[i�Q �wI�{ �x
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�A ll11: il�¡ 1::

�ƒ aS p08Sible�R �£
.�V

 llbt�R �k �^ �]�� r�Y �æ �fl :_mISO tO�\ Łc �Y �R âK

�I �ò açW �C �ƒ �† �† �O
�V �fi CmO�† n�R�¨ m�\ d�˚ �w �… �\ Win a mts�† mch�“�a�V �˛ çp r
m�\ and iSCal�\ On oftheir�g �Ú �˚

�g

ØDm�� �B

�ß3 DEFINITHON OF CENTRAL BANK
..,,

Any'definitim of Cmal Bank drmld wne firm if firnctiqrs. But ilrB functions of cmtral
Bmk varied frun conrtry tc country ard also qrcr a pqiod of tirne within a same courfiy.
Hemce, it is difficuh b'give a procise and @ttb, "*.pt"U, 

dbfinitiur of Central Bank.
Accordirqg to Ki*h ard Elkinr "a cqrtral tan* ls rla U-*, tlrc essential duty oi wfrich is
maintemance of sabilityofthc monetaly stardad whielr involves the cqrtrol of thu,mrMary
circulatioNr'. M.H. De-Kock has given a lqrg &finitim of Ceirtral Banh whidr emptrasises
several firnctions perfonrrcd by tt* ccmtral Bmlts. According to hirL u c;|fi- B;cqtstilltT the apcx of the mm€tary ard Oarilcfurg structure of its country *d it pofffi
sweral fimctiqrs such as qrcnopoly porryer of ;rc,issue, rqgulatior of currency, age{lcy
services fur ttE state, outodian of cash- reserrres of oqrunercial banl$, managefiErrt of foreign
eirclrange, inter+ank clearance and credit ;;;;:fl,r;t;r* of Kart, a central bar* is aninstitution' which is charged yitl, tl" responsirbilirty 

"f 
,il,[n[ the expansim ard contrastionof the voturne of the mq,sy in the inteiest of trc,q**, i,6ff, *"fflrr;ffiiL to R.S.sayers, t- F i* of curtral bank as opposed o tha or a connrercial bank is to control $ecom.erci*l b**s in .r.rch a way ," t" 

-pr"rru. 
fu g"r;; il*" ,"r*'"irr,n ,*,Hanrtrey oeired that a c€[rar bank is uri l€traa of.last *ort. The Bank fo, I"#;ffisettlerEilt d€fmed a central bank as 'the bank.in *y ;t"y t which has boen ertrusted theduty of rqgulating the vorume of ctrremcy 

1n 
ore cb,*y,l rr* these varied drfirrdr;;ri ;clear that a central bank is the apor nnanciar insdtrffi il;",y and it is entrusted withthc responsibilitv oryrnro{*u'.ro ngrrr+ru-t;;;" and ba*irB systerns of rhecorntry to cnsure stability and also to pr*rot, gr*,e

As noted arready functions of centar, BT ,ol,frun courtry to country and wen witlrinthe sirme.cot,rtrv, it varies over a p"il;-il. ;#ij,ffi, sociar, poriticflr and economicsy'stems, traditionaily a centrar bank performs the fdd;;** ror.t*r.
9.4.I MoNoPloLY PowER oF NOTE IssUE

Qne of the most-importart flinctions of cenhat.bTF is the monqpory power of note issue.In almost a[ countries-**, **-;; #;;;rr"r" of issuing curreney. No otherbank in the countrv is authorised;1;- nores. Infacr, udrA: beginming of the lo6 c€nturycentral Banks rvere knovvn * ;rrk-;note issue. r, ,r* ,pirion of vera smittr. it is theessence of the cqrtrar 8a66" d.fioid-. The cenrd b*[ fi;oy ,or"t privitege and pribric

Th"ffi" 
are four important rcasons for entrusting the task of note issue to a centrar Bank.

r) to ensure uniformity in the circulation of cuuelrcy l

ii) to have contror over undue eryansion of credit by commerciar banr*
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�Ü)tO giVe distinctp�æ �Ô aSS�å iated�� �� notissucto cmml bank   ::

i�¤ �_ haVea�A�hharc h the mnopolyprof"ofnote ttsue i

n toavo�V pOlåN�� intenence and�c ary neds htt mter oflssuo ofnoms and

Vi)�� ensure sound mon�R �‹ policy.

�]nere a"sc�g ral methods of note�¤ suet Uttrgold mt ttvolumeOfcurrmy �V
�E

backed by 100 percent gold rescrves.This system was proved to be too expensive.Lter
proportional tterve system was �VduCd�EUnder this�J ØD�¾ bank was required�g keep

a cemin peFCtt Of assets(say 400/Ol in the fom of gold coins,301d bulllon and foreign
s�å wi�ä .nis system also pl�g d�v Jd lilllitations on tt Central lhtt Hence3 anothersystem
known as minimum reserve systttr has been in voguc in sevenl�� mtnes.Under this sy,�‡ m,
a mIIllmum allnount ofgo�˝ ,silver and foreign�å ch�˜ �� �abe kept as backing.

9.4,2B^NKER TO GOVERNMENT                   �A

A Central Ballk acts a ballket agcllt and adviscr to the govemmmt.As a bankcr to the

àÛ �•.lM�˝
currellcy,acceptS deposi�g of�� o goVerIIntent,�u

the gove�\ cntS 00m one account to another Prfrom one place t9 another.�¡ makes�A�� ys and

Œ⁄� �̂I �x�a�£ �O �í
The cettni ballk mjn"hs�s Ch�� nle and ttendh"accOunts of the governlnent�Æ r�˚ e

entire countrv frec ofchargc.

The Central Ballk alsO undemkes thc adminiStratlon and mna2gement Ofthe national debt,
mcluding�¡ 6ating debt.It undertakcs thC issuc and redmp�� on of treasury bnk,bonds and

i�Ô �ü �N �h �a
lld conferences.  :    i

��å« 1Ø}�[ �s
���£�}:�Ł �Õe�—�Œ�Õ J�£ �í
But the respOnsibHi�A ’Of mond�k �¯ �A�»anagemer

Bank.

�R [�R �£ �Ô �í �Øi�à �• ��T�‰�Ø �Ü �µ ����
monetary arairs.

9�B4.3 BANKER’S BANK

b�S��  :�y �O �ò �Q �� 101
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�¡ l111

�¯ �| i:�Ü �‹ŁJ�� �w å¥un�˚ â˜ reserves.The c�| �� isatiOn Of cash��

dtti",s�„ 11�¡ rescm,r",tral bankldPs.d

9�E4.4 CusToDIAN OF FOR,IGN ExcHANGE RESERVES

Jttit�ç �Rl�Ô �d�aŁâ�ì �ß �¿Lttl�b �R�Ù �à �� �� �œ
�¿�[

=��
�Ü:�` �I �E�í �à ���I �¸ �¿�R�]

dity tO�] have either denc�¡ �Br

�Àcurrencv.

Central batts alsO�i ��nta�V  sta�\ e i�ß

"rnal valuc Of thc cuttcy.I shoutt be noted that

�� �W�G�� �p �y ���ß l�g ÆP���F�v�ø�‹���ì �PLSedlin tulle with tlle incrcas�v
 in l

�D� �̧†���å �Œ̂a�íl�N l�¸ 1�� �Ñ�g
9�ç ,05 coNTROLLER OF�ÞREDIT             l       ,

A�å �Ù �q�¿ :cf‘�¾ �� �° �D�Ł�R�Ù �Ì�º �[ �¡�w�Õ �â ��
�P �Ûirttiswl�£ �w�º �¡el�I ª� i�Õ �Ù �Õ �º �ø �R�÷�@�V tim�å more thm the initiJ�� �� �†

�]
i�Ô s�Œ)�î �VJ�flg�� Od T OurrenCy.A110�� �Sve m

currency and crc�E diti Hchcc.the
9 eXCeSSiVe expansiOn OF�| �Ô �¿�„�M�Ô�P|

,omnt r01e in the sc�Ú 1çp ent
i about changes ih tlle’valuc

t�Ô �E �b �Æ���K�F]1�Ô �í �ª�{lmi�“ 1
atcly cOntr01 th�_  proccss Of

�]             102 1

B R
 A

 O
 U



�j çW�P �r �æ�ö �� �V
9�B46 LENDER OF LAST R,SORT                       (

�¡

�g

oF�¾ �k �g �˚ �� �E

9�B 4�B7 CLE�{ RING �UOUSE

���w�V l�x �ß�Ô �Ô �|�ô �ł �í �Ô �' �Ó �R

’��
�o�� �Ł�ç�b�� i�Õ �I �Ý

illctiOn is a ntere ma�g r Of mecllallism or bOl

lider ClearinL as an�¿ �¡ )mnt inCtiOn of Cenm1 6ank.As dl b�ß IS
JaunCw 4d Will�� â˜

nlaintain their acCOulltS Widl centrJ bank,the Claitt aFmst onc anomer are eaSily Settlcd by
simpb adiustunts�a l thC respect�s C aCCOuntS ib S�l �a m prOVides econOmy h the use��

J_‘_�R _.‘�� 4.n�� ��h�n h�� nkino svstern.�MM�a�¸�‘ �¾ �c �c �c �c ~   l st�g
ngthens�� 3 banking System.

nlonCy h bankhg optra�¢ olS’�¿

::�ø �µ �É �Ł�¿ �ł �� �ÆT�º �ß �v�I �æ :TttnCtittJ,Cent�ß
b�x

�E�Œ="�Ó �n�cm�d�� �] �s�F�� �Ô �Iis control of credit that is creat€4 Dy me s 
.",ffr. Secondly there may be

#'*T***;*i;tr #il"'fr 
"J 

ffi Tffli:# ;;;il; in sooia,v 
. 

and

economicalll''productiveactivities.I,hdll;tt,","i,"n,.atort'uceirrequalitiesintheincome
and wealth of the pcoplc so that ,lro" *iri"", [ *ra' gap- between the rich and the poor'

r,u",r, control of crcdit is also ncccssar)' , *iii*". ut ttu*ntr effects of trade c-vcles'

central Bank of a country has broadly t$,o types of ins.lnrmenu to control credit' They are

a) quantitatir" "'"aitloitiJ*t*'oat 
*o uiq'ai'*i* credit control methods'

9.5.1 QUANTITATTVE IVIETHODS OF CBEDIT CONTROL

The quantitativc rnetlrods of credit control aim at regulating the cost and availabitity of

credit in the country.'fi;;--* g""qq ;;;***" *itl'out otgoing any particular soctor

or activitv in the td;; '* il;'.u*'"'1;1*3 o"ait ;ild include i) bank rate' ii)

op"n *art 
"t 

operations' and iii) variable reserve rahos'
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9.5�B 1.l Bank R.nte

Bat ratc L Jlc rate tt.17hicll dlc cmtnJ�g �� c of a cwntw redi"OuntS eli31biC bilis and

�ø�b�• �ç:I�Õ �¥ �ò �[ eb�X�ô �� �í l�Õ lw�fl �D�æ�ß Ltt�[ �æ:
no other op�v on but tO appp�g h Jlc ccntral ban�m .h Order to secure mnds frOm cent�˚ l bank.
the cOnunerdJ banks prescnt tllc d�¤ counted�¡ Hs Of Exchttc and Other secundcs tO the
central bank.lllc�O l nt wHch tte central bank rediscOunts thesc � ẽctrities�§ known as tlle
,ank rate.The ballk ratc detemhl�å thc bld13 and bOrrOu7ing rat�å Ofthe�� nlll16�g �¸ i batts.

�Q Lttt�Õ .i�˝ �A�u :�Ü �í1�ß 1’�à
��r�� Wing rateSs Of tt canm�˚ J ttsa�g

�í �ß �T�� Ctflttl�R ��yØ}ª� �RçW�� t�F �À TcttsT

�V�í l�� �í �R�vL�Ł �í �E�ß��
tcm interest ra�g s ald dle�g niand�§ r�A vorkl

���j �� �gl�P �ç�˜ �d�P:çW��
å¥ I�h �ð F�P:�N��

�¡ c bank,rate poH%�� is based On the�¤ I10wing assump�gOns:

1,lL�v rc�§ a c10sc th16ish�ì bct�A col ba1lkFateanddlcmarketratct inthecconOmv.
2.�T 911Snlarkctandttc�i �B�� ��(sh6�g �]tctnl1 9�b O mattOt a�g we�a dcve10ped3.cOnllllefiJ b�ß lks do nOthaw any pttud�É

c to discOullt thdr b�a �§.4�E
TTl�V

�¤ A��
�M�…

nct�\ e md�‰
Ttt respOn.�ì a�‹ �R�ï h�˚ e hc�g ��

5.�Õ
�Ł w�� �o �D l�˘ �Ł

t kC��
�×

C�å S,SCrves sO�§ b a�_ id Or nu�V

�‘
�Re�g 10ns
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9.5�B 1:2 0pen Market(�l pel�E ationS

�å n�Ł �R �ˆ :�Ô �Ł �Ł �A���Ô

�b �¨ �° �b a�˚ �˚
�g

�V�U�ï �‡ �| ailable�] �Re diSp�å JJ

l�` ���Õl�í
1:��

il�§ �†�U�ƒma�Łæa�Rl�E �Õ �° �[F�Û �d�Ł�R�Ł

Monc�R1�] markct SeCurides mature in iess than one y��
r.The inStrumCnts�� �R d in dle mon�Ł

mark�å afe dscoint�R �É at ttC Centrd bank.Thw arc partiJ�u
�í �� �¡u�¡ OllS br High Ptter

Montt N�g g�J �� �Rc ttd ba�˝ ,�� pttdpalltS h�¡ emm�º
�†

attt�Ł
�� �Ł

�' �M�Ü �r Iå¢ Łc�Ł�µ �[NlçW
lent b�k âKkS,investnlent trllstS,

�‚�å �L�ª �É
mechanism of WOrking of opcr

�Q]�¶ lhRI
�ß

=il�´
�Õ �aTh�Łbna�cn�g� �̊¢h�EC mno�‹ .

Dllring�� �VOdS Of l  �� �bØ}�ª�£
�P �Q�Łå£ �í f�O !�S �] �í
�Õ �¸ 11�Q�{�[ �vth�Ó ce�� n�ƒ �za

L h�¾ �æJ ttr   å¶�ä �I!�Ù �Epl�� �i�B�Ł
�a�Ql wOrk propcJy.

30VCrlllllCnt Or appro

2:�x t�‡ �N�� �Ì�í �¤�Õ� ǽr �� 1àp �� �˚ �í �O�E�g�ˇ

3.r COnlnlerial bankS h�£
�¶ CXCess Cash rcserVCS,Open market SJe�˜

�† S�å uritics by th9

ccntral ballk l�¡ a�R
��not bC eRCtiVC�E

�E :�Ł �a���@�uær
thc COllllllCrCial bal

lend CVen at the r.CXCCSS reSc,��es ma
�E     cxpansiOn and C(

�A  cntrCprcnCurs.
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�¡ �_,ank rat an1 0pen markd opcrati"�U �@�æ
�g

�Ø�ô Ø[dVe.but cowl_in

�‰�k �å �]
�«r�� sc ba�R �� il take�g v�c �˜ �† ilow bank

�� to redis�� unt biHs and thereby dley tviH exPand cn�V t.     .
9.5�B 1.3 Varilble ReseFVe nati�B        .

�c p�c�c d�i mcthod of�`

�ï �å �F�À Ø[requl’�c �¿ Of the tattneFCial banks.In all

�í P�P�ô [�` �Ôç� æ@�I �A3 percent o�¤ perm tt dmmt�M

"Lntries‘When the central bank wants to cOntFomer wiu Si�V �Ł
�g

se�¡ e cash FeSerVe�� 0

�c
�V6�b ount of l�� uidi�° a�«�FabLçpJ

�| �æ lank Wa�¡ tO expand cred�g .�º �� ll l
co�\ eFnal banks.

�p variable res‘rve ratio�¤ better than the ttl mrket OäX �› Ons b_se h the casc Of

9�B 5�B21o�¡ LITAT�W�F cREbIT�Þ oNIROLM���i 6DS

��                                                   1

L Reg11�¡ �Bh�˛ �µ�Bnsuntr�˙ red�¡ ,�]           :
H.Margin�V uirenlcnt

ili.Ratittng ofOredt

ivl MOral suasidn

V,Publiciw alld    )     �E     .
vl. Dircct action.
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9.5�B 2.l Regulltb1 0F Consumer Credit

Expttditu�g 9n�� nsumer�� çq les is a potmtial sourc of idation and�¤ Of SteiC

importance.Crod�¡ �¡ panSiOn for cons�\ F�˚ Fable 300dS tt dange�] t�� JäF à  �R �ô

stabnity Jthe�å 6nomy.

�] Federal Rc"rve Bank of USA�¡ å] adopted�� s mnod Of cedit comol b 1941 in

wm�Ł �~ �� �ø �å�� ª� ���fl�÷�d�V �O
durabL goods like Televisb,�d �R�æ�� �fl�í �¥�Ô ��bikes,mOtOr�c ��

,and numbor�Eof inllments

�� �Rt�N �ø:�R �n�O�å are p�g SCdbed� r̊ing b00ms peFid and�x �� temS and

cOrl�g ons mFing depressim.

9.5�B 212 Mirgin Reqwirememt

A�vlother impOmnt"l�˚ "C�c
�º COmFOl m00d h tt hdS�†

�g

entml bank�¤ the

margin rquircmen�h .Margin refers tO the dirercw bmeen tt Valuo ofl�É
secudles(Valuc

�Ø�� ØÜ �£ l�� �ø
�Ø �p

�c
J�L

�g �¿ âK Œr F�ì
r tt valuo of�¡ |lroJtt propos

�r �ò �æå] fm�Ł �� Łò �V �Q �r
�¤contrat credit,�g ���¢"�r �y1�L �ß�{�º l�Ô �ô �s �Q ��
�í �ç �I �� �º1�Q�R�Õ �[ �k�J�„
�§�À��Œa�ˇ �Ü �ì�í�à �÷ �R       d �\tt mrketing h ttS��

��s the mrgin requirement.

9�B5.23 Rati6ning oFCredit

�� ªà Itti�N �£ NW�Ł�í ��
Lt partiCular sectOr.

9:5.2.4 MOral Stl�¡ SiOn

�E  Central ballk IIlav

adv�z �� �BIitttt Or Cre(lit partiCl

lnOral i�Ú luen�å tO urge cOn17

�Q �ô T�Ø�Ô ���‰c�Ó

9.5.2.5 PubliCity

�p �k hŒi �† �h �⁄ �ˇ m�¡
�g

"�Ì
pOliCyØ}

�� �� àp �u �ƒ �u�í��hS pu�\ d�g � �̊��ìiFtt l�r �] �Q�Ł
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�M�¡ �¡

çW �R �� �D �j �� �V
WSpT�]

=�µ
�ƒ �â

�[ �a L�'
�¿

S

,IS,2.6 Direct 411�R 11              �A
‘

In developod Tif* moncy and cndit madcts are well developc4 well co-ordinatedand well integrared.r [Ience suuiu*€tr 
.Tr, qgry -o pr*,ptry respond ro changes inmon€y and oredit BoJi.cies "r 

i .-nJ bTk,'Ir-;"irrrp;# geneNiared in one sub_markeinstantaneously percolal. ,o orr,.r rJ]n** H.;*,r*r,*.r bank operarcs in trre mclstsensitive sectons and the results €pt tra'smitted; ;tH.'instantaneousry. For instance, afatl in the rat€ of interest in orJ*i-iJt r*';ffi;, o-* *i, *ir*,"ricary bringffi#'in fte rae oiil;;;#ilri*-'rfi'#ro.*ove 
banrrs, iqsionar nrrar

wheir bill markc-i1 weu 
.di.rtq"o,.the poticies of ccntrat baok wifl be more effoctive.This is because the cornrnerci"r u.*. ai*J*-il;iffi;or**"r,*, 

reraring ro businessactivities and the central uant in tui @:rynu-,ffiilir" ui,r, of exr..rrangd at someparticularratc of interest kq; ; 6*k rate' By ,o"rtp#;tr"* the bank rate in accordancewi6 &e gcneral economic t*oti*T?r *"rr"i,rv; ,t-do", bank can exercist controrover tlre eutire econornrr L .ddiri", ," L* o*,-oLo #,ioa. of qedir contr-ol such asP'iH1Ti#1,",:;,rftT**i:f *'';;'# L".il[*;;ffi;JJ#"T-**

|�v �x å] �V �V �V �V �V ���˚�Ó���ó
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up in various paitS of the country Accofittg to R'S' SayErs. m'.rrn@,dweloped coantrios in

view of inadequate il6ffi ,r p4,.tilry.tq.rr, -" o"t'ar uark rnqst tnke up ordinary

banking facilities . i. Jfu*irv b*id*'t#-*'fu tperysory firnctibns' A c€ntral butk

must pursue liberal ililsto f"dt b"'ds;bit" i*q.gf in nral and semi-urban areas

of the @untry by extending alr the F"j,,o*J 
ffi;,ri{;iltd the deveropnrent of we,-knit,

�‘ �†�Ó �Ü ��̇ínt�ˇ �¯ and capi�ß �V�O�E

9.8 rNG FUNCTIqNS OF B�Ô KS

�p inctions ofCentral btt           d.�ł
rtt Grd Dep�g ssiOn

� �̂al�§ �£ �ßl�ò
7�C       SC~g�[

�§ iStab�‹
l adviSOr to the goVe�\ ent,

�¨

�g

onS h�g �^ �� �ß �æ

Œ⁄�ß�ð �q�E
�â �M�T

the pre�] war periOd.

�z s eXpendi""�E      �E

Dmic grom.
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Hoy does central bank promote'economic grolrnrrr Mcre creation of money does not itselfinitiate the process of cconomic expansion. h may bca nocessary condition but not 
";;;r;condition of economic growtrr. The process ;;;J;ilil;;;0il;"";;;

mrmber of real factors.-Nevertheliss,'a celtral Uant can:mftihutc to economic.gro*vth bypursuing an apropriate mqnetary policy. rr," r*ne.;;J* that maintains a reasonatiledegree of price stability yd keeps 
"*proyr"nt "t 

rrr*r.ut, h;"i;i;*-r;ffiffi';
derrelopment' The objectives of econo*i" g.u,tl, ltk" th; ;;fttonal objectives of exchaqgeand pricb stability is not au anchor to cling to but 

" 
gr-or ,o be-foll-ou,Ed m aur"ropiogcountries in particular rvhere inflation is a Jonstant ,t rA-;;.h;rta"'il"Ir"fii il ,*r,economic gro-wth an obligation on the monetary authorities. There may be also administrativeand potiticat pressure on th. ron"ory uurnoiil^J il;:; ,I*a"',d*ro countries wherepeopte are very, keen to achieve .pil .*r;;;g;;";;r, a reasonabre time period,

ffiffi:Tf#not take a passive il. ir h* i; ;'".;;;"; i,r.;ffi;plo,,otion or

9.9 COMPARISOTV
COMMERCIAL BANI(ING I D,.IIA,\U

Keeping in view the objectives and finctions of comaerc.lal banls and ceritral bank, onecan make distinction betrveen the firo, hrghrtg#r;'nin'rlrr"*ies and differ-ences betvyeen

9.9.I SIMILARITTES

The follou'ing are the maior similarities between cornnrerciar banls and central bank.

::*r:'*l 
bank and commercial barrks are the monetary institutions dearing with

2. The centrar banks as weil as cornmerciar banrs create money in the economy.3' In recent lears like cenhal bank, commercial banks urro aor with foreign exchange.
9.9.2 DIFFERENCE

In spite of these similarities, there are swcral d:frrences berveen a centrar bank and;ffi3::,':ir"ffi: rhe fo,owi,s ;,h, ;j"-d#;;; betilceo a cen.,ar bank and
,

l. Ownership

,, #:"T."fl1il|if,.ffi;llJ$l#;fftr But the comrnciar banrc may be ormed

2. Right to note Issue

A central bank has the monopoty 
?ry:i_:1,:::ig-tegat tenler money But alcommercialbank does not ha've such a porver'nJ,iir-* tt, porn#to-il# dernand dqposits by which the

pubtic gets the porver to issuc ,n*r.". .ii'* 
"Ir"qil;;;.fr[ ., hgal t€nder mqj€y.
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3. Profitlllotive

AcEfltralbankdoesnotopera[eonprofitrno6w.Proitmdiveisonlya,secondary
objesve a ".*noJir*. 

,,; primary &*r* of a contrar bank is service nptive and

D.odal ecqnomrc ,r,"rrrr"-Oirfi .rf,ti f"il-tftc o'ernefmiog objective of a ocrnmercial

t r ir profit incivel?r1*r."4+ il**d ffi,il;;'d;'hi at maximisation of profit:

{. Forcign Ercheqge Reservp 
-___^- ^c ^ ^

It is rcsponsibilily of thc cclq"al b*k.to maintain for,eip ixcltangg rieserves of a country so

as to Gntsur' stabre ffi;* **;r#;;;rllil; in the-balance of pavments' But

cqnnrc,rciar bar*s dear o*, with foreign;;"#; transacriorrs without any responsibility to

t*lffiit tstttibrium inthe balance of payments

5' Brn*cr to Government 
rt in many

Acc'Itralbarrkisabarrkertothegov:rilnentand?ctsasana,Sentofagovemmet
econornic trarrsactiol=of the govcrnment:'il;;;;fu a[ banki4g activities in a country

anJ;; it.is called banker to the banks'

6; Rdrfion-with the Public

A cecrtral, bmk does not deal with the public directly' On the otlrer harid' a commercial

bank dcals directlY *]il"*" P'urit'

7.SupemSOry Role

�d
all�R 3 00mmeFClal banks.

�� idevelwnlent�� I COu�� .
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."tTI{,the rgsqry-sibility_of ,promoring econqrric gfg|u[hs and increasing general econornicstadat'ds of thc'pqqple,"It iJ srr".lit believedth.r;;l'banks would ftrncrion rnoreefroctirrcty and efficientty in coniast wiil a*J"p4;;';il ,h., J,il'rrirt*rrp.amongy markets, Hence, development oi n *uy and capial ma*ets is another importantfirnctim of central banks. In thatishr of tunctions ;iit*I",,rffi,ttJ# ;ffi;;",, banks,we can distinguish botwee, "..nrrJirf.;;;;; ffi;

I. Answer the fortowing questions in about 4 or s rincr each.

l. Define acentral bank.

2. State the function of a central bank.
3' what are the quantitat,* ,*r**"nts of credit controt? why are they caled so?

! What are the quatitative insrnrmeno 
"f "dit;;;; *, 

"o 
**;;;;,5. What are the assumptions of bank rarc poficy?

6. What do !,ou mean by margin.-equi.ementt 
"

z' ltilhy do centrar banks function more eff-ectivery in de'eroped oo,ntries?t 
rm;$ the major obsracres for the *o*i'oe oi-;;r, *-il *aoarveroped

s' 
,T#1rtffirffi;fiffi,1ffir'*ld assume the rore or promoter or economic

�fithe,i�V COn�¡�åbem7cen g�¤�†md�Ó �a�fl�…�åØ[�g?Wh�¡1�´ �R�¢hilari�g

�g
bemcen a centd�]

�· andacomme�Vd�� ?S��
":�\

e�A direrellcesbOtwttaiàÛ tral batt and cOmmercid ba�R

’

10.

11.

12.

Central �F�� �‡

Cornmercid Bank

Monopoli of Note Issue

Banker's to Bank

1�I �¤�œÆ…�⁄
:�å �‰  Œi�ƒ
�à �~ �� �Õ �� �] �VCttd

:^Cm�æ
�V �A�¶ d��

�Õ rtt��
fiSSi�P

�æ�Ł1�¥ I�Õ �Ł�¿�V�¤
:�I

çWŁc :�‘ �÷m.
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BOnäFr�� C�˜
"ment

CustO�� 8ELi�� fFO�� gn Exchange

0�B�Bmghoum

l,codcr of'L$tnc$rt

smtoryl�¡ 9�g ldity htiO

�c
�b tS

m�E�E
dalv DepoSitS

cnsh Drain

: A ecnfat hof., 
",hiA 

ads as the bukcr, Pt and
' .dr#; drc gov€riltqt$, is knonm as bauilccrto

govemmert.

:Acerrtralbankisentnrsted.lnththeresponsibilityof' *iilioiut the foreign orctr4ngryeqcn'es.of a 
- 
:'

;rry. ti*o, itis-loo$'lr as the sustodian of

foreign orclrangP rsrcrvcs'

: Ths trantactiots of ditrereot oonnr'rercial E*t.in the
' 
;fi arc clearedthrongtrthc cr'ntralbank as it

rnaintaist, c"rn:r;; of all cor1+3rcialbpls'

ti , u *otof bank acts as the claringltouse'

r A Central bslk of a oon"'t'V aomes- to the rescue of

;;tid brnkswhcqthe latter d"ilhave anv

ffi;urco ornnaice' Hemcp''a c€ntral bank is

known as lardorof last tPsort'

: The Par't of deposrts ofa oorrunercial banh which is

invested in' go'oJJ or govornment-approved

sr*urities, t$ kd; stanrtory Liquidity Ratio'

' ffit1[":lf,illllt'#iff':l*; ro'l'lrre

ffiffi;lkrown as PrimarY d€Posits'

: Tho additional d€posits that are creatEd ftom out of

primery *po'iffilcrou.,n as Secordary Deposits'

' ffr,[1ffi#]*,,t#'s.H1;r-'
hrcrease is kno

I, Anrrer the fonoring questions ln rfout 30lincs lln , _

I . Examir orig'n; p'iod# 
-of 

m"dem *:* banks

2. dmlyre ttre *tiol trootl*u:of a crcntral bank"

3 Distinguish ufu' * *o"r bank and caqtffircial banls

Il. Answcr thc folloring questions in nbout 15lfures cedt

l. Dcfine a centrat bank'

2: \ilrhat arc dre pnnciples of a gentral burk?

t. Skstrn dre origin of'modorn cerltral batrk'

4 State tlrc fimctiosrs of a modern central bank'
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10.0 0BJECTiV�FS

The main tte�å ive of�� �¤unt�¤ �¤explain the tteCtiVe�˜  Of mOnetary pdic,and is
lllStnlments                            i

After �K,dtt thiS lesstt yOu�s 1l b�v  able tO: .

O know thellleanmg and demition monetaryp��
icy:

�E discusstteinst_enf5 0fmonmry pdicy;

�E alld�V se the d�Ł ectiVes 6fmonetary pdicy;-               1
0 exami�g the tte ofhmetary Pdcy ttring depFeSd�g alld hn�˚ m; : |
, aSSeSS erectivelless ofmonetary p01icy in prOmOting grOwth;        i
, evalute the lags and limitatiOns Ofmonetary POliCy and,

O llndttstand�¡ e ttp�Ü cabitt of�¡ e lnOneta�fl �b i�Ł 10 un�g rdeve10ped cOuntric�˜
.

�E 10�B l INTRODUcTIoN

I                             E11�S 17

çW T�ß� Į�� �Õ �Õ :�A �Y

116

""o,o.,1u.M*"oo;;;;r;Tffi {:1lfrffi #[T:r"$L:*;:*j;#fof the vorume of monev i, "ir*r"ii"]r;;*. ..pilf;;;:Jor"*rr* 
a specific objective

such as firll-emprovment'aHfi-q,i;;;ron 
defiqed monetary poricy as ..a poricy emprffi!
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lartsI4@'for achiaviry tk
tbc ccntral bank's cortr-ol ow{ thp slqPh of rsootU' Nc m-

objectives or gEnrar 
-ui[*lit 

e"ltt-': ri'aE'*'e; Lmetary pollcv-'reftrs to the ue of

officiar.instru lts at trr distrssr of thc wr r;; nq,rr.ru-,tro anailability, oost and usc

ormoey and credit #t ilffiP *ht-t*g#
�� �e �˚ �ˆ

�g

�i �q
�c

�O pOliCy�B

mnods"d Wi�¡ �ł
�c

,�� �q �E

I��
sElttncd for rqrrbting ee

Drring the pre'Krynesian aaYs npn*ry -*t' 
rqc thc'sola in 

tii'it"'

ag,,rwara{onPmc ;'d;'lvas dtdt'ffi'"iffii" Fld-pttiw of tte morHarv

$abilrty in orcrangp;* .ro i,tur"t ,ffi;,ry P-A "f 
;fi' Dunng 1930s uiton

fiscal pohcy ** p;;i* .*r,ig t iliil,i""ill*pkDt-t' moctary policv also

ffi#Jffi'g"

i. NartralitY of tuoltsY

ii. Stability in exchmgP ratc

iii. Equilibrium in balapge of pagrcnB

iv. MaLfieoance of Price subil$

v. Fult'enPloYrneot

vi. Pruncing Econorric Dc!'clop$t€nt

TTY OF MONEYl0'4'l NEUTRAL,TY olf ltl,Nri 
' st dirsnrrtames io th' modcrn

,,#,*
;ffi "yyf* or inteirst), n *r,il0*"*ffi;*ilroio' oo t' otrEr bid' 

l l?
Oringlng &urngE r
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�P�ł �R�Õ1.�[ �Ø�í �r �ì �Ø�ì �F�¿�| �‰�`�í �I
ª˜�I :�U �D�ß�æ F�Õ �z�Õ å¶�Ł�E�æ �Ø�V�H�D �˙
Ci�»

�g �g

mi simil�R �à thC mO�V,suppl’ShQlld be incMsed in m wilm tt ha�X �ßDh�Ü

�V �|      �i:�í �� �Ô �ô bl�ô ��
�˛ mOnw SO m�s�Œdd�g �BnOmb variab!es
nOt�q �E

lo.42�� STABLITY IN EXCHANeE RATES

M�Vtemtt Ofs�Ù b�Æ �¤�˚ æx �ì �B�A ran�] was One�� ØS ØS�P �ß i�¿ inpomnt

�� �r �Ü �‰
�D �Q�I �¥ �� 1ª� �ï |

104.,EQULmm�°M�� BALANCE OriPAYMENØ}

�R�k �† �í �F�� i�� �� �æ�H�R�ƒ �fi �Q �� �kincreased.�¡ �vs wi�a l�¡

"a�i
6�] fold d�¢ ça One

�r �‰�|

100404 MAINTENANC�ROF PRICE STAIILITY
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stabilit,r must -be cnsund. fn order to achiwe priq,stability, monf,ary policy is employed.

Mo$g pglicy is relatively more 'powerfirl to combat irdlatign than unenrployrnent.

I 0.4.5 FULI-EMPLOYMENT

Modern .f*"s arc welfara= states. They aim at ensuring full employment even in it is

inqd$istent:wittr the objective of achieving price stabiltty. Croirrttrer opined that the fp1
objeciive of monetary poticy of a courrtry is to bring.about equilibrium betrneen savings a1d

investmeirts:'in tlre *ultry at the level of full-emplryment. Keynes clearly demmshated the

inefWtiveness of monetary policy during depression to genemtc employmerrt opporrtuniti€s-

The developed cogntries genlrany remain at the full+mployment -* "t 
i*o full'employment

ol at near t U*n ptoy*ent !9ve1. The problem in these countries is how to sustain the.economy

at thc frrll+rnployment level. But in under dev,elop,{ countries, the problern is how to create

employment opporarnities and hbw,to surtail Ure econgpV at the firll.ernplo{ment level. In

toti, til" types ;f colrntrles, motletary policy i1,dSnlWed to c3te and sustain the economy at

the full.employment level. But a rrOnet"ry policy is not,as effective as fiscal policy to ensue

full employment in the oountryl

10.4.6 ECONOMIC DEVELOPMENT

Economic groivth has Qcome one of ttre Obiectives of monetary rylicV 
in 

19c3* 
years'

n*rlotii.grorifr intplics sustained rise in thb G-NP percapita over a.long .period 
of time'

ffi*" ;;1i., rotr . promote economic growth pqtty by maintaining equilibrium

ilrr,.*rlrrrJ tout d"**d for:money d total production capacityof the Tonomy 
t"i -pdl

;;;r*fi;;f;;;h .onditions fot .prt*t and investrnent-The demaRd for monev is bound

a g; op in-a*4oping sconomies on 
"c"ouni 

of ris,rg invesgnent orpenditure',

ib.�˜ :ANT:�æCYOLICAL vQttETARY POLICY

are a kind of fluctuatiorn that ocqrr in business activity with a certail
Business cYcles

dsgreg of regutarirylna periodicity. Business cycles arc wave like movern€nts around

equilibrium..or trend linc, in tt" aggreg+tg o*o*i" variabJes like ernptoymerg productiixr'

income and prices. .According to Bons:urO'Mitchell, a normrl trade'cyole consists of four

closely interrelated phases, riz, revival, *pq*'*"; rmeslion,an{ T.1*{."1.^15 
peak or

ceiling, on the onc hand. and depr'esli* 9;h;;' on 
'tt" 

ott'"t hatd' IEpry"'ry cmcid turning

pointsinthet,,a",l,,r,,nreovenrrromiruobjectiveof.anocorromicpolicvistomitigatethe
harmful effects of business cycles.and to uiott n'U rynlo.ryent 

with prioe stability' MonAary

;Iffi;ses".a ;i,l, u&;; insttltn",ts.to @l etrc+irrclv with the business cvcles'

10.5.I MONETARY POLTCY DURING DEPBESSIOJ{

Depression is an economic situation ***t"tiuea 9y 
h tnarginal efficiency of capital on

account of declining'prices, in@mes, ooFo, u$a Ettpfo'Vt*t toa ru resulting uncertainties'

The ihterest rarcs are very row ,"a ory,iirr il-uio'riqridity perfcrance, rtq objectiveof the

**o"l policy during deprespion stnrld be'

ri- To satb8rths demands for ns.u$i mO q'pcrylativc qotiys fornrurey;

iii.Stimulatirrscashpositioroftiaoksandnon.ba*"orgprrisatios;
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iv. Encouraging crcdit for investment and codnsumption;,,,

v. Bringing dorm the structure of interest rates with a view to hting investnent;

vi.' Creating confidence in the sccurity market by stimulating socurity prices.

In developed couttrics, it is easier to lorver ttre rarc of interest than wage rates because
there will be stiff opposition to downward revision of nages by tlrc trade unions. The reduction
in interest rates besides stimulating invesbnent activities also ancourage hirc purchase and
installment buf ing of consumer durable goods. But in underdeveloped countries, low interest
rates rnav discourage savings.

. ft i: also argtred tlrat ntonetary policy is not eftctive in pulling the economy out of
depression. The rates of interest are already vcry lon, during the depression. Any injection of
money into tke economv will not firrther depress the rarc of interest but will be absorbed to
strengthen the liquidity preference of the people:and firms. There 

"re 
traro of uncertainty and

business pessimisnr. Under such circumstances e;ven very low interest rates may not encourage
businessmcn to go for adclitional investment- irrpite of low interest r.t".. .ts noted tv
Crorarther. "Any anrount,of uatertaken to horse willnot make it drink unless it is itrnrsf'. ftrus
even vbry I'ow interest rates fail to stimulate invesftrrent activities in the economy. In view ofqr it r1 1su!d that.thc t*p'money policy of the central bank hardly has any sisdficant
effect during depression. The gap between savihgs and investrnent imtcad of lowering will
actually increase.

consider diagram 10.1. In the Diagram the rate of interest is measured on the vertical axis,savings and investment on the horizontat axis. Initiafly d^*d;;];;;; ir*stmentand savings curves give the ro equilibriurn rate o,f irt 
"xt. 

S"ring.;;;;;;'aro equaland hence there is no gap behveen them. But armg oceiession due to general businesspessimism and low prospects for investment the invesfrent;; shifts to r.t, c"ir"lr*uv,at the existing rate of interest there will Se savir4is ard rr,"rr** 6 1o[.ffi .dationary
san. !9.tne eltent of PQ. when the central ba"k-tad i"itirt** ,,Tr"*r, it ?; 

"r,nrerestto il, the deflationary gap narrows down but stil iiexists."st"* au, to,u,.Tiq;r*b;;#interest rate eannot u.-nrttr, r.ar.J il.y""a this minimum level, ttre &flationary gap also

ffiH:ff; 
*-s moiletarv .policv is rpt **prrt ry ,G;; in pu[ing the economy out of

L�� Of
lntrest

Diagrah lQl DenaJonary Cap
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1�¡ ur"�� a
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10�B5�B2 MONETARY POLICybuRINC INFLAT10N

Iniation is yet another phas,Of bugness crb C�¢ lr"te�v zed by�a Shg priCes,in"�@ eS,

W�k�� �NTttl�v �H�Ô �í �¤1àp �� �� �hØ‰�l :ªj �R�Ł�Ò �º

ØÕ �I1.�æ�] ��!��
l�£ �ò i�ø �x�ÙTl�  �X ��̀[ª� �„

xpenaituredsO dSeS Steadily�B

un�¤ Funate�Ł ,di may not 80�i ll�¤ reverrThe steady d"h COnSumttbn and hVestme�V
ldkions extendy difrtcuL�E BankS WOuld ind�g dirlcum t�B

bmand�¤r cFed�¡ :�Ł nder suCh drcumstancesl the mone��

æS�Ł�â�º
1�¡ �‰br under COntrol and to countc

and not’O plunge the econOl�¡ y into depresSi01.            ��

�� �·t
cOnsumer credit COldit10ns can a
at appropriate time,a b00m cal
situatiOn.

The efFect�s eness of moneta�Ł poHCy dun�¡ l mO"bn�A "Vel�Ł
�ami"d by�� e ttl�� W�Ł8

factors.

�Ô ��
��r�˜�w�fl

�B�v�º�£
becomes inefFe,tiVe.
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�ì liæn �� 1,1�b �R�V�R�ò
�I ��:�ô �å �z �a�ß[�› �g

PoLICY AND NON�]BANK FINANCIALlo.7 MONETARY:]
L  INTERMEDIARIES

WIåK

Finahciat intermediaries can broa{ty be divided into two ctasses viz., Banks-and Non-bankFinanciat Inteinrediaries (NFI), noth $is of ffnancial ;rrritriltrr.,*il?il"r;ti';iiirffi
engage'in multiple expansiln of th,eir liabilities (crediO, ii;Nrr include ,*r*n"r, t"r}.,construction cornpanies life insu.rance corporations, roui"r.o"iutiil-"ilf,;;ffi;;n unions,postal sav i ngs svstemsr tand, bank s etc. Ban ks e?q;ilffi;;ffiffiilil sesuritiesand' creating credit in.the econumy. Non:bank nrrnri"iintbrmeoiaries, on tfie other handperform only inter4rediary'roles of purchasinf il;;;r.iri", uni creating non-moneiarryclaims on themielves. These claims take th-*form ;ilid deposits, shares, equities andother obligations. These clhims u* 

"ior, 
.,rbstitutes il;;y and hencc may increase theinterest etasticitv of denrand for money. A*ior ;;;iiiirri"n*t both money #;,;;market transactions'They nray also irrfluence tt",.ro"r:ty.',lf ,on"y in the tong run. Theactivities of NFI will have infltlence on the reat variabhs ofihe economic system as well as onthe banking system' They are sorne imfirtant differences between banks and NFl. The timeinvolved in the process of credit creatioi bt;;;;;"ffinf. i, ,u'"t shorter than rhat in thecase of NFI' secondly,.there may be important leakage in ttrecredit creation by the NFI. Butthere may not be nrr.h l*kag" i,i tf," iiii, crcqted by the cornmercial banks.

In spite of these differences, thd activities of NFI pose gr€at danger to the effectiveness ofmonetary policy because the activities of NFI do not "or.iiJ* the purvibw of central bank.They are outside the control of the central bank. ro, inri.n"r,'iJrr"n the cerftrar bank foflows atight money policy ts restrict credit, ttri Nrr .un .*t"id trre 
"reait 

sirtce they cannot beregulatod either by quantitative or by qualiltive 
"r"ait "ont 

ol nrcthods of t[e centraibank.

In view of these probrems.Gurrey ,:d .s.ly emphsised the significanca of NFI ininfluencing the real variables in usa. itre Radclitrcomiri*" n p"rt arso observed that bothbanks and NFr'create riquid assets;;;;; ,flil#;"Ilr*o more riquid. Hence, theypleaded that NFI.arsl srrourj i";il;;;nder the pr*lr* 
"'r;onetary 

poricy, other wise theefficacv of the monetarv'poricv,wiuila;iiff;;;JJffi 
arc, however, orhers such asJ' Ascheim, shapiro 

"na 
w"r-i qiri i ;i",iri il;*"'or.*r", qf Npi, tt".or"ta.ypolicy is not weakened but tt.rgttri"a. Evei thougr,ii" o"[r" is inconctusive, the broadconsensus is that the ovenatf tiqui'aity in rr," u.onori i**"*I in tr," prrli*'.iNir arongwith banks and the tentacles orroiJtury il;", ri;;l'l ffi;;nded to the NFI atso.
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arfd toat producrion capaoi.ty of the ecoircmy. scconfly, *::1""'y policy crcates favourable

erli,ironment fo, *ouifiIil-g'i"Jittgt una investment anfl thereby capital formation'

10.E.1""*DoEsMqN,ETARYP.ppIcYPRoMoTEEcoNoMIcGRoWTII?

rcontinuous rise in demand for money on accounJ of
In a developin! econorny there will be

several reaions-

rising investment expend iture'
Firstlyi there wilL be increased demand for 

1o1ev 
due t1

The monetary authorities should increase ih"- stock of money roughly'at the rate of increase in

rate of real6utPut.

secondly, the monetary policy should be flexibie en6ugh to cater to the needs of economy

in different -noition].twi'ai-ir,1i"ar 
demand for money rises in such a way as.to threaten t.e

piice levet arld create corfditions for unsUstainable boom tonditions' a restrictive or dear money

poticy shoutd b" pr;;. Sirnit"rty,,*h;ili;Ldoftotal m9!?demand.causes decline

inprices, proao.tion""I,il ;o"d;rl tt.lron.ury policy shoutd be expansionary so as to

bring about fuvivat il; ,"onory. rr';;;;Jr',; i1"riiig'growth can be promoted onlv

when the mondtary policy hverts Uotf, inn*ionary and deffdionary conditions and ensures '

price stabilitY in the econsmy'

Thirdly, as noted already.a growrh oriemea Montercy policy should create favourable

environment for saving3 and capital r**uiioit How could savingq be prornoted? It is again

by ensuring stable prices in the ,"*"otiU'ings "outO 
be promoted' 'No body would'save

during the periods of substantiaf "" 
tf'"iiG o1*onty goes down steeply' Savings is the

principal source of investible resounces "il;dft"j 
fo'malion' Hence' without savings there

;;;nil;capital formation and economic growth'

Fou,rthly,thegrowtlrorientedT:,o,ypolicyshould.seektoensuredifferentialimpact
on different s"ctors?ittrc econor,y, Tfili 

";iectry"..r4it 

contrrcl measunes if bentral bank

is:able to ensure ;il;.t" rise- in #;il ti-iry9oi"! s€ctor and a mild deflationary

sonditions in'"eri.utnial sector' th" *;;;;''a *f'tre t'ouid statld to gdin in the form of

substantial structural changes in the economy'

�� �å �í���r �¸ �•ª� �O�\ �t 1

4�c iJI�Ô �ReconOm�ÉgrOW���E
�� IEI�^ �˜

;;; poricyi;, 1u,: ,f,",ll: TL::::.:*,?:# 'to 
n3car poriev to ensure rurr

employment "no 
pri.p'r-t'nuiritv-io a*rrf"p"d ;;ilur. una"i tuch circumstlnces' its role is

sti, Iimited in unoerili;ffi e'ggdmres..i[it ffi;'sc'thdre is no conducive atmosphere

forthesuccessturworkingof m?ne,"tf -*"ijHlfll:l"#Hlf ::tf"::?'#'i"%:
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10�B6.1 lNsIDE LAG

hJ�g hg �V� S̊O�Re�g me ttthat�M W�¡hh�� �� �£ �� �P�R[�v �º ���§
�fi�� :ll�I �I�¤�s�R�]�{ �o�R�Õ 1nto twO�¾ �“ ,�� �B,1)Re�� gn�˚ o�˚ Lag�b11)

AdminiStratiloLag.

RecoghliOn lag iS the time gap�Ñ dween the time when the need for action arises and,he

"��
�¤r�¸ H�' �˚ m�R    �ì l�¨ �º �^ �Ł letary�“

�˚ �V �VS�˜

not�g lrOlmpt in recOgn                 etween the need fOr
actioh and IS recognnio �~�º�R�Ł11�Ql�fl �R�e
the household�˜ �wegardinl

be l�R cog�˚ Sed by,he Ce

m�g�Õ
�g

o�_  m httrmatiOn�¡ �R�g
bæx

"C�_
r�æ �fl�����§f�� çWŒ��T.IŁV :

massive investment oll a Single sectOr m,y be reCOgnised by the Ce,tFll1111�a 11111::i[1111i

�ô �vI�v lidtti::�v �a[li:�� :i�� :�R fl1111:n,

�É�Ô �‰�¿Æ��b���FT�£ i�‚ !:1Łc �I �] �yåN�ï
authO�˚ ties do not,Ct SO instantaneOusiy t�¢

at,(

actioh taken.Since,the�É are adIPtinktra�Ú Wp:�å
�g

tres in takhgdeC�M 3ons,sOme lme�ßapseS

betWeen recogniti9n alld�¡ akillgaCtiOll�v F‘I exa�l �v�u�:̆�fl �dl:lIIIII]�a T:im��
gnis3s th9�¡ ,1

�Aon VideoiCOmpact

�†�å �ð �X�ßæ��‚ ŒaI�R �‰�S �£ �í
�—central bank�Z �BS adminiStmtiVe deCi,1�g S tO�� nductittese OperatiOn,

�§ kn�Ó wn as admini�ò rat�s e Lg.The bngth Of th�v  adm�Vi"rat�s e lag dependS upon the

erec"�¤ �� �� the,dmm�Atrat�s e set up oftte"ntral�g nk�E

10:6.2 1NT,RMEPIARYLAG

Intem�V �ô �B �¤ �� �� �Bgap�« �˜ �¢       �º �§ :�R �º i�í �⁄ |

bmkæÛ d tlle C�O
"t bf�¡

�MfCL 6nthe spend�¢ g

bank,it Willtake SOm
bankS Will implelneJ
sometme,�˚uS he

the oOmmercili ban
implementatiOrofth           bank:

lo.6.30U�fl �Ñ DE LAC

6u�g
�g

e h8�M          �ŒChttnges d"�M �V V��

00�Ó mercial banks a
can be OftWO types
betWeen tlle Chang

�˚ W�Œ
�aØÜ �í å¥ �ô Œ⁄ �í ªJ�� 1
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increase in the ntio of interestt o19te that security pricOs a,d rate of interest are inverse!y

"lated).Unless��
the banks expeOt,hat at rise in the rate of interest wi::bJ:9ng�] :�s ed ahd

�å �í i�g �AŁâ:�¿ �{�˜ ’�ç �w �˘ �Q�sR�ô �H���ditlttI�]
�VDn��

’pOl��

a�g move h"gOvernme,t mcur"bs du�g ng the pe�g Ods Of cheap money
pOlicy,�R |lfFed�s e"S’Ofmondaly policy�¤ sOrbus�Ł undemhed.

���`�]IL�v :.Ilili�Õ �Rc�æ �P� ĩ�˙ 1�� I�æ ���qir�a �Ú�Łi�fl ll�q �x�æ�� |

�o�q�M�í l’�h �Ł�R!�a :Hl:�ß l�h
Stl:1�P ��T:m�Õ �Ì�� �Ì�¸�f

âï ilTdJ�Ñ �Z�a�]�…X�ß�l:�ì :�¨ �[ �ì :TttT�˘ ��nttwi�T

10,d TIME LAGS

- Apart from the built-in'limitations of monetary policy, and the limitations inherent in eachindividual toot' the success of monetary poricy areo.a"p"rar upon trr" absence of time 1ags invarious stagos of implementation of rnonetary policr Tii.;;;;;;;'or ror"r"opolicy do not work themselves instantaneourty. rtre 
"* ri*" t"g, in ,t 

" 
*orkihg of monetarypolicy at its various of irnplementation. No time should be rost Letrveen the changed situationrequiring action arid recognition oi suctr 

"l"d 
i;ffi;;;ffi;. simirarry no time shoutd befost between recognitio.nandtaking action. The tags in ;*tu; p;ii;ffi 6,"+iio" divided

[[,iffi8[ffii;]r:,,',* Lais, ii) ri,"*Jiii' r,er'"'i iiil <i,i,il" i"s,l 
-i,,,,. 

u,"

lnside Lag

1�ì �� 1��  TiOn
Ceni:Bank

Outside Lag

�œ
�v�d�ˆDecisiOn

L8

ActiOn
Needed �I s�C�æØ}

Dlagnm lo�B2L�w 1�ß Monem�Ł�ó icy
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bW�VrStlent bWem111y�V ent blproduc
resources mOve abng a v"ioul�� rcb.uhi

10.9�B l INTEREST RATE STRUCTuRE

10�B 9�B2 EQUILIBRIUMBrrwEEN DEMAND ANDSuPPLY OF MoNEY

10.?�B 3 1NFLUENO�Q
�b EPATTERNOFIN�V

sT�‰:NTApPRODUc�ÙæÛ

10.9�B4 DEVELOPMENToFiNANCIALINsITUT10NS
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Iefewfinanciaiinstitutionsavailableinthesecountriescaterto*::1*gto*ttt. Moreover, the tbw.ttna"11l:1"-':X":;;;';.;r. 
m itris cbrltcstr the rironetary

;i;fl "J,':l[*::*]ii"ffi;'Jf;l-l"lrff*l*iii"ffi i",**i.",inrura,andsemi

urban areas by provrding suitable incentives' 
'So 

that they can cater to the credit needs of these

neglected sectors'

10.9.5 CONTROL OF SPECULATIVE ACTIVITIES

Speculativeactivitiesaremorecommoninunderdevelopedcountriesinviewoffrequgnt
shortages of essential'."*rooiti"s and food grains' unscrupulous traders take advantage of

the shortages in tr,ese -.*r-Lv i*olving i""i"Troi* and speculative activities with the help of

bank credit. t* this context serectin" "*ait 
.ontrJls of itre monetary.policy can be used to

control speculative ".,i"i 
i", in sensitive. Jo''ooOitits so that the dangers of inflation can be

averted. As noted already price stability is an important prerequisite for economic growth'

10.9.6 ENSURING SECTORAL IMBALANCES

It-wasnotedalreadythatamild.inflationinindustrialsectorandstablepricesofJbodstuffs
and raw materials'*",itJ i" an ideal 

",rJron*"nt 
for promoting economic Erowth' The

,ronetary poricy rru.'Jn i*portant rore ;'il;il"*ri"[,rtir ivp" "r 
imbalance through its

;;;# of selective credit control'

10.9.7 BALANCE OF PAYMENTS EQUILIBRIUM

L�œ�T�° �˚ �\ �Y h�c �¿ :�v .�� �ø l�£ 1�â �¿ �Õ sttt�o �ÉLastly, equilibriurn in balance of payments rS 4rrvrr'-' " 
lpi,A accounts of the balance

economic growtrr *il;;;;ii;l:*:::::,::':."H:Tffi1;*- rate is *o." po*",r,r in

�¯ ���P� �̇ �̃olW�V���Õ�G�Łi�º �E�� i�ì Wttrl�n
1.:1�¡ the halance of payments an:çW�e|:�E �„ITi�� 1ç� ��[�' iªR �ø�£g�w�í �§�ƒ�x;i#i;ffir-0"n.]t and surplus in the balance or payluErr'" '"" ';;';;.n"in'underdeveloped

m o netary po I i cv r #i il; iJl":'ll, 
^"::^:1fl ,,Ti[l"Jlll, i'.monetary poltcy tl .utot Juurvrvev'r'. 

owth in these countries.

;;;,ntt"; and to achieve rapid economrc grr

10.10 S

TM�˜�d�N�� �O�‰�ì�E�â I�l
�RTTTl�Ł �T�� ;lly�Ì l�h 1:�Ł mattt"�å � m̊�AV,f

selectiVe credit COntrol lneaSureS Such aS FnOral�w liElilIIIllr,1�a �v

(

consumer � ṙedk,Credit iationi�ß
g,publicity i

�QFtt�˜ �å �¸ �£ �å
l�� �í :�£ TttIOntOiscJpd"yh"
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�‹ �� leSt��
prom?telhenecessaryinfraStructi

L Answer the followigg questions in about 4 or S lines each.

l. Give the generalty accepted definition of monetary policy.2: Are the instrr

3. what ,r r"rrr;;:#;T"ry 
policv same as that orcredit controt?

4' How does monetary policy ensure stabirity in exchange rates?5. What do you mean by price stability?
6' 

iliyrffiHirfllicv is more powerfirl than fiscar poricy to achieve equiribriunr in
7. What are the trade_cyctes?

8. What do you mean by cheap money policy?
9. What do you mean by dear money policy?
l0' why tnonetary policy is not effective during depression?
I I. What is recognition lag?
12. What is decision lag?
13. What is intermediary lag?
I4. Distinguish between inside lag and outside lag.I5. What are the non_bank financial intermediaries?
r6' State the simirarities and differences between banks and NFI.t7. whydoes monetary poricy ;;;;;;;";,sence orNFr?I8' State the two ways by which monetary poricy o.*;; economic growrh.19. Why does the demand for money rise in a developing economy?20' state the functions of monetary poricy'in undeldeveroped economies.2t. What are the conditions rhat make;;;::^:.T::.countries? lonetary policy ineffective in underdeveloped
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lo�B 12 GLOSSARY

Instruments of MonebrY PolicY

NeutralitY of MoneY

Erchange Rate StabilitY

Price StabilitY

Full EmPloYment

Economic Growth

Anti-cYclical Monetarl PolicY

Revival

Expansion

: 'The two broad methods of monetary policy viz''
' 

a;ffive and Qualitative methods by which a

.:;*l bank regulates the cost and availability of

;a* 
"na "."Jit 

in an economy are known as the

instruments of monetarY PolicY'

functions such as a meOium of exchange and a unit of

ur"ou* but having no dynamic functions which

;iil th" re"l varilbles in the economy is known as

: A situation in which rate of exchange between two

cufiencies remaining constant is known as exchange

rate stabilitY'

Eq u ilib riu m i n Bara nce of Pavments' 
:H :hTfl ':lfl :Jfi :l!ilffi H"T' ::il;l,'["

";;;il;; 'oor 
inno* of foreign exchangl into the

country on account or various economic activities

ffi;JJ;'"poning country and the rest of the

world'

: Price stability is a situation where the rate 
"f 

tl-I:i:"

and rate of decrease in price levels in an economy ls

equal to zero:

: Full employment exits in a country wlren allthose

who are able and *iiiingto work find gainful

emPloYment'

: Sustained-rise in real GNP per capi'ta over a long

' *,ili;"i,n" i' xno*n as economic growth'

: Monetary policy' which is used to counteract both

inflation und o"p#i"' i"'"*proyment)' 
are Ermed

", 
*ii.v"fical monetary PolicY'

: Revival is a plrase of business cycle.when tlre price

and cost retationitiat;;; tt badty distorted during

;;;;i"- begin to restore graduallY'

: Expansion is a state of affairs.in *nl-t-t the real

' income "on'u*'f 
I;ilt real-income produced and

the levels "f "*;;;"n'u'" 
rising and that there are

no idle or unemPloYed resources
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Recession

Depression

Peak

Inside Lag

Outside Lag

Intermediate Lag

Non�Ebink Financial lntermedia�v es

Structure of Interest Rates

: Recession is a phase of business cycle that begins to
appear at the end ofthe expansion phase due to
distortions and lags in price and cost structures. The
economic variables begin to fallduring this phase of
business cycle.

: Depression is a period of business cycte
characterizedby low prices, low wages and high
unemployment and business pessimism.

: Peak is a phasc of business cycte characterized by
high business activity, high prices, high wages, low
unemployment and bright business prospects.

: lnside lag is the time gap between the period when
the need for aking action arises and the period when
the.action is taken actually on a changed economic
situation in an economy.

: Outside lag is the time gap between the changes in
decision variables effected by the conrmercial banks
and the initial impact of these changes on the target
variables.

: Intermediary lagis the time gap between the period
when action is taken by the centrat bank and the
action is implemented by the imptementing agencies.

: Financial institutions such as insurance companies,
chit funds, building companies etc., which do not
come under the purview of centrar .bank but creates
claims that are close substitutes to bank money, are
known as non-banking financial intermediaries.

: Structure ofinterest rates refers to a system of
interest rates where there are more th;;ne rate of
interest depending upon the purpose .rfl""onorri.
activity.

I' Answer the fottowing questions in ebout 30 lines each

l. Criticaily eXamine the objectives of monetary policy.
2' Evaruate rore of monetary poticy during inflation and depression.
3' Asseis the ipstruments of monetary poricy in promoting economic growth.4. Evaruate how the rags in the monetary poricy affect the "".;;;;;** poricy.5' Examine the rore of monetary pori"v in ,niilr";;;'"ounrr,"..
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II. Answer the following quertions in rbout 15lincs each

l. Define rnonetary PolicY'

2. What are the instruments of monetary policy?

3. State the objectives of monetary policy'

4. What are the instruments of an anti-cyclical monetary policy?

5. What are the lags in the monetary pollcy?

Ib.14 SUGGESttD B00KS

l. R.S. SaYers

2. K.P.M. Sundaram

3. T.T.Sethi

4. S.K.Basu

I 5. Diulio, Eugene A'

Modern Banking

Mon�Ł,BanHng Tnde and Finance

Monetary Economics

cuirentBanHngTh�� ry and PractiCe

The Theory and Pro�\ ems o,MOney and
Banking(Schaum’s Outline)
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BLOCK�æIV:PUBLIC REVENUE_TAXATIoN

This b10ck intrOduce�˜  th�˙ nature ttr suttea matter of public inanc�¡
,

you wim ttsolknow �Ve mdn dividO�¡ s Of�g �ª �µ �¡nmces A companis�•
bdçp

",Publ"Finance and Private Finance is deal"With ih the nrst uniti
lW,�] ��

0�í

"es nOt Only expldn�¡

Oui the scOp�† �Bfpumcintte�� :1�„
LIltat�v �ß�� �˜�˚e�¤ bi�Ü �˚6 arerent ecOnomi10 syttems and�˚ e M6dem
e9910my but dsO�Nlains the bads fOr Public Finance opera10i thrOtgh

�¡,P�Ü nCiples ofMaximum s6d�� AdvantttQ        �¡ 1

WS’9�ƒ GOntain�˜
�V

�§ 10Wing 2�˚ åN .        :

�q�D�� �� ||||.
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11�B0 0BJECTIVES
This unit explains the nature of public finance, comparision between the public finance

and private finance and atso major divisions of public finance.

After reading the unit, you will be able to

o describe the scope of Government activity:

o explain the subject matter of public finance;

o define the public finance;

. compare the public finance with private finance;

o list tlre branches of public finance.

11�BlINTRODUCT10N
public finance is an important branch of economics: It deals with the study of various

financial activities of the state such.as public revenue, public expenditure, public debt, etc., of
the state. I1 this unit, let us try to introduce the subject matter of Public Finance in this modern

world, the role of the State has enormously increased, there by increasing the nature of Public

finance., Ttre scope of public finance has widened due to the momentum givep to the idea of
wetfare state. Differ.nt d"finition given to the Public Finance are explained in this unit. Later

at the end, we try to divide the sudect matter of Public Finance into many brarrches such as

public revenue, public expenditure, public debt, etc',

11�B2 THE SCOPE OF GOVERNMENT ACTIVITY

Public flnance is an impOrtant branch of economics and deals with the study ofthe vari9us
Anattial acJvLLS of the State such as pu�\ b revenue,pu�\ t expendtture,pu�\ ic debt.

Financial administration etc.,Ofthe State.Before we understand the nature ofPub:ic flnance,it
isnecessarytOflndoutthesclli�{

(�u lI[[IWi�˜ 111�«�A1:inec��
nomy.In olden days.the

c:assical econonlists be!ieved t                            ld be conflned to lrOtection of

�ô l�ä �P�`�§1�Bâ :̃"�X in�F s�ƒ �u�µ �•åKe�„ �x�ßt�í �I �[ �÷
l�� �ç�º ff�H �Øi�ç �[ �t Ii�ï �x�T�fitçW1�� �˙�â�µ �v1�ŒF�R:�v�RatiOn of tlle�c �c�c a CapitalistS mª�

�˘ �Æolnic activities of consumers an

�Ó �Q�ıl�� Ittt�P � �̂ÙtiçW �llf�ß �ì ll
�  ̂interest.Disparities in income l

l:|:::tIIill)i::1111�P 1lrceSinaybewastedTheylnaybeeitherunder�]

uti�a sed or un�\

sed.Economies run COmpletely on market mechanism are prone

to seliOus�¡ uctuatiOns due to b00ms and depressiOns,Therefore,th6 need to cxpand
gOVerninentactivitieshasbeel�ó

::�a �a�· �Ü IILlllI�v ::lil#I[TT:j�ç �� Si�{ :::�œ |:�Ì :
of rnarket FneChanism.Amorg

i::::lilli:i�a [II:ll�æ

i�˜ ��F:::1�¿ �d�ç�ô:’�d :l�¶ h:�d s in tell mttOr acliiVities of

such economies.Between these tWO eCOnomic�¡ stemsj there are

One we hav�– fOr india.The activities of both private and public

sectos have londderbb impact On the functioningofSuch ecolomLs.
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Now a pedâ˜ �ô 1�� 16n�¤ what shot�a be��
=xope lr gOVemment�g

tiviv h an
economy?�¡iS questton seems more rele�Õ ant to captilist and mixed eCon9mi�v o ratheF than tO
the soch�Ł

"eCOnomLs.The s�å
h�a �Õ approach to the soope ofgovernmOnt hdds the�� ew th�]

7�c �ò � �̀Pªj �ì��J:�fl �fl�ß�Łil:�v �� i�F 1�r �| �Ô [�Ì �„:�� �Ó
of prodlcJOn are10wied by the Stat�v :The gov9mmentdel�c mines the ecOnOmy:l pHCe and
pr�¿ �xuction policies.�¡     1      �E   |:

�¡ 1�R�w

�ƒ�° �zçW �Q�ò lm�j �� �b�X Œ⁄�eIF�Ø ��:à� :�µ �Õ�£:�í �Ö�D
ri�ˆ

�¿�� ç†Ilixed econOmieS?In these iC:16mie,we are

?1�Ù çW��i:�Õ ��̊¶,W�g 91�fl Wlle�Ü �V�ævtte"d�å cm n�g pl�o m�R
Ph�í �P�ßåKv�à t�b r�· �[�w11�æ�˙ ��1:W��

’16�ß

:�q �Ñ 1:.  egalitaFian pOint ofvie�”     _          .

RIVAll�E ,PU3LTC VSll
PRINCIPLE

To understand more ftrlfy the first consideration, w shatt have to know the distinctionbetween what are called Public and Private goods. Better an exampre is taken to elaborate thispoint' The life and property. of all the p.opl-" are.plotecteJb] ryution"r: Security, provided bythe state' the services br*ti"t ."nnoiL priged.by parket mechanism. Every person in thecountry whether he wants ii or not is given protection by ttre siate such a service (or good) isknow as a'coilective sgod. rt is enj"oyeoll ail *or,ia m,i".our,ry. so, it is arso cailed'public- good' on ,the oiher hand, *r trar. niivate'go'di; l-i-k b."ud, 
"toth, 

fan etc., which.arepriced in the rnarket' one cannot rrave *.13's"gJ;; il;;ng its market price. The personwho desires to get it will have to pay itriri"J. rr.rre does nl?iay, he will not get it. so, he isexcluded from those who would attir. to have 
lh" irga'ir'&r,., words, maricet mechanismexcludes those who we not wiilinj iy n1..tTJ.tn" e"rd uv paying its price. Thischaracteristicsl of the good is auiuuiia-to what is caii"al* ,.excrusion 

principre,,.Goodswhich are priced bv ma.ret*;;il;.*.r;;j;y-;i;#;r,"n 
principre. rf goods are notpriced but commonrv enjoved by ;ii il;re i*especir;;-;f ;;i, wiilingness to have them ornot do not come under.tfie-excr*i"ii p.inliprc,. ilil;;; **ii," to excrude any person from

iliat:fffll;ti *;"#* * ffr.*" eo,,,;Ii,,-f"u, no, bv the p.i,# sector rn
r, i n m 

",i ;i 
.,,, ii'* i, o,;iij 

" 
ffiil ;,,T::ffi,i, 

* 
i::f :qffi,H ; :lhU,,f H *:etc', whieh coutd be provided r";;;rdprir# r""di [ril, irr* case, onry on the basis of'exclusion principret..Those *rro *ilr"'roi.pay for trr" r"*rc"r_cannot have it, so, in the

;lfi::tt 
of societv at targe, it is desirabiJ*,Lt gor".;;;;;r [rrovide such servicls to the

11�B3.l IMPoRTANT cHARACTERISTIcS oFMERIT wANTs

1lTIttr:=�ł Ili:lille,p:ferell:i

��
�Ł
�c

Both social w&nts and merit wants arq public wants and fa[ within the scope bf normativellffi: :f"T; :T ffiiff #::;ffi#; :iliT"l[ ill,,-,, wa nts rorm s part or the
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��

11�B3:2 0THER DISi�¡ NCr10Ns ttEN PUBLIC G�_�_DSAttD
PRIVATE G00DS                      ’  ��

�¤ BaSiS OfMarginal COSt

�qwl�Ô � �̂� �L���N���ł�£   ª� �Ò
�¿W�x:�G it�d l�S �e� �̇V�d�í 1�øªJl�• �I �� �] �� 7��

rilarglnal c9St.                         �E

3)3aSiS OfExtemalities

prlse.

c)ia�˜ is ofMarkettthaniSm

d)Bu,ineSs ofRIsk                �L           _      1_^1�g �¡�p

f�Ł :�s �^ r#Itt�u �º �ß�Õ �x�v�ß�ç�[ I:L�Ì ��Govlrnmeni activi�Ł �V2be
,n""ff 1'Jtfrirm:""r;"-::i{}ltr.[i#i*]ff .'##'*rn*n:xru:l
�‚ i�˙ �ø it�† �˛ �–�Œær �J �Õ

1�w
�º �[I�˜ �� �i

~un�g
�—ab ppduttOn

and suPPlY of goods'

OI\[OMIC

ACTIVITIES

�� �d�O�� ª� i�Ô �� �Ü11ª� �í �t 13
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p�v vate sdOr�v A:�R �â

"�£
dassi�¡ ed a�a the economici�R �å ivtties into two catego�g es nagnely�k )

uni:aemit�¡ oWs and(il)Oi!ateral�¡ ows.Ifgovemment pu�g hase goods and services sold by th9
private sector or via market m�å hanisln,it comes inder a b�� �Ù �� �� ���� � W̋�E This hvo�I Os

�bOVement 6f goods and se�W ices from the private sector to the public sector and at the same
time there i‘a cOrresponding mOvement of funds from the public sector to dle private Sector.
Price and money are both involved in this kind oftransaction,On the other hand,there may be
flows unilaterali where mOney only may be involved but not price.In other words the

ltransaction may not have any direct association whh thO market mechanism.Items iike old age
pendons,ex�] gratia paymentS made by the govemment do bebng to th�R �œnd of transacJon.
such paynen�g are geneFlly cJled:�M rra6/ar P�Ł ��

�g
�§’wh�¸ h are not hnked to the market or

price mechanism.

11�B4 POSITIVE AND NECATIVE TRANSFERS

Again,We may distingu�¤ h bemeen Pasit�í e‘�¤ �ô �� rs when the money the�¡ ows
gOVettment tO pHvate nd�s duJsju�U !ike the�� ld age pensions etc"and negative trallsferS
when private individuais pay taxes to the govemment.For instance,personal income tax may

"p�V
d by pr�‘ ate nd�‘ duds �_ the gOvemment wi�¡ o�£ getting any di�g ct rcturn of benent.

:This involves a negat�s O transfer paymcnt.In govemlnent tranSac�Ì onS;we hue mother term
�vJbd What�¤ the di"inctbn bemeen‘ir�@ �� rp�Ł ��

�g
�¤’�� �� �Þzbsririgs’?If Subs�a y�g

granted by government in respect ofa commodity,�‰ results in the reduc16n OFmarket p�˚ ce by
the amount oftte SubSidy.Consequenti�V ,the indirect tax revenue to the government from th�]
commodity p�_pottionately falis.So,subSidieS have the effect of negati�Õ e indirect taxes.In
other words whi:e we can understand that transfer payments like the old pensions cotlld be
cOnsidered,‘hegative direct tax,Subsidies cou:d be thOught of as a negat�s e indirect tax.
Transfer pattents wOuld increase the income of the peopl�v  d:rect:y while subsidies would
reduce the prices ofgoods in the l�¡ arket.The unilatera:and bi:ateral�¡ ows,sO il�¡ pOrtant in the
operations ofpubliC inance,would change the pattern ofresource allocation in the economy in
t�¢ e manner desired by the govemment.These�¡ Ows are afFe,ted whenever there are changes
either in the tax strlcture Or in the public expendtture or both.

So questiOns relevait to understand the operatiOns of pub!ic inallce in a State are the
fo�a owing.       �E

�¤  HOW far the unilteFal and b�a ate�¡ l�¡ Ows i.e.,the operatiOns Of Public inallce are
capable ofmaking a�a �BcatiOn ofresources 01Ecient?

,1�P �T�ô h�r �Q�ß I:�¨ çW�ßS�� � e̊pVttnTma�g�⁄CTSm h
C)TO What extent the operatiOns Of Public�¡ nance could influence tlle distribution of

income attong different sec�v ons ofthb society?                     .

11�B5 DEFINIT10NS OF PUBLIC FINANCE

Different economists have defined the subject rnatter of Public Finance differentty. Wemay-deal here only a fbw of thern- It may be stated that 6c definition:gir"r, totiio ,uU;".t ofpublic finance has been c.hanging, following the devetopnrents in Sate activities and the
corresponding economicphilosophy. We find iiom the writirrt ortne Classical economists that
the role of govemment should be kept to the minimurn level."So, J.B. Say says, ,,that the very
best of all plans of finance is to spehd littte and the'best of ail taxes is that which is teast inamouqt". This view was on the basis'of the old economic philosophy of ,Laissez 

faire.advocated rt that time. -- I
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Carl C Plehm says, "Public finance has come, by accepted usage tp be Cg1finsjro a sttldy

of fuhds raised by governments to meet the costs of government. It was congidened that Public

finance dealt moitly with the operations of government treasury and how they would interfere

with the working of the private sector of the economy'''

According to Bastable'for all States - however-whether crude or highly developed - some

provisions of"the kind alr necessary and therefore, the supply and application .of State

resources constitute the subject m"tter of a study which is best entitled in English 'Public

Finance,. lt is clear from this iefinition that Bastable emphaslses_State's.intervention to supply

certain kind of goods to the people. According to M1s. U.K- Hiqks:.thtt: is.a fundamental

difference between private.nd publi" activities. She betieves that public activitie^s are aimed at

providing goods or selices, n'ot determinpd by the direct wishes of consumers. Public finance

is the study exctusively concerned with such activities. It is clear frorn.this definition that

,,ublic finance is relatei to pubtic activities which are not governed by market mechanism'

According to Dalton ',Public finance is concerned with the income and expenditure of
public authorities and with the adjustment of the one to the other"., He believes that the subject

of public finance lies on the borderline between economics and politics. It can be seen from

this definition that Dalton was more concerned with the adjustment of government budget

rather than how it influences public policy'

But in modern days, the idea of welfare state has gained.momentum' consequently' the

,",rr;;i;iiir"i.*,"; tias atso widened. one would eipect that modern governments should

be capable of reducing unemployment; provid.ing diitributional justice and of fostering

economic growth. This is the new 
"pproorh 

to the scope of 
-P-ublic 

finance' Economists like

Musgrave ano gu"hunun hu* opined that the basic ptgll.T of Public finance qte not'issues of

finance, but rather those relating to the economic policy that arise in the operation of public

budget. So, fro* i*", and 
-public 

expenditurl 
. 
would. influence resource allocation'

productivity,.price ;;;l;, Jistribution of income and wealth among different sections of the

community unO uO*iirirtrotiw efficiency are the inost important aspects of Public finance'

Such a study is utro [no,n, as the nationil income or employment approach to Public finance'

As already sated eariier" i" 
"f4"" 

days it was believeO itrai the economy of a country would

function more efficiently only if there was no government .intervention' 
sqeh a view was

supported on the b";it oi Say's Law of1h9 marki' Tlt:t the great depression and more so

after the publication of the General The:ory of JtM. .Keynes, 
Public finance assumed a

functional cha.acte.'inst".O of having 'Uuiu"oO budgets' most of the countries in the world

shared interest ,o 
"aopi'uiuuiun".a 

6rog"i oo.s noi.always mean that expenditure exceeds

income. It could even'mean that income'iigru.*"""d expenditure. An unbalanced budget is

adopted u, u .orr"J,ir" i" ,fr. prevailing'fi"[ry;! at the time' Even in India also' we find

unbatanced budgets beirig presented in.i,o't atl the recent years' In A federal set up' Public

finance looks into the fina,cial probleis- uJ pori.irs of centrat, state and local level

governments.

)PRIVATE FINANCESll.6 COMPARISON BETWEEN PUBLIC AND

II.6.IADJUSTMENfBETWEENINC0MEANDEXPENDITURE

Firstly as Dalton puts it 'while. an individual's income determines the amount of his

possible expenditure, " 
FrUfi. authority's expenditure determines the amount of its necessary

incqme., To put it simpty, we can say that ariindividuat adjusts expenditure to income while a

public authority adjusts- income to 
"*penJiture. 

This difftrence L"t*""n public and private

finances has however been subjected to -r"n debat". often it has been argtred that it is not

always possible ro, ur, i,rairid-uat to "dj;;;;;;iirr.. to lris income. For eiample. if he

becomes respongible fo, *o." nun1ber of OJp"nOliJt, he may decide to increase his income by
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�zi�w �] Œai�æ R�k::IŁâ T�[ :I�” �æ�⁄bWtti�N �…�� :�I æł �{ �Ù1��
lority also,it may not always be possible to plan

�� �ü �fl�O�� �Łæx�¢�' �À Œt�º�Æ�R �í �´ :,7�Ù :�Ô :

�ß �� �Ł�e�æ�Ô�æ �ç:�ô ���wT�º �|��
)Wlg may bad to dangero�¡ �BOnseqtencls tt a
h�‘ |,Se�v �Blls repettus�� ons like hl�¡ atiOn etc.,�¡ ot

�· �í �� :�† T:�{ �Ł�Q�i �ß Tltylllp�ì
�w �[ �í 1�� �� 1�� e�Ł �a�N �� n�¶ �ò c�Õ

lm�¡ depenlhg upon the shuatbn�E at the dme.

�~�Tæu�°l�¡ �� ær �a�Ł�Hlttlritti�Œ �Ù :�F ��ª� �y�Œ���ß1�o �Ô
pu�\ �É a�g p�g v10�¡ nances h th�¤ aspect.

11,6.2 MARKET/BUDGET PRINCIPLE

�Ø �q�ª å¥ ��̆¡�\
l�å Œ⁄

=�I
�� Łc

Here,�Ü �� !�æ �ı has be�Ł l arguld bysOmee�v
l�Ü �Zmists that centtn pu�\ �‰sectOl untts have to

.1�q �“ W�s�I i�Ł çWL�� �P ���� ttti�D �R�º �P 1�u �I

.11�B 6�B3 1NTEREST oFT�UE SOcIETY/1NDIVIDUAL

ll.614 1NTERNALANDEXTERNALBoRROwINcs      II

139

B R
 A

 O
 U



Bank of the country as well
internally froni the Public.

as other financial institutions more liberally to raise loans

11.6.5 CREAT10N OF LEcAL TE�hDE�Õ

ic�� �ß�rLæo �„ l�z �I �D:�æ �yÆåW�qlrill:�… �x�ˆ�n:�§ �a�S���R�¶
s in meta:lit form,th�à

""as some restHC�v
on

Wi�NTT�¿���L
Ctti

FinanCeS

ll.6.6 PUILIC WELFARE oRI�h DIVIDUAL MARCINAL UTILOITY

ll�B 6�B7 METHODS OF RAISING REVENUE
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rrvtrI.6.I SECBEC.Y AIiID FUBLICfT.Y

Lo$ly, an important difference between Public and Private finances is that which relates'
to secrecj, and publicity. Private finance is not exposed to othprs. It is shrouded in secrecy. One
may not likg others to know his financial affairs.:In the case of 'a public authority like

. governm€nt t-h9 financial transactions are fi.rlly exposed to all, Covernment budgets are opGn ''
lor pubJic criticism. However, this yeim of govcrnment finances cannot always be corrlct.
Expenditure incurred by the government for its defence requirements is not fuily exposed to
the public. Even then, oompared to an individuat, the details:of Sate finance ca,, 

-be 
known by

. 
anybody whosoever is interested

11.6.9 ALLOCATION O[' EXISTING RESOURCES

So, we have broadly tearnt the differences between public and private finance. Now our
task is to know how the privarc finance operations diffrir fiom that of public firrance operations
in respect of allocation of existing re-souices among different users. For the sake 

"f 
ilpi;.|1y;

Ye may assume a give supply of all productive resources in the economy. ln the private sector-
the concept of perfect competition is given very much importance for ifficient distribution of
nesources arnong 

"n9 - 
use For instance, ideal cost put- i'r supposed to have been attained

respgct to any one single firm when m'arginal revenue from salis equals the marginal cost ofproduction. This implies that the marginal cost of any one factor' is equal to the value of the
marginal net product of that factor. The allocation or resources by ih;;p;ioi pr private
finance does not take into consideration the sociat costs and Gnefits involved irr the process ofproductio:r orc.onsumption of the goods. 11 words, the equalily of relative ,u.!inuitlr" private
products to rclative f"!to, plices will not give us an operation'Lk" into consideratiofir";;;i
costs and benefits sg that tLe resources arI optimatry.useo.opumally.used.

In the case of private financb operations, resources are allocated on the basiS of theirrelative prices. For exampre, a private *t".p.*ui;;.g*;" goods 
"nJ 

,"*i."r;;ili;;to their consumption. The benefits received by the ,o;r;;;;; d;;;r*"bt;.;;; i, the caseof certain public finance operations, it is imposstbb i;-;ii;;;;ffi;ffi, #in" basis ofprice mechanism. It is not possible to say how muci ;";;fi;;ry one individual derives fromd9fenry expenditura simirarry, 
11 

rnay u" u"o".ir"ir; il*#"il"T;1;#il""ffi;#ducation they receive. It the altocaiion of resources ir;;'; according to private costs andbenefits, it would bt 
Ygt" ltisfactgv ,g Ttv 9n p.i;r fficharges) rather than taxes. Butwfrere soQial costs and benefits are in'volva4:attocation-of-r.rou..", through public financeoperations is made by changing the existing t - 

"i'p"illi-c 
eipenaiture systan. From this, itfollows tha the main sourceifln.om" to tnl private ilt"; is derive.o from prices on the.basisof consumer demand and cost of production. But for public finance operations, the main sourceof income is normally derir,ed from taxes. 

'v' rev'rv "rrs

II.6.10 TRANSFERS AND SUBSIDIES

Another distinction which p1I be fo,.u.1d 
letween public and private finance operation,swith respect to transfers and subsiiier. it i, relates tn irt" J[rribution of expendit,res in thePublic sector. Transfers and subsidie, 

"ru 
*"un to divert *rorr"", from one use to the otherPrivate expenditure does not contain it.* ii[r'r*;'i";;;il;;;r;;-;;ii",*.; -

11.6.1 I REGI]LATION AND SUPERVISION

stilt another point. in'this context is that irr a mixed economy, the private financeoperations are regulated !v tr,g government. In other *o.or, ihe public finance operationsalways aim at regulating thi variois uconomic activiti;'s i";;J;. to.attain maximum welfare inthe economv and in 
9{n* *, the econonnic activities.r*rlJiyli".i,i;ffiffi'hlu" to b"directlv or indirectlv supervisea. n'."piiuriri;;;.#'iit""ir*, uSA ett.awhere market ur
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mecian�§m ttSumes p�¤ mi�g n",�˚ e16�R l�V �V1 0pe�V iOns tt ContrOnedhal�B
"extentby the gttemment.            :

11�B�P]�� �¶IN D]�W IS10NS��FPUBLIC FINANCE

The su�Ł ect matter of Publb fmance can be broadly d�s lled intO the fo1loWing main

branchesI                     �E                                 �E                |

11.7.l PUBLIC REVENUE

THs bran3h deds wnh the vaJOu�˜  metho

separate:y stuliedi           l  :      _

11.7.2 PUBLIC EXPENDITURE

�ƒ�E  �u
11�B7.4 FINANCIAL ADMI�u�qSTRAT10N

ll.7�B 5 STABILISAT10N AND GROWTH 
�M        �E t     t
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11.8 SUMMARY
This unlt is tb integral part of lbblic finance. We have tried to understand the basic

concept of Public Finance. ThJ nature and subject ,"fi*;fi;ili.-il;";;;;;. j;;
of the definitions givS on the public financels- broadty dividJ'in;'fi# *"TJ*T*, pott 

"Expendit,re- Public debt etc,, S-ome concepts relaling t" pruri"-rir** ;" ";ffih At tlreend, the similarities and dissimilarities bjween pubi" fir*; and private finance 
*ffi 

rh;main division of public Finance are also discussed.l

ll‘P�] CHECKYOuttPROGRESS
I) Answer the following questions in about 4 or 5 each.

l. What is exclusion principle?

2. Define public good.

3. lVhat do you mqrnbymerit wants?

4. What are social goods?

5. What do you mean by unilateral flow?
6. Explain the concept of bilateral flow.
7 ' Distinguish bstween positive transfers andnegative transfers.

11:10 GLOSsARY

Collective Goods or
Public good

P�SVate G00d

Merit Wants

Externalities

Unilateral flow

t }:]if Td plrop".ty of all the people that are
protectgd bV the state, the services 

"f *ii"il "* *,be purchased and not pri*d bt;*k"t mechanismbur every citizen epoys i, *rr.irr..iiirr," iilffi;.
Such goods are carfidas *ri;;;;;"iubric goods.

: Any good which is priced by market mechanism andcan not be eqioyed without puy**i ,'r'"h good, ar"called as private good. ----, -B

: C-grtain services ,ll"_:*:?r:1, health are needed byallthe people either provided Uv rr,Iioi"*..rr, o,private sectors onlv.,, ,lr"'il.i :;"^::J
i*",pr, 

-i,;n"_,ll,iL,Ij,"lH:ST.*:il._*_

: In procels ofproductill 
?,f 

gd, and services, theymay be flow of effect. to trr"-otrnrr viriJr, are cafledas externalities.

: When money or transaction flow from thegovernment to private industries *irlr"rriri""
mechanism. E.g old 4ge pensions, and .*jgruti"payments.
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Bilateral flow

Unilatelnal flow

Bilateral flow is refered as if govt' purchases the

good and service sold by private sector or via market

ir."fr*it*, it involves ihe movement of goods and

."*i""t flow. Private sector is the same timqthere

is a corresponding movement of funds from

governme,lrt to Private sectors'

When money or transaction moriey.flow from the

government 
-to 

private individual without prtqe

ilJ*it* e.g', old age person and Ex-gratia

payment.

I. Answer the fo1lowing questions in about 30 1ines each.

1.Explam the nature and SCOpe OfPubliC Finallcc

2.Deflne publt fmance;dassitt the publt flnance in Various b�¢
�hhCS.

3.Di�U inguiSll between pllbiC alld private g00dS.

4.COmpare�¡e pubhc fmance With privatc hance

II:  Answer the fO1loWing questionS in abOut 15 1ines each

Distinguish between unilaterd�¡
OWS and b�¡ttTd�¡ ��WS

What arc the threc mpomnt branChes ofPllbliC flnance.

�º1�` IIæa :ŒGi�\ icflnanceand�V �VCmttQ

1.

2.

3:

4.

1. B.P. ThYagi

2. H.LBhatia

3. Hugtr Dalton

4. Vanish and

H.S. Agarwal

51à  �¨ ley E.Sundaram  :PubliC Finance

: PubliC Finance

: PubliC Fin�¡ nce

i Pri�Ü ciples OfPubliC Finance

: PubliC Fin�˚ Ce

- Prof. N. Linga MurthY
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UNIT-12:THE PRINCIPLE OF MAXIMUM SOCIAL
ADVANTAGE

Contents

12.oO�´ eCtiVes

12.l lntrOduction

12.2�¡ c Principb OfMaxitnllm SOdJ Advantage ,

12.2.l Assumptions

12.2.2 �[ �vP�Vcipb

12.2.3 Allocation ofPublic Expenditure and Public Revenuc

12.2.4 Lil�¡ itations

12.3 Test ofthc Maxiinu�� SOcial Advantage

12.4 Sllnllnary

12.5 Clleck your progress

12 6 Modcl Ex�« 1linations Qu�v StiOns

12 7 Suggested B00ks

12.0 0BJECTIVIES

This unit airns to explain the basis for public finance operations in a State, that is,
through the principle of maximum social advantage.

After reading the unit, you will be able to

' *:*:^assumptions 
on which the analysis of principle of Maximum social advantage

oepends;

. explain the principle of maximum social advantage:

. describe the limitations of the principle; and

. analyse the test of the maximurn social advantage.

12�B lINTRODUCTIoN

gOvcrruncnt spending, it providcs ceJ�� �‚n benen
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the financial transactions of government ha-ve to be evaluated carefully keeping in view lrow

they 4re helpful to regulate the economy'

F MAXIMUM SOCrar' ADVANTAGE

In olden days, when functibns of government were kep! at minimum, the activities of

spending and raising money by the govirnment did not reclive much attention' Because of

limited functions (kno*n ut pofi.. st-ate functions) less amount used to be raised by way of

taxes and less money used to be spent on public expenditure programme In the w.ords of J'B'

I";;* t best of urr pl"n. to hnance is to spend and the bsst of all taxes is that which is

least in amount". This siatenrcnt clearly supports the minimum role of government in the

"-.f,"i;y:'i, 
*u, i*ugined by early economiits including Adam smith and Ricardo that most

oi lfr. prirut" expendi'ture *t i"t taxation checked, was productive while all public expenditure

which'taxes paid for as 'unproductive'. But as Dalton rightly says 'this supposed distinction

has long been discredited. The only economic test of the productiveness of any expenditure is

i,r-p.oa"u"tireness of economic lr"ifur. and public expenditure on education and health is often

no,i proOu.tive in this sense tlran private eipenditure on luxuries". As modern welfare states

t ur"to perform innumerable funciions, the argument that public expenditure is u.nproductive

or all taxes are an evil is not valid now. In modern economies, budgetary and.debt policies

hou" u*u,red prominence for regulating the economy. The demand and supply factors for

iirportrrt goods and services are 6eing iirfluenced by ihe operations of.gubJic finance' which

itr turn influence the Natio*at I'conre of the .ornity. Therefore public finance operations

should be so designed as to provicle maximum advantage or welfare to the people of the

society. Tlre criterion-uOop,"O io achieve this objective is known as'principle of public finance'

oripriirciple of maximum social advalrtage''

I2.2.I ASSUMPTIONS

At the outset, we make tlre following simplifiing assumptions to analyse the principle of

maximum social advani.gr. Firstly is aisumed lhat the public revenue of the government

consists of orrly taxes butiot the oiher fonns of ,.,"n'" tike gifts' loans' fees' etc' Secondly'it

is assumed that taxes *" suuiect to increasing rnarginal sacrifice (rnarginal social disutility )

while public 
"*p"ndiiur" 

it t,iU.;..t to.diminishlng m-arginal utility (marginal social benefit)' By

making this assumptio,i, *. ,],.un that collecti6n of'ttote and mor" taxe5 from the public

results in greater ,;ili";i r*iot oi.rtiiity uno 
-spending 

nrore and more money by the

government results i" f-o*.t marginal sociai Uenefit to the-people' In other words' wlrile thp

taxes will drain away resources f.o* it " piivate inclividuais to the government' public

expenditure will be first directecl on tlrose items which are most beneficial to the Society'

12.2.2 THE PRINCIPLE

Through the operations of public. finance' it is possible to make changes in the total

purchasing power tufir;;;;il r* irt"r"", when the budget slrows a deficit' it results in a

net increase in ttr" purci',;i";6*". r'Jri""-u"rsa' As u t"ti'lt of changes in the purclrasing

power, the distribution of *Juitt', among different classes may also be affected' So it is very

essentiat result in gr'"J", 
"ro,romic 

welfare to the people, they. are justified' lf not'they are not

justified. To cite,fr" "pi"it" 
given by Oatton in this context'ithe best system of Public Finance

is. that whic6 ,"",,.1it" *.*i'*urn social advantage from the operations which it conducts'

onthisbasis,itrnaybestatedthatthesocialbenefitfromeachadditionalrupeespentfalls
while the disutility fioni .u.1, additional. ruptt tu"to in-c1e19s' A situation is reached in this

process that the ,nurginut benefit.from. ,h;6*"ti"ns of Public expenditure will be jsut equal

to the marginal Oi*iii.?".tion (Oistrtitity o' sacriRce) from-ottt oitaxation' At this stage' tlre

.mum advantage from iir" op"."rions of public finance. It indicates the
sociery gets maxlmum aqvanragE rrurrt .'rv vrv'Br'v
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Fig�B 12.2:Public Expenditure(UnitS OfMOney)

�å�o iltta�… �ºŁxriÆ� �Ł2�Ì
hf�„ �U�R:�æ :�ó �X�ó1�ß11li�  1�æ �| t�i �Õ

j�ı �NlittI�a     �s�í �æfr�Û �a�Ì�Ł
)n the other hand,let us reverse
tfrom B Will be greaterthan the

m�vçW�»�i�Xm���dF�n1�X�ƒ�a�Ü�Ò �¿�x IÆ�1�—
less equal.In such a case,the tl

diagranl:

Fig�B 12.3:Tax Revenue OnitS�M MOney)

,�¿ i�Õ �d�æ�Ü �ümi�D1å¶ 1�¥ i�É �ö ��

�i�A
�Œ�‹
�¿
�ä�Œ�¿
�j

�O
�O
�b
�Œ�x�O�g
�ä
�Œ�b
�b
�Œ�g
�x�g
�°

M2

�‘ �]

�n

148

B R
 A

 O
 U



as shown in the diagram is equal to OMPA (from A item) plus OMzPfi (from B itern). If
supposingr the government. reverses the pattern of raising taxes from A and ^8. What will
happen? The total sacrifice will be equal to oM&P (from B) plus 0M2DA (from l).
Obviously, the total sacrifice has increasedby DPfiP2.

12.2.4 LIMITATIONS

The prinqiple of maximum social advantage suffers from many limitations.

Firstly, it may not be possible for us to measure the benefits or the sacrifices from the
operations-of public finance as some of them invotve subjective elements. Even agreeing that
State should be there to protect the people from both external aggression and internil disoiders,
the benefits to the society are more than the cost of maintainingthe state. Obviously, it is not
possible for the private individuals to carry on any productive, activity without the protection
given by the State, So, it is not always appropriate to compare the benefits wiilr that of the
sacrifices arising out of various public finance operation.

Secondly' principle of maximum sociat advantage assumes that every tar imposes a
burden on the society and that every public expenditure provides benefit to ii. But, we cannot
generalise the view. For example, a tax. on the consumption of narcotics and other harnrful
drugs cannot be considered burdensome to the society. Similarly expenditure on unnecessaxy
wars is an obvious evil.

Thridly, it maynot atways be possible to evaluate the benefit of every public expenditurein the short period. The benefits may spread over a longer period 
",ra 

n"tp economic
development of'the 9ou|fiY. For example, government expenditure. on the construction of,social over heads and public,utilities may lead to the emergence of external economies wtrich
in-turn might benefit production activityio speed up and ulimately to break the vacious circte

;f 
novertV of an under developed country. ---J --

Fourthly, if the g9u.:r.nT.It expenditure is financed not by taxation but by deficit ,financing, one should iot think that the society will get u.n.nla as there are no sacrifice onthe point of the tax payers. Deficit financing uy riserr ,nrv-ra"*ri; ;ff;;r';Jl.onor.,i.development of the country.

. . Lastly, while-. arralysing jhe prirrcipte of maximum sociat advantage, we haveconsiddred only the tax.revenues. gut publicievenue includes-not only tax revenues but alsofines, fees, profits of pubric sector undertakings, market borrowings etc .

12.3 TEST oF THE MAXI

Inspite of the above limitations' the principle of maximum sociat advantage helps one toknow whether the opeptions of pubric hnun." .oril ;;;i, ,h" 
"or,runity at rarge. Asalreadv mentioned the argument to limir tl* ui,dg-.i"i"#ii,i"r of the State to minimumpossible levet stems fronr-the r;"* tlrui-,esources iert in in" rr"no, of private individuats aremore efficiently used to.attain ftrll employment and accelerated economic growth. This viewfullv supports the working of market '"*.r;;";;;;;;l;r' fairness. But if the rnarketmechanism is not that efficiint (which has been trr" .*p"ri.n""'lf ,uny countries in ttre world)the results obtained by having the resources at the disposar of the private sector would not beoptimal' Resources teit to the"private ;;;r generate inequalities of inconre and wealth. Tlrusthe dernand Pattern does not really reflect the true neeos orttre ;;"j;$. F"ff;;;#:Luxuriesmay be more demanded in the rnarket at the cost of n.""rruii", *lri"l, tlre poor people cannotbuy due to lack of adequ.ate purchasing power. AIso, market cornpetition may culminate inmore and more the working and whilh results in wastage of resources, unutitisation of
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productive capacity etc. evils. It becomes, then. necessary for the state to interfere in order to

prer"nt all thise dlfects. In other words, the State cannot.remain indifference, to the working

of the economy. As far as the principle of maximurn socialadvantage is concern-ed, we shall

not be very rigid to take the toial tax revenue and compare the same with that of total public

expendituie. IIis necessary to Iook into tlre composition_andrnagnitudes of all the taxes and all

items of public expenditure. Same Taxes may be justified for curbing inequalities of income

and wealth. They slrould not be considered an evil'

The incidence and effects of taxation as also of Public expenditure should be carefully

analysed to evaluate the benefits and sacrifices involved in the various operations of public

finance. we must howeyer be aware of tlrat certain activities of the State cannot be measured in

quantity terms.

Objectives Tests

Despite of the difliculties involved:in making an objective assessment of public finance

operations, Dalton ilu, ,uggeSed certain objective tests to determine whether the State's

activites are in confirmity-tiitt ttt principle of maximum social advantage' These tests are

formulated on the basis of certain assumptions. Every society has certain desirable objective to

achier. If could U" *t i"r"A through thelactivities oithe State, then it may be concluded that

ifr" i,"*', public fi;;;". ;p;ratiJns fulfil the principle of maximum social advantage' The

desirable objectives sfiiori UV Dalton for which the society tries to achieve are not disputed

by any body. Tlren, wlrat are those objectives ?

The first objective relates' ttt preseruing the socigtlt-'The subjectt of :.'"y State should be

protected fro* 
"*t"rr,"t "!!r.ttiont 

and from internal iiorders. lf the public finance operations

of the state anr so directed as to plotect and preserve-tlrc society' it indicates adding to the

,o"iut uar.ntage. Tllis is the first oLjective test to the prilciple of-public finance'

The second objective relates to , increasing tlre economic welfare of the community' For

this Dalton fr". .udgl"-rt"J ifr"i ,f,"t should beia) an improvement in production and (b) an

improvement in t6e?istribtrtion of national incolne' By improvernest ln production we mean

that the productive ."0*i,, of the economy slrould have expanded' lt does not lnean all

increase in the current otltput through t.pitof consumption' If there is expansion of the

oroductivecapacity,itindicatesrnorecapitalaccumulation'befterutilisationofresourcesan
in"r"ur" in the effeciency of the workers ind reduction in unemploy*"nl u:9,t131.'.lccordin*

to Dalton if there is improvement in p.oauciion Ju" to public finance operations one can infer

;;ilr;r"vernn'rent has followed the principle of public finance'

The second objective test suggested by Dalton namelY'an improvement In the distribution

of Nationar rn"o,r,JiJ*;ffi,i,iTil".J,ir'"n ,r," r"tt test. This teit is associate with efficiencv

and equity aspects oi rt 
" 

distribution r,ri.tty 
"1.rt"e 

decisions taken to improve efficienry in

distribution go against the principle of effi,unJ ultou".1sa'.Effrciency in distribution implies

aggregate or ,uti.ru"tioi *trit" equality ;;il;t to the redistribution of satisfaction so that one

party gains ht ,lr" JpIrr.'oi ttr.'otrr"i. il** are, however'.some common indicators to this

test on which there is no disagreement. ifrJy a'" :;;, ryJ'{ion 
in inequalities of income and

wealth' (ii) reduction in unemploynrent liii)-i'iptf in! the'standard of living of the people (iv)

increase'in tr,"."t"t"t;ilili;il;i"# iviurirgi"ng about economic stabilitv etc'

M.UrsulaHicksalsohassuggestedsometeststojudgewhetherthepublicfinance
operations ao rurriir'irr"'irir"ipl. ;h"*;;il; social advarrta'ge' she has given two criteria

namely 1a; prooucii;;;bii,.d *d *);;iiii/opti*u1. rhe oritput o-f-unv commoditv can be

cha.ged by re-allocation of -proau"tir"- i.!ou'"tt' According' to Mrs' Hicks' production

optimum is reached when it ii not possib[;; increase the output of a commodity without

reducing ttre output of any other commiffi 
-it 

;;;;ii"". it is not possible to achieve such a
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.                �…�h|�¡

kind of optimum lwel:�˚ e prOduction optimumçp �œ by�� ‘Ł� �R is satisled only mder
conditions Of ml�ƒ lopent and if then is m�å wange of prOducam resOurces Nomally,
public hce operations may not satis�� these COnditions.�] second test namely lutility
optimum�] �¨ �� by hel relates to�¡ e composi�˚ �˚ Of the national output and the rclative
impOmnce amched to the various cOmponent elments of t.According to MIs.Hicks t is
pO�¡ �â�â

"Changc tt total utility�†
�À goods�† �Q peopL by varg tt compodion of�¡ e

national output,So;a simtion my be rmhed when the total utiliw to the sOciety is
�˜ �ö �»S"Widl a�v ven cOmposition ofthe national omut.To ttt simtion,she calls i tutility
optimuml.

�F 1�ò �} �ß �v ª� tâï �—ª� �XttLª� �˚
practice?�B Stri�N ly speaking,�¡ is not as we kl10w mat utility cam�å be measured ana therefore,

ª� �E�í 1�Dw�� �¢ �˙�R�� �� �| �£ ær �H

12.4SUMMARY
The last unit q<plained the nature and.subject matter of pubric finances the increasing roleof the states' As moderm *.rat rt"tr.-have t" p.#"r*'iliu."ruur"-fi,##';e publicexpenditure component of govenrment budgets d ;;il;il;;;#;. Hil financeoperations should be designed to provide il*r*;;;;; or welfare to the people of thesociety' As we leamt in this unig the criteria doptra i;;hi"r. this objective is known as"principle of maximum social advantage-;' thi! d;"pi; irJL*.a on some assumptions. Ithas some limitations ' we have triei to analyse these iss,es i, this unit. I,spite of thelimitations, the principle has a major .ot. to ptuy in the modern welfare world.

I' Answer the fo[owing the questions in about 4 or 5 rines each.l) What is the principle of Maximum Social advantage
2) List the assumptions under which the principle of ti*i*u* Sociar advantage operate3) What are thg limitations of the principles?

I. Answer the foirowing questions in about 30 rines each.

l' state and exnrain the tests ofmaximum sociar advantasez.criticaltye;;;r;;;;"*iiir'r*t";##di.ffi ;*"*".
II. Answer the foflowing questions in about 15 rines each.

I Explain the Iimitations ofthe principle of Ma:<imum sociar Advantage2 Describe Dalton,s tests of Maxim-.m S""ijd;;;;;t
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l. B.P. Tyag ': P[blic'Einencc

z.H.L.Bhatia ; Public Financc

3.HughDaftoll : Principlcsofhrblicffilnce

4 Andley *,tyT* : Public Finence

5. Vaish & H.S. Agars'al : hrblic Finrncc

- Prof; N. LinBr MrfSY
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BLOCK�ŒV:PUBLIC REVENUE�æTAXATION

This block covers the Somies and classification. of public Revenue
and also theoretical aspects of taxation the different types of taxes, i.e.,
direct and indirect taxes canons of taration,are the basii of which ta:<es
are imposed. It also explains the different theories of taxation and its
elated to impact, incidence, effect and burden of taxation and
measurement of incidence and burdei taxation.

Thiq Block contains the following 5 units.

unit - t3: sources and classification of public Revenue and

Unit - 14: Direct and Indirect Taxes

Unit - 15: Progressive and propertional Taxation

Unit�æ 16=Va�v
:IIIIilil�ç

’f TaxatiOn=AbilitF tO pay anl
Unit=17:Impact and lncideite of TaxatiOn
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UNIT-13:SOURCES AND CLASsIFICAT10N OF
PUBLIC REVENUE�\CANONS OF
TAXATION

Conten�g

]3�¡  o�´ ectiVes

13.I IntFOduCtion       ��

13.2  Various sOurces 6fPublic Revenue

:3.3  ClassiflcatiOn ofPubiic Revenue

l,.3.I Gtttuitions Revehue

13.3.2 COntttctua:Revenue           ‘
.   13.3.3 Compu:soly Reven�g e                     i
13.4 DifFeFenCe�˜  between a Tax and a Fee

�fl.5 Direrencls betwech a Tax anda spec�ß :As_ment il
:3.6 DifFe"nces between a Fec and SpecæÛ :As_ni.   :
:3.7 DifFerent categO�˚ es of Pu�\ �É Revenuc.
13.8 VaFbuSSOu"es ofP�s�aC Revenue and�B,rOd�g �Ü�£ :�¡ catior l
13.9  canons OfTaxatiOn

i3.9�B l canon of Equa:ity    :  : |    :�E |
1  :,�E 9�E7 CanttOfCertah�Ł    1 �E _ :: �ß,911 9�V �VFcl�Ł �V�V�VI I:1 1�E

|�v ||:

1�c �QI�÷ 11:�¡ �¡ �¡ �¡
�E

i ;::1 :  ’1�E
1�E   .�¡ ||
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13.0 0BJECTIVES

The purpose of this unit is to deal with the various sources from which the state raises

revenue in order to perfonn its various functions and also discuss the various canons of

taxation on basis of which taxes are imposed' l

After reading the unit, you will''be able to:

o list the various sources of public revenue:
.,1

oclassiffthepublicrevenueintodifferentcategories;

oexplaindifferentpublicrevenue.conceptssuchastax'fee,specialassessmentneed'
fine, Penaliry, ionations and escheat

o analyse different canons of taxation;

. discuss the canons of taxation in developing countries; and

o. identi! the characteristics of a good tax system'

13.l INTRODUCTIQ�`

canOnS OftaxatiOn.

.               
�¡ =

Du�˚ ng the 19 the cent�M :

�@�Ł�� �í

13:2V                          �Û�Û�v��� ÎI�q

: ' 
' 

atet (i) the taxes of various

rn rhe modern times, the various soulces of public revenie 
Afi:]fi"r?Jff il'",''., ti"l

typ€s' (ii) fines i*p"'"a'by the *o"'n*lii ;; il offenders' (iii) compulsory loa 155
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trihrtes and',indeinnities arising out of wpr or from orther reasons, (v) income from public such
as ;lease of government lands, (vi) profits of the pgllic enterprises,- (raii) fees for tfr" 5g*i."ti,""*id by the govemment, (viii) 

-*rip* 
from ioluntary puUti" ilJ- fi*j U.tt*ent levy

and other assessment, (x) voluntary grfu etc, '

13.3 CLASSIFICATION OF PUBLIC REVENU�F

Now,we shall deal with tt�_  classiicatiOn of Public Revenuc.Pubuc revenuc has been
classi�¡ ed intO the direFent Catego�Ü es by the direrent econoIInsts like Adam Smith,Bastable,
H.C.Adams,Dalton,Seligman,Stri_and Philips E.Tay10r.

Adam Smtth dassled public revenuc intO classess o income derived�¡ om J�« State

�‡�˘ �ç���æ�ÕŁÕ à� �R
laS bOen�� �V,�fl into two catego�Ü es,namely(�¤

arge cOrporatiOn fOr pFOViding com10diti�v s and
services t�B �¡ e people and o)�i income whi
b�v  seell that the irst category is similar tO�R
by way Of sdling goOds ttd strvices.�¡ es
HoCo Adams,pub�V revenue is divided intol�ò �P�D�ô tem.�¾   �M1�|imm’’Ceived�A due tO sde of bOnds Or ot
categOry mainly�� �� public debt.

1�� �F�Õ �R�� T�Ó �˙�at�] �A�º
olden tts�g )pecuniav penalities fOr Orencc

i
l,�B 3�B l GRATUITIoNS REVENUE
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retum m the persons WhO pay themo Dews hdlded�¢ �¢ CategOV itmS inke JttetCo Whth

are ne�¡ her very certain nOr uniform in amount frOm yeartO year.It may a:SO b0 0bberved that
the inCidence of gttS iS nOt alWays prOpolional to the ability of the perSOns�fl

ho make

paymtnt,h the fortn ofJ�¡ ,�E

13�B3.2 CONTRACTUAL REVENUE

The second cate30ry relates tO�� ntractua:revenue.Itincludes the reVenues in the form of

rellts.Sale proceeds lom tlle goodS/ServicessoldbytheStatetOlu:ll::L�u lll�æ LII:i

:�Ł It�„ �� �d1�_ �s�I ly the government enterprises

as dso Of Se�W �Ées li�Æ the Ran         e state wtth certain"venue.
For all Such type of COntraCtua                aS ipdCes’i aS they resemble

�ò er�D l�y �Q �fl �� ªR �E1�P�S �Ł�¿l�Q �¡ �˛ r��

unlike thoSe pr�s ate good,deter

13.3�B 3 COMIPULSORY REVENUE

me�v�y�xr�¾ :�ì IF�Ł
,�ß :W�[ fi�x �I1�í �í�X:�p �MT�Ł �Y�{�ì

/ers Of �vminent domain in the sense that it Can exp�_
priate the

is not exe"ised by the state.

å¶ �� �Y
minimum and an taxes were                              en dayS, moSt Of the State’s
revehue comeS from VariOus�fl                   C�E

iln,OFtallt items Of revenues included under thiS COmpuisorySe:igman deflnes Certain

cateogy:

Free,TaX,SpeCial ASsessment

�Ý mi�ŁpFàp�Q�ß lu�� �§t�� �Ó �Łàp�†�í �G:�� �Ø �e �¶æu
the fee�] payer.

�qn�æ�P:�� lT�⁄ �´ Æ��ì �Õ�í �u�P�v�� �� ª� �íl�x t�Q _:

�r �V �ø ��   �l �� i�r çW âï
govemment h p�_portbn,             he p�_ perty oWneL

Ph.E.Tay10r’s ClassiiCatioi:Taylor c�p
�J

�g‘d Publ�É

RevenuC hthe fo110WhttmTner.

�‰:�V :ttty�°   �ß�Ó�í �� �S �÷ �� �[
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bebng o�¡ is category.For(�P mpL cOnt�vbutims made by the cenmi governmept tO state
80Vemments,states,Iocal bOdi"to carryout specinc programmes oF dudeS a"known as
SpeC�j 01purpOse grants or condii6�� �� .grantsttin�] aid.If grants�] in�] and are g�s en elher tO meet
�� general�¡ nancM�¡eeds or,�¡ :1�Œ budgetaly deicits are knOwn as general grants�¡ n,�…d
or revenue gap grants. The role a,d use of these grants in the nnodem ti�¡ les is quite large.
Also people make giis,donations etc.to thO govem�V ents very gen,�_ usiy whh a natiOnal
spirit at�E the time Ofwa�R i cycbnes,�¡

�g

ds etc.natural caLmmLs.

Administrative Revemue

Administrati6n revenues cai be cOnsidered as an ittpottnt revenue in recent lme tO the
govemmen�§,Revenue frOm fees,pena�q Ls,l�É ,nse fees,spechi assessm�à nts,coniscatiOns
and escheats can be cOnsidered as administrative revenue. HOwever,revenue from fees and
special asessmonts is very irnportant in several cOuntries.  These revenues accrue tO the
govemmOn�¤as a matter of generd admh�¤ tratln.Gov�@ lments cOl�É ct itense fees h1 0rder
to�g gul�� 9ettin ac�g Vtties,Penahes impOS�¡ by cou�g s when ind�s duJ�˜ ,insthu�� ons and
gOvemments breach cOntracts and laws,betterlnellt levies imposed due tO escalat�¤ �¡OFvalues
OfPJVtt pppel"S duo to the act�s Lies and sch�v mes unde�¡ aken by the gOvernment and th6
P,pe�¡ i9S Ofind�s iduJs withOut Lgal hd�g bdong to th�¤ categoFy.

CO�¡mercial Revenues

h6�Ó pâï
1�D��:g�ò �a

=�e
�à �� �r �R�¢�É�� �� ça�u

�I �r �í �º�Ł�RŁÕ �ºª� n�Q:�Õ ��1�z �vwm�‚

From the above, what distinction do we find between certain kinds of revenue? Take forexample the main difference between a fee and a tax.

i) A tax is levied 
.to 

defrav a part o.f..the expenses incurred by the government inproviding generat services to t'he pubric. A ;il;;, ao., not get a direct return. ofbenefit (i.e. there is no quid pro quo). A fr" l, ; puyrn.nt for receiving a speciticservice from the government. 
-so, 

r:f." paye. is dil;ry benefited.
'ii) Taxes are imposed on the basis of the.'ability to pay,. A fee is irnposed taking intoconsideration the special benefit according to ine delpaver.
iii) A fee is adjusted either partly or wholly to the cost. of service provided by the

ffJ"":H:::r 
*" fee paver. gut not.u.h n,"urrr"*",,., i, possibre individualy in the

It must lrowever be rententbered that in respect of both fees as well as taxes, the primaryintention of the government is to provide beriefii to the whole ro.i.ty. But taken individually,we can see that fees confer a special and measu.rayr. 
"orrri;g. on tr.,. fee payers. Exarnptesare the court fees' registration fees etc. such indiviarul u*'.nt is not provided for the raxpayers' Tlre i,terrtion of tlre govemnrent in charging 
"f.;-;;;, regurate the conduct of thepeople who are willing to receive the service o, u.i"ni i;;,h". operations of state activities.
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TAXtt A ttCIAL 1 1

Simitdy wc mry.lc sonp diffoptlccs bctrreen a spocial asscssment and a tax'

r'! -l^::L- -^riil In thc crc of r rpcchl uecs thc elernont of public purpose is cJeltV.lcn' .ltt' 
;ffbftilr;ll;ffi tnc uumcn.iaries. The asscssmcnt Imposed should qotbc' .

trtitarY.

:ii1, Ifhib.tales rrc:comgrtsoW lntibrrtiqns 
to detay thc expe'nscs incurrcdby the 

'
covcrnnrcnt in to-ffi.in intcrtst of *t, a spocial T*t'p3"T. is compulSory

ilffiil ;d,; b"*Friary for thc spcciat bcnefit cniolcd bv him.

,iiD,S0ccial asrissmontlcr-qrlsp!9P9ltiima totrc.qnontsliwca bythc bcncficieries'

sor oomplc, if a rygdlXic- Ptpi06 tt" i"t't'"qd dtu p.trytty 
'"rtt-in " 

ttrcatq;$c

,pqohr al**ill-priq il-ili9tti- no t. proptnio ittgW.tttt Pcoplc; But in

f,; o*t"tht* dr.yn"r'tc oitilior peeonaona or progrccoivc;

lv) Spccial Ess$sftl3tlt ls I ply-marqrrrr& Oncc urd for atl' But tlxcs may bc of rccurring

natuE.

|         |�ƒ �º �Û �S �‰�‰�V �⁄ I�V �V�å .�c
�c�E

�\

åN �� �˚ �˚ �J �O �˚ TWEEN FEE AND SPECIAL
AssEssuENI

�ô Htly:�V Cial �V SttP�ˇ |�‰
��

�g

�ª �¢ ra�@�å ,C�P :�[ �y �F �º :
::�v _�v �¡ �B�u ���¡_47�nWarhment_FiHtly,Specidi aswsttelll s"Vttu 

�Ò�a�Ł

o�B�àld�ì O lev�g d fOr any ServL( e piæm �a ed by the gov�v rnmento SOmO.Of the feeS pJd tO the

gOVe�Vment are dmply meant tO get peFIn�M
J��

6perati�@ ofSpedd�¤
"SSment h the"fOre�a

ml��
perfom a partiCular actiVi�Ł �E The�¡ o�fl Of

ited"hereaS that.6fa feO unlimited.

SecOndly, fechavetObeplidllevllIS�Ł �Ý :iliSerViCerelderedbyt,e80Vernmentto
tllepeoplel B�V l Spe.�E al asses

ThirdL�� �¢ �N �Œ
�r çW

�j �a S paid bythe mM�k "a�Q
�s �BJ

class Whth,OLld receive the t      
�µ,�¡ iS notthe case.

Lastly,we�– an See that speCial aSS’SSment alWayS iS as,Ciated With the�A
bentits of reJ

�� �� _�� 1_�¡ �\ ^1�¢ ‘t�E
10�¡ ,o,lCn_

e�Ô �� �N:r�v �Ø�� �� �Œ�Btll"eLmen�g dSQ

�nII�æ

BesidtS feel,taxe,anl Spechl assesSment,�ô
have some ttinor sourCes oFrevenue such

as fines, Penalties and donations'

FinesareimposedtoPrevcn]Fop|"fromdoingsomethingprohibited.o]-.'u*lf
anybody violates rt " 

,rt* anb regutati"* i.,i i'"*;il;;J"*t*nt fines are imposed'
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�� �Ò �� �R�R�P�ŁSIØQ��     �Õ Łc�b�ł
�Ô �§TT    T�R �H   �˜ �s1�I �F

�]
behaviollr ofpnvate individuals.

Donations are a kind of tt�¡ e parent of which is wite uncemin�B �ß�É govemment
cannot exp�g tlnuch revenlle�¡ om�¢ sollrce.

Similarlya the revenlle�¡ om escheats iS also �_�¡ Smaltt ney refer"�g prOperties of
peopb who die wimout legal hei�� or wins Such properties are approp�Ü ated by�� e

� ŎVe�\ent.

13.8 VARIOUS SOURCES OF PUBLIC REVENUE=A BROAD
CLASSIFICATION

The various sources of revenue discussed so far can be broadly classified in the modern
sense into (l) taxes (2) administrative revenues (3) public domain and commercial rev€[ues
and (a) grants and gifts. The administrative revenues consist of fees,'fines and penalties,
esoheats, special assessment etc. Under public domain. and commercial revenues, we have tlre
income from public property and the proceedings of departrnental undertaking etc. As far as
grants and gifts are concerned, they are uSually made by lone government to the other in order
to enable the later to perform certain specific functions. For instance in a federal set up, the
Central Govemment provide the constituent states with certain grants. They need. not be
repaid. 

'Gifts 
and voluntary contributions.

1319 CANONS OF TAXATION

�fi �_ lleed for taxation depcnds upon�¡ c obieCtiVCs Of the govemlent.A Substantial
change has taken place with regard to the dutics Of the gOve�\ ent in the last twO centuries.
Not�] mucl need Was felt fOr gove�\ ent revenues durng�¡ e19�˚ century as the gOve�\ ent
was conflned"a few important hnctions such as defence and law and order.But the need fOr
revenues of�¡ 9 modenl gove�\ ents has increased substantially due tO dle welfare dleCtiVe Of
tllc gOverlullent A s a resu�¡ ,the importance of tax revenlle has incrcased considerable.h
cou�h e of ume,dle ottectiVes Of taxes have alsO been changedi But whatever m�¡ be the
OtteCtiVes Oftaxes;goverFment llas to observe certah Cal10ns while imposillg taxes h may bc
notOd th�] �� ),an"s Of,XatiOn stated by A�V  Smith:the father Of ecOnomics,h1776 are
�V ll aCCCptable evento day.NoWWesh�� l stud�W these canOns OfAdaln Smith.

13�B 9�B l CANON OF �FQUALITY                  �E

Ac"rdillg to Adam Smithi evcry ddzen ought tO,Ontribute tOwards the suppOrt Of tlle
goventlllcllt,as neaJy as possible,in p�_ portiOn to their resPcctive abilitie�¡ that is in
pr9pOrtiOn tO the revelluc,which dley respcctively e�´ Oy under the protection Of the state.
ne�Kforl,t appears that Adaln Smith might have justiied progressive�@ �…Ø[on and ability to
pay theory: But t was also argued�¡ at Snlith was having proportiOnal taxatiOn in his mind

�g
�¿ e�g S�µ

�g

�¡ ��
"ØD

esbdd p�Ł �˝
�� �Û �� �R lli�Ł �í :under the prOtettOn Of�� e State.�¡ is impl

�Q �˚ on.But as taxes are to be impOsed on",baSiS Of ability�] to_pay,thc canOn of equJityl
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çW�£ E�Ł�I �R �I �� �Õ �£ �� �Æi�F �à ���¿em

13.9.2 CANON OF CERTAINTY

�˚ e t�\  whiCh tth indivin is bomd to pay ountto be cemin and nOt arbitary.The

�Õ Øfl �fl �í �k �⁄ quantiW�í �g’��

d OughttO be �V "�ÆåNpayer�¡ Ould nOt feel it a burden.FrorrL the

�ˆ
attempting to achieve equity withOut‘�R ieving th

13�B 9�B3 CANON OF CON�ZNIENCE

According to thiS Canon the taxes are tO be levied at a time oF in a lllamer in which t iS

�Ü �I�[ lttT�L �p
ner at the time of harvest and incon�¡ e tax�¡ OIn

�˘TttSttT�r çW ��Ti�� �r �Wl �Ø
ªJ å¶ �í :�� �å �a �Ô�g

dOes not tt the pinc�fl �R
13.9.4 CANON OFECONOMY

AccordilE to�¡ iS CanOn,the cost of C01lection should be as lmnimum aS posSiblC.In

othcr wOrds,the revenue thus cottS frOm a tax should bc morc tllall ts COst Of Collection.
be so contnved as both tO takc out and kcep out

l�Ł 1�˜ äDt�ì �Ù �Õ �¾ �� �l �Q

�˘ fi�ß il�� �”i�d :rittcI�æ �æ��Te��
��:1:�x Tl�B 11�J �Ł�[ �_:ifi�Þ F:�Ù

���ç1�R1�� �D�§ �æ�I�P �ß
ccononlic �Rvelfare and other ecOnolnic efFects.  The revenue Of the gOVenllllent incrCascs

becallSe ofthe canon.

�‚�D ��11�E�æ �Ł s�} l�Ì l�í
�se�“ �å�W�çltt�Ì �[ W�l �V :

y.

13.9.5 CANON OF PRODUCTIVITY

According to Bastable,C.F.tlle ta(stru
flsc�v rcsourCCS to Cnable tlle govcn�¡ ntent tO el

�� �I�` �I �ß
mcrits ofa tax by tlle amoullt of itS fleld’’. 161
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13.9.6 CANON OF ELASTICITY

The canon was also stated by C.F.Bastable.�] ln�_  Irlaln idea of this canon i�U �E�¡nt the
govemment should get mOre and more tax revenue as its needs increase.The taxes should be
dastic means an increase in t�\  revenue more proportionately than mctte in the national
inctta On the other hand,rthe increasc h the tax revenuc�¤ less�¿ :propononate than the
increase in the national incollne nt is called inelttc.�¡ erefore,elastic taxes aFe better and

�· eded fOr th govemLent aCcording to thiS canon.

13.9.7 CANON OF SIMPLICIW

Ac�� rding to this cal10n,the tax system should be Simple,plaln and intelligible�� so�¡ at
the�‰ shouH not be any dmculty�¤ r the tax payer"understand�¡ .The tax payers wttd b6
sttject to lot of surering and inconvenience if the ttx laws are not smple but�R �Þ d.The
rutt oftaxlaws mylead"�˝ evasion.

13.918 CANON OF DIVERSIW

This canon states that thc gove_ent shOuld adopt a tt systcm containing difFerent
kinds Of taxes ha�� ng mutual coordination�B 1�¡ e tax smcture should be a m�j Of direct and
indired taxes,prog�K ssivc and prOpOrtiOnal ttS,lmtte,weal�¡ and cmsumption taxe�¿
speciic and advaloreln taxes,mcorne,wealth and cOnsumption taxes,speciic and advalorerll
t�c Every�˝ p�Ł �B is incl�À d�ì p�Ł ä~ s�H

�� �N �d�î I�� �§ �b �ì �º�í eF�v�x�Æ�O�Ł�OSh�� uldttOsed

�£ �x�¶�í �‘ �Q�@1�F�µ�Õ �V�ø
�í �Æ�X �ì �x:�� e�ò �íSh�� h�� c�§ �B�Bfa cttid,�� more inlpOnt

13.10 cANONS OF TAXAT10N IN DEVELOPING COuNTRIES

econOnly.

13.10�B l MoB�RLISATION OF ECONOMIc suRPLUSES

supl�˘ 1�v
=�Õ

l�Ì �°�I1�� �� l�§ �_unded�N1�@ed mO�˚�å shttd bQ�ì bctte

Œa�E
�� i�R �d�� �Æ�Ù
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o(�˜ t

th�v  surpluses generated in the economy du�g ng th‘process Of economic deve:opnlellt.When
once the surpluses are bcated,�¡ l poSSibleto mobiliZethem by suita�\

etaxation.

13�B 10�B2 REDUCING CONSPICUOUS CONSUMPT10N

�˜ �Ł �D �ƒ �� �Ò
�º �� ���[ �Ù �I �í �ð�£ æa

increase in their incomes.put greater consum
investlnent.  As the country’s progress dep(

�„ �[ �Ł��:�Q i�d :�˘ ���í �ŁW�Ł
their consunnption so that resources are released for investment purposes.

13�B 10�B3 THE CANON OFINCOME ELASTICITY OF TAXAT10N

It has been found in moSt Of underdevelol

�lve this canon.

13.10.4 CANON OF EQUITY

In so far as an under developed country is concerned' the burden of taxation should be

distributed .q.,ituu,ly uilo,i-'o-in"r.n, .h;r';;;eopte. . .Th", shotrld help in getting the

inequarities of incornel'J i"uiir. ,"0,,."a. 
"i'," 

ri;, ri-uro be iaxed rnore as their 'ability to

pay, is also more ,l',", ,f'r"i of rfr" poor. At'tht '"'i" 'it"t' 
care slrould be takerr that taxation in

these countries does ;r;;;r;;iy affect,r'tt'i"t""ii'es for higher production and savings'

�U
=�æ

�¢
��

��n�à �V�Õ ªÛ�c�˚ i�^ �o1�� �ŁWi�� �ð Łc

13.11.l EFFECTS OFTAX ON THE ECONOMY

�Ü �Ò �£I�' �I � �̂b�à �E�aiŁÕ �~�¿�‹
1�g
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cannot say whether it is a good tax system or not unless we look into the bendfits of Public
experiditure also simultaneJrrsly. But-as the revenue obained frorn taxation is mixed up with' all other kinds of revenues like non-tax revenues; public borrowing, deficit financing etc., it,

, however, becomes very difficult to measure the burdens of taxation in comparison with the
' benefits of Public Expenditure. In a limited sense, we may look into the various aspects of
Itaxation like forms, rates and tirnings of taxation, assuming all other variables remain
unchanged. Sq when we talk of a good tax system, we normally look at taxation only in
isolation.

I3.II.2 COMPARISON OF DIX'I'ERENT TAX SYSTEMS

Secondly; while analyzing a tax system we have to look into many dimensions of it.
Alternatively tax systerns yielding more or less the same revenue but having tess economic ills
may have to be chosen. Each system may have its merits and demerits in terms of economic as
well as social effects. As there may be conflicting objectives among different tax systems, it is
very difficult to make a choice of them. So one has to compare thJmerits and demerits of one
tax system with that of the other. In other words it is neceisary to attach much importance to
the 'trade off between different objecti.ves. The country may opt for a particular tax system
depending upon it sown preference tosuclr system.

13.11.3 PRACTICALITY

. Thirdly, it may be seen that what is theoretically the best need not necessarily be the best
in practice also. In abstract theory, marginal utility and disutility of various tax ireasures are
comparabl'e. But in practice merirt"mJnt of marginal utility oiron.y h Argti*ith many
difficulties. There may also be difficulties in actual implementation of the ro-"uil"d good taxei
due to administrativ,e, political and other reasons. Thirefore, it is essential on the ["rt oiir,.
government to carefully think of practical problems when taxes are formulated.

13.11.4 ATTITUDE OF THE TAX PAYERS

Fourthly, it is the view of some scholars on Public Finance that the attitude of the tax
payers should be taken as an important variab_le in judging a tax system. Every tax payer
prefers to bear less of the tax burden. by hinrsetf no mattlr rihether oth"., bear helvy burden.It is essential to see that the tax burden is distributed equitably urnon! 

"[i 
th" il;"yers. Notax payer should feel that he bears 

-unduly 
more burden than otirers. In practice, thi attitude oftax payers in influenced by many factors, of which some of them may even be non-econontic

11ch 
a; the- political situation in the country, natural calamities like iloods and droughts etc.Therefore, it is necessary to rnake the tax laws flexible so as to accommoaur" ,r"f, ,ltuurionr.

13.TI.5 TIME CONSIDERATION FOR CHANGES IN TAX SYSTEM

Fifthly, it is also necessary to understand.that changes in a tax system cannot be broughtall of a sudden' An individual tax can be newly introduled or an existing tax can be droppedaltogether or got amended. But for the entire tax system as a whole, it may take quite a tongtirne to bring out the necessary changes. -r " "'*r r*rv Yur

All these aforesaid aspects have to be carefutty tooked into when we analyse a tax system.B.r. an! largg a good tax systent is expected tt be in harmony with important nationalobjectives' Many modern write.s on Public Finance.r" 
"rtlr" 

,pinion that a good tax systemshould be based on the principte of progression. [n other *-Or, ,lr" rate of tax slrould increasecorrespondingly with every increase in the national income. If this principle is fulfilted, the taxburden would be more.borne by the richer r""til;;;;tr,"'rr"l"ty rather than the poor.Proportional and regressive taxes should be kept 
"t 

tfr" ,ririrrr*.
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13.1 1.5.f Musgrave's Erplanation

Musgrave has explained same of the characteristics of a good tax system. They are as

follows:

r) The distribution of the tax burden slrould be equitable

ii) Minimum interference with economic decisions.

iii) Minimum interference with the equrty of thesystem

iv) It should facilitate the use of fiscal policy for stabilization and growth objectives.

v) Fair and non-arbitary administration.

vi) Administration and conrpliance costs should be as low as possible.

Among direct and indirect taxes, the prefere,nce of the modern writers is on the former. A

diversified tax system consisting of all sorts of tares is preferred to a single tax system. This

should not, however, mean multiplicity of taxes which is not good in any tax svstem'

13.11.5.2 J.R Hicks' ExPlanation

According to Mrs. Hicks a good tax system should posses mainly three irnportant

"t 
uru"i"rirti".] Firstly. taxation should be able to provide adequate revenues to meet the

"*p*Oitu." 
on public se*ices. Secondly. the general public should be taxed according to their

a"uitiry to pay' (i.e. canon of equity) which depends upon th9 tax payers income and family

cir"o*st n"r.. And Thirdly, taxes should be universal in the sense that persons similarly

poritior.a should be treated-alike without any discriminllion, Some other writers have given

'*port*." to the a"r"top*tnt of trade and industry. The tax system should be such as to

promote economic development ofthe country'

ln corclusion> we may state that a good tax system should possess the following

characteristics:

l. The tax system should be diversified. Multiplicity of taxes is not desirable'

2. It should be equitable.

3. tt should be simPle' .

4. The tax system should be effrcient frorn the administrative point of view in the sense

tfrui Gr" shoutd be hardly be any scope for tax evasion and corruption'

It should be elastic and buoYant

The cost of administration should be fairly low'

Itshouldbecapableofreducingtheinequalitiesofhrcomeandwealth.

It should help the growth process by_ encouraging trade and industry' It means'

suffrcient incentives s-hould be provided for hard work'

The entire tax system should be properly integrated'

5.

6.

7.

8.

9.

13�B 12 SUMMARY
Wc have learnt thC dirercnt sources Of pu
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�g
�K llue�¤ acemed b tt mte.�p featu�K  Of a tax system change O�g r dle time the need dlat

�I �ß �d �˘ �r LçW�r SP�í
�L �¿ �D �V

SI

I�– P
I. Answer the foltowing questions in about 4 or 5 lines each.

List any four sOurces Ofpublic revenue.

Explain Adalll’s classiicatiOn Ofth�v
 public reventle.

Recall the three categoHes Ofpublic re�K
ttuC as explained b�V Selinm.

Ettlain tlle difFerences bmeen tt and fee.

List the callons Oftt actiOn as propounded by Adam Smith.

hat are�R �BØ[
"r canOn Ofmations,

What are dle aspects�A b bc cOnddered�§ �Q åN smctu"Ofde�g10ping cOuntries

1.

2.

3.

4.

5.

6.

7.

�æ3�B 14 cLOs�˚
Gratutions Revenue

Contractud Revenue

:�§ �í �g�V��C�¡ �¿� c̊Omestt�v�§,

:L includes hes,ªà ,�V es andspecial assessment.

:  1
:�j

�Æ  �fi �i e

:�â
�W�‘ i�Ô �æ�TåN �º�B

:�Ô �R:çS �Ô�z�@e.�� m�V
:�ô �£�º ª� �o�í �I �E�a.�å

�¾peOpL�V

:�V �c�] _knds of�Ü
�§�¸payment91whi�V�]

:�¡ eSl reFer tO the propenies��
peOpl�v  whO i.|.wim

Compulsory Revenue

Fee

Tax

Special Assessment

�fi nes

Penalty

Donations

Es cheats
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Fennet legal freses a�� Is Such p�_ pertng are approp�æ at9d

I.AnswerthefollowittgquesttonshabOut3011leSea��
.

1.Explain l�Œ VaFiOuS SOurceS OfPub�gRevenue.

2.Classl�æ publiC revenuC into varlouS Categones.

3 Discuss the canons Oftaxat1011.

4E�} lain tt Characteri�Õ CS ofgood tax syS�b �E

IIo A lSWer the fo1lo77ing ques�� ons in abOut 15 1ines each.

1.List ie variours sou�g es OfPttnc Revenue.

2.DttSSthC MuspVe’Sg00dttSyStm�E
3.E�à lain�¡ e�§nowing�ƒ

�  �� �Ô �E   �]
D Fec    O Special^SSeSSnlent

1.B.P.Thyagi

2.M.L.Bhatia

31 Hu�¡ Dalton

: Public Finance

: PubliC Finance

l:Pr�g �ÓpLS OfPub�¡ C Finance

4.MusgraveR.A.&:PublicFinanceinTheoryandPractice- ^il;;;e 
P B

- Prof. R. Sudarshan Rao
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UNIT-14:DIRECT AND INDIRECT TAXES
Contents

i4.0  0�Ø eCt�s es

14.I   Introduction

i4.2  Direct and indirect Taxes�] Clagsincation

14.3  Merits of Direct Taxes

14�B 3.l Ability to pay as the basis

14.3.2 Reduction of in lllequalities

i4.3.3 Progressive Taxation

i4.34Can011 0fCertainty

14:3.5 Produc�v �� ty and Elasticity

14.3.6No Distortiolls in A1location of Resource�~

14.3.7Sense ofCivic ResPonsibility

14.4  Demerits of Direct Taxes

14.4.l Againstthe Canon ofConvenience

14.4.2 Unpopular

i4.4.3Alversei�F fFectl o:l Sa�� 1lg and lnvestment

14.4.4Tax Evasio11

14.4.5Compuance cost

i4.4.6 Limited ScOpe

14.5 Merits oflndirect Taxes

i4.5�B l COnvenienttO Pay                               i

14.5.2Broad Tax 3ase

14.53 Tax Evasion Less

i4.5.4E!astic Revenue

14.5�B 5 Reduces CO]lspicuous COnsumption

14.5.6Principle ofEquity                 ,

14.6  Del�¡ erits Of:ndirect Taies

14.6il Regressivelless

14.6.2U:lcertainty ofReve1lue

14.6.3 1nnatiOnary character

i4.6.4Tax Evasion

i4.6.5 High Cost OfCollectiOn

i4.7 C�¿ �¡ pa�g sOn ofDi�¢ �p �� hdiEct Taxes
i4.8 pirect and indirect Taxes h Deveiopingand Deveioped Econom�‰

s

:4.IJ pirect Taxes in Devebped COunters

i4.8.2The RoL OfPirect Taxes h Deveb�� nJNttOns
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I 4. 8.3 lnd irect Taxes in' Developing Econom ics

l4.g which one is better between Direct and Indirect Taxes

1 4.9. 1 Allocatiorr of Resourees

14.9.2 Administration

14.9.3 Redistribution

14.10 ComPlementarY Taxes

l4.l I ImPortant Direct Taxes

l4.l 1.1 lndividual lncome Tax

14.11.2 CorPoration Tax

l4.l 1.3 ExPenditure Tax

14.12 ImPortant Indirect Taxes

14.l2.l Excise DutY

iq.tZ.Z Customs Duties

14.12.3 Value Added Tax

14.12.4 Taxes on Services

14.13 Local Govemntent Taxes

14.14 Summary

14.15 Clreck Your Progress

14.16 Glossary

14.17 Model Examination Questions

14.18 Suggested Books

14.0 0BJECTIVES

Tlreaimofthisunitistoexplaintheclassificationoftaxesandthemeritsanddemerits
of direct and indirect taxes'

After readirrg ttris unit you will be able to:

o understand classification of taxes;

.assessmeritsanddemeritsofdirectandindirecttaxes;

oknowtlreroleoftlresetaxesindevelopedanddevelopingcountries;and

o explain important countries direct and indirect taxes'

14�B lINTROD�c
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tax' corporation tax are some important direct taxes, Excise duties, custom duties, sates tax etcare indirecttaxes. Art trrese aspects are discusr"d i;;i;; ;;it. 
"-

14�B2 DIRECT AND INDIRECT TAXES_cLASSIFICAT10N

Taxes can be divided intO twO categOries, i.e. direct and indirect taxes.  The income,
expenditure tax,wea:th tax,sales tax,cOnsulnptiOn tax�`

etc. in an ecOnomy,whether they areadvebrem Or sle..c taxes,can be d�s ded as direct and hdirect taxes.sO 
�W uS�É arn thesetaxes ill ll10re detail.

hnpO�gant�fl ,�¸ xes are dMded as dire�å attd hd�g �åtaxes On the�w

�ºltr�X �Ó�dIP�Ł
the tax imposed.several ecOnOm�¤ �AOphed thtt thOSe mxtt the l
transferred aFe knOWn as indirect taxes and th9se taXes,the burden Of which canna be
transferred are knOwn as direct taxes.In Odler wOrds,the tax payer bears the entire burden in
the case ofdirect taxes which means bOtil iinpact and incidence ofthe tax is on thO salne tax
payer.The tax payer transfers tile tax burden t0 0thers in the case Of an indirect tax. This
means,evell thOugh the iinpact Oftile tax is On One tax payer,the nnai burden Ofthe tax is bOrn
by anOther hl Jlo case 9fan indirect tax.so thOse taxes fOr wh�É

h theimpad and hlcdence Ofthe tax are different are indirect taxes. sO silifting and incidence Ofthe tax is the main basis fbr

dividing the taxes as direct and indirect taxes.

There exists ambiguity in the ciassincation of taxes as direct and indirect taxes.
MoreOver,there is nO unallilnity am01lg economists ill this regard.FOr example,ecOnOmists
bd�É ved that a tax On production�§

1ldirecti�Ô
,�B sOmeec6nOmliSOpined thatatax On hcOme�¤ direct tax whi�‰ �Bn expendLure tax�¤ a diFctt�´ �BJoS.Mil!Op�a led that the htentiOn Ofthe

�r �˛�E�Ù WIª� �C�al�D �I �Ł�fl�íàY�µ�Ù ���ô�C�í ittI�Õ �T�d�[ �˛ Fi�„ �s���l �Õ �˝�zuª� �Œ�Ü
governmellt has initia

�Mpad by a pe�h On Or WhOm�M�§�ÆgJly impoSed�§ a direct�˚ x,whi�‰ a tax whth�¤ shi�§ d

il�ì �r �Ô   �M�Ł�‹h""�g s hown�§ hd"�å ØShconOmists with regard tO ciassincation oftaxes
everal econOnlists have expressed dOubts abOutthe j�Ł SdCe a1ld re:ati01

ill   llill!:llillII:!:ftli:�v

�I:l�I �o111EI::1�w 1��
le taxO,as direct and
hese itwo econOmicly are illterdependent. E�A

                    �lh are impOsed 6n theC01lsumption are not sali              siti�B
..Indirect taxes

IT�ò �P�Zw
�� �I �Ù il�U

�ü lttm�˝ .ere existS bOtll dim�n
�¿ m

���Ł�MJjttITF:�a

li�º
1�MlibttII�æ l�¶ ��F�Y�º�Ô�Ý�µ i:11�× �bi�Ł �üäF:�µ 91�` �V�� m9"a101t tle merits apl demerits oftllese
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14.3.l ABILrrY TO PAY AS THE BASIS

obserVed in the caSe ofdirect taxes.

14�B3.2 REDUCT10N OFINEQUALITIES

Directtaxes play a Very lmpomnt FOle m reducing inequaliw ofinCOme and Weal�¡

in the

econOmy.

143.3 PROGRESSIVE TmT10N

,

14�B3�B4 CANON OF CERTAINTY

�ß �  ̃cannon�� tttn indiCtts gmtitum oftax,�»
�– mod0 0fpapent:

�R �£ �r �¨ Œi �í �� �ò �í
pmiculaF ye"�E

�Õ 5 PRODUC~�J ESTICrL�V

�£ �V l�¾�í �í J�g çW�N�d�í �ß
143�B6�MO DISTORT10NSIN�R�c �lALL00AT10NOFRESOURCES

�P�x�• �fl �í �í �� �Ô
JWelfare ttCatiOns.Direct""

rceS.

14:3J SENE OF C�WIC RESPON:::|:iI:::]1:|[�ø

IlillIIII�v
��

�æ �� �M çp �r �b �⁄ çW Ø× �M
1     171
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14.6,3 1NFLAT10NAR�‹CHARACTER

Indirectitaxes are in�¡ ationary ill character: These taxes are imposed on goods and
services and on inputs and factors ofproduction at different stages of production!eadillg to an
increase in the cost of production and higher prices.  11ldirect taxes are attriblted tO be a:1
iinportant reason for price rise.

14.6.4 TAX EVAS10N

BuJness people and indust�˚ dityevadethetaxjustlibittnecaseofdirecttaxes.Tak
elasion in indirect taxes takes place due to sinugglihg,corruption etc.

14.6�B 5 HIGHCOST OF COLLECT10N

A broad based adlni:listrative llet work is necessary for indirect tax assessmeiit and

90HeCti01�E  So the gOvern:nellt incurs higher adnlinistrative costs for administrating the taxes.

14.7 COMIPARIS10N OF DHRECT AND INDIRECT TAXES:

We understand that there are advantages and disadvantages in the case of both direct and
indirect taxes. lt rnay be noted tlrat these two tvpes of taxes are in vougue in atmost all the
countries. But there is no unanimity anrorrg economists with regard to the type of tax frorn the
point of view of sacrifice. Accordirrg to Hicks, direct taxes are better than indirect taxes as -
individuals exert less sacrifice in tlre case of direct taxes compared to indirect taxes. lt is
necessary to take into accoulttt tlre irnpact of these taxes on production and distribution, savings
and investtnent, public expenditure, employment etc. before making any useful analysis.
Tlrese two types of taxes are being imposed in atmost altthe countries though their importarrce
depends largely on economic situation and tlre levet of development of the respective
countries.

14�B8 DIRECT AND
DEVELOPED

INDIRECT TAXESIN DEVELOPING AND
ECONOMICs

There is scarcity clf resottrces in developing countries. Acceleration of econonric
growtlr' increasing capital accuntulation, eradication of poverty are some of the objectives of
the governments in these coulttt'ies. The governments have to rnobilize the requirej resources
througlr taxation. However. tlrere is no unaninrity alnong economists whether direct taxes or
indirect taies are to be used more. A look at ttre world nution. reveals that direct taxes assume
nrore impoftance in the developed nations. developing nations use rnore indirect taxes to
mobilize revellue. cenerally governments deperrcl more on indirect taxes in the initial stages of
economic developntent and depeltd mostly on direct taxes once economic development is
achieved. Even countl'ies like the USA and ttre UK depended more on indirect taxes during the
early stages of econontic cleveloprnent and later shifted to clirect taxes. We will lear. some of
these things nrore elaborately in the following sections.

14.8.1 DIRECT TAXES IN DEVELOPED COUNTRIES

Direct taxes have been playing arr inrportant role in developed countries as exptained
above. According to an esrirrrate oi ttre uNO. out of the totat tai;;";;;;;ei"et-oil';;i 
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àˇ �ì �Õ T�D�Õ å¶ �r �a �� �P
because of a higher levd of per�] capita nlcorrle an

�F�Ł�1̋�n �] �[ TT�÷ e�x �ŁI�Ô s�ô �Ü �F�Ø 1�¸

���� �Ł�£�l ���ø�[�º�D �ç�„ 1�� f:�¿     T�� �º�R�„
�£ �� �à �Q�| �p �Y �� fd�K �åt�@
14�B 8.2T�UE ROLE OF,IRECT TAXESIN DE�ZLOPING NAT10NS

Botll direct and indirect taxes are necessary inthe developing economies ill or�V
tO reach

mul�Ñ :�¨ �A� à̇� �G sI�r �fl �ß �N�i �Õ �fl
�í�C�‚lM�R�„�‡� �̊PW�Õ�� �`�W�Ôwhi16 Marsha1 0pined tlltt the reductioll in con

fOr indired taxes,HiCks bdieved that�R �l taxes oIL g00ds and se�W tes would imposeªŁ �Lre

buraell than incolne tax.MOreover,�¡ e situation m dle developing econolllleS iS not very

conduc�s e to direct t�\ es.Tllere arc Several SOCi6�] econoIIllC and politi9al faCtOrs which can

be attributed tO the limited rolo of direct taxcs.According to Adler,land lords,urban prop�ï
Owner�T indu�˚ � �̊ÕS pd�Ü Cd influm�å ,�˜ �O�r �[ �µf�D �_ �d T�F �fl
�� s:f�µ tt�u �{ W�d�…�i �í I countrb�A �¾

�g
onomy cm�Õ�—sJ�[ �x

TT�æd�[ :Trb�å �Ò �Mr�† �¿

countrles lS Such that tt revcnue lncreases

�æ�ò �s åS �⁄ �R :

fOr the indirect�à �\ es in these countries may bc

analysed below.

14.8�B 3 1NDIRECT TAXESIN DEVELOPING ECONOMIES

Even the developed cOuntries like Rus

�Ü iFlçW
h�r

:�æ�ÔŒr
incolne is less.  Moreover, it is neceSSary tO

�° �ö �Q �˘ àp 17
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14=4�Bl ACAINST THE CANON OF CoNVENIENCE

Direct taxes are agahst.le canOn OfcOnven�‰ nce as stated by Alam Smlhi Tax payersfed the �Vnch Ofpaying the mxes hl the�  se Of direct ttxes as they have tO pay in lump sum
an10L:ntS kl10wingly in advance. Moreovet sOm,tirneS tax amount has tO be paid in advance
causing iot�] Of illcO1lVellience tO the tax payel�E

.

14.4.2 UNPOPuLAR

General�Ł ,peop�É oppOse the impOs�˚ �Bn Of di�g ct�¸ xes and ato the m�� �˚ te�� Di�K cttaxes are�É ss favOured because the burden�§
di"ct�� expe�v enced bytle peoph andatto due tO!ack Ofdirect returns.

14�¿ 4�B3 ADVERSE EFFECTs oN sAVINCs AND INVESTMENT

It is wide:y believed that direct taxes cause adverse erects on saving and investinent. It
means sOme ofthe di"ct taxes reduce dle lld�s

dual’s ability as we�a as the desire tO save and
�� �M et�C �i râV 1å¶ �å �ø i�º �Õ T�[ :�¨

l�ł
:�Ô �u

�o �R �� �í f�hrespOnsible tO these ettct.

14.4:4 TAX EVASIoN

çW�a�b�]�øå¶�Ł�r �@�n�` �„ �ł i�ò
veveL it is.Ot an ettclusi

14.4�B 5 coMPLIANCE cOsT

�Ô �o�A�Ø���Ø�í:�l �g�E��̈ÔçW��
14�B4.6 LIMITEDsc6PE

�~ �Mi�Ñ �M1�I l�D �Y�Ì �I :.lTetm a�‰ W people.�ì�ô �ª �ítTttTI�˚ �|i�˘ ªJ :�˚ �di�£ l�x�¡ �b�å�ƒ��h�� �� l�� �a��i�@�� :Æå�� �«11�C�D �P :�ø �M �–h�å
1lS rnuch 10wer.  ~

ä¿�S
. Thereareson 

-

"d,,*.;J'"'rH"dirff;:J::::T;,1,'l$fi t'ff 
*r,trft etheadvantagesordirecttdxes.The

11.5.l cttVENIENI�g
PA�\     .�E

�¡

�«�å �Ú i�o �‰���‰Łâ�u �G
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14'5'2 BR,AD TAx BA'E 
nic transactions and activities'

As the indirect taxes are imposed in relation to econor

,the tax base is very wide especially in t1'" i"Jopi,g econornies' So they get a lot of revenue

.to the governments'

{4.5.3 TAX EVASION LESS

Tlroiightaxevasionexistswitlr_indirecttaxesalso,inrelativesensetaxevasionisless
compared to direct;;:-ii ii;:q difficult to evade the payment of indirect taxes like excise

duty and sales tax *irr, ,rr" administrati";';t;* efficient'- However' it has been argued that

* 
"rrrion 

is more in sales tax than in excise duty'

14.5.4 ELASTIC REVENUE

Thedevelopingeconomies,whileundertakingplannedeconomicdevelopmentdepend

rnostly on revenue frolm indirect ta:res. hrit i. mainty because of inadequate revenue from

direct taxes.

14.5.5 REDUCES CONSPICOUS CONSUMPTION

lndirecttaxesreducebothproductionandconsumptionofconspicuouscommodities.
So the resources ,"r"a.- ,r.,us ue airertli *o, 

""o,romic 
development. The indirect tax€s not

only regulate the prJuction and .onru,ni",,o,, ;;;; in the etonomy but also employment

and consumPtion'

14.5.6 PRINCIPTE OF EQUITY

h�R�“ m�g
�g

m�« h�b "dI�L l�� �h �£ �| �¨ �@ Lttli��nmm�x� 1̂:�ø �S�É 1�Ü I�� f�æ�`�P�Ô �l ittT�V
:li'ilffi 1,,oJ,:H:'J"?";"JJi,lrtll:IiLTtiT*1J;,G;ihesocie'[vLrnavbeno'ied
li*i:ll tr:' A:i'J;il ;ffi J'" nuu" the i r own I i m itat ion s'

Let us know the demerits of indirect taxes'

14.6.1 REGRESSIVENESS

oneoftlreimportantdemeritsofirrdirecttaxesistheirregressivecharacter.Boththe
rich and the poor pay H;;il;il;rtu.* rJrrir. purchasing " 

go;' s" thesc taxes negate the

principle of ability+o*l'i"A the canon of equrty'

I 4.6.2 UNCERT AINTY OF REVENUE

Tlregovernmentcannotforecasttlreexact:'::11':^fnevenueinaparticularyear.
people rnay sh i ft ,n"ii iL *und fo* 

so'r1,:;; * n 

"l T::, i*n:,:,-':::'fiJlii J,3"1;

f,.H:{:[ffiili*t?'",:.:Hi'::*:il1"1]"i*ffi 
.;;';""1I''oi'"""*"'

gets reduced during dePressrcn'
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present level of consumptiott. lndirect taxes are very good instruments in this regard. The
indiiect taies can be nracle progression by imposing higher rates of taxes on luxury and semi-
luxury items in order to reduce conspicuous consumption in the economy. According to some
economists, especially U.K.Hicks inflation can be controlled by imposing indirect taxes though
.there is an argument in contrast that they increase inflation. Therefore, it may be noted that in
the developing economies indirect taxes occupy a very important role. In view of the merits
and demerits both these taxes have, it is necessary to make a comparatively analysis of these
two taxes.

14�B9 WHICH oNEISBEWER BETWEEN DHRECT AND
IND�URECT TAXES?

The advantages and disadvantages can best be judged by their respective effects on
I )Allocation of Resources 2) Administration 3) Distribution.

14.9.I ALLOCATION OF RESOURCES

F.conomists believed that the allocativp effects of direct taxes are better than indirect
taxes. This means, the burden of tax on the people would be minimurn if a giverr amount is
collected by direct taxes contpared to indirect i.*.r. tn other words, economists proved
through an analysis of indifference curves that the toss of utility due to direct taxes woutd be
less than the loss of utility dtle to the imposition of indirect taxes to raise a given amount of tax
revenue. So tlrey commended the use of direct taxes more.

I 4.9.2 ADIVIINISTRATION

The comparative analysis can be ntade from the point of view of administrative costs andefficiency Indirect taxes hetp in keeping the adminisirative costs at the minimurn. Accordingto A'R'Prest indirect taxes are much favoured on the grounds of less administrative costs.Indirect taxes are to be justified from this angle in the underdeveloped economies. However,one should not tlrink that direct taxes are inferior to indirect taxes in ail respects.

I4.9.3 ITEDISTRIBUTION

Direct and indirect taxes are judged from their redistribution effects. Generallygovernments aim at reducing inequalities of income and wealth and direct taxes play a crucialrole in reducing or atleviatirtg these inequalities by placing heavier burdens of taxes on thericher people' Direct taxes are superior to indirect taxes be-cause of their progressively. It ispertinent to note here that even though indirect taxes are as superior as ttrat ofdlrect taxes, tSeyare also useful in reducirtg inequalities by adopting high rates of taxes on the luxurious goodsand exempting the essential goods from--taxation altogethcr or reducing the tax rates.According to A'R'Prest both direct ancl indirect taxes are-usefut in reducirrg inequalities ofincome and wealth as alternative methods. so direct arrd indirect taxes should be treated ascomplemelttaries. rsJrvo rrrvuru us tr

14�B 10 coMIPLEMENTARY TAXES

���DŒaI�� !�n �K�X�DI�h �å �y�P
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friction force between the tax payers and the government' In the modern days lovernments'

irrespective of ttreir levels of ecoriomic devetofrnent, have been mobilizing resources adopting

both the tYPes oftaxes.

14�B1l IM[PORTANT DIRECT TAXES

14.11.1 INDIVIDUAL INCOME TAX

It is lot exaggeratioll to say tlrat tfiere is no country which is not imposing individual

income tax. covernment imposes a tax on individual or household income' Income tax may

be irnposed either universaliy or partia[ly. While income tax is imposed on the incomes

6':ginated i1 the country wliite the inconre generated in other countries is also taken into

account in some other co-untries. Income is divioed into three types in modern times I ) income

as service-flow in consumption 2) income as a recurrent receipts 3) income as a net addition to

the individual. Indiviclual inconte tax is levied on the basis of ttrese tltree ways and in almost

all countries progressive rate'structul'e is adopted'

I 1.11.2 CORPORATION TAX

.The tax on incomes bf the company is known as corporation tax or company income tax'

It shows the ability-to-pay of tlre conrpany or the slrareholders of the company' Government

gives some .o,r"errio,',. attd exemptions while inrposing this tax just as in the case of

indiviclual inconre tax. corporatiotr tax assutrres itnportance in attracting Foreign Direct

Illvestntent ([,DI). lt llla]' lre treatecl as olle of the irnportant taxes atnong direct taxes'

I4.LI.3 EXPENDITURE TAX

Tlris is also an important direct tax especially in the developed countries' TheiT.it

imposed taking into account tlre individual's oi family's expenditure' Economists like Hobbs'

Mill, Fisher and Kaldor justified the irnposition of tlis 
11x'. 

Accorcling to these econonrists

imposing a tax on irr" uuri, of expenditur" i, n',or" justified tlran on income' lt especially'

promotes savings. ii-L ,r"..r.ury riot onty in ttr" dweloped nations but also in t6e developirrg

nationS. In addition. tu*e. ,u.1,is Wealtl Tax' Gift-tax' Estate Duty' Land Reventte are some

of the direct taxes implementecl in several countries'

14.12 1MPORTANTI�¢�^ RECT�H�S�oES

.ALES TAX : Sales tax is imposecl on the sale or purchase of the goods and services' But in

l*clia sales tax is uot imposect ou services ancl o*ly i'ecently some services are taxes' Sales tax

is imposed either as an aclvalore,n or.rpr"ifi' O'*' lt nray Le imposed as a single poi,t' double

point or multi-point tax. It is one of the most important taxes among the indirect taxes'

I4.I2.I EXCISE DUTY

This tax is recognizecl as an ittrportant'indirect tax all over the world' Tlris is a tax

inrposed orr tlre goocls atihe proclu.tion ,tog" ;1ti"ft n".'"ant for sale or cons$mption' This is

iurposed in India by the Central Couernrn-ent' In lndia' states also impose excise duties on

some goods as per tlre constitution. while sotne of these taxes are advelorem' otlrers are

specific nature. rn" .","'*" tionr central "*"i," 
cluties is tlre lriglrest in tlre total tax revenue of

tlre central govel'nment in lrrdia' fi,
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14�B 12.2 CUSTOMS DUTIES

If taxes are illlposed on goods illlported Or expOrted,they are known as custonls duties.
The revenue from custOnls duty Occupies the secOnd p!ace in the total central gove�a

lment tax

�P Tl�a |:1��
�E

�k �e äD l�� �Ł TttS�å
�¿

�g
m tlle impOrts a"bO�c h""

le tilllo Of exporting is kl10wn as export duti�v s.
Tllese duties,re inlposed to protect the dOnlesdc inlustry and the goods frott cOinpethion Of
exteHlJ goods and indust�Ł ,tO augnlent fo�K ttn eXChange and JsO tO reguhte indust�v J trade.

14.12.3 vALUE ADDED TAX

h"�g dFi�˜ :�z %�“�Pbª� �{ �æ

�� �k�Q��ly:]Y�� �ì �à 1�Cl�_ �V}�W�v�I �Õ �� �l æa
14.12.4 TAxES ON SERVIcES

�ð ng taxes on se�É cted servtes dnce 1094�c 95.

Tl:T:li�æ �Dl::�a æu;l:i:�d �i:1�‹ i11lli;

octroi' profession tax, Entry Tax, House Tax. vacant Land Tax, Enteftainment Tax, etc
[ffi;::.''rposed 

tv trre rocar gover,ni.,,r, i, ,r;;;"i;;;;;;d in order to mobirize financiar

�@ UMMA�J
So far we have learnt the direct taxes, inctirect taxes, their comparative importance,ffiffi:i.[e;H[#r:*,::r,:::i iy,g "o,."ct 

taxes in deveroped and deveronirrocountries, some important direct ura irroln 
arru trr.,rrecr taxes in developed and developing

noted that th"r" tui", are c,mpre,n"r,u.,"lf,tn ffi. ff llil:-i:i: lf.t:"TilT[ff :#.nrix of these two types of taxes in ,,rV t*-utructure in any country
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14�B 15 CHECKYOUR PROGRESS

I. Explain the following questions in about 4 or 5 lines each'
,?

1. Define a direct Ta:r'

2. Explain the merits of direct Tanes'

3. What do you mean by Indirect Taxes'

4. Explain the merits of Indirect Ta:res'

5. Explain the demits of direct Ta:res'

6. Explain the demenits of indirected ta(es'

II. Explain the following concepts'

a) Individual Income Ta:r

b) CorPoration Tax

c) ExPenditure Tax

d) Sales Tax

e) Excise Ta:r

I Custorns Tax

g) Service Tax

h) Value Added Tan

i) Local Government Tax

�G LOSSARY

Direct Tax

Indirect Tax

CooPeration Tax

ExPenditure Tax

Sales Tax

Excise DutY

: Those tarres the burde'n of which can not be transtend as

director ta:(' It i""ft'a"s income ta:r' corporation tax'

: Those ta:restho burden of which can be ftams fined as

indirect ta:re,. rr,.v in"r"a" expenditure tar, sales tax.

: Ta:l on incomes of the company is known as corporation

ta:(.

: Tax anthe expenditure of the famrly or individual is

known as exPenditure tax'

: Tax imposed on sales or purchase of the goods and

semiced are known sales tax'

:Thisisataximposedonthegoodsatthetome
production t'ug";hitt' are meant for sale or

corrsumPtion'
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Customers Tax

Service Tat

Value added Tax

Local Government Taxes

It tanes are imposed or goods imported or exported.

They are known as customes tar. The customs tatres are

divided into two kinds. One import duty is one when the

imposed duty or tar on import duty while
Export duty is one when governmerf. Imposed duty
or tax on exports.

Taxes are imposed by the Central Governments on

certain services since 1994-95 rendered to the customers.

This tax is imposed at various stages on the value added

instead of the gross value of the product. It can be

assessed by deducting the value ofinputs used or
purchased pam often establishment ftom the gross value
of the product.

These taxes are imposed by local governments in order
to mobilize financial resources. They include octroi,
profession ta:r, entertainment taxes.

14�B 17 MODEL�]EXAMINATION QUEST10NS
Io AnSwer the fonowing questiOns in about 30 1ines each.

1.Deflne direct and indirect taxes.

2, Allalyse the merits alld demeHts ofdirect t�\ esi

3.E�z �Õ lain why indirect ttxes are lnore favoured ittthe deve10ping economics.

4.Explaii the cOmparative advantages ofdirect and indirect�� �� cs.

IIo Answer the follo�Y ring questiOns in abOut 15 1ihes each.

1.E�ß lain tlle advalltages ofdirect taxes.

2.Discuss the dements 6findirect taxes.

3. Explaln One direct tax alld an indirect tax.

14.18 SUGGESTED B00KS

1.B.P.T,agl

2.Hu�¡ Dalton

3.H.L.Bhatia

: Public Finance.

: Public Finance

: Principles of Public Finance

- Prof. R. Sudarsana Rao
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We have already know that a tax is a compulsory contribution paid to the government byindividuals without a direct retum. Ta:<es 
"re 

oiriae.l imo ditrerent;rrg"rt*;; ti, uuri, ortax rates like they are divided as direct and indirect tax;.' sweral ecolomists u""rpt"a *,.ability-to-pay theory 
"-t.fit. 

basis for imposrng taxes. It must be noted flrat the tax rate at whicha tax is to be imposed is equally rmporqnt like the tar< base. Because u t* i, noi acceptable
Tt j}tt unless proper ratL schedule ii aaoptea 

";*A*gh the tax base is reasonable.Thereforg taxes are divided in the following way on the u^iu oFrut. schedule.

l. Proportional T4:<atiour

2. ProgressiveTaxation

3. Regressive Taxation

4. Degressive Taxation

15�B2 PR�k)(GRESSIl�w
711lI115�˚

IT��̨u F,�S
�…� �̊Ü�D��� �̊æ� �̊â���…�†7�˚ �J5,DEGRttslvE’

If the tax rate increases as the ta:< basg increase, it is cafled progressive tax while the taxrate is constant as ttre ta:r u*" *"r*."i^ry""*, 
Tr.;"donar ta:<ation. Regressive taxmeans the tax rate declines as the tu* u"." h:rl*". rrtrre progressively declines or becomesconstant after certain level of the ta< base as the u*" i*rr*l o, bu.o*u, broader is known asdegressive These tax sysreiris 

"r",*piui"ra d;;r;,ri;; rh, fo[owing s.ections.

15.2.1 PROPORTIOI\,AL TAXATTON

under this tlpe of ta:ration, the tax ,uLu i. constant as the tax base increases as exprainedabove' The following tabre - rs. r -j trr.liugr*, e4prain the proportionar ta:r structure.
Table I5.l : proportionat Tax

1510 0BJECTIVES

le"purpose of this unit is to explain the meaiing of progressive, proportional and
regressive ta)res, the types of the tax stnrcture.

After reading ttris unit, you will able be to;

o understand the advantages and disadvantages of the progressive ta:res;

o understand advantages and disadvantages ofproportional taxes,

. explain the regressive talres,

. explain the degressive tores.

15�B l INTRODUCT10N

Ta:< Base Tax Rate

|

|

fRsl
10,000
20,000
3o,ooo

Amount OfTax

10
10
10
10

fRsi
1000
2000
300o
400o

000

1�« 2  1
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n the abovO diagram.

of the four types of taxes. progressive ancl proportionaltaxes are ore popular in the world

rratiols. In general, all the direct taxes uOoft'ptlgt".tsive tax rates while proportional tax

structure is based "rin"'orit*ipr" "i"q,ity 
and tni-is is.the.reason why it has become more

popular i' the world. But the proportio,"ul taxation is advocated by economists like Mc

Culloch and J.S. vriii. n""orOi,rg to MC Culloch following progressive tax structure alone

witlrout proportional taxation is like ,oyui" in the 
.tea 

*itho't a rudder and'compass'

According to J.S.Mill p**t"ttf"- taxation it iotiutt and acc-eptable' Therefore' it is necessary

to examine rvhich tyoe of tax strttctur. i'.io L" udopted' lt may be viewed that type of tax

strLrcture which f""itfi;: Il,,il;;;t'it^*io" or i"* burden on the basis of abilitv-to-pay

principle is better. t;;r;;;il + noted t6at both regressiv-e and degressive tax structure are

rrot commenced on the basis of equitv ;;;:*:IlL"lLlnlT.["11" unanirnitv amons
not commenstru urr 

proportidnalia,xation is better.
economists whether progressive taxatlon or

It is already stated that there is rro unanimity of opinions among economists rvith regard

to the adoption of proportional.ancr-proff,::::*f#:r:::l;.li:1fff ']r:::Xffi'::fi:
:i:l;;::no:;:,,::['#l;;:flr?it3[fl;:H;'[;aJ'"Juv,r," 

tax pavers, tax base' the

socio-economic factors unO ,t .i, influ,nc" oi"Ju'ing' and i*vestment' These factors are to be

considered while analyzing the arguments rot ptogr;tive and proportionaltax structure'

15.3�B l ARGUMENTSIN FAVOUR OF PROGRESSIVE TAXAT10N

riÆ��å �¢Œa�å�–�Ł�ô 1�í �‚When the tax rate:nCrc

MoreOVer,thiS taX Structure iS
pertinent tO analyse the reasons

people aid the worid natiOns.

15.3.2 EASY TO RAISE GOVERNMENT REVENUE

�Ô �v�ŁI�Ł ��1�O1�Ó �Ô �m�÷ �Û �h���� 1�fi �Ł

Tax Base (Rs.)
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this tax strpcture. government can get the needed revenue just by a small increases in the tax
rate.

1533 DIMINISHING MARGINAL UTILITY APPLIES

This tax structure is really based on the general econonric principle of diminishing
marginal utility where in a higher tax.rate can be levied on tlrc relatively richer sectiorrs of thi
society. ln other words, if a tax is inrposed in greater.proportion than the rate of increase in
income, it would be a tax inrposed on the Uasis of 

"Litiiy 
to pay theory is just equitable.

However. it is very difficult to measure and make inter-personai comparisoris of niarginal
utility.

15.3.4 LOCEST AGGREGATE SCARIFICE

The Ltrcest Aggregate Sacrifice theory supports the progressive type of tax. In fact, it is
possible to follow the Locest Aggregate-saciince theory inly by aiopting a 6ighly steep
progressive tax structure. It is necessary to equalize the-marginai utility sciedules and this
needs to adopt differerrtial tax rates. The progressive taxation can be argued favourably by thepringlq!-e of eqtral absolute sacrifice. gui ir"the ,""rti;;i ;e becomes constant, there is nopossibility of irnposing progressive taxes._ To explai-n more elaborately, tt":progr"rsive taxstructure is justified when the decline in the rate of inarginat utility is niore ,.irirlr. rate ofincrease of income.. Hgre, not only a decline i, fire rnargiiairiill,v irlnp6;jffi* at whichrate is declining is also important.

153.5 ECONOMIC STABILITY

Economic stability i, on" of tlie majo.r. objectives of Budget poticy of a govenrment.Progressive tax structure is conducive ro aihievJ 
9"o1rorqi; stability. lnfact, the governmentcan use the progressive tax structure, especially or p"iionul ln.o,r" Tax, as u .o,.Int., cycledand automatic fiscat. stabilities. ProgressivJ ;* il;; is necessary to regurate thepurchasing power of the inclividual and io regulate-inflation ario deflation. To explain in moredetail, the inflatiorr can be corrtrotted uv 

"ort-.i1fis;r;;;;;;"te demand by adjusting the taxrates (especially personal income tax arid othe. di;;i;;Uo-Fprogrsrive taxes.- simitarry thetax rates can be revised downwards so as to increase ihe Aggregate demand inorder toovercome the defl atiotrary situation.

rs.3.6 REDUCES TNEQUALTTTES

Economists like Adolph Eagner and.J.c. Simons opined that progressive rate structurewo,ld be helpful in reducing the-existinj in.quatiti"s 
"ri.s dffiar.i.,, r]..tion, 

"f 
;. society.According wagner the tax Jructur. i*Ery helpful * .i 

"#r"rive 
instrumeni-ii."iu"ing tlr"inequalities of income and wealtii r"ruii"i ar" t" ,"rr."i fo;", and hereditary institutions.simon felt that income una *"ultii-iffi,iiri.r.* *["ir"a ini ouno*rous and ihe morar andeasthetic principles strongly rrppori u progressive ,yp" oi tu* ,t.uJu[.- 'ii 'rt i, *"y

ifff:ii,',::"'iil":T5}T*?,1*l; rh';;;J';;;;;,;'#;,J:d as it ,;;;, iire existing

153.7 TO REDUCE CONSPICUOUS COXSUNAPTION

when taxes ut" 
i}ry:td following progressive tax rares the savings woutd be increasbdby reducing conspicuous consumptioni.' tt-i. berieveJ,["ir*ing. and investment wi, beencouragid in the devel<iping economics by adopting. *t",nrrrure. ln other.wofds, due to

i#f"ff :fft:::i,1':;,|i,"-:*i1;3;:T,,#"fiffi :u""""i'",i,e,icnf effi i,'iiiouog"o
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The rampant tax evasion
taxation. However, tlre

adm i n istrative mach i nery.

may be attributed to tlre steep tax rates wilh reryrd to i4come

governments can overcome these problems through an effective

15�B5 ARGUMENTS FOR PROPORT10NAL TAXAT10N
Ttrere are arguments for proportional taxation several economists have justified

proportionaltaxation. These aspects are given below'

15.5.1 NO NEED FOR DIFF'ERENTIAL RATES

There is no need for slab system of tax rates as is necessary in the case of progressive

taxation. euantification of marginal utility of income is essential for adoption of differenrial

tax rates and it is also.necer.o,ifo, progressive taxatbn. But this quantification of rnarginal

,,,itiry of income is subjective and morJover interpersonal comparison of marginal utility is

also not possible. tt.is not possible to quantiff the marginal utility of income in an objective

manner. so the proportional taxation is favoured to avoid the problerns that corne up due to

p.gr.rrir" taxaiiori. But this taxation does not take into account the applicability of the

priiciple of dirninishing marginal utilityof income'

Easy to Administer

This taxation is simple troth frorn the point of view of the tax payer as well as the

government. The tax assessment, ooltection of tax etc' er€ very easy to administer by the

!or".iitn.* as well as easily understandable to the tax payers'

15.5.2NoCHANGEINTHERELATIVEPosITIoNoFTAXPAYERS

The relative position of incomes of the people is.not changed by imposing taxes under

proportional tu*ation. S-o the tax payers 
-do 

noi oppott tlre tax' In other words' there would not

be any change in tf,e'rJatir" p"tiii",, of the iax'payers in the pre and post-tax situation' This

may be noticed fro, it 
" 

following table.. tf.",' U" Lbserved from the table - l5'4 that how the

relative position of in.or* of iniividuaftit itntf"nged when.a 5 per cent tax is imposed on

individuals net incomes ,

Table - 15.4: Relative position of tax payers

Income Before Tax Tax Paynrent lncome After Tax

(Rs)
Rs) (Rs

100

1000

10000

100000

5

50

500

5000

95-

950

9500

95000

�æ�ª I�N æx   �Ü �� �` 1�÷
oth in real and relat�s e terms.

may also have an il�¡ pact on sa

�P
�¡
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15.5.3 NO SCOPE FOR DISCRIMINATIO]I

Under progressive taxation the scope fro discriminarion among individuals is more with
regard to the adoption j.f qlau system or rate sche&rle. Those probl",r, do not arise underproportional taxation. The scope for unscientific adoption of rate structure is less because of

15.5.4 DESIRE TO SAVE \

The desire to save is redtrced if the progress-ion of tax rates is very steep. so theinvestment and capital accumutation is likeiy ,i u; *o*"il There witt not be an adverseeffect on savings or wittingness to save clue to the uniform tax rate and above due to theabsence of confiscation of incomes above some level which is in practice under progressivetaxation' Btlt there 
Tay be adverse impact on savings if the tax rate two high in proportionaltax structute also' So we cannot exactty say that'prop.ni"r"l taxation does not influencesavings and investmeht.

15.5.5 EASY TO MANAGE

- Assessing the tax liabiliry. tax collectiorr ancl other administration is relatively easierunder proportional taxation cirnpared to progressive taxation. The proportional taxationsatisfied the canon of simplicity ancl adrninisrrJ*1.rr"rv."rni, tax is more favourable ontheSe grOUndS tO prOgreSSiVetaXatiOn. 
---'-"'-"-L,v wvrrutrr/' rrrrs ttlx lS more faVO

15.5.6 Mc CULLOCH OPINION

Accordirr* a y:_guilocrr, the. tax paynrents to government shourd be in proportion totheir respedive incornes,.Ir-t i,i-fdgi.ersiv". Ii" i;i; ;irrt deperrding excrusivery onprogressive taxation ignoring proportionaliaxation ,-:i:r*,rt like sailing in the sea withouta rubber and compast'..ft"-atgu,;il6;; taxes shourd u" oiria just ro ,6birir. the requirecrrevenue but not for rearizingot-nrr ou.;."iiv., urro j*i;": #;;r*rtionar taxation. But trrereare some arguments against the impoiition ot proportionar taxes.

�…� �̊J�§�S

�ç�‰�glil�l �� �ü �`

�˜ UMMA�J
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15�B8 CHECK YOU

I. Answer thefollowing questions in about 4 pr 5lines eaeh'

l. What dn you mean by a progressive tax?

2. Explain the meaning of proportional tax?

3. Elplain regressive tax diagrarnnratically?

4. Explain what is a degresqive tax?

15�B9 GLOSSARY
Progressive Tax

Proportional Tax

Regressive Tax

Degressive Tax

tt is known if tax rate'increases as tlre tax bise

increases.

fax rate is constant as the tax base increases is

krtowtt ProPortional tax'

Regressive tax means the tax rate dectines as tax

base increases.

lf the orogressively declines or becomes.constant

"r*t "lrliit 
leveltf the tax base as the base

increases a becomes broader is known as degressive

tax.

�¢�U

I.AnsWer the fol10Wing queStiOnS in abOut 30 1ineS each.

�PW�a�kTttW�Ł �Æ
Sl�e �˜ �íL�Õ àp ;�� �[

prOgressiVe taxatiOn?

IIo AnsWer the fO110Wing queStiOnS in abOut 15 1ines each.

its imPosition?
how ii is better than the

t. Explain rggr:.s:ve and degressi]:l.lll^t,re 
taxation and proportional taxation'

;. ;iilt. thI differences betrveen progre

�˚ �a �„ �� �å
�E
           I Principles Of PubiC Finance

l. Hugh Delton

2.B.P.Thyagi

3.Bhatia,HoL

: l'ublic Finance

: Public Finance

- Prof. R- Sudarshan Rao
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UNIT - 16 : VARIOUS TIIEORIES OF TAXATION

Contents

I6.0 Objectives

16. i Introduction '!
16.2 Earlier Views : Benefit and Ability to play/Theories

16.2.1 t Arguments for and against bene'fit theory

16.2.2 In terms of protection-Bengfit theory

1 6.2.3 Marginal Utility-Benifit t'neory

16.2.4 Distribution Aspect-Adility to pay theory

16.2.5 Approaches to Taxltion
'16.3 Benefit Principles tg,tr'a.ratiort

16.3- l Advantgges of the Benefit theory

16.3.2 Disadvantages of the principte

16.4 Cost of Servibe principles of Taxation

16.5 Principles of Ability to pay of Taxation

16.5.1 The principle

16.5.2 Merits

16.5.3 Criticisrn

16.6 Ability to pay and Sub.iedive Tests

l6.G.l Equal Absolute Sacrifice

16.6.2 Equat proportional Sacrifice

16.6.3 Equal Marginat Sacrifice

16.6.4 Conctuding remarks

16.7 Ability to pay and Objective Tests

16.7.1 properry

lG.7.Z Income

16.7.3 Expenditure

I6.8 Summary

16.9 Check your progress

16.10 Glossary

l6.l I Model Examination euestions
16.12 Suggested Books

16.0 OBJECTIVES

Thepurposeofthistrr1itistodiscttssvarioustheories,principlesoftaxationandtheir
subjective and objective tests. - rlrr'rPres or taxatlon E
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After reading the unit, you will be able to

. explain the benetit approaches of taxation;'

. unulyr" the cost of service principle of taxatign;

. discuss tlre ability to pay principle of taxatignz and

r identi! the subject a;d-oljective tests relating to ability to pay principle'

1�¥�å�` �¢1�� 1Œ⁄�z ª� �Õ�æi

}Pay tax.

16�B l INTRODUCTION

�Œ
�\�Œ     �Œ�• �Œ�Œ�Œ�Œ�Œ�\

�§ �J ABILITV TO PAY16.2 EARLIER VIEWS:BLiNEFIT AN]
THEORIES

AsriglrtlypointedoutbyMtlsgrave,.r,iewsolttheprinciplesoftaxationmaybefoundin
the writings or nun,.ru-,.l u,nilorr, pt',ioroph"*, ,"ono,r,i.t, ani political thinkers right from the

Middle ages to date. The duty to pay taxes or the preview to tax is among the most tangible of

ott tinL, tetween subiects n6{ spvereign'

Broadly we may study the theoriesramely' The B3nefi1theory or approach "The cost of

Service,, theory uno ,r.,. 
Jiuility to pay" th;;; iit first theory iinttt tttt tax liability to the

benefits received by;; t* puy*r, ft"* ti.;;ods and serv.ices supplied by the State' ln tlre

second theory. ur. ,u*'iioiirity'i. tint'd 
'"ir'"" 

t"t' "i 
providing the goods or services by tlre

state. The third is ttre rno""t important ;r;;;;i"iink' tal* tiaultity to the individual's

capacitY to PaY tax'

16.2.I ARGUMENTS FOR AND AGATNST BENEFIT THEORY

During tlre l7.l'and l9.l'centttries, many econo*ju: "n1 
politicat thinkers.thought that

taxation, es a prize tbr tlre services ,*,',a.i"a by the stat" wa"u ttatural complement to the

contract tireory "r 
st"t*.' nccording to the benefit thsory' members of the'society who receive

various goods uno 

-r"rui..s 
f'om ir.," ,r,,i- ""ii'iti"' 

shoulcl contribute in proportion to the

benefits receivecr uy ,rr",r. so. j.s. ,*,,, ,n",,Ju ir',"i,rr" relatioiship between the taxpayer and

t.e State was orl quid-pro-q*o terms. ii;;i;;;;t to ut puiJ i''proportion'to the benefits

crerived from trre siate services, it means ;t., ,rrir trreory do", noi attach importance to the

oroblenr of bringing about equitaor" o*t'il"ion-oiin'o'e andwealth' Similarly it ignores tlre

p.Jbt"*, or g.o*triffi ilii;i.,' t V;;ii;s use of the.tax policv' It concentrates mai*lv

on how ..goods 
"J 

;;;; are supplied';;: ,iui" una ho* tr'"v shoutd be paid for bv the

nrembers of tlte society rn4ro enjoy tlrem'
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1�] 6.22 1NTERMSiOF

�V�ÓWi�Ü �fl�Õ �f �Õ ��
pttPgressive taxatiOn�B                .      ’

1‘2,MARCINAL UTInTv.BENEITæc �c ORY�E  :    .

�¡ :7�GŁJ �W�� �Ó �e�z�÷ �| �S1�Ł

1114D�¤TRIBuT16NASPECTs_A�V
�b m�æY THE��| �]

16.2.5 APPROACHES To TAXAT,oN           i�u �] :  :  | .=.
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thr�B �Ô�:̀atl�å y:xlili11lil:illlill��
i�Ü 11:1111lII�ß .

received by them.

16�B31l ADVANTAGES OF THE BENEFIT THEORY                 
�A

The�U110Wingarethe merk�˜ ofth�v beneflt prhd�� e.

�Pe�z �RØÜ�ºR�Ø :m 
�Vl�] im"m�g�Ve"�M N.�ø ��n�¡ �k���¡�RW�¢�B

DrviCeS.

:  Secondly,th�M theOry Jles

aslwe�a �¤ åN Sh,"S,

Th"�fl ,�� 9"neit�R �� �¢ �� Oredth�˚ e �V ld"�Õ �¡

�g

lPSerlCI�V l�V �V �V�V�V11

reSOurces.

16.3�B 2 DISADVANTAGES OF THE’RINCIPLE         l l  
�M~

There are many demerks Oftlle b�à
neittheOw.S01�¡ 0 0fthelll are noW diSCuSSed.

lrinCiple.

�R�£ �„å¶

T�d�� �D��� �̊¨ ittlilT�b i�a �� l��
�` ’�¸ �� �ß:�˚

yediby them.

Ne�£�byLttT�� �Û 1�� �æ1’�Ł �O �� �QII�Õ �{ ,t�ì �l �‰lf�� 195
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�VigOVemmenttO IØSi"d emp10yee�¤ deini"
r�a m.If he asked to pay’a su�g equal to the
SO�Vp�g Jle we shou�a naexpFssthatpeopL
)ceived.

�Ł�ü �Ø�v �Ù �Ú � �̂…�‰�ð �N
1�ô �Ø �q 1�Õ 11�wI�M�w�ô�í �ô �Ñ�| �fl�v�ø
�M�d�v�‹IFi111111�Û 1111::11�Q h�µ L�� &Mill tteCted tte b"�� �•00ry

�I ��� �́†�í �D�� �Æ�' �t �qçW�˘�v
�˙
=�§

�� �Ł1�h t�ì 1�ß :�E h�Q�x
1�ô m�`�R�D�Ł1�˙ �RF�º
çW11�›æâ �{ �z�D�£�Ó��

�b�x tt�ô 1:�� �Õ �Ó ]�D �ø �l�l �§�í �fT�ô
16�B4 CosT oF s�F ttvI�S �˚ F�˚ �J�–IFEE OITAXATION

çW�´�Ô �E:�› �I �æ�Rå¶

�bŒi �¡ �¨ çWT�� 1�I ���Ł�p �� :�ô ���ô �P�ò �X

�@��i�� �ß���Ò�â�P �T�� �‹i�÷ :t�� �v :�ß ���æ�� 111�“ �o��
196
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from the State serViCes.ln other w91�E dtt one cannot be denied a share in the consu�z �Nlon of

pu�\ �É goOd�˜ alld therefore Jle COStOfServ�É e can10t beappdnted between dfferenthemb,rs

ofthe sOCiety.

�î�Ú �ƒŁc�¢j�Ł �xi�� l�Q �D�rII�X �b
consdmers�à �v asked tO pay by way Oftaxos even forthe inettc�É ncy h producuon.

�_d�� �a�L�a:ª� �� �ç ]�ä �PlT�v llr�a
j�� 1�ˆ �”�O:�À :lli�Ó �î�Û �Õ

�Łltt�u :�…�u�x�xàYl�a �v�ºl�c �¨ 1�Œ�‚ �P:1�æ �Ñ ::�‘ :�� �¾��W�‘ �� F

cost.

Finally a very Se�v ous q�X eSti�� n concerning

state se�W ices are tO be proVided.lt iS not prol

�Ł�I �¿ lliŒa 1�¢ �d |li�Ł �J [iliiftllepeoplefOrthestateserViCes.

�÷ Łâ��i�x �Ò �¸ :

tax is ill tturn 6fJle coSt Ofthe serViCe.

16.5.I THE PRINCIPLE

Un like tlre berrefit theory or the cost.of service tlreory, this approaoh is completely irr

accordance with thc definition of tax' Tlre theory does not assume any quid-pro-quo

relationship between the ,i,irrn, and thc '*t"' 
Irr other words' tlrere is no any commercial or

semi commercial relationship between ;; ;t and the citizens' It is the collective

responsibility of the citizens to pay ,u*..'io gorrrn*.n without direct quid-pro-quo' The

ability to pay ao"trin" ii",* fro* tt't" iO"ttt,"ti1t" burden of taxation should be shared among

the members of the society so as to-uph.td;il.p;l;.ini"1rir;'i"e and equity" This theory tells

us that taxes slrould the principle-ofjustice una'"quity' rnis theory tells us that taxes should be

tevied according to t'e abitity of the ,* ;y;'";i1; il* embodied this principle while

explaini.g ttis "anon-oi;;iy' 
whiclr d;t;" subjects gf.every state' ought to contribute

towards the support of t'e government ,t- rr";,t "l 
possiule according to their respective

abilities.

AsrightlyopinedbyMusgraveandMtrsgravetlreapplicationofthebenefitprinciplewas
very much lirnited *r"*i, sf,ecific g*;;ffi;;, f;;d sonly and therefore'-was not useful

to explain tt" g"n"rul problem of t"* rt"i"iu'e' The re'distributive function of thetax payers 197
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process could not be explained by the benefit theory. So, in order to achieve equiable
taxation, people should contribute to the cost of govemment in proportion to their *5p;ir;

16.5.2 MERITS

^ .. 
T!" proponents abitity to pay .principle of taxation advance their arguments on thefollowing points:

. Firstly, ability 
1o 

po{ g.ngloaclr has been supported in the terms of what is known as'sacrifice interpretation of ability'. As the concep or ru".inl-;;tr*roj*iv'e, alrrerentformulations have been'suggestei to measu.r" ,i" 
"Iiirrr, 

m 
"*. 

of sairifice. Broadty, thereare three interpretations oiiacrifice, namely (i) Equal *"rin"., (ii) proportional sacrifice and(iii) minimum sacrifice (trris is arso known ur't'r," pri*i;[';i;r.ginar sacrifice). /In 
sacrificeterms the rich are justified to bear more burden 

"f 
ilil;. 

-' ' .

secondly' this principle is justified on the'basis of admonishing marqinal utility as apptiedto"income' when we move up the income. r"ur", ,lr. ,riiit 
""i*"r*inat 

income is assumed tobe dectining' So, it is justified trru, ,rr" ri"t, shoutd. u"* tu* burden more proport;;;ely thanthe poor.

Thirdly; the ability to pay.principle of.often justified on the basis of what is known as"Faculg/". After meetirrg 
"".tuin 

Uuri" n*ar, ,roi" .*r* as left at the disposal of a richman compared to that of a poor man. so it is justin.a rl"irr* liln ,r,ooru bear grater burden oftaxation rather the poor.

16.5.3 CRITICISM

:iF�� �¶�â�W�a�„�Ü�v��̂ï�]��̂P1�x � 7̊ml
11�q

��
ABILITY To PAY AND suBJECTIvE TESTs

since the time of J's.Mitl' the ability to pll principre has been viewed in terms of equar
sacrifice' on the assumption that the in"J,rr" ,tiiity ,.lr.our" i, tire same for art tax payers. it is
justified rhat peopre.with equar i".*"'i..., ,q;J;ilri'* ou, shourd contribute equar

iill#ti i,;i .y?:,; :ff il1lflilf tl tik *ii::i x, gr*.: 
" 

re,wo s i, ua, i on s nam e,v
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�ƒ �¿

16.‘’EQVAIL PROPORT10N�¡SAcRInCE

Let us �6̃ppO"�¡ 4 SatiS"bn�M measu�‰d in"�� 0:hctte pos�g ,sd ttd�I �Ø

individuJs,Say,AB etc.,

|
IncO�� o of^:   Incu�g 7�\ V

It is clelF frOm the aboVe

llithiS pFinciple:

__=_�£ 0�¡  An�c AT� T
19
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ªN�| ���H�r Œi:�Æ    �]
b�� �Ó :o�u E�g�‹ �I �ß�Ìttl�� �Ô�g�Ù �ì �fi�Rær l�ì :�� 1�øæo�d
any possibi:ity,the’1�p payer tries to shin t
eC"Om�‰un�É ’may be mvolved h innumera�\

‘ten�� nCy for the tax payer not to bear�A �¡s bu
cdned so�M as to unde�h â˜ nd how thO tax�A |�g d by
Broadiy,there are three such terms�\ (1)the lmpact Of�g �\ (2)the ilCide�¡ �Coftax and(3)the
shining oftaxo We may now try to underSttnd these tems,

17�B2:THEttMPACT10F TAX

�g

e�o 1�Ú T�{ �í �GfttT�R �Ú 1�í �d1�Ó �ß f�í �R �¶
golemment.Æe�¤�§ca"�g �Re impact ofmx.11 0ther,�_ ldS,t"�µ �r :"SpOnsbnilis6�� that
pe�¡ ol.Thb represllts only the money burden.For exarnple,the"n�ì n ttci�Ł |IJes h lndia
are pJd by the man�Ł factu�‰ r oft�g prOdu&on
Ob�� �B�Ł�ƒy�q �¤nd the nnd �V ing place ofJ
excise du�fl alWays tries to shin tlle burden tO(

1�� i�g that the duty�¤ passed on from manufact
tO Consumer wh9 prulhtte,the prOduct.T

�‰
t�Ì

�h�U�`1�W�Q�n|�ß �a�µshin t�g burden�E�¿e�B

17.3 THEINCIDENCE OF TA�¶

17�B4 SIIFFING OF�ETAX

� d̊�£ �æ�ß� :̊Tell�í �x�P�flt�M l�Ò �Œ�D �Ô à� �Õ �]�I �í �upersons whO bear the urimate burdeh Ofthe ta
as‘�‡ es�� ��

�g
çpent Ofthe tax burden 6n the u�g i

. The pnocess of transferring thc money burden of a tax is callcd .rhiftirryi. It ,.ft,, b fiavarious process bv wltol.pr diroct money burden,on ."o*i oiei #nnd;tatffi;tr
adjournments or (cost adustmint) from the point of ,imp.., Lfic,6ngi i#i*pE* n*,process of shifting soes on- co.rfinuing titl-the incidonc" oi'*Jtp, i" ni.r*+, 

-ii:iiffi-nffi:
that shifting of the money bt[den is legat where as tax.e'osl* il Itrlry, shiftil;fi,tttfiffi
done by suiabte price adjustments. 'r[e taf is-ii"rra-JI * prfuc of tlr conrrrooqr ..gpassed m trom the'manufacturer to the ygotesabr and ,1""-tor.rriil1frrfrilid,u,,E
consumer. somerimes. it is atso possiblc o.'1in $re hrrucn by,r"kid;;,fir#dEh;E
the prices paid to the factom of produotibn. simitarty_-il#;Lrrrf,i pdc---_ffi$Fj*

1.204
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which tax is imposed remains the same, shifting rnay still ake place in the form of change in

the quality ofthe good.

I7.4.I FORWARD SHIFTING OF TAX

As stated earlier, price of the commodity normally constitutes the vehicle for shifting the

direct money burden oi a tax. Assunring that all other factors in the process of shifting-remain

unchanged, if 
" 
t * is completely slrifted, the price of the taxed commodity would be higher by

the amount of the tax. lf the tax is shifted fronr manufacturer tq wholEsaler and then to retailer

and finally to consumer, it is known as 'forward.shifting'. Price of the commodity 
1l 

jncrlased

in the case of forward shifting. Some tinres conrplete shifting of the tax'is possible' Some

times partial shifting may iake ptace. There, nray b1 oceasions also when it would not be

possibie for the tax paying unit to shift the money burden to olhers. In such a case' there is no

.triting. The impaci and incidence would be on one and the same tax paying unit'

17.4.2 BACKWARD SHIFTING OF TAX

If the price paid to the factors of production is affectbd duc to shiftingof a tax'.it is known

as .Backward Shifting'. In other *oidr, the price of the commodity would remain the same

;;""=;C;;i;<isition-of tax as far as the 
"oni,,r"o."r" 

concerned. But the remuneration of

prices paid to'the various factors 9f 
pfofuction, which 

lrave !.een 
made use ofin the rhaking of

it, gooa ,nill, is less. An exampte makes this poin{.clear' Let us suppose that the supply of

,irn"i.t"fial to an,industry is inelastic. lt means, ihe supply cannot be reduced even if the

;ilr"il;;;r;r;;.; or,nt raw materiat. so, wlien a tax is impgrydg the industrv' lt it
;;;#;.itt iiiulu"rds by reducing the prices of tlgray material' on the otherhand' if

the supply of the raw materiai l. "l"ttii 
it iS iror poqsible for the manufaciurer to shift the

money burde.n of the tax backwards. Similarly, in a tocality let us suppose there is inelastic

supply of labour. The manufacturer can_shift ih" t"* to tl.re labourers by reducing their wage'

we, howevdr assume that other factors (like tlre trade union's pressure etc') do not influence"

the process of shifting of the tax'

,I7 
.4,3'TAX CAPITALIZA'TION

L..+-,l +a rrrhal ic Lnnu
one special type of bapkward shifting qf tax is-9ften 

attrlbuted to what is known as 'tax

capitalization' when certain permanent .L"O yielding certain percentage of their value as

annual.income are sold, the buyers rnilt ."[ufuie the fiture burden of the lax.a$-lry 
to shift

ffiffi-;, p.i "i,i" 
iuroun u".r*ara io the seilers. The.person who desire's to purchase

suchdurableassetspaysalower.priceatthetimeofP,T|'I:]:*'*Hewill.discountthevalue
of property o, ,r"rriry iy capitalization of tax in'orier to escape from the Payment of tax' An

"*.rirc 
of t"* capitalization-is follows

Supposealandisvalued4try.l,000l.andityieldsanannualincome"f*::.59^.Letus
also suppose that there is a specific glof Rs. loi- on it per-annum' Th.e gynet.of the land

would be getting 
" 
,"ii"""re of Rs. +ol- pttlttn'm' ltcan be seen that without tax the land

yields an income "i;;;, ;;"t of its value' lf the buyer desircs to maintain a 5 per cent return

on value of the property whicl he proposeS to purchase even after payment of the tax' he

would be wilting to tat eit,. land for Rs. 800/- onty. tn others words, a 5 per cent return on Rs'

E00/- would be Rs.40/-.per anllum. nlttrough trt"Lttt 
'ulue 

is at Rs' l'000/-' the buyer would

be escaping from the future tax plyTpn("it t 9 gers the same at Rs' 
!OOl- 

jL other words a

lumsum of Rs. ZOd- i.-rJ*la oni"n rcn;iliirregntire mongy burden of the tax' lt mav'

however be noted ;;;*"d;; iJ;;;rbr. rnier certain conditions onrv. .The vatue of
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The equd margind.�¿ rifb p�a

"ip�É
�Rm(�÷ �¨ ib�� �� an e�˚ 9Lncy ru�g mtherthln

an equi,ru�Æ �BEdge�Łrth lhd Pigou supported lWS p�g ,dPLSO thatthe 10ss Ofwelfa�‰ fOr the
,ommunity as a whole is hinimized.

16�B6.4 CONCLUDING REMARKS

�Ý ª� I�` �ª �£�÷
,CCOFhgtOthe p�˚ nc�ì �‰�BFp�_pon�¤ nJ�M� ãc�v
ppportionate tO the econOmic werare which h
p�˚ ncipl�v  Ofminimum sacr�˚ ce;tota:direct b��
possib!e’.

�l�Ô�S�Ô�œ�ô    �ï �fi�ï
j

att ambL�� �Ł�E�E��̃æ�a:�˘ �� :�� Tlel�i �çm pay h�g �ªs�° cttin o�Ł ectiVe c�˚ �¶�a|arlses.

16�B7 AB�EILITY TO PAY AND OBJECTIvE TESTs

We sha:i nowttamine thg ilnpi�g
at�¤ n of�˚

‘h ontiem:�æ
‘�¡

l PROPERTY

16�B 7.2 1NCoME
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�| :�ö �O1�ü ��
�� equitable.

�E Ø[�Ù i�Ù çp �« �T �æ�c�Ô �D �Ñ �o��
D�Ü

|�æ �� l:�ô �i �í eh=:�Ł �ø�fi�ì �ífttFb�a
ml

�ß The�� �a�d�slT�Ø lh�Ł I�¸ �F���\lwilll�� �Õ�i l�¿ ��
smcture ofprogreSs�s e taXatiOn�B

�� �F t�P :�ø :�í rlwttirSle�˚
�� �† �|

�Ł "p�`
’1�ß h

16.7.3 EXPENDITURE
More recently,P�_ �¡ KO:dl

�� �Vi�T
�P�Ô �Bi�z �˙ 1�| t�˜ �q��:�x �—LI�Ñ �`�N�V���æF�C�w

cation.

I�ü �Ô���£�–li�¶ 1�f �V T�ı
1�N:�Ł �÷ �í �v 31s not COrrect.

�\ �\ �\ �\ �\ �\
�g

�\ ~�j �j �[ �] �c �c =�c
�æ~~~~�æ~~�\ �\ �\ ~~

We have seen that thrce objective tcsts to teprasartr "": " -,i-res1r"pr"r"nt"tion of vqrious*** fi[i+approximation sf sat

includes taxe!.ol i1 
tern as a whole Uut iol*i't lasis 

of individual'

HH; J""ia be iudsed "k|i -tl"-,Ylr or 
"qrity. 

s* ,t 'i;qttiu 
or onl P-t* be got

ffi; *tt maY not confitm to thG-Pnn:I

correc,ted by thc "q"ffii;;;r 
rtr,"-r grJl"ffi11p*proiiri 

air"rent ideas regarding

'what constitute *'i'itl't'i"iili' rt qF;""P-' ;trrcJr i's il;i#;;r to put'into practice'

i,",,ro," Dalon ,, lirni ffi t; :t f;::[d il.o;iT;i*i*"1xi,r'tml: 
i'l is onrv

;"ii ir,; *ttile of PhilosoPh"* 
t 

'

�˙we have�¡ nthat�V ����bi�U �o�ì 1

ring qrationr in eDoirf { tr 5 linel erch'

L Aurcrthcf'lb 
viccofuxation?

l. whit isthc PrinciPle ofcctof*r

2. Wh* is thc bencftt ippro*h of teiration'
20

B R
 A

 O
 U



UNIT-17:IMIPACT AND INCIDENCE OF TAXATION��
METHODS OF MEASUREMENT

Contents

1.7.0 Objectives

l7.l lntroduction

17.2 ThelmPactofTax

1'7.3 The incidence of Tax

17.4 Shifting of Ta:<

17.4.1 Fonrard Shifting of Tar

17.4.2 Bacl<ward Shifting of Tax

17.4.3 Tax CaPitalisation

17.5 Theories of Incidence of Ta:ration

17.5.1 The Concentration Theory

17.5.2 The DiffiisionTheory

17.5.3 Demand SuPPlYTheory

17.6 Demand Supply Theory of Incidence of Taxation

17 .7 Incide'lrce of Some Particular Tanes

17.7.1 A Ta:< on MonoPolY Profits

17.7.2 Incidence of Income Ta:r

17 .7 .3 lncidence of Tax on ProPertY

17.8 Double Taxation

17.g Certain Conoe'pts of Incideitce

17,10 Summary

17.1 I CheckYour Progress

17.12 Glossary

17.L3 Model Examination Questions

L7.14 Suggested Books

�§ OBJ�F

àˇ �ì �£���¡Stt   t�� �I ª�
incidence.

AReF �Kading the�ˇ �¿you w�¡ b�V�VI::

.identiS the COncepts Of impaCt,incidence,shiting,åN
Cap�V iZatiOn �V  �V

bl,

taxation,
. rfi;;;h"theories of incide'nce ofta:ration;

; 
"rivtt t;*tti"ar"thedsnand supplvtheory;

: il;;; [t in"ia*o of few patticulartaxes'

17:II�J �§�� bDUCTIO

c�“ :�ª �Õ t�ì :�ƒ �Û �H�� l�o ��   Œi�⁄ i�§ �ŁI�H 2�ä
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3. What do you mean by abitity to pay?

4. Int€rprcte one of the equat iacrifices. {

16�µ 10 GLOSSARY

Cost of seruice principle of taxation : It is refered as the cost of renderingthe services to
the'Tax payer. For example state is considered as
seller of services in the market. The cost of good and
services supplied by the state areto be redlized by
way of taxation from the,people who utilizes the
same.

Btlefit principle of tnxation : The principte that the cost of servictis are made good
by the members of the society in proportioh to the- benefits received by the peopte.

Ability to pay approach : A n approach.fhat telts that all taxes shoutd be levied
according ro the ability of tax payers.

lf,�æ l MODELE�ƒ�� INATION Qu=sT10NS
I. Answer the following questioni in ebout 30 lincs eacfr

, 
l. Critically sxamine the benefit principle of taxation.

2. Describe the principle of ability to pay.

3. Analyse the subjective and objective tests of the principre of abitity to pay.

ftr Answer the following questions in about lS fines eech

l. Exptain, the brief the two approaches of fixation.
2. Discuss the cost of service principle of taxation.
3. Explain the conccpt of ..Equity of Sacrifice.
4. What 6r€ the three Objective tests of ,ability to pay,theory.

1�E �¡
’.Thvagi

2. Huge DaitOn

3.H:L Bhatia

4. Musgmve

Public nmince

F�v nCiple oFPubll�� Financ��

Public nmance

The03v�gPubtt nnance

�]P=��
,Md:11bal A�¡    202
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�Ü   �' �· �£�M�M
’�ô

�Õ�x
tt7.5 : TTTDoRIES Or TNCTOBXCt Or* rAxltioN

�R

�¡ e"theOries can be chsdied h,1�� �b iCa:itheO19Si and�g

�g

ern th"�� es.
Concenmt��l theory and ui�V sbn th60ry are pa�¡ of d�� sical theoEy and dlmahd supp�fl
�ü �� lylpemihsto mOd,�i theOry�B

17.511�u �@ cONCENTRAT10N TH�FoRY

�n
�g

0�· �ª�X:o PlySiOCratsi a�L school �vf

They thought�R â˜ even rsome othtr taxes are
hpoxd On�¡0,�– �ÉJ�MØJ�Ów�kdd�¨ �y�H�ó1�B1:�T �£lttT�D :�º J��âK �–�R �R g��

�ü Œ⁄ �ü
:�¿ :h�í

1�˚ �s� �́¶�q
=l��

�Ø �¨ �� �D1�í Æ�àh

�Vddenc�œ�Ý T��
nt�E �fl

lu�˝ mp�b �Þ I SttSŁc
"�Ł "hn�¨

�§n t te prob�§ m ttf

ll17 TttEDIItt�Ò S10�MTIIEORY �]

�e̊tT�Q�����Æ�r!�� �í�çITRI�` �r 1:�Ł :�F :�ß �a l�_
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175:3 DE�\ SUPPLYTttEORY

176 DEMAND SUPPLTHEORY OFttNCIDENCE OF

���Ó
‘Oumt,lm�Ł �g

S      h�Q �⁄ �º i�� 1�� t
incre�� 1 lFthe price ofthe 9 is inCidenCe iS Who�a y on the

es�˜  than the fun amount ofthe
astiCity ofdenund iS ta�m �vn for

lo the_consumers�E lt iS bewSel

As these COmttOdttbS have t

r�S �ì �� �F�fi���ò�F�Łå£�Ô�h
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111 11

se:Lrto shin the tattb�Õ Fdtt tO the�R buye�– �BSimi:ar:�m ifthe su":y�¤ perFectly dast�¤ ,the�R �y�¤ :

Whd�ŁbOme by tho�¡ yers.If�¡ �É perfect�fl hdast�g ,the:"lu"w"!be WhOlly tt the�¡ lleL
The"s:luatiOnsere sh9wn,ow diagrattmaticaily:

EXTICHY OF DEMAND To THE ELASTICW OFSUPPLY

MIM

'"*'JffIP1',:i""
In the above diagram. DDI is the demand curvc for the product Thb price is pM beforeimposition of tor. suppose a tax has *"1 t6-#;#;rr:';renfly,the suppry curve ss hasshifted teft wards' ril tt"* pii.. p'rtai.i, 

"fuo 
ir,a orr-i, ir.,l, the before tax price of thei!ood, The entire incidsn"" oi,l* tu* il";;r;t"t i;-b;" ,r;" se,erc. the demand curve isperfectly inelastic showtr in the diagram.

�N�c

�m
�‹
�–
��
�s
��
�k
�l�⁄
�m
�É
��
�n
�Œ�Ú
�…

�m
�@
�m
�@
�@
�n

�m
�‹
�–
�i
�‹
�O
�˚
�j�⁄
�R
�b
��
�O
�]�¾
�v

(COoo1oAUelrignU*t"

by thy;i?;'BlT tlxtJl;tl$"il11'jri 
:,,:is 

perre*rv erastic,.the comprete burden is borne
t'i" t",,, ii *o,'o tu*,,J". ili iJsj;:' A; 

iiiJ"] r,fi J UmtrJ;ffi #ffi*#ttax was PD and after the lryn litlri "iti-ut*o i, t 
^ 

rr"r'i.i"o. A; ,il;;ffili,pe.r".try
li[fi][:J',Xil"'f,i,ffi::tr-".,Sr: *i'[*Jrt;y,- 

Pnl" 
ser",. in this casolm srr*
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�⁄
�@
�@
�r

�g
��
��
��
�g
�ß
��
�w
�›
�m
�§
�Œ�O
�z�g
�k

�z�R��1l              l�M �m1
(G00�� DEMANDrSUPPLY

Diagram-17.3

mJttW�d�O�R�í �‹ C ra�¡ h""t�¡ �˚Ø‰upward�| �U�TThe

�J��B::I�· _IPLY

lalld.
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�g
���y
�c
�g
�ß
�x
�]
�V
��
�R
�z
�O
�Q
�‹

MIM
(GOOD)DEMAND/SUPPLY

Diagram - 17.5

E�µ
�g

i�T �ˇ Dem"d(E4)�¡

Elastttt ofSu"’�¢ =

It may be noted that d�Ł

�g

i�Ł .Of demttnd�M JVen�fl ppottb",h�b ��

"h19�b
a��

d�s �î ��

"�V
 pmpo"iOnttChange �V �V  pFtttOthe buye�R .E:åN hi�fl OfSulp�Ł iS g�s e�¡ :by

���Û �� �Õ �| �ô �I çW�r �� �§f�} �d�‹ �ô �Ø�v�Õà��u�Õ ��
��i�N �D�D�' �r æm�E�� �Ù !:

shined upWards w�‘ �ª means the sdbr’s point Of vLL the change h slpply oF the

�R WiT�¿
�� �T �s�D�„çW �[ ���â �º ]�R

�¿ �¾pçWL�¡ ���� �Û ��
Th:s can,be e!abonted as fO�a Ows,

a)lfeS�¡ d,the blrden OFthe�˝ �A equJ:y dil:�˚ 11çW�c
"n buyers and selbrSo P�g

ce bf
the conlmodity incrense by 50 per�g nt.1

b)res>��
�g

,he�a en�å wi�a be mOre Onthe,�˚

�g

�ó
‘�B

�b 9e hcuSe by more than 50 per
ce��                 (

O res�› ed,�¾ l blrden ofth�v  tax�¤ �i o�¡ On �V Se�a �Q ChepriCe �VcMSe�  ̃byL�g lhan
50 peFCen)

If�l ªY �� �É ,mx whOse�m
"80es onlinc��would be l�¡ s On�¡ e:�� nsumer ttan,n tte�h

Supp�fl SCh�g
"L Shitt h 

��̃ c̊h a way thaHhe m

�Õ �ßçW �ì�Õ�mØ‰
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17.7 1NCIDENCE OF SOME PARTICULAR TAXEs

17.7:l A TAX ON MONOPOLY PROFITS
I such mamer that proits are mximized.It iS

r�a äD �Ł�÷ �Q�‚ �Õ �íl�� �º I

çW�” �� T�� �í �ƒ �ø
�� �RS�Ý �O�ª��d and a�c �l

�g
Œi 1ªJ�ŁàpnFª� �V�cFT�E

:�£ �[ �I �BØfl
)r.

�Æ�h�Nª� Œa�‰�] :
selling eqd to Z"�¿ rS as

(1�] tld�— D�] (1�] tl

dq

dCTC)

Dividing by (l-0 again leaves us with MR=MC

=0dq

ruldgetreducedbytheamotlrfiofthe'tar.Thesitrrafi{ncanbe
strown diagrammaticallY also.

��
�O
�Ł
�b
�y
�R
��
�O
�Ł
�Ù
��

IINIrS FO PRODUCr
Di�\ -17,6

reduced to CDEIPl.           |  =  i

�Ý �u�t �� �a�u�÷ �É �É �¿�…F�U�ì
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17b7.2 1NCIDENCE OFINCOME TAX

g�fl �µl�� �z d�� �PFrF�Ł �º��peole�¤ known�§ �ghcOme Tax"which�[

�g�¢S�V b �Vfting�� �‚dence�†�q�ì�Õ
�w

:   äŁ åS
�@ �' p�ge�† �‹ good�E �¤ cOStS inCu��

�£ T�‘   Ø[ ��

�E�ß��cted befOre net h9mm i�Ì  suttected tO ta

�y�Æ�o�� 11�ß�ßTi�w :�e �Ó �Ì (_�˝
�\ s tt direrent h�L �L ntcs of

income.h sOme counties,mcorne taxation discriminatiOll be�V
�@1‘eamed’and‘uneamed’

mcolnes.

17�B 7.3 1NCEDENCE OF TAX ON PROPERTY

�¯          �]

17�E8,9v�ß LE TAXATIoN
If �Ve Same ttt�\ e �_sm�gclŒa taxel:TP�� �V lm",�¡ �¤Calbd�g D�� �\o Taxatim"gove�\ ent Of a c011�¡ ,n�� ,"�� �A�g�flTtt�v l�£ �b�ü �‡�†�ó =�å _3�� �†it�Ł �fi�˘ �º�º�X�fl�fi �í 1�¾ �ìMiltti�{ l�¿ �‹ �£ ���ß �[ çp�“�æ�v�v�¿�Ì�� ��L"ittI�i �I �Ì�x�l:1�Æ�q�íl�r �Ł�ß :

�Ó �d�T:�� PäF1�h �h�Ì�x:�æ�‰lu�Õ Æå�Ô �§ �� :�ç lI�Õ �{1��çW:�q .X�fi ª� i�˚ �O
�u

Œ⁄ �Ì�Så¶ �°lltt�v l�Ì ttc�…:ªà �º�à �Ú �£ �P�¶ �V å£�“ :�ø �D �� ���–WT�Ł�í �˙ �·�í �çŒ⁄�†�AJ�� ���R�Ł�Ł:�Ø �ò ?å¶ �� 1�n ª� �ÑCOmDanV are f,�} ^H�¡ ._�� 0,+L�� t_�L
inll n�å �Bnly�¡ ep�_�P�q�•:�c �c�c�Ytt �Y�¶�RÆíCCountlbttrbtt�É :âKcomptt are ttd undcr tt�v  t
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‘LO�n
�n�¡�¡�� �Õmes

�ô �V �Ô �@ 3�‘ �Ò J�Ò �� �Ú h�V �R COunme=

Musgrave etc' harre interPreted

In recent times, economists titi Mrs-Ursuta Hicks' R'A' I

't#:idoidence t, *r;?,;ffi;'J;:tn' a't'iu"tion of income in G economv' According to

these writers, there are mainlv tn'* i"'p."'i-ilEt:Sg"m*';ff1#i:Lt$irt*tf;l

' r----r I ' les' First

Accordrng to Dalton tlre incidence.of ta>r can be analysed broadlv under two typ

i$ the direcr money bffi;. fi;u is *,, ili u"a"' of atal W" i'i" alread'v dealt with the

fifsr kind of t . i".#;; ,;il,r' t, *"'ffit*i""v burden when a ta:r 
1s 

imposed it is

stffted ro other drp#ff,iil;ffir 
-*rarii'*ofo" 

purr."t, *ton "rrry 
product'-elasticities

"ra,ii*aa,,a,*,epffi 

-iie.r*:+"?#"Lf,*k;Htr;1l*]'?"1='"}::9'iI:

[t "tpr"at 
a shitling of direct PT:I-.

problem of inciAencels to locate p n 1r.#*f''" 
Jti*utav p";;;'*: So far T'flt" 

second

version of Dalton ,r' ffi.d, 1 *.V.U'r'"rt Utt n*A*";;; rnay resr{t in loss of

economic *.Ifri'' 
'ffiff;"qk*''d ;;;1 ' q;''bl*' of incide'nce (i'e' direct monev

burden) but a probd*;;eo{; r11r.'*r i'J* "i 
*1 1g;;"'"[*;flffi !l ii

indirect ,r.' U*uJ*il" * -^O'! 
burdeirs are measurL

r"i"r*p"*'income ilistrib,tion etc 
nd effective incidenc€. of ,t,3I:

Mrs. Hicks also makes a distrib,tion between forinal 
To*frffiH*Til"i"ium* t. ',,

ffi;ril *o"w burden stated bv D{

J:il11*h,Tt1$-;i?*
.lililJs * outP* 1y oott clanges

dird mOney�ï 11�� :�Œ

Oft�“ .
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17�B 1l CHECK YOUR PROGRESS
I. Answer the following questions in about 4 or 5 lines each.

1. What is the impact ofta:r?

2. What is the incidence oftax?

3. What is meant by shifting of tan?

4. Identiff forward shifting and baclsilard shifting.

5. What do you mean by tax capitablisation.

6. What is differsiontheory?

7. What do you learn from the demand supply theory of insidence.

8. ..... incometax be shifted?

g. What are the determining facters oftay'shifting

10. What is meant by double taxation.

17.12 MODEL EXAMTNATTON QUESTTONS

I. Answer the following questions in about 30lines each

- l. Explain the incidence of taxation.

2. Briefly discuss the theories of incidence ofta:<ation.

3. Examine flre demand suppry theory of incidence of taxation.

II. Answer the following questions in about 15 lines each

l. Distinguish between impact and incideNrce of a tax.
2. Describe the shifting methods of a tar.
3. Explain the concentration theory and the diffirsion theory.
4 Explaih the following concepts:

a) Tax capitalization b) Double taxation.

17.13 GLOSsARY

Impact of Tax

Incidence of Tax

: When government imposes a tax. the money burden
of it is F* bV the person in flre first instance who is
Iegally bound to pay the amount of tax to the

: Wlile the impact of a tax is on a person who pays
it in the first instance. but incide,nce is referrea to tt 

"ultimates burden of flre tax. This incidence is on a
person a or group of paid who bears ultimate burden
on the ultimats tax payer.

: The process of transferring the tnoney burden of tax
is called 'shifting'. For exarnple the iax burden is

Shifting of Tax
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Forward Shifting of Tax

Backward Shifting of Tax

.�¡ x Capitalisation

Concentration Theory

Diffension TheorY

The Demand SuPPIY TheorY

shifted from the manufacturing to the w{role saler and

then to retailer and finally to the consurners. Shifting

of a tax can be said to be of two types i.e: forward

shifting and backward shifting.

It a tax in shifted from manufaoturer to whole saler

and then to retailer and finally to consumcr is

known as''forward shifting' in ease of price raisrng'

It the price paid to the factors of production is

affected due to shiftin! of tax, it is knorvn as

backward shifting.

Tax-capitalisation is the special type of backward

shifting. when permanent assets yields certain

p"t".nt g. of value as annuel incomes are sold' .The
buyer *itt calculate the fuhrre burden or try to shift

the burden backward to the seller.

This theory tells that all trixes are shifted irnposed

and get concentrated or the agricultural rent'

This theory expains that taxes are difirsed able '

view the society. Nobody can eitherbeen the entire

burden of ta,r on law escape from its burden totally'

This theory tells that all tanes shodd be-imposed

Oir"ctly up* tftt t"r."Ule economic surplus i'e' from

consumer to Producer.

�¢ GGESTED B00KS

1.B.P Thvagl

2.H:L.Bhatia

3. Mussgrave R.A.

Public Finance

Public Finance

Theory of Public Finance

�] Pro�¡ Md.Iqbal Ali
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This block mainly discuss about the various aspects related to public
Expenditure and public Debt in detail. Agent from expraining the thatspends to achieve the higher growth ratg the reasons d tr, ;#; *ivarious theories that were devJoped the later period. It atso explains howthe impact of public expenditure on production, distribution and otherrelated aspects thereof you are weli aware trrur-gou"rnment borrowsmoney from the various sources in order to spenJ ;-ii" a.uurop*Lniuiprogrammes to the. people. The problems tirat u.. ,*a*t.J or 

t;i;
government and various redeeming methods are also dislussed here in thisblock

This block contains the following 4 units.

BLOCK VI:PuBLIC EXPENDITURE
AND PUBLIC DEBT

Unit - 18 : Growth of pub_lic Expend,iture : Wagner,s Law andpeacock and Wisemanrs ilypothesis

Unit - 19 : Effects of public Exprenditure

Unit - 20 : public debt _ Nature and Burden

Unit - 2l : Redemprion of public debt
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UNIT�æ18:.GROWTH oF PUBLIC EXPENDITURE
WAGNER’S LAW AND PEACOKC�\
WISEMAN HYPOT�UESIS

Conteits

18.O o�´ eCtives  �L

18.l lntrOductiOn

18.2 Demition and(�H ectiVes OfPubl�¤ Ettenditure
ll,3 Classincation ofPTJblic Exp�¿

�g18.4 Camons OfPublic Expenditure

18.4.l Canon ofEconomy

18.4.2 Canon OfsanctiOn          i

18.4.3 Canon OfBeneit

18.4.4�E Canon Ofsurplus

18:5 wagner’s Law 6fpublic Expenditure

l&�¡ 1 �~äł � �̀AHypttedS h StagerofEconom�¤ pevel�N ment
18.5.2 Criti�� srrL OfWagner’s HypOthesis

�h
6 PttXk�¿ �[ Sellnan�\ HypOthes�¤ OfPi�\ LExpenditure

18.7 S_ry  :          ;
18.8 Ch6ck Your Progress

18.9 Gloss�¾ ��
18.10 MO�� ExaminatiOn Questions

18.1l suggested B00ks                     .

18�Bp OBJECTIvES

The important objective of this unit is b. ,*prdn the growth of public expenditure andWagner's law and peacock Wiseman Hypothesis.

411", lsa.ting this unit, you will be able to:

. discuss the objectives ofpublic opelrdihre;. describethe ciassificati;;ilfr ,****r,e state the Canons ofpublic expenditure;. e>rpfain Wagner's_lalv of pubiic expenditure;o analyse peacock-\Miseman frl,potfrerisripJfi" expenditure

18.1 INTROOUCTIoN

Æ�1�Æ�˝ �Q�ƒ�œ�• ��g�å emments have assumed�R
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�† �í�Ô �ø�Ô æah�� �Ô�Hl�ò �˛�l�VC expe�gm"�Viatedçq �˚b
ly states at present.

S OF PUBLIC
EXPENDITURE

�\ �N�E�Õi�I  �ö�O :
:er�⁄ �…�ç çW:�í i

sides providing employment

ilå� 1�œ�«i�¾ �Ø

welfareo Hence,�¡ b importan

ªN th180JSOfpu�\ teXpendhu"operalbnJ.

[�ð �\ ª� �í �ï
��lfare ofthe SOCiety.

1�ö �Q�NI�I �' �Ü �¸ �x ª� �K�Hn

2ª� �ò ª� 1�Ü �ÝçW�I 1
be undertaken�L for SecI
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18.3 cLAsSInCA�¡ oN O�æ:�P ä¿ �” �˜ �� ENDITO�†

�g
�Bn�a l:�� �_Œ�1�v listtgned�¤

mea ttb heatt or accounØS �Ł�a�T�u h"cem yea��:ome vew ittpOrtant.

.�� �� J�g m�@�A
�g

h�@
1�ß Tveral dTs�V b�g �Û p�� bn�V d�• �B sOnle

lmpOrtant Obscurations are sh

lo Cad Piehn

Cad P�É hn cLsstted pu�\ �‰expend"u�É On the bas�§ �Bfbene�¡ �A l cOn,�h :on�V ,SOC"�fl�Ba)�Ù pend"ure wh�‰h cOn,�§
9omn10n benent O�v ali citifns�E For exa"p:Q expend"ureon defence.

�Ł�ß �` �Õ�H�dlttli�Ø �¥ �Æ�ô:�D �ô �í �Õ P�b?�i �ƒ çW �F:�£ âï �o i�À
�§!�R �� �{ �T�ß �ò "d)Expend wh�‰h c6n�¤

�g
�B,�� Spech:b9nent On ha�s �aua�É �BFor"mpiQ expenditure��nS,te industry.

2.�– a NichOIsOi

�ß�‹ i�o l�a �Q::�� Æ…�˘ f�f �Õ �ß :�c �Õ �fi �g�g
h mte

3äŁ �‰I�Ô �¶�Ø �Ò 1�� �I�]�Ô �«T�Õ �g
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rect return Of ttyelwal F9�w ."�b p!a CXpettditvrel�B

’

Of reWenl�« br�� �J pM�A FOl �vXample�m�¶

"nd�¡
Utt On

vays etC.

3.Adams

Adam�M���– �˚ � ṫtonofpv�\ III"ltu"�v �M�� nct�� Jh�g natl".

�{ �V �ß1lf�[ ���ó �y �u:�¨ �F çW�ô Tl�É �Ó

o Expen�fl �ßbn d"dopmental�V�E,rt�Ó p"’�� Xpeld�V�V101Y�B���B,�u �¢�ï
etc.

4�E �n Æí        ��ti:�g �„ �ß1�r �i �‰�¿
J.|.M�a �É,aass�� �—bn9f�V �Ł�É,X"hdll

���R"�i SI�J 10pti011‘"�`  Otbes�B ��nC9

1111111[illil;i:11�Ý
1:�f II]�� :f[1��

thF�w

5�B RoSCher

:RoSCierp"Sented the need based dasJ�¡ ,110n�‡
pubit,�ƒ �@d�g

":

1:�� �Ù �í   �]
‘rindlay Shirm        �É �¡

�g

n�V�Ł��11 based �VI�V [�c :�V I

sec�B1�E�U�à�a:�¾ ��f�� �{�y���Ófi l�E
�\

               Te�]t �Õ
7.IO DaltO,         I:nt�„

"=�¡
ll �V �R the d�¡ ��nsh�í b�¿

�g
11

DaltOn’S�J �b �Ü Ftc�� �Ó �˛ :P��

"eXpexpend�V
"and grantS�E

�� pll"�¡

�F W�T�r T�� �í �Õ �Q�°
�M �Ø �� rT�ƒ �æ �¿�E
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l. Direct grants are those where the benef*s oebur to the person who rtceives the grant.

E.g.,.ScholarshiPs.
2, fnlirect grants ;re those where part of the benetit to a pers0n gther than thp re-eipient of

grant. Elgl subsides-glven to some producers may be-possd on to the consurners in

the from of lower prices.

& A.C. Pigou

A.C. Pigou classifiecl pubtic expenditure - into .Transferable and nontransferable

expenditure.

a) Transferahle expenditure is the expenditure which consists of payments rnade either
gratuitously or purchase of existing property righs to private persons. 8.8,,
expenditure on pensions, interest payments etc.

b) Non trhnsferable expenditure is the expenditurc that purchases thc cuntnt services-of
prclductive resources for the use of those authorities. E.g., expenditure on army,
education, judiciary etc. This expendituro is called exhaustive expenditure and'rpal
expenditure and also hon-transfer above expenditure

According to Pigiou if a'soldier is paid Rs.l00 whih he should have been paid Rs. t0, then

S.80 is the real expenditure and Rs. 20 is the transierable expenditure

9- EcolonicClmcilication 
*

Social accountancy made it. necessary to classifi the, budgetary transactions of th.e
govenrmcnt in a manner that helps, the economic intorpretations of the public finance activities
of tfre govornmont.

' In India economic ctassification of governmon'i budgetaty transaction$w€re pr€sented in
1957-5E budget.

l. Expcnditure on cutrent ac.count - th.is included expenditure on the purchase of
commodities and services.

2. Expenditure on capital accouht - this includes expenditurc on transfers.

It becomes necessary to. distinguish governrncnt outtay in the nature bf consumption
expgnditure from which resuhs thetpimifonnationu.ircciiv; pil;;;ipit"i'ro*"tionindir€ctly. r- --:'----

18,4 CANONS OF PUBLIC EXPENDEURE

æoi�å �N[�D W�‰�E Jt�o �� �ø �P�ò �˛�I �•
13�B4,lC�� oN OFECONOMY
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18�B4.2 CANON OF SANCT10N

�Ö�i �ßæu�£�¨ �Ł1�Õ �l�B�Ôl�[
Sttldav�B �í�F���I R�Ì �I�ò �]

funds.

18.4.3 CANON OF BENEFIT

m�T7it�„ �L�Ò�' Tttt:�V l�� 1�ç �Æ�[ �[�¿�º�à 1�� �À �`�w�Ł:u�í :�÷

maxirnum soCiai advantag�� .

18�B4.4 CANON OFSURPLUS

�I �P�ô l�ò �Ø �ß�d�V�{�bS:�r �[ �v �� �Q�V

�lexpenditure�B

Wagner dis�� ngti�R hed 9ertain types Of"VemmentJ aclv�¡
LS Or the func,OnS�� f th’

govelnment illtO tWO Cate30rl,s.
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ŒG �« �U�E �� �m�a�G�D �£ �ð �r �`
e ralld growth Of p�� �\

�g
���Ær and‘�� h6mic

�Ó â�̃ò å� �R �O
æ@ å¢ ª� �‰ �n �\�� �� �Q �� �ß �í çW

�S�����Eå¥ �r �å   1�S �Ò �E�Q
�ô �¤�� �¸ :�â �ì �œ�Ò �| �l�ô �ß1�Q�� æa�g �v�£�å :

tor to pubiic sector�B

18�B5�B l WACNE��:S �UYPOTHESISilN STACES OF ECONoMIc
DEVELoPMENT

P�ßl�ß �æ ��
�– 2

Thug, �›�U�í �à �g.�– h�g �` �V�Yi leVeL

.*,*ffi #i['J*',i][fl :",:nff 'HiJ"fi [H.,ffi ,rHs,'*?# jf,,Jjkiffi,:?living' Infact, at this.stage-;i;;;;":i1t""rop-"n, go;o-r"'nt troutd trave irreaoy providedfr#ffilr*#ilfl*r*l:tt*:r; #mr
__rrmes a smalter proportion oi 
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RPCl du�a ng the po�� �]111u��

�g

JiSatiOn p�v

�g
9�Ł

i ln otllerlords,i�V

�g

!atiVe i�s portance oflubHc

sector tend,to deOline.

:�p
�°

�C

<�Q

18�B5.2 CRITICISM �vFWACNER’S HYPOTHESIS

m�ª æa çW lçW �¡ �— �d l�æ �g

ealing ttHnter d�t �VäF�Ł �R
"mmmlrk.:

�� �` �O 1ª� �X �N�œ�I �P�ættti�{
00ry.

:�Õ �˘ �� �q �� 1�x [�b �I �G W�æ�£ �H�çæE �fl

h�Õ .çW�Ì� l̇�æ �í1�Ł �\�Q��W���ßmifllB�⁄ lær à��� �Ł�Ô �[ :

public Sector.                                                 _        .��  �B  . 1._

nm�P�V deJ�¸ �] J�_ �I �Æ�[ �Ô �ø �ì �v�…�Ł �«�a�⁄ �í �Õ
R�£�´ ���‘ �M� �̂Ù ‘�n �É �Ł�C�ÆI:�G �P�Ô�x i�I

� �̌É
:::l:�M �P i�Ø :�O �† :�† �_:�â la��

=��
e�E�i �–hJtt�\

"e�{

�ˇm�…

ffioFPUBLIC
EXPENDITqRIi

ffi ndcvcropedrl*if flT:T:gflT:iJi;::f :lifu'::[,i#jJ:lill
i" ,r,"-r"i"t rt"rr or tlre trventieth centutv' 'l:::i [1gil;;'il;.'.-n" trends in the.pattern of

ili#*"J;;:1r*:"nrii:m**q1*1qp;p,';,9:;95*t,*fu ,ffrl,,lt
ihev used the entPtrtc

;,ili;i*b.:r;";iitl-hp';fli,#*fi l'llt.il:.l:,ltffi ,-Hll:l'":iTn
sector in Britatn occ

words, they found ,ilJ *"".r-*r1,!11.i'il;;iil t'-o"' tittn step bv step to successtve

higher levels during',r,8-,*.ntietlr century.'-- ln order to r.1riri" itris ptreno*enon' t'ey

i.',.i"p"a..s.r*ii3fu*ti*I':i*ih:J[:;H:'X.J}"m:'*':f tf :ilil:,1I*:
inspection effectt'and colleer ttr rrrtvr I v' r --'

to one another'

peacock and rv.isenra* otrservecr tlrat *rost of trre atrsorute.and relative increases in taxrng

and spendin, o, o"uli'"**;"-'''"*'" l..:: "ffii:,Lffi:."f"I;i::f *lm"'"f:l::t'l
distuibances suclt u1 *oi ancl dcpresslltl:,, 

,o.*-,"nels of tax and 
"*p"nAitut" 

are replaced by

;ffi;;;;t efrect.bv-wh\:lJl: li','*'i;;;r oi pubric "*p"niii'[l"pp"t' 
n'4'"'"f"",1f"1

new and higher budgetary 't"iil;.."T1?L*:-i. "iri".words. 
peop

taxation {uring tr't" ri"'i"i oi ai'tu'utn-":t"t:iillt"l*o'at' people develop 'tax tolera

had emerged to 
'upptin 

ttigher ptrblic experrditure'

Afterthesocialdistrrrbalgethl:o-:j-",yrealisestlrat-itiscaphblaofcarryinga.heaviertax
burden than it p'"'it"iv;'i'J thought o.,*ini"' 

'in;;;*'" trt"lti"itt t*ial-disiurbance ends'

no strong motive "-#:'i;;*irri.i*."",'J'J; 
o;;';;;;""";'ffi"iort"*"tion' 

rhis results
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in inobilisation of lrigher revenues which nray support higher levelof public sectoractir4ity. ln
the meanwfiile, private sectol activity corrtractsf atleast 

-partiaily. 
In'otherwords, in the total

nesource allocation of ,the courrtry the proportion,of private-sector allocation' is panialty
dispfaced by additionat pubtic sector 6ltocation. thii is [irown ;;iii";;;; 

"irtcr.

- tl time period Ts, pubtic sector activity twas at a low levet. Then social disturbances occur
{rom 

Ti dnd as a result public sector activitl, expands to a higher level in the tir. p"ii"a;;iT"
As a consequence of sociat disturbances.tht inciease in the [ovenrmentaitatiiv,rv"* *p"rrl.i
in the proportion of public sector takes ptace. lncrease in thJ proportion of public sector means
dedline in e-qual proportion of private sector. ln otherwords, increased fiil;; of public
sector activity displaces the proportion of private sector activity. Thi;}';;.F;Lxphiried by
the time factor from 't'1 to fi r.

The increase in the government expencliture is mainty due to two reasons. (l ) The directeffecis of socialdisturbdnce on inbreasecr gnr.rn,r"ntJ'J*p"iairrr";;;;iil"nd inr"r"r,benefits' (2) Th.e effect of sxpencliture on other items rvhici .il; ;#;ffi;;ilili.;;intg iew arcas gf econornic activity, These arc ".rii"iptriJJ by $reirivat;;;;, and now

. . 
After the-sopiat disturbance the society realises that it is capable of carrying a heavier taxburden and tries io,expqnd the rate of.growtlr. ttoreorer, *"" are 

"ociat 
disturba".;riffthe peopte and the goverrrment to seek- s.tutions to trr. p.il"nrs wrrictr tr;fi;;';rglectedpreviously' This is calted trrtrospection efrect because tir"-"ronory attempts to identiff theprobiems and find solutions to these prqt l*,iir.- il",d'b} ,rr" **rry strives to increase the rateof grourth of the economy. -:-----'t

In the process of expancling 
.the rate of growth of the economy the Govenrmentconcentrates its efforts on ttle deielopmerrt or pu-btic r"rto, ir,rouglr rapid industrialisation.This is called'the concentration Efreci. wlron thr.ou;,";; experiencing economic growth.concentration Eff""t refers to tlr. uppui'.,,t tendeircy or irre central governmentat economicactivitv to become an increasint fi;;;;i", orptai pubric ,...r.eIonomic activity. Thismeans that private sector ,"tiviiy'wiit:r"..rrarlly decline ,rith tt, growing impor;nce ofpublic sector activity.

Eirpirical data relating to the exper,rT: It Britajn in the twentieth cerrtury supports thehypothesis deveroped uy fou"n.t 
"iLi'wrc"r*". H;;;;r, i, ,. appricabre.to-exprain theexperiences of other indrrstrialty cleveloperl nations. rnioci, tri"i. hypothesis is partially usefulfoi application to the gro*tl, otilretprill-i. i".ro, in united stares of America.

�m

18‘2smARV
Public expenditure rffers to the expenditure incurred by the government on its ownmaintenance and on the impierireiliurfl.ii'rr".idil,ftJvoesr.g,,ea 

in the annuar prans
$:ftrf'#l*::mn*:';'i"1,#lli,:r*.1:.lr-:lryndirure. is rhe sum orexpendituresincurred by the cen tra i; .statr r,,a r"." i *, #:dg#il:":ifr [:l, .",ijH ruH,ffi l[1f:merit wants of the sociitvrrrat p*,o.li;ffi;;;ffi;":#t*,.r 

werfare. rhe important
Hfrl'#""fi3:;?*u:.*[ali'i; ffii;ffri"d into arocation, distribution, stabiris.,ioi 

"ra 
tn.

Public Expenditure may be classified into different categories...Howsver. the importantctfssification is trrc econor.il .h;ir;:;;r$;ffi;A;?J*"ditrre 
on cu*enr accountsand (b) expenditureon capital ;;;;ilffie inrportant cannonsrof pgblic experrditure are thecandons of economyr s.n"rion, b",rd;;ilrrpilir. -':- vs"r'!v,.!
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�W�o��� ç̧q�@���í�Ł�v:�í �œ�æ�V;
states that in the industrialised

rces a�a �Bcated tO public sector increases due to a tranSfer of
erved that industrial cOuntries

"sou�¨
es from�u �s�ÕC"�å Or          ttl�Ù

:�ˆ 1�a�u�×�Ì���ç111�_ greSSed hl Stages and th?sc

�¿�Ì�� �Œ�� �Ł|::ll;�] �Ó       nga
L�ä �ü �ˇ �p elllall fOl  

�h �ò �Ł :11�Ò
succesSiVe higher levelS dLirin

�˙ �ï �ï �h �� �Ł �Q ªJ WçW�M�B�Ł "�L �K
t. After the Social DisturbancesStep�v ik:dWiL:llll:�×

�alillil1011’a�a

�b
llilllitil�r

li:J:X burden than it preViOuS:y had

�E�å n�h�� |

industralisatiOn.T1li�Ì  iS Called the ConCentration effect.

I. Answer the following questions in about 4 or 5 lincs each'

I . What are the canons of public expenclinrre?

2.Wlratarethedisplacenrent'instructionandconcenffationeffects?

18�B5�–LA��
Public ExPenditurc

Displacement Effect

IntrosPection Effect

Connectiori Effcct

:�Ô �' �Œ�å �ò ª� ��
I WarS and depresdons cauSe disturbances.Hence

tO llleCt the increased expenditure 10W levels of
taxalon_are diS�� aCedbihigh bVusoftaxatiOn�B

: A�¡ erthe Wars peoplC become accuStOmed tO pay�A�¢ �¢�åØ‰�˝�µ ���I I�í tr
people increases tO pay l

:W�Vltlle h�ƒ �ìd reve�O �ö�£ Ttthe
concen,rate1 0n thC ecol
cOuntry.

�U
Io AnsWer the f0110Willg quCSti01lS in abbllt 30 1ino,each

l.�ô s�¶ �abe tte dasJACat�� n Ofpu�\ �Éexpend�¡ u". 226
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2. Explain the Wagner's law ofgrowing public expenditure.
3' criticarv exarnine trre peacock-wiseman 

hypothesis of pubric expenditure.
II. Answer the foilowing questions in about 15 rines each

l. State the objective of public expenditure.
2. Explain the cannons ofpublic expenditure
3. Describe Wagner,s stages of industrial progress. 

.

4. Discuss the displacement effect of public.*penditr.".

l. R.A. Musgrave

2. P.E. Taylor

3. J. Wisenran and peacock

4. Musgrave and peacock

: Thetheory ofpublic finance,
Mc Grew Hiil. I959.

' Thg Economics of public finance,
Oxford publishing company. 194g.

, fh: growth of public expenditure
United Kingdom, I 961.-----'-"-",

: Classics in the theory of public financeInternationat economic 
"1.;.i"tl;.iliu..n.",London. 195g.

: An expenditure tax,
Allen and urwin, I955.

: 
fub.lig Finance in theory antl practice.English language uoot ro.i.t-\.'r rio. "*

- Prof. K. Nageswara Rao

5. N.KaldOr

6.A P Prcst
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. �V ilyse the effedS OfpubliC eXpttim�¡
9 0n produCtiOn and emp10yn�¡

ent;

. desCrbC the impaCt OfpubliC eXpenditurC On cCOnomic grm�˚
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the ifrovision of civic amcnities tike goods, roodrygkgicity, water suppty and other essential
services has been increasing gridgally.

19.2.7 AGRICULTURAL DEVELOPMENT.

r In develeping countrhs, to achieve self-sufficiency in foodgrainC production, government
is forrccd to undertake many measunes to. improve'agricultural productivity. Government
spending has becorhe inevitable on improying rth; irrigation facilities, flood control
arrangemehts, supply or-agricultural impletnenti; iniuts, fertiiiscrsbtp. Allthese involve huge.
investments. Covernment's commitment to develop the industries in baikward.rcgions andig
provide several incentives like tax concessionr, p*uirion of credit at lower rates of'lnte*r,,41
marketing faeilities etc. is done with huge Lxpenditure. For the rapid development of
agricultural an-{-industrial sectors creation aid maintenance of economic overhebd ficilities is
esse-ntial. It Gcomes the responsibitity of the g*rnrr*i';-il;il;;;;;;i;ructurat
facilities with large pubtie expenditure

192�E�biCONrROL OF MARKET MECHANISM,PROVIS10N oF SUBSIDIES

In a rnixed economy under decentralise.d planning it is the responsibility of thegovernment to nrinimise the evil effects of market imp"rfections. It is the'bound a,ity of.tfrbgovernment to control the mar*et mechanism to ensure th" Jiilii;b;;i;ffi1-goods and,services to-larger section of the sociery. on.onehanJ jor"r'ir.n, has to k".t;;Gf on unfairtrade practices and on tlrc other hhs to distribution ,yJt"r. gstabtishment and maintenance ofsuch organisations invotve huge expenditure by the-governrnen; w;;il;ilffi;;rrril;
a safety net for the weaker and vulnerable seciisns irtn" socief 6ffi;#?curity anoproviding-employmerrt in r'ural areas. As a part of the pl"nning by inducement efforts; a statehas to offer some'subsid.ies.to private sector entrepirneurs; airiculturirt tr,rrli'minimumsupport prices, subsidies in the areas of [wer supply and has to extend financiat asslstance torural youth'and women to take up incoml gen".atingi"iiriii*. nll this expendiiu[u"*r"r,healy burden on the ex-chequer.

19.2.9 RELIEI' AND REHABILITATION

In times of natural calanrities or disasters it becomes pbrigatory for the goyernment tospend large amount:of (unds on relief 
"na 

rgrruliiiii"r'*rr". ln the r€cent times allsovernments are resorting to deficit budggt ilG;;;"'#.; u"#*he"i'#,, ,.*internat and externar so,c-es. .A;;;;;il;* ;n.]riii 
"rpriri, debt and the obrigations topay service charges are posing a heary financial uura"oi--e.substantial part or pubticexpenditure is used ror-servicini'*oarrrlovernments hu;;; maintain cordiaireta.tions with.all the countries and intematiorrar finandl_':,1,i;,!;;;:-;h.y"n"r" ,o spend heavity on themaintenance of Indian ernbasies i,, ;;;il.rergn countries.

193 GROwTHnFPuBHcEXPENDITuRENDEVELOPING~  COUNTRIES

It is realised that governtnent expenditurp as a ratio to cross Domestic product in manydevetoped'and deverof,ing countri;;';; u."n l.*:ii ti'tinrourrv. However, there aredifferences in the trend aria oirection ;i;, gro*:u, orp-uuii. 
"*punaiiurc 

in th;s;'t*" groupsof nations' In developi'g countries puuria expenditure seems to rte incrcasing as a resurt oftechnology provision of education. rrJtrt 
-'r""ir'iri* 

.ri''expenditurc on research anddevetopment in armost ar areas. o; d;i;L.,ii!il g;;;th of pubric expenditure in
::1,"*'fficountries 

nrav be artribuied to tt" f"it;;il"?'"*", mechanism io detiver the
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h lnally devel�V ���åm�˚�� �Khd�¥ �Õ �FIl�� �⁄ �x�� l�£ �[l�fi �{
rate than the growth of gross dom�v stic product,

Ø[�å �öIåö �x1�W�Ù�ˇ �M�I �a
�� �z�Łl�Õ �T�Ô L�a �Ł� �̂vl�ì ��.Æå:

��̀v�Õ :F�z �� i�v :�Ł e�â �| �� �í 11

for fear ofwar and st�g fe.

�� �S�� �å �ï �N�hil�P �¸ �Õ �Ò �Ô
[i terl�E itories.  Dllring the last deCade revenue

�ß I:Łc i�Ý 1�å �ô
Æí�Q�†IF�] [�˘ I�Ł i�m li

productive capacity.

19�B4 �FFFECTS OF PUBLHC EXPENDITU�n�¢ ON.PRODUCTION

econOmy.

19�B 4�B l EFFECTS ON ABILITV TO WORK,SAVE AND INVEST 
�M�M

�A�A
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19.l INTRODUCT10N

�a�` �Ł�` �R i

1�˘ 2 CAUSEs FOR�˚i�…�� 3wåK :�¤ F�s �e �Þ �£ �q �˚ �� ��
It is estasblished that with the increase in the firnctions of tlre government and thb nate of

[H:dl',li,T'#]ll;ffi *i'm*r-J;,fr;;:,i.lne'*iil-l;;iJi*i.io"r"rrlci#;Iln"ttonrr rrrcom. ,_- ll"r,gl?_gf govgqnmeot r exinalirillo c..,

I9.I2.I WAR AND IIITTITARY EXPENDITURE

The primarv function of the state isto protect its citizens frorn ex*rnar aggression and

::ij!!if,lm,:i*i;;::r,ili1#f T:[#;;lt'ffi"governmen,r,.i-,,,p,0-",countries ofte, necessirarb fp*"ri *rirl", ;aln * "ip"jil.Iffi H;lfrT[i*:!expenditure deoends upon.the poritic;i;i;ig"11,1_1i';dffifl"ions. 
Fudr'r, maintenance

$fi,:il.;[3',ill'fr i;[:#T,g,l#l;,mrux,*o,m.c.;#;Jri;-.,;i3II?li,['rH.1;.r^'"'"Ii-p'";#;Ti.;;*,;,Jif#*-]tl!$:ffit;m;hi
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19.2.2 1DEMOCRATIC SETUP�]EXPENDITURE

P�B1�¡ y of many COuntHes pretrs traiSliDIWa16n ofadlllilà�
Jttibh in,demOOratt Setup.

TltiS re�V reS tlle�\ �ƒ �� Cal ill Sh�Æ
�fl �� �Ì

�P �V ���O �Õ adViSOry�k �] llStitutim m m�a

h�x �S �í �×
�\ �P :�í �É

state aild local leveis. Pue�É �˚ ons at Jle natiOnd.� 
ing o�g rdma AllCOHb_econOm�É

p"gram.�R
hg OfJle peO�ß e�V F�M1��

�E �zçW �ô �à �Xlddbttmd�g �~W�F
requires huge publiC expenditure,

19.2.3 PLANNED ECOINOMIC GROWTH AND POPULAT10N CONTROLS
th resuits in increased le�« eisofNationalincoineoVeraperiodoftimo.

H��
�g

d�å Onom E�‹ 01a�W
�§ �R ette�_  Jbm�g h�ƒ

"d amoulltS Of fullds�å
�@ �¢ dm�å eml�N �£ �„l��

�c
�ƒ âKewi�¿

�£ �x �I �˚
�T �C

�` �Ó u�˚ �˚ �˚ �ä

]�{ c�[ �× RØª 1�{
�Ł �� �| 1�� �Ł wd�¾ �¡ cllellle�“ �B

fl�E olll intel�E nal and ibr(

increasing pOplllatioll(�l
1llllcnt tO I)10�M

��ide ptl�m liC S
l�_ cessa�Ł fOrtherVeind m�B

�uc on popttbn(
�ø�L�a�] ll:�P �– thc c�� �ƒWn�¡y.

19.2:4 PROVIS10N OF PUBLIC SERVICES

L:�ç �Ol�Ł �Q
10od ooitrO:proiOCtS

�I �Ü .

STATE.
19.2�B 5 WELFARE

�“  �I �I �£ �q

ulltrles.many deWeloping co

19�B2.6 MAINTENANCE OF ADMINISTRAT10N
bilmeS iby me gOVeT

AsSumptiOns
maintenance Of l

wOrkers there has
slringingup’Of ne
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old age pensions,sickhess beneflts,widows pelsions and fam�a .y beneflts wiH illcrease the
efflciency ofthe woFkerS.         �R       �L:

The beneits flowing from such expenditure are to be made conditional a:ld are linked tO
t the supply ofwork and effoit to influence thO willinghess to work,save and invest resulting in

increased productiOn. AIong with increase in productiOn,the income ofthe workers increases
and thereby their ability to save goes up.  If govemmlnt supplies th�v  essential goods at
subsidised prices the abi:ity to save expands.  The ab�a ity to invest wiH increase if these
(SaVings)inVestable funds are placed in the h1ldS Of any agency whose buoinOSS iS tO
undertake capital expenditure.

19.4.2 DESIRE TO WORK,SAvE AND INVEST

Public expendhure acts th�¤ ugh lits efFects On incendves Or desire to wOrk.The

�‰
these bellents are to b�v  lillked tO the amount c
some grants which wili be paid in thO Ovent
raise the morale ofthe people and increasOs th

19.4.3 DIVERSION oF ECONOMIC RESOURCES

ofecononlic resources as between different uses

consumption Ofselected g00ds and se�W ices ina

233

B R
 A

 O
 U



t-*t. expencliture iniurred on the developntent of infrastructure like trarrsport itnd

communicatioris, power generatiorr etc. favour the establishment of private industries also and

provides employment in ihem. Anxillary industries also may collre up in the private sector to

s.rpply raw matlrials, space parts, and equipment etc. to these indrrstries. Public expenditure

,uy ."du"" regional imtalances by offering incentives and subsidies to industrial urrits that are

located in backward areas. Tlrus, entrepreieurs are encouragecl to open up new industries and

provide emptoyment opportunities in backward regions'

19.5 EFFECTS OF PUBLIC EXPENpITuRE ON DISTRIBUTION

Public expenditure acts directly and indirectly though its eRects on the distribution of
inconle i1l the society. That systel�¡ of public expenditure is the best which has the sti�E ollgest

�x���É�º1�P�÷���å���æ�d|!il�| �¥21�¯ �«�ÌIVinlt,S�· 1111�v lltl�a ���� �æ�í�ºi1lR1l�Ì �a|:
,verned by the principle of rnaxilnuin saCriflce. A properly planlled

public expenditure diverts resOurces fronl rich tO the poor and beneflts the weaker sections of
th�v  poor and benerlts the weaker sectiolls of the soCiety to reduce the illequalities in the
distribution ofincome and wealth.

The issue ofsubsdts may be boked upon as the effects of pu�\
t expendhu�¨  ttm the

point ofView ofexpendh�X re.A subsidy that reduces the pHces ofmilk and bread(neceSSaries)

lllay operate as a progressive grant tO the poor. 11l Case ofgreat illoqualities in incollle this Case

�˘ |�Ł li�w :i�f �£ nittl�R
St�¨ nJhened�E SimihJy,�¤ Od SubSdbS are Jso progresJve m so

forms a larger proportion of expenditure ofthe p00r peOple than the

�Pf�ü �æ�� 1�Æ
T�v�R���ó�@��:[�e [IIi�Ô �ˆ�Ý�EåK

,ral subsidies on f00d itenll

as generJ delends On pd�˚ cJ and pSychdoJCJ COnsderatbns.

�í�î�� �Ò�| �¿�I�E�W�QçW;�O �íld�� �ªlrçW
ubsidies is alWays strong.ThiS iS a case for

iOn of beheflts according to the ab�a ity to receive. Here,deterillining

nd th�v  SelectiOn of the items for extending subsidy are important. It

�x�x�x�k�Ł�§:�b �¿:�P �h�v;i�R �ß�u
���gumttm ttm tte

The effects Of grantS On diStributiOn l.aybellll�|

ili�÷ |li:lilillllilllll[      

�M

�I�·F�ä �í �í �v:�v li�Ł �� i�x �º�ì:�í
:�ß :lrilll:�d i�a :ll�ç 11liiI:�� ]l’::IIt�a lllllin��

re ahd Save more than earlier the effect Of

PubliC expenditure actS indirectly through its effects On the diStribution Of incOme.
SufflCientpublicexPcnlitureoneducatiOnandtrainingmayenab19theyoulttil�~ _n�º |�v

)IIil

�I�í ::�˙ ŁV�Õ �†�¾ �z ���vlttJ�Æ �xçp�Ł:�[ �i �ºL�Û �d�v�k�Łe dtt�¨ nC�å m

�r �å ���p�� Ł‡ �� ª� �¶���Ýi�N Œa
These S6Curity benefltlill]::�H ::�v :11:�� :ll lllknei:e:�u �� lI�v IttervicesetC.
industrial ittury beneit,WidOW benents,childh00

Certain grantS Inay confer common beneflt On a�a
members 6fthe sociC�k

�Ra:Xli:tFil�Ø
local bOdieS On soCial oVerheadS SuCh as cOnstruCtiOn Of a market l�¡

ay inc
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fixed property arotlnd it and benefit the land owners. Pubtic expenditure on roads benefitmotol velricle tlses, expenditure on public parks confers common benefit on all those who useit' Similarly, the government expenditure on public health services confer benefits commonlyon all people' The cornbined effectsof public revenue and pubiic expenditure on distributionvaries significantly fiom one type of governntent to anotheriype of government and f.orn onetime period to another time period.

OF PuBLIC EXPENDITURE ON EcONOMIC
AND STABILISATIoN

19.7 oTHER EFFECTs OFPuBLIcEXPEttTuRE

�¸d emp10ylhmtawa�v IJI�¶ �dtitt�_
usalccOnvm�\ �Rm�Re da,"d�§ Jttty�� I�Ø �Ł

The effects of public expenditure on productioir also represent their impact on economicgrowth' In 
'eality 

ecorlollly growth is a iesult of increase in Nationat output or production.The extent of increase in 
-production 

from pruii. ..p",roiirr. oep"nos upon its influencethrough its effects on wilting4"r, to-*o.k, save and i"""ri.-prulic expenditure increases theproductivity of workfbrce ani thereby coniributes t" 
";ir" 

i, the national ortput and economicgrowth' In a nrarket eiconomy, allocation of resources 
"nJ 

in. rate of progress of differentregions'differ fi'oln olle anotlier. Public expenditure directs the investrn",rt into productiveactivities ih backrvard regions' cou.tnn .rt encourages the entrepreneurs through incentiveslike tax exemptions and iuppty or,,,uriair"d i";;;;;uirl ",.or," 
power transport to setupirrdustries in backwarat tilionr. il;, inaustriaiJ"rlilio"r, takes prace i, backwardregions' geographical dispa-rities relating to economic growtlr narrows down. Economicgrowth depends uDon present investment for increased futr-ire consumption. public expenditurediverts the resourcer i; ;;.;;;;;#umption to tut*;;;l,,,rption. Economic growth canbe ensured for the future'flrro,,gl',-f,,il1i. inrestme,ii-rffi; construction of murtipurposeprojects. e'ectricity generation prri,rtr,'.ouo, il;;;i;;; ri, *"rr o..

In developed countries the rate of economic growth is nraintained through investrnentactivity and stabirisrli?,]:. nt,uic lxfenditurc ruv"i"'urj as a compensatory measure to:ffiffi;#|f'li: stabiritv' il-,,;;;;',,aintaining th;.;;1 rever or income, prices and
econoinic i,.t"r,irit::;TLI',",S,:,1X..?rli?,, hlxHf,;:m: I#fr;*:H,:"?JJt:purchasing power ;l* n""fi.;;;;;T:l^^^^^^^^^^^^^^ili:6;il[ Il,,una ror goods and services.This leads ro an increase. in tire p.i.",-frorits.ano a!!re!ur" ourpr, of the economy. Keynesadvocated trrat crirect pubri; i,;s;;;;,i,i,".^111:.;'i,ff;;;;;Jrp 

i,,to the economy'acrcritionarpurchasing power t:""t:..T].' ilil;;ession. on the ir,".i,u,,a, during inflatiorritrere wi,be excess demand and continuous rise ;n'ori1s ih;; ;i; o,ir.i,"r,r* power in the hands of the
people is to be reduced.by *dr.idilt#.^-",1n"r9itr*;il;;;;;;ing,the 

const.rctio,i of pubtictrrvestrnent pro'iects' withdrawing.fi l"".l*i*r., i,r..niir"r Iil subsioies. cA, this herps to be!i*Xi,:,;X::iff-,,,:i:::*tt"tn;;;; H:',:H;::o.h,,g,, in pubric expenditure

19.6 EFFECTS
GROWTH

�d �x �£ l�Ü �^ Œ⁄ �E �� �R�£ �° �D
cessa�b �ìmaxh�vsethetu:�à �fl:lisl�Ł �B,
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19�B8 SUMMARY
Public expenditure increases as a result of increasilrg economic activities of the

govemment. The i,rc.ease in public expenditure is due to step like growth of industrial

activity. Resources ;;;; be mobilisedi;; internar and foreign sources to support higher

levels of economic activity. Provision oi fuUli" goods like^ tuds' libraries' public parks'

justice, t'loocl controiffi"q..r.. b""r*"r'G obigation of the state which irrvolve huge

investment a.d expenditure. The pubric 
"*p"iJi,u.. 

in trr". provisiorl of civic amenities like

good roads, .r."tri"itv]*ut", rrppiv 
"nd 

otii". essentiat iervices has been increasittg gradually'

In times of natural catamities and disastert ii U**tt obligatory fo'r the govenrlnent to spend

i;#;;;rt o runot on relies and rehabilitation works'

In many developing economics, including India. public expenditure has grown at a faster

rate than tlre growth ofgross domestic ptJ'""t' Pubiic expenditure influences the level and

direction of production a-nd emptoyr.nt, ffiuu"'n of distiibution of ifo*1-ul-d.the pattern

of economic growthl pruri. expinditurel;Jfi;' transfer of purchasing. power with in the

economy and it i,r"r"*JJifr"-proAr"tir" ."p*,ty of the to"titry' Public expenditure acts

ifr.ugfr"i,r."ffects on the abilityto work' save and invest'

Public expenditure may increase the economic benefits for future' Public expenditr"rre acts

through its effects on incentiv., to. p'iuutt sector industry'- A properly planned public

exoenditure diverts #oui.o rro,n ,i.ir.tJir"";;;; unJ Lt*rtts thl weaker sections of the

,o"i.ty to reduce ,h" il;;;;itriur-in tl'e ai't'iLution of income and wealth' Public expentliture

directs the irrvest.rent into productive "i"ii"t 
l"-backward::,*J;."t' Public experrditure

:1�í :�Ł �Ô �• �ˇ �× �ŒTrtticonsumttOn�_ ttmreconsutt�_ l�E

I.Answer the fo110Wing qie�¾
10ns in abOut 4 o�¡ 5 1ines,ach.

:�R t �D �Ù �u Nesforilllpr�B �X
4.�I :Feconom�É �� liW be"hiv�g by ttng me httmett J pu�\ �É

expenditure? )nce the income distribution?
s. ;iffi;;t' he Pubtic Expe'diture influt

�˚ �¸ �˚ �S�‡LOSSARY
ExPenditure on Public Goods :�Q �������É �Ü�o�� �ì II�� }�‹

�Ü �¶1Øò�E I�q �–�¢�É�k

ExPenditure on Public UtilitY

Services

Revenue ExPenditurc

çW �k�C àh yS

:�b Œ⁄���|���V �b�Q
healtllCare,econO�¡ 1lSewiceS ilke irrigation

facilities,fOreSt,mining etC.
�⁄
�A
�t
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Capital Expenditure : Expenditure incured by the governmenf to
establ ish Mu ltipurpose projects, capital goods
industries etc.

Investment in lluman Capital : Expenditure incurred by the government for
providing education, health social security
measures etc.

Expen{iture on Infrastructure : Expenditure incurred by the government to
rovide social overheads, that facilitate economic

growth, such as transport and communications,
power generation, banking services etc.

1911l MODEL EXAMINAT10N QUESTIONS

f. Answer the following questions in about 30 lines each

l. Explain the causes for the growth of public expenditure
2. Give an account of the growth of public expenditure in a developing countries.
3. Describe the effects of public expenditure on production and distribution.
4. Discuss how economic growth and stabilisation are affected by public expenditure?

II. Answer the following questions in about 15 lines each

l. what are the economic reasons for the growth of pubric expenditure?
2. How public expenditure inf,luences the production?
3. Explain the effects of public expenditure on emptoyment?
4. How public expenditure promotes economic growth?
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UNIT�] 20:PUBLIC DEBT:NATURE AND BURDEN
Contents

20.0 Objectives

20.1 Introduction

20.2 Connotations of Public Debt.

20.3 Need for and Sources of Public Debt

20.4 Classification of Public Debt

20.4.1 lnternal Debts and External Debts

20.4.2 Compulsory Debts and Voluntary Debts

20.4.3 Productive and Unproductive Loans

20.4.4 Short term and Long term Loans

20.4.5 Redeemable Debts and lrredeemable Debts

20.5 Burden of Public Debt.

20'5.lViewsofEconomistsontheburdenofPublicDebt.

20.5.2 Burden of Internal Debt

20.5.3 Burden of External Debt

20.6 Summary

20.7 Check Your Progress

20.8 Glossary

20.9 Model Examination Questions

20.10 Suggested Books

20�B0 0BJECTIVES

The important objective of this unit is to explain the public debt'

After reading this unit, you will be able to:

o explain the evolution of public debt'

o examine the need for Public debt'

o describe the classification of public debt'

o discuss the burden of public debt'

�q TRODUCTION
are divlded into reVenue
ax reVenue cOnections for
m loans,bOrrOWingS from
nstitutions that carry Wtth
�i �Bunts whh intereSt fOn�¡
c debt. Generany,public
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debtis in the form the bond,and treasury bilis that carry with them the promise or assurance of
the gOvernmentto pay interest to the bond h61ders at a prescribed rate.

Genera�ay,Government resOrt to Public bOrrowing"hell the revenues fa�a short Of tile

�` �d�|�Ý l�ç :IiaLsAF]TRttba�g bhØ[ a �Zriety of"q�˚ "mms hm

�g
mttTT�¿11�X æa Th{�R

�� �� �à:�í 1)�ó �F �a��
meet the budget dencits and also t�B �¡nance the

p�Ł mm�Òh"�K �Um tte public�g �\ attm�X �t ��:�Q :�¶ I�í �� �ß�æ:�D�w�@
20�B2 cONNOTAT10N OF PUBLIC DEBT

��å¶�c�Ł���ï�Üri�É �É .��

Many deinocratic gOverllmellts started b(
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lunerative capital formation etc.

Indevelopingcountries'governm^entrevenuesmayfallslrortoftheirexpendituremany
times. Hence, *unv gor"ininJno ur" for..i if';;;r;;h;t" different sources to finance their

der .topmentur progr"lJ*l;.;;;i;';;[t iut become necessary to meet various requirenrents

and tempora.y a"n.it, oiihe developi"g;;;;;;. Underdlveloped countries suffer from

their problerns like ;;;il!r;"i;#;;tiuity una the-pressure of i.creasirrg populatiott'

Marry devetoping #;;'; i*rt 1t rt"'u.JI*irg' or'initiating development planning'

imported food grainJffigt, uorro*ing. 
'io, 

u"ny goi"'n*"nt it bicomes necessary to meet

trre sudden spurt rn tlie government exffii.-'in"ri*., of war and natural caramities' rn

modern times also, goveinment, "." 
*obil'ilng additionat rwenues and also borrowing from

different sources t" f:*""t *"ioperating and riatural calanrities'

Governmentsindevelopingcountriesarecommittedtoplannedeconomicdevelopment.
The financing of developmentalp.grurn*.f ;f ,h;;il "quit" 

iutg" amount of funds' Multi

purpose project una tlng gestation pro.;""ir-itliJl"fi ry"ift1s 
in the long run' require massrve

investment. These rfi:.ffi;;;;; il#*Itv p'uric debt' 
-wtoattn-governrnents 

assumed

the role of welfare r[#;i;i-rr*u]r.a i";;;;;"';ion ortn" firncti<ins-of t*e govenrment' It

became obligatory ro'it'' governmentt:" id;i'tffi:: finance manv welfare prosrammes

that promote the weir-bein! of the peopre, rike investment in .aurutio. and health care in the

societY.

Thecommitnrentofthegovernmenttopromotetr",l*ofgrowthoftheeconomy
resulted in the expansion of pubri" ,".,or'uni,r'and investm.ni.-rrtnrii'e investment in public

sector commerciat "nterpris"i 
h"y, b:.""'f;;"J iV n-"U1i" Ot[t' iittas become obligatory for

the qovernment to piovidb infrastruo*" i#iirii-io facilitate 
*oio.i"t" of economic growth'

tn vLw of the limitld revenues of the d;;; infrastructure facilities are provided largely

through public borrowing' 
Iments to refrain from mobilising

"o",3Jl'llI"f"X"*'""-?[":l':--:i:"]::HTif 
II:t{--t}il'"ir"i"'u""no""iininguna

theriby widening iir;;rp between i;#;t-;;pe$ittire'inJ '"u"nu"' 
Further' the

expenditure poti"v o1 ,'# gor"rnr#;iil-io toi'"uin 'f" fu* of non-development

expenditure. o, "'rJrr,;,';";;T;."1.-il;;;iffrcult 
to t*poni tie-capital expenditure which

is productiv. ,n ii* notrir. Hence gori**"n* u" "'oiiig'i 
h"*v borrowings from

external sources also' 
nced budget has been replaced by'

*"Jll""iJil1;1'#[i1;ffi:,*",'#':11T::iillti;;-";'orumeof 
severnm.elt

ex.oenditure in "*""r, 
Jrta:r and r"n # ,.*J" *rurt, ir."i"rr"ir. or""^qrT to Bernard P'

Herber, the defi; ;uaget pro,i*1ifiiit'i;;iil*,"*il;i;' debt creation.,']n,. process

i". r"n mostof ;i;-;;:ernments Trli"#xjlj*ll*x{;l'*:T :"::'*x*If.3i"1i;"11
;;;;?F"9,:il:H[',:"lti",|J#ffi ;"*,;
be rePaid or retlnance(r uu,uErr
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The sources from which government borrows,funds may be classified into internal
sources aqd external sources. Market loans and loans raised in the capital market constitute
internal loans. Government raises loans frorn the public by issuing Uonas and certificates of
fixed maturity value. It also raises loalrs through post-offices by mobilising funds through
small savings schemes. The major source of borrowing to the government is Reserve bank of
India which purchases the government bonds on a large scale. Further, commercial bonds also.
lend money to the governrnent by purchasing these bonds from Reserve Bank of India. The
government securities are purchased in the capital market by individuals, private corporate
agencies and non-banking financial institutions tike Unit trust of tirOial Life lnsurance
Corporation of India etc.

Loans raised by the government from foreign sources are known as external debt.

9:l:-:llT ", .fur .borrow from foreign investors; foreigrr governments, foreign financiat
lnstltuttons etc. Many a time govenrment borrows heavily from internationil FinancialInstitutions like IMF, world Bank. Government atso mobilises off-shore funds by floating
securities in the internatiorrat financial markets. Government is raisiirg loans from no'n-resident
Indians by attracting them to deposit their f'unds in some.speciat accounts convenient to t1.,"*.

20.4 CLASSIFICAT10N OF PUBLI C DEBT

Government borrows from many sources.to meet its many and varied obligations. public
borrowings differ frorn one another on the basis of source of borrowing, purpose of borrowing,nature and conditiontgl bgTowing, time of repaymerrt etc. Henc",-puuti. debt is classifiedinto many categories. The foilowini'u." ror. of the types 

"f 
prbil;;Jr;;;G. ' "

20.4.1 INTERNAL DEBT AND EXTERNAL DEBT

A toan is intern-al, if subscribed.by persons of institutions within the area controlled by thepublic authoritv which raises the roan. In other*"iJr, lrr".;i;i i;;';;fr*'io"tlr. t na,borrowed by the government from its citizens; financialinrtitrtion, and other agencies withinthe geographical area under its control. loans uo*o*.J-Ly the goverhinent from ReserveBank of India, conrmerciat banks, toans raised in the markjr;;g:;;;';;ili ffi;rt, fundsmobilised through smalt savings' postat savings etc. Arrd "ro*t collected by selling the bondsto the public cottstitute the totil internal debt-. Interest is to be paid on all these loans. It isargued that National income remains the same in- rp1t" if irrterest paid to the public.Government is collecting taxes from the public. Government is collecting taxes from the
3*]': T-d 

pavins interesito the public. M;ill###ft."m Governrnent to pubric andvrce-versa. Hence, the nationat income and proiucti";;d;;ity remain unaffected.

A loan is external, 
.if subscribed by persons or institutions outside the area controtted bythe public authoritv which raises ure toair. In other *o.ar, 

"*t"rnal 
loan refers to the fundsbo*owed by the givernment fro* uge,rcies, financial i,r#;;;r", muttinationals outside thegeographical area under its controil Loans u"r.*"J 

'iy-;-." 
g;;;;;;;;;-i; foreignindividuals' foreign ?||kt, foreign govemments, international financiat institutions like IMF,IBRD, IFC etc. constitute externa"r d;;;;.'i;'-#fi;il'r';;;;;;H.'it 

is arguedthat the National income and the productive capacity of the cor]nters goes down as the interestamounts paid flows out of tlre colnters. Howiver,'"*t"rn,ul alut alslo benefirr',1r"-ilLrrowing

;JiXfll 
if used productivelv to generate additionat i;;;;"";xcess of interest payments on

20.4.2 COMPULSORY DEBT AND VOLUNTARY DEBT

compulsory loan is a forcecl loan which is a rare practice in the modem transactions ofpublic finance' ln this case, governmenf may have to 
"*"r"i." its pressure for raising roans
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ther hand, it cOmbines the

�� wim�ß �� �f sttl�Q àł :å« �n

perlod.

m�B�� �[ æot�î �í :lim�_ �Ł�b���ß[a�Ł �· i�ø �� �a:1:i�z �O anl:

�� �µ �Ó �Õ�� �ôdlW�� �¶Th a�V m�¸
"�†

Volmtary bm L�� �]dttrent Lttg�c �¨
little as they please accOrding to their circumStanOes and

iltclinations,repurchase gOVernment seCurities voluntarily

govem�N�w
T:�M1�fi :�� 1�Ø lttltt�[ �í :171�ˇ

Hen�å .he ba�g �˚
"d by tte

20.4.3 PRODUCTIVE LOANS AND UNPRODUCTIVE LOANS

This classiflcatiOn of productiVe and unproductiVe debt is re

�¡ i�~ utiliSed. lf the conStructi

Ftthtticttuttp�í ��

ll:11llioilll�a ::Il�º ]l11:I                            Fetirn�˙

Ofthecreat,d asSet?r
l contribute fOr an increase in
ivocated by A.P.Lerner.

needs and actiVities that donit

)nl tax revenues.

20�B4.3 SHORT TERM AND LONG TERM LOANS

�{i�«�A111llill�Ì :�a :�v

�� I�¿ �¿WI�ł �Bæn�⁄Q
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20.4.5 REDEEMABLE DEBT AND IRREDEEMABLE DEBT

Debt that is to be repaid after some future date is calied iedeemable debt. Government
lras the obligation to pay the interest and principal amount on some future date on redeemable
loans. Govemment have to make some arrangement for its repayment. Cenerally these loans
are paid off frorn the tax revenues and if necessary governnrent may raise additional revenues
through additional taxation. Depending on the period of repayment these loans may be
classified into short-term, medium-term and long-term loans.

The loans for which governmental promise of repayrnent at some future date is not
specified are called irredeemable debt. Some of these loans are non-terminable (permanent)
so that tlre government is only to pay ttre interest gnd,not the principal amount. Some of these
loans are also known as floating debt. 'They may noi have any specific maturity but part of\
may be repayable on specific terms and conditions. Provideni funds. small:saving funds,
reserve deposits are the example of suclr irredeemable loans.

29.5 BURDEN OF PUBLIC DEBT

�ˆ �@�Æ� �̀À 1�Õ �C�a
ople.:The burden ofpublic debt is reiated tO the

�ü      �O

20�B5.l VIEWS oFttCoNOMIsTs ONTHE BuRDEN OFPuBLICDEBT
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fulldalnenta�a y colTect.
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20.5.2 BURDEN OFINTERNAL DEBT
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a�k rinSt in�¡ ability.A.P,Lemer also said dlat thc Only alternat�s O to debt is depression or
widespread poverty.It is noted that th�v re is nO mo,ey bu�g 9n Ofinternal debt becau,e money
invo!ved in pubHc debt is trans13red from one sectiOn of the people to another. Howeler,
there is a real burden of public debt as lllolley invo:ved in pl:blic debt is diverted froill poo�w
chss tax p�� ersto Hch chss b6nd hOMe�g .On the other and,r pu�\ �‰debt�¤ used to�¡ nance
the construction o�¡ p�_ duct�s e assets like ttilways,�A roads,ir�˚ gation p"jects,caphal g�B �Bds
industries there wi:!be no real burden of intenlai debt. Thus concept ofthe burden ofinternal
debt�¤ vaguc h deldO�ß ,g cOunttbs an�ˆ publ�‰ debt�¤ very essen�˚ J for productive
development.                     �E

20.53 BURDEN OF EXTERNAL DEBT          �R

An extemal loan invOives tra1lsfer of weakh from the lending cOuntry to borrottinL
country when thO ioan�¤ made and from�g rrowing country tO Lndhg country when the
htere�‰ �¤paH�¢dP�—,cipal�¤ repa�a .In a seise,tho,urden ofexternd debt�¤ simihr tO that

�˜l�í
l�I inttWi�{ :�˝ �b :�a ���Õ�� �P1:::fll�æ :�í �C11�� �' l�í

�r �Ó 1:lä� �D :if�Ó �ç�D 1�v l�˜ I�fi
J�g �\

 TC’�g
e�t

"mJ debt

The�i �Ł �Ô en OI:�•

�g

�� 4�• �µ �Ó �B.�b �î �‘ p�µ metts�s �] hatt b be made�¤ r tte

�Ì �yl�ô ��:�¿ åy:�í �Øâ �̃� �T�w
�í �˝ l�ô �o �í�ßew�R

�A�| �‰�‘ �q�Q�E�ı�‰�Q�tlittII�Àindirect reai burden Ofexternal debt affects the count�`
 thrOugh a reduc10n in ls prOductivecapacity.

�Qsttl�¤ ª� :�I �wª� �Ł�ø |

�a� ä̀' a�E�L�Ù �i�esollrce&
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20.6.SUMMARY
public debt relates to att kinds of obligations of the government. lt dependq upon the

purpose and nature of arrangements rni<le for borrowing funds' The fitlancing of

cleveloprnental programmes of tiie plan require large amoutrt of.funds' the comrnittnent of the

govefnment,o pro,rot" the rate of growth of the 
".ono*y 

requlted in the expattsion of public

sector units and investment. Massiv-e investments irr public sector commercial enterprises have

been financed bY Public debt.

The sources from wfiich govemnrellt borrqws funds nray be classified. into internal

sources and external sources. Governrnent raises'loans from the public by issuing.bonds and

certificates of fixed maturitv value. A loan is interrral' if subscribed by persons of institutions

v.:th in the area 
"""t;oli;l'bv 

flre public authority whiclr raisesthe loan. A loan is external' if

suuscribed by persons or i,stitutions outside theirea controlled by the ptlblic atrthority wlrich

raises the loan'

Debtburdeunraytakethetwoform,oneirvasteofproductiveeffiiiencyfortlreeconomy
as a whole. Second, tlndesiraule economic burdens imposed on some classes or sections of the

people. Loan finani"""."*"irV spreads the burden'among dift-erent generations while tax

finance causes tlre present generations to bear the burden' lf the burden of public debt is

viewed as a ration "ia*i aIUt to national intont" as explained by Donrar' the. burden of debt

varies in relation t" tirrlu,irtioo in uutionui-i,',"o*". 
'lf 

public-debt is.used to finance the

construction of prodtrctive assets, rir" tuirt"ovs,. roads' irrigation' projects' capital goods

i,rOurtri", there will be no real hurden of internal debt'

K YOUR PROGRESS

I. Answer the foltorving questions in about 4 or 5 lines each'

l. Distinguish between the productive and unproductive loans'

2. Explain the concepts of the followings'

3. Explain the incomes of public debt'

4. Distinguish between the internal and external debts'

5. ExPlain the debt burden'

20.8 GLOSSARY

Public Debt

Internal Debt

Externa! Debt

Debt Burden

PrimarY Burden

The total borrowings of tlre government from

internal and external source'

tt is a sum crf loans borrowed by the goveilrmellt

from all sotlrces within the economy'

The sum of funds borrowed by tlre government

front foreign bank, international finance

institutioni and multinationals'

: It is related to the burden of interest payrnents and

tlre burden of principal repaynrents'

: The amount of money collected from the ptrblic
' 

tt rougl.r taxation to t"pdy the interest and principal

repayment debt. 24
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20�B9 MODEL EXAM�„�å TION QUEST�]10N��

I. Answer th9 fo1101Ving quostiOns in about 30 1iies each�B

l.De�¡ ne Public debt and examine the need fOr raising debts by the COvernment.

2."Internal debt is not a burden on the NatiOn"_dLcuss.

3.  Describe the burde11 0fexte�a lal deb1 0:l the eco1101nic growth Ofa deveiOpi1lg countlly.

4.Exphin hOw pu�\ �‰debt�¤ not a burden 61l tie poste�˚ ��
II.�E Answer the fo110wing questiOns in abOut 15 1ines each.

1.  Describe the ciassi�¡ catiOn ofpublic debt.

2.  Explai1l the sOllrces of interilal debt.

3.State Buchallan�T views On debt bul�E den.  ’
4.ExplaintlledirectrealburdenOfextemaldebt.. 1
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Atereadhg11�É 1�  t,yor�¡ i�a abb tO:

�E  ana:yse thl?f�â 9tS 9fpttbliC debt:

7.l meaSu"the’V�V l�� I�V ibdebt;

_11d�¤T,St’�� ,�„ ,11�‚ pu�Ł

"debt:�� ‘desclbel�� �–

�g

u�Ø�Ô �� pOlicy;

|�m

21�] 1lINTRODUC�¡ON.

�î |

Here the management Of pu�\ �Édebt assumes imellellse ggnincance and cJL for an

:�C :�� �ŁWi�� �� âg�£ � :̀�� T�Æ�� �ß�Õ e’WmITtti�a
1�ü �å �‡�N 1Œa�X �ï �x �I �Ìrªà �ìu�aÆ��í

)n to make dObt nnance a functionaP�¡ nance Or
�]pu�\ �É debt exceed i�A �–Osts tO the hatiOn,debt

�ß�C�r i�b �  �Ô�� :�� 1�§ eFtte�º ���¿���x�i �¸ 1�z �r 1�| �d:another debt"un�v i publ�¤ debt�¤ pFOduCtive in dle process ofe�˙ onOm�É �ÓrOWth.

21:2 EFFECTS oF PUBLIC DEBT

�V�ô �F:�ø �g �– �˚ �“�ì �ä�e�L �gdOpme�†p�_ gØS�⁄�gsy the gOvernnlent depends

Œ� �Ì�ø �� � �̀MçW �í �x���I I�í W��
�P �ô 1may be catgo�g sed htO fav�i 1

Wid9’F�ä d th�_ ugh 6ut the etOr                ln.uence on the e66nOmic

�Oi�I �R�� l�y �' :i      Sthen�g u�_ �†
�g
�\cØ‰�ås

continued or redecl�¡ ed or

’21.2.l FAvOURABLE EFFECTs oFPuBLIC DEBT

One Of the cOnd�¡ bns Of ecOnOnl�É growth�¤ the ex�¤ teice Of hrge nO�\ �æ modett�¤ sws frOm the Reserve Bank Of lndia and cOmine�K
ioi bahks

a result of debt creation. The existing unutilised ecOnolnic

�Enment spendingo  More
ructure in agriculture alld i
th. Public debt w6rks as aCompensatory �¡ ,cal device tO,a�g le peribd Of denation and

�I �Ò�d�� �a�Dl�` �Ô �Ó :J
of lndia and cOmmercial

Fect,n lhe ec?nOT�` �E���E  249
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the other liandi sale ifgoverilnlent securities by�A eServe Bank ofindia to the peop!e resu!ts in

a reduc�v Qn in the purchashg power h!he hand�˜  6f peo�ß e.Th�¤ Will have a cottrac�v Qnary

effect on the economy.  ThuS, public debt acts as an anti�] Cyclical flscal policy to store

economic stability.        .

Pub:ic debt acts as a powerful tool to reguiate the econol�¡ y,rnore specinca�a y,the capital

market that thannd�¤ es funds from saVers to inve�¡ ors.The rate of return and the lttuidity

:�P T�� �a :�q �s 1�í �� �V æu ::

b�N �§ giOnal ec�q �I �q �ß �P �˛  �ç �÷

�E

mttOr p�_ jec,s yield 10ngterm beneits fol eC�� nOmiC g,wth.

� �xFi�' 1�� �º�w�Ü i

�|�nlli�u �¢�N�ƒ�h��ti�Ü �«
mall �Ìavers,an increase ip publiC debt Will not
ofwealth."

itis nOt a burden on thet�¡ .

21.2.2 ADVERSE EFFECTS OF PuBLIC DEBT
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�Ł�V�•:W�Q�l�Ó �‚ �¿�í R�ŁàØ
21.3.l DEBT_INCOME RATIO

�E �å�í�Clttl�a �ç1

of bonds by pubtic increases the consumption exfrynditure which results in inflation and tocounter it additional taxation becomes ni""s"ryiBapid rise in the public debt atrects theconfidence of the people in the securiti"r'inu"rtm"nt.

21�Bo MEASUREMENT OF THE BuRDEN OF PUBLIC DEBT

De�\ _h00�Þ Rttb=�O �j �j_:�„ �¢ittll�¢ ��
=�æ

_1�c�c
NadOnaljncOme(at cuttnt prices)

21.,.2 DEBT.LsER�YcE RAT10

�N�iØD�T�Ô �r 1
�æ::llll�¢ 1_11lfStpayments31publicdebt

National income (at curent prices)

Debt - Service Ratio =

213.3 TNTEREST _ cosT REVENUE RATIO (ICRR)

,-,,-Ihi'.is the rationlrr::..* charges. (cosr ) ro the totat tarndrcaror to assess burden of internat?Jb);'.';,,i:-::l.r"L1l_r* r:evexues and it is a benerrepresents rh.i;;il rrden of rhe pubtic a# 
buag"tary purposes' The 

".rirur" "ithis ratio

ICRR= P�g
�¨ St ChattS(C6St)Ofpu�R

�‰D�v �\

Aggregate Tax Revenue

21.:.4 1NTERESTcOsTREVENUEEXlENDITttERA�¡
0 0cRED

�å�£ �º �ß���]�� 1�ß�º�R :�¨ 1�Ł �ß Æíå¢ �� �' �V�¤�O0

ICRE�˙ �æ__�S

lli[li         l
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211411MANAG�FE�ˇ OF PUBLIC DEBIT

It is established that public debt has come to'stay in the-process of economic growth and

hence the management of public debt assumed gfeater signifrcance' Public debt management

refers to the borrowing and repayment oi J"6t by thJ government to maintain economic

stability and growth ini a"rutoping economy. D"bl manag€ment addresses the problerns of

outstandingdebt, the relation between cost ani'Uenent, of p,iUtic debt' lt is concerned with the

decisions relating to tt 
" 

,*rtural charaetetl,'i"t "i 
p'Ulic-debt' Hence' management of public

debt covers tt e arp."t 
-#;;i|ild;iin. 

a"ut, floaiing retirement of public debt'

AccordingtoC.C.Abbot,Debtmanagementrelatestothechoiceofdifferentformsof
debt, magnituae oro#il;;.6; of debi-tiii-it-'t*!a"btmaturitv' classification of debt

ownership, -terms #;;i;6ns of b#i"!;-;i*l':l g new iebt' methods or debt

rcpayment 
"na 

rr..tiJn "r** o.ut etc. ln develiopingeconomies, debt management depends

upon the level and structure of money # ;;il"#rk"s that need we, organised banking

neqwork.

2I.4.I OBJECTTVES OF DEBT MANAGEN4ENT

The irniortant objective of debt management is to prof,rot€ savings 3ry 
provide more for

investment in the pr[il, sector without:'affecting ttre investmint ii pri'ut" sector' This

objectiveerfebt#;;;;liree1lresrj*ifu?','#",f"fiXi1!:,111';"',:ii[#:n[:

li:::f,"T"'ffoTo1"[^tl;;1".;jlfl1lT,f,,;*;;il;;il "r,i"-i",,i'i""po"" 
stabiritv in the

economy. fn otf*i-*nords, debt *rnffirnilt"t l" qry*ott devilopmentr within the

framework of out"ull''"-2"'v ttabiliB':ih;s objective'inttnded to support the economtc

obiective or p,oroting devebfjm"nt *it't ri"'iitrrr]-inir "ui.tiivr 
or growth oriented debt

minagement shoutd reitrict the increase il ffi;;i;ppfi *ittt u 
'iew 

to f,revent inflation from

gJin?or, of control'

Monetisationofpublicdebtprimarilyrelatestothegovernmentborrowingfrombanking
sector which leaos io an increase ,. iril*"il{;;d i;filt"ces the level of prices'

Liquidation of debi in-rtiu,r"ni, ty trr",,prUiiJ"r#'i''" :"";;;;;n of bonds and securities

into cash o, *onJ|'"'il;;;i;;1' "a'lillio;;';;:':-"1"t'r,:l*:ff:iJ}it [**ti:i:
ffi "trItrhf h*mf ;:X''u::J[]i!!-11"""1,[,";'*on*irthedebtearrv
Government atso cun-mate irr6 gor"rnrn"-ni-t.Ju.ities non - marketabte

PAL OF DEBT MANAGEMENT
2T,4.2 PRINCII

Themanagenrentofpubticdebt.lrastoplaltrre$eb]..structureinsuch.uYu,thatthe
inte,.Jobrisaiionort,reg5i-H.:!1ilf*'":,[?3k#iriilfi :ilH[qilljibi"$::iiii
must satisff.th: PreT:e1:-'::::;;*ii1 rr" to be identifit
;htr, il;'PrinciPies of debt managem(

;ffi't ril"iPi"t of debt management are:

l) The policies t.us pursued yust be able-to extra:lilom the public the 
1-1essary'loans

tofinancematureddebtatro,,",t,ot"ofinterestandwithoutunduecoerslon;

2)Thebortowingand,repayrnOtitof;narketloansmustensuregrowthwithstability'And

3)Thedepende[ceonmarketloanshastobereduced,particularly,yhenitbecomes
in"o.,ruiiiuiii" uo"ot' roans in the open market'
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2115 PUBLIC b�FBT’OL:CY
From the analysis ofthe p�v ,dples of debt hanagement L is cbar that achievhg aH the

:�ß �dS�£�ø�| �Ł�§ �ô �`uL�ø�⁄
’�º

d�� �¤�R�r �R ���R�Ł
�Vanagement ofpu�\ �É de�\  d�v pends upon tlle mOnetary"liCy pu�g ued by a country:FurtheL
�¡ �¤red�¤ ed that proper use ofpu�\ �‰debt�¤ on1 0fth,p�a h�¤ On whth the nscalpo!iCy lf�g e
country pust stand.Th�R cJ�¤ for the formulatiOn of a ll�\ �‰dobt po�a cy,wh�É h�¤ to be
htegrated wtth monetary poHcy and the nsCJ pOHcy.           :

21.5.1 0BJECT�WES OF PUBLIC DEBT POLICY

The nature,purpose a1ld di"ction of public debt policy is in�¡ uenced by a varie�Ł 6f
factors.The composLion and magn�¡ ude ofpublic debt in�L uences in Strulture ofDebt,o:iCy
while the repayment and creation of hew debts influence the nature ofpub:ic debt policy.The
purpose Of debt utiliSation and its matu�˚ ty obligations decide the direction of pubiic debt
p9!icy,The�� tal factor or the burden of public debt.The otteCtiVes ofdebt pO!icy are many
and varied.

The ottectiVe Ofdebt policy�¤ to ensure attrac�v ve rate of return on the funds�É it by the
investOrs. This wiH have a positive effect.On the�E rate of savings in the country and debt
policy,thereby hdPs to mo�\ I�¤ c hrge scJe bOrrowing required by the cOuntly.I Puu�¤ debt

�ì�fl l�R :�{ �‚ �˛ :�[ �Ô�v�]���Ó �D�Õ ttts�ç �º �ß itt�Ì TI��
3ome and employl�¡ ent in the country,Furthe�ç it

has to elsure1900nOmic stab�a ity whth includes stabilbatiol of p�˚ Ces and emp:oyment.In

�¨ �[���ð l�¥ � �̀x�˛ �fl�a�Ł1�� �P�NJªYSOfg�_Mh w"h tt�\ �fl.on tte dhe�Q
fi,flati6n alld deflatiOn. TO acconll�¡ odate the

�T �I

hh"�¨ StratQmT�˚ �Ł 9�\ igatb�g ,"�˚ ytt CO�� �˚ 0�Q pu�\ �‰d�˚ pd�¡ 0"

21:5.2 LIMITAT10NS OFPUBLIC DEBT POLICY

The"are certain diff10ulties in tho�¡ lall

litte�I �Ł�£l�R i�„ �� ylF�} 7�Õ

�ð lll�_ �Ł ilCald�g p�`
 tt pllbli�• hu

�¯ �b  �E �ZIi�fi �¯1�I 1�hL�x iadequately deve10ped.

henc�ç �I�b�� wt�æ� �̀I:�� �d�� l:�Ù �Æ�htttllFttlä¿ �§ �Łâ˜�M�§ll�v
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expenditure, budget deficit, servicing and repayment of debt obligations. These factors placed

some constrains bn the governme[ts and some of them are foiced to conform to tlte conditions

or pressures exerted by the lending countries and idternatiorral agencies.

21.5.3 MEASURES TO STRENGTHEN DEBT POLICY

Borrowing by tlre central governments and state governntents from internal and external

sources has beiome common in the recent years. As a result, the servicing and repayment of
debt have become problems of serious concern. ln view of this, following measures may be

adopted to strengthen the debt policy.

It is necessary to assess tlre tevel of development of the economy and eslimate. the total

-arcunt of debt resources required for the next plan period. On the basis of the absorptive

capacity (estimated capital efficiency) of the economy government has to estimate the amount

of interna! debt and external detrt.

Effective organisation and managemeRt of money market and capital markets are needed

for thb channeli;;tion of funds for investment. Monetary policy shall aim at improving the

functioning of capital nrarkets in the country. Further, ttre.effects of black money are to be

minimised by integrating the monetary, fiscal and debt policies.

The fiscal policy must aim at controllirrg tlre ever increasing non - plan expenditure and

. also tlie fiscal deficits in tlre budgets. On the other hand, the tax revenues and nol'l - tax

revenues are to be expanded to finance the developmental and capital expendittlre programmes

to raise the Gross Domestic Product.

public debt pol.icy shall aim at productive utilisation of debt resourees to create national

assets and generate adiitional emptoyment and income in the society. This will lrelp reducing

tlre burden of dearl *"igll, debt. 
'Greater 

case is to be exercised in reducing the financing of

ilr,Og"t deficits una tn"rIUV containing the fiscal deficit. These efforts will help to release the

."ro-u.".. to achieve a higlrer rateof grorvth of Gross Donrestic'Product'

Public debt policy is to be nationalised by fixing a ceiling on the size of treasurY bills' a

source of internal clebt, throtrgh monetary polity' 
-Government 

and central Bank lrave to

an,ually decide upori-t'he pro6'l"m-s relatirrg-to chong"s in th.e debtoutstanding interest rate'

il;d,;;;;;;il the pattenr of securitifs tradin[to regulate and control internal debt'

Inview.oftheincreasingdebtfromexternalsourcesandinternatiorralFinancial
, titutions a,d the constr"ints oiconditionalities strict control is to be exercised by the central

governmen, *o ."gului, ,nO .on*ot the borrowings of state governments from foreign sources'

21�B6 REDEMIPTION OF PUBLIC DEBT

Wlrile debt management is preoccupiecl with ttre obligations of servicing and annual

repayment of principaid"Lt u,nount, .rO.n',ftion oid"b, d""ts-with tlre repayment of the whole

debt on terrninating the debt obligation permanently by repaying it on the date of maturity or

even earlier. It becoines inevita[le mi r'rv go;"t,n't"nt ioi"a""' the internal and external

debts after sometime "lii," "irr". 
aiong *ith iriterest paynrents' To reduce the burde. of public

debt on the revenue resources it is necessary for tlre govemment to redeem the debt as early as

possible. Reduction ln it 
" 

Uu.aen of pubiic debt flci.litates the easy management of public

debt.
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21.6:l CONSIDERAT10NS FoRTIIE REDEttPrloN OF PUBLIC DEET

�Kgu�¶ �Õ �[ l�¡ �Õ1�v 1�´ �î :t�Ì
C

govemment.T1lere a�g tllree cOnsiderations

21.6.2 METHoDS oFDEBT REDEMIPTloN         ��

21.6.2�B l sinkng Fund MethOd                               i

26�B 6.2�B 2 BuctttS�X �¡ lus MethOd                .  :

� �̃� 1�y �z�À
!�fl �—[�U :�ß l�Ì �� �¾ �� �Ó �� �M�ô �ó�‡ �� ��
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repayapartofthedebtfrornbudget.revenues.This.l:':.h"lTgethegovernmenttosacrifice
the rpenditure on capital assets the ext;;; to *lti"tt revenues are earmarked for debt

ft p /ment.

26,6.2.3 Terminal Annuities Method

hrt,rlSmethodgovernmentpaysapartofthedebteveryyeartoreducetheburdenofdebt
vea; after y^ar. rnir'n.lt"o of'terminatil;;;T { t'qdebt annually is sirnilar to the

iepayment of debt t;;;;i-;"nuat.in.tif*tits' 
'The 

burden of debt goes on diminishing

annually and by the time of mhttrrity it is already paid off'

26.6.2.4 CaPital LevY Method

Capitallevyreferstoaveryheavytaxonproperlyandwealth.ltisl.allatonce''taxon
capitat value posser;il; irr. p.opfi. ilit "l;,il". was advocated bv Dalton' Pigou' Edge

worth etc. This rnettroi';i;";;iil capacity and willingness to work undtu'"' Hicks and shirr

has opposed tt,is metiriJ'oi a.ut ,rai*piiln'* it it iitr"ult to asses and value the property

and wealth of tlre PeoPle'

26.6.2-5 Refunding Methort

Refunding is a method by which. tlre rnaturing bonds are'replaced by the issue of new

bonds sometime. ;;;rdr-;;, ,tro u"''r"d'J"il"a'i"to'" ttre'-riJuritv date" ' Generallv'

government ,ui.", ,iJ*-ro.;;l io*o int rli'ru,-ri.o ,.puy.,i" oio rount with higher rate of

interest. tt i, m"tnl; ffi;;; bv til;;"J"'*"; "i:^1fi,ili,;l.tfn3f;!'Tlffii'li;

H[l"HlIx;#3.;.;fi"',"lJ61fi"TJi:":"'t"ffi 
;Hffi ;:Jd;i';;;d;;;""u'"

ilie total burden of tlre debt'

26.6 -2.6 Conversion Method

This is a method in which.new debt replaces the old.debt. In fact, this is not method of

debt redemptio,, U,,llr'u ,".,f,"J"1.fr",i*"'Jitt-f"* of a"Ui'l"iftit metf'oO a debt of higher

interest rate is ,"r'I,:;;'il;. aru*r ii*:r'il;;;*'"' rt'onlv hblps to reduce the interest

obligations "rd 
;;#*erir"S "m,.ient 

debt manag€menL'-''e"ut'ding 
to'Daiton debt

conversion ao", no-i r=*lly relax ,rr" o.ii'fuii""':e 'J"ition 
to ir'" int"'ot rate reduces the

ability of t'e boncl hotdeis to pay *-"J,'n;;;;'*au"ing,#'r;;;t or'rt" government and

i"'""i,""tv to redeem the debt'

26.6.2.1 RePudiation Method

Repudiationrelatesto.tlrerf.,::lordenialof.repaynrentofthedebtbythegovernment.
rhis is not a methlJ oi redeen ins th.;;;ut ontv lt;-d;'ti-tp "t* 

;' tl"rii"fi[fi,i

iilffi,,",ff.[x[:,o"[1]:}',il,1"'thi[iXflitil^I 
-:',, s:l':i.ffi:xl"Jdo'u'"0'n"

debts held uv "-r. 
i,, tgtz ana ,o"."-r.ui".'iri u.s.e,. *"pualii*o-,he debts o*n1a by English -

citizens duringlrOr-OS. Howevernff il '"i t p'i#ffiil;;t bv anv responsible

government'

2117 suMM�^
ffi :ry::,r:i:""::,1.:liH'J::::::?H*f ti':li"T^LYfilfliiIt is esser.rtial for borrov/ins cgultr!3s to assess the eresrs "' ie"rliia J"ut, ald-il'1 viability

ortrre econo,,,v. nu,if,'ll:iti'{f*:""1";,*':m l;:f'JiffiJ;["s"ii,.;ilil'"' indi"u"
256

�· �R TTL�� �v �g �� Æ�:n�Ł �Ô �œ �O�M�� �‘ �¢ �Ì�� �˝S�ˇ �V

B R
 A

 O
 U



�T

whether a debt is to be continued'or redeerned or terminated. Public debt acts a powerful tool
to rggulate the economy, more specifically, the cripital market that channelises funds from
savers to investors. Public debt affects tlre consumption of the people in different ways. If
future generation pays the debt it is paying the time,*hen benefits acrue to them from lbng
gestation projects financed by national debt, it is not a burden on them.

Magnitude of debt burdbn enables the government to take up suitable efforts to manage the
debt and also to formulate and design a debt policy. The rote of debt management depends
upon the level and structufe of moniy and capital markets that need well organised network.
The management of public debt has to plan the debt structure in such away that the interest
obligation of the government has to be kept at the minirnum Sssible level.

The objective of debt policy is to ensure attractive rate of return on the funds lent by the
investors. .The less developed and partially organised banking system fails to mobilise funds
for investment in financial markets of developing nations. Public Debt policy is to be
nationalised by fixing a ceiling on tte size of treasury bills. a source of internal debt, through
monetary policy.

The burden of debt servicing and repalment is'to be less on the generation in the initiat
stages of projects financed by debt and the burden of debt servicing and repayment is to be
more on the generation that enjoys the bcnefits of project financed by the debt. As long as debt
finance contributes for the sustainable rise in national income, debt policy need not aim at debt
redemption.

21�B8 CHECK YOUR PROGRESS
I. Answer the following questions in about 4 or 5lines each.

l. What do you mean by debt management?

2. What are the objectives of debt management?

3. List the various types of debt.redemption?

4. List the various factors ihat influence policy.

5. What isthe debt-income ratio?

6. What is the debt-servicing ratio?

21�B9 GLOSSARY
Debt - Income Ratio

Debt-seroicing Ratio

Debt-Management

Redemption of Debt

Ratio of totat public debt to National Income in
any time period.

Ratio of interest payments to National income.

Borrowing and repayment of debt by the
government for economic growth and stability.
Debt management is related to the obligations of
interest payments and principal repayrn=ent

It is related to the repayment of whote debt or
termination of debt obligations.
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21.10 MODEL EXAMINATIQN QUESTIONS
,:

I. Answer the following questions in about 30 lines eaeh.

L Explain{fre effects of public Debt on various sectors of the ecanpmy.

' 2. Describe the ob.iective of clebt management in a developing corintry !

3. Discuss tl'le nteasures to strengthen the debt policy. i
:

4. Explain different rnethods of deblredemption.

II. Answer the following questions. in about 15lines each.

l. How do you measure the burden of public debt.

2. State the objective of clebt policy.

3. What are the factors that influence debt policy'

4. Explain the principies of debt management.

21�B1l SUGGESTED 300KS
1.A.C.Pigou

2.H:Dalton

3.A.P.Lerner

4.B.P:Tyagi

5,R.J.CheHiah

6.RoKoChowdhuri

7.A.R.Prest

8.H.L.Bhatiya

A Atutly in Public Finance, Mucmillan, 1928'

Principles of Public Finance,
Routledge a1d kSon,eaul, 1936.

Thb Economies of Control,
Macmilan, NewYork, I 944.

.

Public Finance'
Jaya Prakash & Nath co. Meerut' 1999'

Growth of trndian Public Debt, Viking, 1992'

Public Finance. and Fiscal PolicY'

Kalyani Publishers, Ludhiana, 1998'

Publlc Finance in Theory and Practice,

Englislr Language book society, 1960'

Public Finance,
Vikas Publishing House, New Dellri 2000'

- Prof. K. Nageswara Rao
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BLOCK- VII : FEDERAL AND FUNCTIoNAL

This last brock d-r1t,frrl theprincipres governing the arocation offinancial resources to the ruar*L ur *"u as state bor.rn .nts andflow' The government uses tt. fiilr"s to the day to day changingpriorities of the economy. l, 
"rr"'orcusses the centre-state financial

f*tji,il [ ,;lt,#: 
:* ",T:]: $f:, commissions starring rromstanding to the date and trenJs, ir;{i.*r";;;,;UTr:'ffif,"X,"#countries to achieve the desirabf. ,.rroric groWh.

This block contains the following 3 units.

Unit - 22: principles of Federal Finance

Unit - 23: Centre - State X.inancie) Relations in India _f inance Commissions 
- -

Unit - 24: Fiscal policy and Devploping Countries
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UNIT-22:PRINCIPLESOF FEDERAL FINANCE
Contents

22.00�´ eCtiVes I

22:l lntroduction

22.2 Meaning ofFederal Finance

22.3 Fiscal lnlbalan�v es in Federal Finances

22.4 Justlication for Federal Setup

22.4.l Creates more Financial Discipline

22.42  E�x Eciency

22.4.3  Avoids double Taxation

224.4 S01ves J�É Reglond P�_ blelns

22.4.5 Free�¡ ow oflnter�] State Trade

22.5P�Ü nciples ofFederal Finance

22.5.l  Ettciellcy

22.5.2 Unifomity           .
22.5.3   Economy

22.5.4  Autonomy

22.5.5  Self�\ sumcicncy

22.5.6 �fi exi�\ lity7

22.5.7 Ecol10mic RegulatiOns

22.5.8 Transfer ofResources

22.5.9  Adequacy and Elasticity

22.5.10 1ntegratiOn and cO.�E Ordination

22.6 Applicabil�Œ y ofthe PHnciple tO hdia

22.7 sulllm�V
22.8  clleck YOur Progrcss

�] .22.9 MOtt ExarllinatiOn QueSuOns

22.10  suggested b00ks

22.0 OBJECTIVIES

- The purpose of this unit is a .*agrr*g the principles governing the allocafion of- financial resources'to the federal as well as state c**iruii with special reference to India.

. explain tle term, .federal 
finance,;. identi& the fiscal imbalances federal finance:o analyze the principles of federal fiuance, and. apply these principles to India. ' .
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22�B lINTRODUCT10N
A federation involves two levels of govemments viz., the federal government and the state

or resional sovernmexils. A federal ror* oitoue***t, tlrerefore, t"qoit t division oflublic

#;iffii-fJ i*rrtirr resources between tliese two levels of governmgn-1 lht oper:ational

;ffi;;;i;;il6 levet of goverrunent in relation to.a n*ticular public tunction depends

on the allocation of public fuictions to the,se two levels of government: . 
For performing

effectively the public functions.allocated to a level of-goven-rTelrt the financial resources of the

goverffnexrt have to be divided between those two t"n"tt- irf goIeTm?nt' , Jhefe 
are certain

principles concerning the allocation of financial resources between the federal government and

the federating units, namely.-ft. tt t"t. The present unit is devo.ted to examine these principles

and their relevance to India.

�v .F FEDERAL FINANCE
"Federal Finance" refers to the frnances of the federal as well as ths state governments and

th" d;;';"if"".itp between these two levels of governments' In a federation' both the

federal and state goui^**,s derive their powers dir;try fro* the Constituiion of the country'

The constitution, uguirr.i each leyel of government tpt"ifi" functions and powers over which

th* otirer level of government does not usually have any control'

ERAL FINANCES22.3 FISCAL IMBALANCESIN FED

Imbalances in the a110Cation of hnctiOnal responsibility alld flnancial resourceS betwecll
�Re federal and state gove�\ entS Characte�Ü Ze all federatiOlls.h a federations mo types of

iscal illlbalances are present.�¡ 9�¡ rst is�¡ e‘ve�u �¡ed lscal imbalancesP whiCh occuing when

therc�R an imbalance bem�c �¡ttt revenues and expenditure nceds among�g rerent levds of

gove�\ ent Cederal�Œ nte or state�\ 10Call.

The seCOnd is�¡ �_ ‘‘hI�Z 0�Rd iSCal balances’WhiCh 9ccurS When tere iS an imbalallcc

between tt reVenueS and expenditu"�g dS amOng arered states Direrences h the�g strid

between of hcorne and wealth rCSOuFCeS endOWmentS,and the Lon se3mcnt,�¥
fferenc�v s 

�V

their incm�K  earmngS abilities result iS horizontal iSCal ilnb4anCe mong the drerent�U
�R s ln

a federatlon.

h lndia,we flnd both VertiCd and hOriZOntal iSCd hbJ�k
ªŁ fS.These iSCd imbab�Æ ,S

we both taxatiOn and pub�¡ C ex

�£ �ß�§ �F�r �·       fare State�å
a wette statc�í

under�˝ C�¾ ��

�g

range J�s

i�� �V�x�fl �ß �˘ �R ’�¨ �R�çâ˜ �À Øª
�ø�í �@�Ø�z �¯ �I dances h m�Os great.

�¡ �_ federal sd up h�“ been a controVersial issue since its inceptiOn.Therc have been a

.lumber ofdebates fOr and agalnØJ Ø‰ federaliSlll.HOWcVer9 thC problorrL has iltS Own impdant
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22.4.l cREATES FINANCIAL DICIPLINE

SOlllle states.amebeenraising10an�Ì forthemelVesil

�bi�x �ö    �Ó �]�¶�V�í �Fh�ç T
�æ�å I�fl �ì :�ß �� æo�‚ �¡1ª� 1�ô �¤� �̀ı �� �H�I
,Sm�K�å�Re b dscipl�ó and�g_ordinatim�k �«å] .

22�B4.2 EFFIcIENCY

�¡ �¤ wen lcl�B �– fact            
�g

�ì �Bperate withill the sOci�B :econOmic frame�¡vOFk of th

�� mS�� �w

�¿  �À :�j
��      :
gOve_ent.�¡ us th6 fede�� 1

214.3 AVoIDS DOuBLE TAXATIoN

1211,pOLVES T�UE REGIoNAL PRO�ßLEMs

22.4:5 FREE F19w OFINTER�]
sTATE TRADE
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22.5.l EFFICIENCY

�r :�Q �º :�¿ �£ lttbd�à
�@�@Sttd

�Ev�¡ li tllC direr�v nt sl(211rceS m

���k àÛ Q�O

�â
22�B5:2 UNIFORMITY

22�B 5�B3 ECONOMY

22.5.4 AUTONOMY

OfoperatlonS�E

22.5.5 SELF�] SUFFICIENCY
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�H �] �í �B
�‰

�µ ttS�b
âK e aVaiæo b�� �À

"goVe_ents sO�§ �ì perfom their
,gove�\ ent aFe nOt Selisu�Þ lent in resttrces,thcy �Y ll not�V�˚ ��

�g
�˚ Stratim i apprOpriate�c .mal�fl �Aleading b h�g ��J�fl and Stagnation.

22�B566 FLEXIBILITY

�P�D�D:�y �í �dJ�E���\�fl’�Ø a federal s�å �@,�¡ e gove�\ m shm�«
�Z changing reqdrements�† the ecOnOmy and the peopL.�p

Ø× àh�r Øò �‡�Õ �R Tåò �ò �Õ �åkeeping the changes and�g qui

22�B5�B 7 ECONOMIc REGULATIONS

�â"�í �[ �ì ��T�[ �P �í 1�¤ �g,h a tted�£ �N��
�í �†�ƒLi�F �ô �V1�¶ �fi�Õ�� �F�\�vm�N�RiT�x �I
economc dsparides alnong the dttrent sectiOlls Ofthe sOciety.giving,ctte �V �g

SOrting the

22.5�B 8 TRANSFER OF RESOuRCES

beal�v ���v���Õ�§�u �{ :Oftranstr of 
�Ksmtts,h a ttderal gO�g �Ym�É Thesc lnust

"SOurCes from One sttle tO the Other.sOme states are whicll in

�]
�  �] �Ø �| �x�¿�×�÷�Õ l�� ���M�aª� �D�¨ ��resources tO the resOurces deicit states in order tO achieve a
balance growth Ofdeve10plnent.

22�B 5�B9 ADEQUACY AND ELASTIclw

sources a110cated tO cach level

expendimrei ln view oF c�¶ �˚
p�� SttS’�Q qudity ofdasticity tO expend its activities Or cOntract

22�B 5�B lo=M�upcRATIoN ttND C,oRDINATIoN

ouglit�¤ �ò �× �Õ       �i :�ô
Ł÷ �ò âï c  �� ª˜ �I
�Õ �o�D,�n Łc �fi Łc�ƒi�� �î I�S �í �ò �x �r

�ß�V
In India' the principles of Independence and responsibility is partially followed becauseff"it##Hfiioo pi*iai; ilH,T;*,-fiJ,iii"#oi1,,,,r" 

between the union and
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�‹�V�I �S�í �@�í �í �ß �ª �¸ �å �Ø
�ƒ�à �I �ø �ì �] �B�m�£ �O�Ì�Ô beØÜ

"the�V
L

The states are not able to mob�¡ ze adequ��

�§ �I �O �ª �¿

,state revenue gap:

�| �– �� çp �å �� �]ªJ �M ŁÓ
�ó .

�¤�[�ì l�x �i �ß:W�d�� å� ���T::�„ ���£ �I �œ��
union exclsC dutieS.

�Ł�H�Ł1�˚ ed�Ô ���¿1�� lby,�d .�d
mg��Ve_ent butØ‰�V[e tt produds Of

3nte duty.

o DutiesbttI�g �í æo �Ì�¿ �b
�� �˚ "�V �ƒ �k retai�g d�fl �À ØJ�] e

The tndian constitution has provlded P'.fu appoinqrenl of the finance commission tn

view of the possible il;.,I;;-irrni""r "t 
t';"'ri * horizontal fiscal imbalances in the

federal fhancial System.

22�B7 suMMARY
R"4�o alance�g �� � �̂å�„ �k2�ç ª� �à �r 1�� ��

"n*#":*oTH#r#$i'{3:,{fi :lld[*t-1trnim'rgJ;:*]1il1i
$trifi1'3;f3x;:Jr##iil:HnLll#Heffi 

tffi idHffi 'l,ff 1"3,x'#4�h �� �í �˙�v�˚ �ò �� �[ Œai�‹ 111�� �G�£�����ł
"'*:;;x**"m*"9":l'#Ti:H:ll':yilt"i; l,'*:ffi"$r""ri "l 

gr*mment. However among the prrncrptes r',u """'^ :',;;-pri*iprr of operational

financial resourc'es uJ**l"r'" *"::t:1-1"3,"tJ,]i#Tii"oitrry) along is consideredå� �ò çW���� �°å¥�‰�s�h�‘ �…
��TM�˚�¡�~�¤�Viderel

:_^1__�¡ :"�� 1"�‘ l,

;:hH"Jr";-'-.::tTJoi["*includinglndia'
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22�BlcHECK YOuR:�v�J�æ�˚�J�J�«
I.Answerthtt FOi10�¡ ing q 11�¤ sti3�� �˜ i�� �æbl..146rlh�£ eachi

l. What is federal ttnance?

Io Answer the fO110wing questiOn�˜
 in about30 1ines each.

�[ �ß:æa m�a�ƒ�˜�Ó�í [�Õ irttvic�· �Pil
II. Answer the f0110wing qliestions in abOul 15 1iies each

i�ï li�{ �Œ���z�| �t�å�gd�V��̊\�°’
l.  B.P.Tllyagi

2. H.L.Bhatia

3.u.K.Hicks&others

4.B.P.Adikar

5�B  wilfred David(ed)

6.Rtta l.Che�a �¸h Assochtes

Public Finance

PllbliC Finance

FedeTliS"�¡
ld E�� OnOmic crowth

The p�v ndPlesandProblemsOfFederalFinince

�Æ:�E�Ù �ø:æc �F1lk�¸
TFondsandls�˜ uesin lndilnfederalinaice.

- Prof. Md.Iqbat Ali
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UNIT�] 23:CENTRE�]STATE FINA�£�miAL RELAT10NS
IN INDIA�\ FINANCE cOMMISS110NS

Contents

23.0 Objectives

23.1 lntroduction

23.2 Constitutional Division of Power and Functions

23.2.1 The Union List

23.2.2 The States' List of Tax Powers

23.3 Finance Commission 'i;

23.3.1 Finanbe Commission - Functions

23.4 Shared Tax Revenue

21.4.1 Additional Excise Duties

23.4'2 Principles tir Criteria of Distribution

23.4.3 Grants in Lieu of Railway passenger Fares Tax

central Grants�] in�] Aid

Grants fOr UpgradatiOn of Ser��
Ces

Grants fbr Financing ReliefExpenditure

Debt Reliefofthe States

GrantstO LoCJ BOd,S

�ø lttetthotte�] State Financid�� � �̊¢
Summary
ch�g k Your PrOgress

SuggeSted lB00kS

23.5

23.6

23.7

23.8

23.9

23.10

23.11

23.12

23.13

23.14

23.15 MOddExamhttbiQuCttiOnS

The nl�Ü in obiectiVeoftlliS unit itt6explainthecentral�\
State flnancial relatiOns.

After reading this unit' you will bp able to:

o anaryse how hearthy the;::jfX:ffJmml 
rerattons in rndia;

o examine the Probl

o understand the mechanism ofl':::lllT* llli^llllii:;i;;i;;" governments; and

:1�v �Ìi�� �– �i L�_ �–6 COmm�RJ9ns

aS Very

lndia�M a coun�Ł _titll�� 1�¢ FCtuFe,cc
impOr�˝ �b1�˚ �� �Ó ��e ttderatbn�Ü
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lt rnay be noted that the central government plays an important and key role in achieving
econogtic dgvelopment in coirntries with federal structure in modern times. India was formed
into a federation after its independence.. Provisions, thus necessary were incorporated in the
Indian Constitution. The division of revenues and functions, which is inevitable in a
federation, is provided in the constitution. The Centre-State financial relatiorrs which are
dEcessary for the existence of a federation are governed by federal fiscal retations. It is
pertinent to note that provisions are made in the Indian constitution to set up a Fi.nance
Commission to 

-channelise 
and also to monitor fiscal transfers. But it may bi noted that

Planning Commission,.which was established with the initiative of the gove:.nment, besides the
statutory Finance Cornmis_sion have been playing a significant role with regard to Centre-State
financial retations. Therefore, it is necessarytoLnow-elaborately the finaniial transfers which
make fiscal adjustment between the centre and states.

23�B2 CONSTITUTIONAL DIVIS10N OF POWERS AND
FUNCT10NS

�¶�E �P�D�Ø ]ª� �| �` F�` �` �N�»
,W.                                                                                       )    �\

23�B2�] l THE UN10N LIST           �M

�ª��:11lIF,L�÷ �«lF:i�Ô �c�ºCtt�v �x|::l11�º :

�C�[ �d:�� �� �º:::�Ø l�a �� As�l �se
l.  11lcOnle Tax on Non�] agriculture incOine

2. cOrpOratioll Tax

�E :�Õ � �́� �§�µ �[�à �P�_�í �Õ �í ti�H r�R �´ tt�v 1�Fdrugs and llarcOtics.

4.Estate Duty On nOn�] a.�E ricuiture laids.

: 5.Taxes On cttpita!values.

6:  �E
raxe,otherthan stalllpdutiesOntransactions in stlckeXChangesahd futule markets.

�E �Õ �� rT�ˇ
u��

�]
��

�b
��f bil�t �\ �Rm�w

"�g
�� p�_ �˚ �Ł�B�b �' �c �fi �Y

8.  Taxes 01l sale 9r pLirCilase ofnews papers and oll advertise:ncnts therein.

%�R
�À �í �º �a �R l�‚ .�V

�œ�@ "�˚ d by rallway�p m,"�“ �q�¸ �µ sm�˚ �Ù ��
n�e

�Ł �ß �ç�ø �Ł lH�D �k Ltt�µ ::�a �º �ó F�B
�M�[ �‰�⁄ �o

�•
�å

lLII�Œ�u
11:|�µ 1�a :�s illiF:�Ł �a:::�� ��dS Wllele stlcll cOnsttnmellt takes place in cOurse 6f

12.custol�¡ s Du�fl �B

cen�æ �If�l �} �oªà �º �E1�` �÷�Fs�u �X:�« �íFi�v �l :fMttI�C �“�º
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I

character are entrusted to the center while functions having regional or local interests are

allocated to ihe states. Fo[owing are the important functions that are allocated to the Centre as

follows:

l. Defence

2. External Affairs
'3. Commerce

4. Posts and TelegraPhs

5. RailwaYs

6. ShiPPing

7. Internal Coinmunications

The tax powers which are not ettumerated either in the union List or state List are to be

imposedbytheCentreaccorclingtothelnclianConstitutiorr.Thisshowsthesupremacyoftlre
Central Government.

Functions of the State Government:

l. Education

2. Medical

3. Public Health

4. Irrigation

5. Road TransPort

6. State ElectricitY Boards

7. Social Welfare Schemes ,:
8' Agriculture 

List and state List are inctuded
Some subjects which are not incltrded either in the Union

in the conc'rre,t List. The powers uno run.iions rvhich are not incruded in any of trrese three

lists are known as Residuary Powers-o,, *i.'i"t' tlt" Central Government has legislative powers'

As a consequ.n"" oirtri, diuirion ,f p";;;;';nJfunttiont fiscal imbalances emerged' which

are very comlnor.r i, 
" 

ilJ"i",ion ond *rrrcr'r-*r." viiualised by the constitutional makers' This

is rnainly because ;;;;ii;;;rocructive and erastic resources or revenue powers arb provided

to trre centre *nir.'ii 
"ri;,.,.-u'nd 

unprocructive tax powers are entrusted to the states' Besides

the states are provided with expensi"" ;;;;untii. t'n"tions' As a result' both vertical and

horizontal federal fiscal irnbal.n."r.*iril i,r-in" rraiun federation' Forexample' in 1950-51

out of the .o*Uin.J ,Lrenues of cenut 
"'A 'ot"" 

wliile tlre center accounts for 65 per cent the

.states are left with 35 per cent.. .ft4o'"-oi 
ftss' similar t'"nd it continued till now' The

constit.rtionar made sevirar provisions i" ,ur." h.cal adjustment through fiscal transfers in

order to ensure nJd; ffi:Ji"t;;t".i",',r"t "i*""r, 
,lre cer*re and states in India'

This is because fiscal imbalanses €re not only quite normal as opined by Maxwell' there

can be no final ,"rr,i""rt io"ur p."b;;'';' i'iJoJ*i""' .So 
fiscal'balanci is to be attained

by making nr"u trlnli*r. rni, ii ut."rt" ji it ""t 
rational to make fresh division of powers

and functions in order to reduce_n.J-i*tutun.". rnpush the division of powers and

functions are divided between tl''e Cen# "'a 
i"ilt fn India a?opting scientific and economic

principles "f 
B.p.;;;;;. fir"ur imuurui,;;;h^.;;'g"a oui in oid"''to reduce these fiscal

imbalances, fiscal transfers have u""n ilua. by the centre to it.t"t right fronr 1950 onwords

tlrrough the follorving channels'
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Discretionary
Transfers throdgh
Central C'overntnent
Departnlent

As explained above, fiscal transfers are.beiqg 
lade oy th.e Finance commission, planningcommission and various union centrat minisffiei'for r.rr*t r"t emes as:

23.2.2 STATES'LIST OF TAX POWERS

l. Land Revenue

2. Taxes on shle and purchase of goods excluding news papers
3. Agriculture Income Tax

Taxes on property and buildings

Estate duty on agricultural lands

Excise duties on goods containing arcohoric riq.uors for human consumption, opium,Indian henrp and o"ther narcotic drugs ind narcotics
Taxes on the entry of goods into local area
Taxes on mineral right

Taxes on consumption or sale of electricity
Taxes on aninrals and boats and vehicles
Rates of stamp duty in respect of documents orher rhqn +t ^-^ ^.Lisr. lts other than those specified in the union

'' I.K[:i'ffi:: Hr%-thor.passensers 
canied bv railwav, sea, or air; taxes on rairway

''' Hi:o:,;r 
luxuries including taxes on enterrainments, amusements, bening and

14. Tolls

15. Taxes on professiolrs, tracles, cattings and employment
16. Capitation taxes

17. Taxes on adveftiserrerrrc nrtro. +L^- ^ua,.,ti,",,i"t,ii;::#:*,"1;,;llHli,:iii:i.,[;:::l*ilx#,fi 
ilx.?,:ffi ;commission. It is.necessu,yio k,;;; iii. tvp" una ,nrrrJoin."ur transfers channered:lX,?,fl|j[se 

institutio,,# *d";.il 11,",r;, "il;;;;;;.ll.no anaryse the centre _
trre Fi'aricJ;;;;,f[:fi,in rndia. Let us [r.* n..i.ir," ,".1, trapsfers ,ua" ir,rorgr,

Central
Finance
Commission

Planning
Comtrflssion

�]             ~

270

B R
 A

 O
 U



centre can be preserved. So far,12 Finallce Conll�¡
issions have been appOillted sinCe 1951.

Th nm�g�· Comm�¤��On�� llSiSts�† �¡W mem�«6 hdu�� �ß
�� �P

h�d
�µ �� �`

d�C
:

termo According tO the conSthution, the Finance C6m��
recommendations relating to�¡ SCal transfeFs.MoreoVer,tlle presideht of lndia may refer any

item to the Finance COmmiSSiOn fOr ls recol�¡
mendatlonS in the interest ofsound inance.The

details Ofthe Finance COml�¡ issions and itS Chairman can be k�¡ oWn by the following Table�Œ

23.1.                                        
�E

of Andhra Pradesh'

dŒGŒiª� (�h �X�¡ ���V�¤�b�ˇ�@it�P Łâ�våy
b)illI�a �a[1]�Ü �h�a1[�d [II:
c)Any other matter referred tO the COmm              ��    ��

sound flnanCe.

�·vL�h �í �h�I �î :�] �� IT�d �Q���u �ª�Ł�RSr�b :�Ô :I�h �Ò
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Table - 1 : Central Finance Commission - Chairmen

tlume-of tne Chairman

1951

1656

1960

1964

1968

1972

1977

1982

1987

1992

1 1998

sri K.C.Neogy

sri Ko Santhanam

Dr.A.Ko Chanda

Sri P.V.Raiamannar

sri Mallavir Thyagi

sri Kasu Brahmananda Reddy

Sri J.M.Shelath

sri Y.B.Chavan

l sri N.KoP.Salve

sri KoCo Panth

Dr,A.M.Khusro

Dr.CI RangaraJan

f 'rst Finance Commission

Second Finance Commission

Third Finance Conrmission

Fourth Finance Conrmission

Fifth Finance Commission

Sixth Finance Commission

Seven Finance Commission

Eight.Finance Commission

Ninth Finance Commission

Tenth Finance Commission

Eleventh Finance Commission

Twelth Finance Commissiott
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revenues' 3) other recommendations. It has been customary to accept the recommendations by
the parliament,'bxcept in {e1 cases, though tlre constitution-has not specified anywhere that the
commission's recommendations would be accepted in toto. The frscat transfers through the
Financo Commission, the Plannirrg Commission and through the Central Ministries of the
Union Government. The first category is the share frorn the iet proceeds from shareabte taxeswhile the second is the grants-in-aid (Plan and Non-plan) and the third being loans io. uirr.r"ntpurposes. The fiscal transfers from the Centre to Staies between First Five year plarr and

Pe�vOd/Year RI.In crOres)
Shared Tax

Revenue

�� li�æ �Ó T:�¨ å¶ �—�bmtages bæc �N0�æ.

It may bl noted frOm Ta

lon mOre elabOrately,

�E�_�Ô�¿�D�‚���f � �̂ÕF�� �g
hp�� rtaâ˜ �¡�gJ ttnsfers mOngØ‰�¡�gJ mns�‰���ïdde

Table '23.22 tr'iscar rransfens from the centre to states

Gross central
Loans  �E

First Five YeaF Plan

Second Five Year plan

Third Five Year plan

Fourth Five Year plan

Fifth Five Year plan

Sixth Five year plan

Seven Five year ptan

Eight Five year plan

2000�] 2001(B.E)

344
(24.0)

�E 688
(2318)

1196
(21.4)

4562
(30,2)

8268
(32.5)

23728
(36.3)

49465
(35.2)

131950
(40.8)

52060
(45.8)

�A 288
(20.1)

78�E9
(27.3)

1304
(23.3)

3831
(25.4)

8198
(32.2)

17941
(27.4)

42005
(29�B 9)

103151
(31.9)

40546
(35.6)

799
(55�B 9)

14H
�� (48r9)

310o
(55.3)

6708
(44.4)

8978
(53.3)

23722
(36.3)

48945
(34‘9)

88460
(27.3)�E

2:i95
(18.6)

1431

(100.00)

2888
(100.00)

5600
(100.00)

15101
(100.00)

25444
(100.00)

65391
(100.00)

140415
(100.00)

323561
(100.00)

113801
(100,00)
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23.4 SHARED TAX REVENUE
PrOvisions have been mide in tlle consdtution to transfer a share from the central taxes t9

�D �å �I �‚ il�ò
::�a �i ms�d�R�v�PçW�xl�� ���� �Ô 11�ï

FE:�� �FIW::tt:�f �í l�Ý �ç�O
two shareable taxes and the governlnent als�v

:�S 1�B1�æ 1�ò I�æ�x:R�Ù
lFslttel�`

:l!|

���z�¶�r !�ð �h�wªN
Table-2313 8 Finance COmmiSSiOns�\ Incotte Tax and union Excise Duty Revenue

StateS’Share

�…l�í
�E�É�£�î �ì�M

commiSSiOn �Ktained the Statel

States'st are i. Union Excise Duties

,sand Veg.
products

25 8 goods (tobacco, matches, veg'

Products, sugar, coffee, tea, paper and

veg. Products)

Allcornmodities

Allconrmodities

Allcomrnodities

Allcommodities

All commodities

All conrmodities (5% for deficit states

only)

45 All cornmodities

47.5 All commodities(7 '5% for deficit

60�c 662/3

662�m3�] 75

75�] no change

75�] 80

80�] 85

’85�] ho Change

15-no cha,ge

85�] 77�B 5

1�J Finance C6mmis�Ì ion

2nd Finance Commission

3d Finance Conrmission

4l'Finance Commission

5tl' Finance Comrnission

6tl' Finance Commissiort

7t|l F inance Comrn is'sion

8tr' Finance Commission

I 9tr' Finance Commlsston

I 0tr' Finance Commission
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Œ��~ �å  �¿�s :above three comFnOdities ll
Coml�¡ issiOn reduced the Sta
aH �vOmmodities which"as,mOre Or less,cOnti:lued ti�a [he Sev(
Seventll Finance COminissiOn recoinmended stateS’share t0 40 per cent with a view tO
hcrease the resources at the States levd.The EigltFinance cOmm�¤

sbn hereased the States’
share to 45�] pei cent.1�B wever,�¡ recOmmended that the hcreased 5 per centage revenue

�÷ �P�X�� �‰iI�Æ àY�à �b�Ó �[ �ò �º
�A.5 per�g nt wtth the cOndkiOnthatthe 7.5 percentage share be dktributed among States w�q h revenue denchs.     �E

�Rl�£ �x�| �“�ï �F �¿�ß1�Ù 1�Q�å�çFive Y�v ar Plan.                               .

23�B461 ADDITIoNAL EXCIsE DUTIES

The SI�¡ OS Wtthdre"Jleh                i�m
made textibs Jnce 1957�] 38

�Ü �Qi�� :�z �R     D�˚ �å�å�i"�� mm� �̊å
ates. The successive Financ�v
)rinciples,tO distribute the net

?�v
a�v h State. But the lotll and

l�Q �I:�í �l��1�� :�[ �v�u)conll�¡ Odities is 10t inlposed�B    .

23.4�B 2 PRINCIPLES oRCRITERIA OFDIsTRIBuTIbN

�Rhl Shared tax revenlle�¡

httH�ö �ü l�l

�Ñle�� i�ð �æ�� �Q

�ÕªJ�E�k|
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comrnissions have taken factors such as the consumption of these threg goods,- sales tax

collection, airput"t"r oid;;;;;t in the respective states while determining the States'

share.

2S.4.3GRANTSINLIEUoFRAILWAYPASSENGERFARESTAx

TheArticle26goftheconstitutionempowerstheCentralGovernmenttolevyataxon
railway passenger fu.., 

"na 
to collect the same but the entire net revenue goes to the States'

This tix was imposed for the first time iri 1957' However, the tax was wound up in 196l due

to admirristrative reason and agreed a 
"o*pt 

nru,"1rc loss by providing a grant of Rs' l2'50

crores per year fo. tir"'poioJ"tgOt-OS. .rtris 
compensato{ Erant has been increased to Rs'

23.12 qores in l9S0-Sf lto qS crores Uy the eigntf itlll":: bommissiort and to Rs' 150 crofes

by the Ninth f inanc" Co*rnit'ion foi tt" P*t;{1??q'::' Jh" annual amount of grant has

been increased to n.. :to crores for the p"ioJler-2000. Successive Finance commissiorts

have recommended that the grant amount be distributed among States on tlre basis of average

.oilt.rion of non-suburban railcharges' route miledge etc'

�i �æ �à �{ :ITtt�v �T�� l�[ ��
I�Œ �÷11:a�] �ì::?urttd�Û lÆ�

Œt�Ł�[ ç� �Ø �ð �Õàp�ó�R�I
7:e�O 1�Ł

�Ł �÷ :e:�Ô :r:i�I

�hl::1;lL�Ô
�E�x:I�Õ �‚ �d�T

‘

e to natural calalnitieS.

the non-platr revellue accoulrt'

23�B6
�æII�” �¢�U

' 'd for uPgradatiorr of t
Finance Comrnissions awarded g,t1T:11::.p.rqt) 

ro those states-*t i"t't are falling below�œm�ge�g �Vâ˜ äå �g
N�ß1�£ �Õ �ß�i �°=iàF :fI�d �˜ �É �ôse�Wtes(b�å h nOn_devttp�µ �a._.�c ^ar�n n"�¿ �~

�g
on recom�v

;;Il;;"1,'.TlJ::l;::"+i:'i:1"'1,"y"'*lTx$S#n:n*f n;':J"JA:ilHf-'J:l';
I�a çqçp� �̀� Lr�q 11�ç Wi�h�a:�t �G�P�Æ1�Ü �Ø� :̨�gŒa�S11�i �ô l�R �o:�‰ti�` �fi�º�‘�� �¡:�� .�à �˙
���¿�ï �� æä Øfl�l�Ł�ƒ�V�qe colll�¥ �g"lmiSSiOn)aWarded grantS�] in�] aid for different purpoSlifi []:lil"il^11ff;, 1;"',::: il :, ia" ?"' i i n"*"t pu rpose s I i ke po I i ce'

(excePt
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education, medical, treasury, haining social and administrative services etc. as shown in the
Table - 23.A. The grants for upgradation of servic.es awarded to Andhra Pradesh may also be
seen in the following table.

Table -23.4: Financial Commissions - Grants for Upgrarlation of Administrative and
Social Services

n crores of
Financial Commission Grants-in-Aid

(Total)
Share ofAndhra

Pradesh

ISt Finante cOmmissiOn

3rd Finance cOmmissiOn

6th Finance cOmmissiOn

7tll Finance Com�i �§sion

81:Finance cOnll�¡ lssiOn

IOth FinanCe Conl�¡ li�g 1�Bn

Htt Finance commissi6n

9

36

838

437

915

2608

4973

L2
2

5.3

20

80

154

285

Source: Reports of the Finance Commission.

FINANeI�¢�UpF RELIEF EXPENDITURE23�B7 GRANTSFOR:
-

The state govemments should undertake relief operations whenever natural calamities(floods, cyclones, earthquakes, fire accidents and aroujrrt-1.""ur. The centre extends its helpand assistarrce in order to enable the states to withstanJttrese catamitous situation. The NinthFinance commissiolr t99k 
3 ,"ry important decision in this regard. until then, the centralTeam, which used to visit the state on reguest, used to recommend centrat assistance to statesafter assessing the los's sustained due to the natural .utarriti"r. such assistance used to begiven after inordinate delays and atso was attributed to be discriminatory. so the NinthFinance commission recommencled for th" "rt"bli;;"i "ig"grity Relief Fund (cRF) ineach state which is to be operated undei' the purview or trie cliieisr.i.i".y "rit lr"r.. rn.total fund amount is to be decided on the basis of 

".nui,.r 
upp.orro ,orml *[;'h ;r. apprieduniformly to all states' out of the total fund urnount il- p"lt 

"r, 
is to be contributed by thecenter while the state. contributes 25 per cent r.orn ltJ o*n revenues. Tlris innovativea*angement faciliates intmediate relief by the srates *trrnrr", 

" 
;;;;i;;i",ri,, o""u.r. TheNinth Finance comntission recomnr.,ra"a- a total u,"ouni or-[r. 40oo crones towards the Fund' for all states and recontmended Rs. 3000 crores as its share of the 7s percent of the Fund. Theremaining was contriQuted by the states from their o*i' ,.n"nu"r. The Tenth Financecommossion tecommended an u'"our, of Rs. +zzg ;.o,.; white the Elevenih Financecommission reconrmendecl Rs. 8256 crores as its 75 p.r a"niir.,rrc. Moreover, the EleventhFinance commission recomntendeo roise'tting up oiolN;tionul'culunrity contingency Fund toprovide ielief to a state wtrenever 

" r.uir"-N;rio,..j.tujuirrr, o..uo. According to thecommissiorr, a speciar 
l"yl *ur^u. i,ngr.q fbiI";fi"r;"rthe Fund, the resources of

[xt|i,1T,?,ffff:1fi,t'#:.t'nutui} curu,ritre,. 'ir'ris" tciritut , Jilr oi,,uiion,'unl
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of debt burden,interest paym�¶ nts,inancial sILlatiOn of the State and lSCal diScip:ine etc.

However,the Finance Commissions used to provide grants�] ill�] aid or relief measures On:yo�H er

�� ::�� 131�· :IFll�z �¶162:�@�í :�� �dr�v s_IIilllilIII[illliS�˜
:|:�b ll:�ö �R1’�x l2285.39 crores and Rs.2000 cro"s rOspec�g �Y

Ninth Finance Commissions.The Tenth Fi:19
measures to stares with flscal distress and also to special cate30�d /States taking into account the

�‚ â˜ �T �¿ �• �¤ 1�� �G �Ù :311�ç Wä\ l�‘

i�É
�£ i�Ó �C �Mt�v çW �I �D

any scheme ofdebt reliefneeds to encourage rl

�Õ i�z �£ �fl��I�b �º �Ł�r �i�ò �—WttI�Æ��
Is Ofthe 73rd and 741l AInendment�E Acts,for the

rlrst time reconll�¡ ended an amOunt of Rs.5381 crores for both Rural L�å al Bodies and Urban

LocJ��
:1�P l:1�Ý �i �E�ÕrtttT:1�£

�]
�a�a�v�a�çŒa�a�a�X i�� ll�n

�£�ò ªJ�� i�£ IRttT:��
local bodies.

23�B9 GRANTS TO LOCAL BODIES

23�B10 PLAN ASSISTANCE

New Formula
Gadgil Formula

Basisffactors Weightage
(PerCentage)BAsis/Factors Weightage

lnercentaqe)

60

10

Population (1971)

Per capita income

�U �O

�@

�Q�T

�k

�@

�Q
�D

Pop,i,rlation (1971)

ExPenditure
commitments of
irrigation Projects

The Central Government make celltral assistance for State P:an Schemes on the lags of

�� :�[ �� �í �y�ß�r :�Ô ���Ó �v

been ttade tO the Gadgil Fottnuh subsequenl

Table J23.5:Criteria oF Distrib�¡ tiOn Of Central AssiStance for State Plan SChemes
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�R

�@
�@
�S

�@
�@
�T

Per capita income

Ta:r effort

Special problems

�˛ �F ª'�À �� �fl:�ø �q��

23‘1l IMPORTAYTPROBLEMsINCENTRE�\STATEFINANCIAL RELATIoNS

�ï�| �[ J�‰�@���w�µ l�z å¢ �÷ çS �EI�R �~ �_ �‚

s�R �z :�k �f �æ �l �F
�ˇ d"reduce the size Of cmtral SectOr

�o �� �Õ �x �P�–�o �V �P �RçW��y iscal trafers.How

���I �_1�ÆçW

Special problems I l,t
Performance of the states
in select fields
d) Tax effort
e) Fiscal

management

0 Progress in some
sectors of national
priorities

278
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1. To make the Central Finance Comrnission a permanent body'

Z. To make the loan: Grant ratroof Plan As\istance as$0:50.

S.ToempowerthestatestoimposcserviceTaxorrspecifiedservices'

4. To augment more rev€nu€s from tarres e,lrur[erate8,rrnder Article 268 and269.

5. To abolish the upper ceiling imPosed by ttre lfl Finance Commission on the total

fiscal transfers from the Certre'

6. To increase the volume of fiscal transfers in

states' resPonsibilities'

view of the expensive and expansive

7. To reduce the size or number of Celrtrally Sponsored Schemes'

�A�¡L�� States demandttpwe�R su�¡ 1�˜ �]�ï �P�í [fav�� u�¿ .e center hddS that
in.�¡ hnir own revenue sollrces.

*":TJi"H:fl f.H#'"t"'"r"J;;:.*.f ::*:':"::'l:'*"*i;"HJ1ffi n"T:;
il*H,uT,"*,:lH'tHIr'::m*:-Eg$;:*:ii'f,*#"*"1':,i:f X;xæ@I�× �[ rW�S�ü    �ø �ƒeCting e�q O�¡eF.�¡ en

la_

�Bnly lwouttbepo,Sbb�† �� �[cooperatiVefederaliSIIlhlndia.

�˚ suMMARY

�� �æ :�O �� �{ �O �Ì �i �S Stt meaSureS h�ï �E

I. Answer the following questions in about 4 or 5 lines each'

:  Œaà� �¾��
nle.

rr.."A
I�� �� 1�ˆ �� �� �Ł Reli�† Fmd.

I.Anslers th,bll�� Wing queS�¡Ons in about 30 1ines each.

Exp�µ n�g �R�VCentr�' state   ttcommiSb�g �E
Explain the maJ�å reCO~endatiOnS

Answer the fO�¡ oWing questiOns in abotlt 15 1ines each.

�P
�D

�Q
�D

�@

�h�h
�D

�l �ç �º�� �« çW�æ�g
V�^ ,
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2.R.Sudarsana Rao  ,

3 HL.Bhatia

4.R.Canvery and O�¡ ers

Public Finance

Federal Fiscal Transfers in India

Public Finance

Public Finance (Fiscal policy)

- Prof. R Sudarsana Rao
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UNIT�] 24:FISCAL POLICY AND DEVELOPING
COUNTRIES

Contents

24.0 Objectives

24.1 Introduction

24.2 Meaning of Fiscal PohcY

24.3 Evolution of Fiscal PolicY

24.4 Fiscal Policy For Growth and Development

24.5objectivesofFiscalpolicy-DevelopedandDevelopingCounaies

24.6FiscallnstrumentsandTheirTasksinaDevelopingCountry

24.7 Problems of Indian Fiscal Policy

24.T.lDisequilibrium between and Expenditure

24.7 .ZNotso buoyant and Responsive

24.7 .3Blackor Unaccounted MoneY

24.7.4Low Returns of Public lnvesfinent

24.7 .5 Deficit Financing

24.7 .6Lackof Effective Public Expenditure Policy

24 .7 .7 Lack of Fiscal DisciPline

24.8 Surnmary

24.9 Check Your Progress

24.10 Model Examinations Questions

24.11 Suggested Books

24�B0 0BJECTI�å
The main purpose of this unit is to explain qt TT"'g.and the role of fiscal policy in

developed economics *a a"r.toprng ,"o"o*:vli." r"a..uya on macro - economic analysis

and atso traces th, ;i;;;;-"f ni"r *# 
'iiat" 

"ltd 
to explain the problems of fiscal

il", b"tdiaced by the developing countries'

After reading the unit, you will be able to

o discuss the evolution of fiscal policy;

. identiff the major objective *i'rrrr**o of fiscal policy in developed and

countries;
r identiff the problems of tndian fiscal policy'

24�B l INTRODUCTION
)ussed about introduction to public finance' public

In the la-* three blocks, we have dis<

:eve,nue and taxation *Jp"uri" "*r"ndir#"*i 
prur* a.u-, tn this unit' let us try to learn

abour the nscar o"r"f;,.llH *ffiffi;#'"[ffi;"' til; l*.";f:*#J:"1, l-T'$ :f
�� �ß �ï �fl �÷ |�h WTtt�Ì �‘ �” �V�V o�] Oh WS��J
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24:2 MEANING OF FISCAL POLICY

Fiscal Policy is -esselrtially concerned with the "Overall" effects of government,s fiscaloperations, namely, its total expenditure and tar<ation on macro economic aggregates ofnational income, ouPlt, price stauitity, etc. what astinguisrres fiscal policy from other aspectsof, public furance is'its celrtral 
"orrce-, 

as stated above with thefi;ag*;ables. Anindividual tax or an- item of government expemditure has, generally speaking 
" ##; #;narrow objective such as raising government revenue. oii.f,*tion o, ircrease-L-.o^.r*ptiooone mav argue that the ageresate taxation 

"r ;;;;;-;;Gffi;']]#|} at by theaddition of individual iterns.-ro certain 
"rylt uir ir true, tut they need to be separated foranalytical purposes as well *-toI policy making. rlr" il;;.ry between il;;lt& and otheraspects of public finance, no doubi is ratfgr ttii *d" ir riiilrr analysis, remains arbitrary Infact, decisions about the "over-all" ,ariables;:;d;rplio."i.io* about particulars. Anydecision that has over-all effects will also exercise purti.iuru. effects on particular individuals.enterprises or sectors ofthe economy.

It is also useful to make a distinction between fiscal policy and monetary policy, the twopolicies which are inter'connectfd in several y.yr, dd;';olicy is generally defined as apolicy with respect to quantitv of money,,wtriri ry.J ;;.y is. a poricy with respect to a,government free sources and uses or nrnas a"a ttreir iffisit on. Arthur Smithies definesfiscal policy as "a policy, under *hich trr" g*;"rrt ,IJes its expenditure and revenue

fl[flffi'flf'rfitffi"ff:irable.effects and aioid ura.riruul. effects 
", tn"i"ri*"r income,

. - .'Io.gth"r yords, fiscar poricy denotel gr_T,: 
"Jludgetary 

instruments (taxarion, pubricoonorving aad credit creation uira nuuii".pending) roi-iJr*"e*"nt of the socio-economic'soals of a country Thus .""r, oi* i.'#jrri, 
"prff ;;;"rtb;;fiscar poricy as comprising ,,altmeasures to increase the general werfare through ti* pruri. 

"t#"r orresources by means of public spending, .rrou* rnotilization, and rate setting in public and#"r**ff ffiTffi ;,,ti_ff #"J**.*{f";,iilffi Xlta.ni,i",il;,.idi;,rerevant

Classicals' View,
1.:�ç

‘11,

�� �Õ �ì L�¿Łcæ@�] 1�£�Ñ �Q�E�÷
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Basic Principles or ClaSSiCal Fiscal PO�¡
Cy

’3�˝ �í b�â �ì �I �fl �� �¯
�M"�V d�g �N �åS�^ "M�¢ ’

l.

�a�Ł
�Ü �æ�� �k �¿ 1�� Æ� �Õ �� �‡

6�ƒ ing SttH�Ò �N �E d�¤ �¡
,�¡

Wi�Edr��

1 0r flnn.

Keynesian view

3asures.

�Ø�ü
�£

’�B

Ltrntr’S Func6��
ial Finance
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revenue, but essentially as instrumemts for affesting private consumption and investnent

!|Pendilure. These views are obviously in complete contrast to the views of classical or pre-
Keynesian economists, as discussed earlier.

. 
The major Implications of the Functional Finance approach are :

i) Government finances be dealt on a 'firnctional' basis, and reve,nue and o<penditure
should not be considered solely by the requirernents of securing iollective
consumption

ii) The budget need not always be balanced. It is, in facq less dcsirable (to balance the
budget) under conditions economic recession.

iii) Similarly, public expenditure (or for that matter, taxation) should not be considered for
its direct beneftts, but for, the sake of indirect impact it p;oduces in the forrn of raising
effective demand.

With some knowledge of macroeconomic analysis, it is not difficult to comprehend as tohoy spch a fiscal policy fi.urctions. Returnihg !o tir" equation : y = C+I+G, or allowing for
nation's exports and imports : Y = C+I+G|X-IVI, the pobti" spending can be Arectly-controlled
9v th" govemmen! while other variable can. be indirectly 

"ri""tra 
throogh tar1ati; and otherfiscal measures. The Keynesian analysis, thus brings ilrj nscat pori"v-irir" ,h, ;fuam ofeconomic analysis.

24�B4 FISCAL POLICY FOR GROWTH AND DEVELOPMENT
Ms.U.K.Hicks righay Observes

2�“
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�E�y�|�æ�RT�R�× �æ:     �� least�˝ �Ó1’W�d�H�E:�G
developmenti

t actvlty.

24�B5 0BJECTIVES OF FISCAL POLICY�\DEVELOPED AND
DEVELOPING COUNTRIES_________�Œ�Œ�Œ�Œ~�Œ�Œ�Œ

�V 11�F�æ�Rs�˝ �fl �…�ł�s�¢h �Vdttd CountrtS ttd underdwd�@ �gin direrent COuntnes.             
�]

Fiscal POliCy aid Developed COunt�v es

h f0110wing are the Oâ¡ ectiVes ofiSCal poliCy in tt deve10ped COuntries.

1.To IIlamtaln economc S�Ù bili�fl

2 To maintam mllemplowent
3.TO COntrol innation and denation
4 To lnalntaln a hi�¡ rate OfecOnOmc grOm.

FISCAL POLICY AND DEVELOPING COUNTRIES

country.

�¤ PrOmOtiOn and aoleratiOn JCapital fOmatiOn h the pubhC and the prilVate"CtOr

D�Ø�í �B�i �†�Enicd mtt h tt publi Sector wi�¡
Out hampering�À

3�Ì  fortm p�� Vate seCtOr.

�� çW�P çW�N�ç�V �R �Û �U171�g �µ
m

o l Acce�m ratingCmomiCgroWalbysu�VbLiSCalpOli�` measu�x.

c)Redinib�˚ m�† �V
OnalinCOn�g �p

"prOmm�g
�œ �g ��vej�æ

�å
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Some times, th.ere may be a clash betrneen one aim aod the otfrer. EfficiCnt management offinance, therefore, involves atr"ctirrg a suitable harmony;"rg 
"1 

,h;;"io,r.;-
1. Capital Formation

Fiscal policy can be used as an instnrment ofcapital formation in two ways.

I by expanding investnent in public and private sectors.b) by directing the flow of iesources from socially less desirable to more desirable

Increases in public sector inveshnent on overheads such 31 transport, communication,

il"#L}r;::l.rf"X.etc 
is very imporrant f".,J;;lop*ent. privare .'*to. ioes not come

Fiscal policy can stimulate investnent in private sector by giving concession in taxation ,provision of finance, subsidies' Fiscal in.errtii"s ; a1"Lra to divert productive resourcesfrom socially less desirable to more desirable ar*ti*.-ri may also be usJ for large-scale
ilHr## expenditure on pubric health -d "d;t,"r,, *[i"n lodr--;;-r,uo*, capital

2. Mobilisation of Resources

- In deveropingrcouT:,:r, 
se rlonlsity to consume is |M ana the propensity to save islow mainly on account of low r"rt irio**". pu*'*t* incomes rise, peopre spend a largepart of their incomes on ruxury consumption Fis;-;oricy prays an important rore inffi r6ol::es ror aiverop.Ji*i{r*r,ffi flr*r,"a; can be u.'rJ'to mob,ise

l. Fiscal policy can used to stimulate private savings,

2. Ta:ration may be used as a source of development funds,

3' Profits from public enterprises may be used as surplus for reinvestnent.

: _utilisation 

of surplus labour for dwelopment by providing suitabre employment.5. Deficit financing can be used as instrument ofdevelopment.
3. Economie,stability

Economic inst

ffi$r:iffif "'i{i,rflfr *'Jffir#*Tfl{'rd#["*fil:'#eanrrngs' Fiscal pqlicies * hdp ;-i o* extent i" *rir':qTrons 
in forersn exchangeeammgs etc. --r ry $ tsrE4r cxrent m maintaining stability in-prices aid

4. Accelerating Economic growth

'. 
Acfriev,rg *"r,^:T of economic g.og]: * of ,]," important objectives of economic

polrcy in underdevero.ped countrier. i; accelerating ,h; ,"i" of growth arorgr, pubric;tr"flY&ilffi tr;*ti:,"*,,;*HlffiflrHmmr*;r*r"*:
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5�B Achievement Of diStribul�R �É JuStiCe

Developing countries suffer from malked inequalities in incomes and wealth' A mere

increase in per capita income does not d;;ty rt"a t9 an increase in the welfare of all

sections of the people, unless an equitable diilil;", o f the rising national product is assured'

It has been rightly poirrt a out by some eco"omists that e*pansion in inequalities in income

and wealth *, art i,ii'fr io 
-o;no*i" d;;il; il:: fu 

as thev reduce the nutritional'

health and living ,*a*4. of the people, Jreate excessive demand for imported luxury

consumptiol goods etc., Besides, ,*tr*n : in qualities cr€at€ political and social

discontenrnent which lead to.econoruc ;illlg 
^*:gh 

redistributive public expenditure

äDWi�Y�[ �� �¿ �• �vinequdm�å h hmettd Wealth.

How various fiscal instnrments and fis9al choices can be used to achieve objectives? In this

regard, Table -24.t Jp#d;,hr *"joinror instnrments or areas of activrty and their tasks'

Table_24.1:FiscJ Inttruments and Their TaSkSin a Developing,C010my

1.PubliC EXpenditure

2. Ta:res and Subsidies

3. Choice of Revenue adjustment

�¤
�Ł

0
�_ and�s �¢ �– �E

SourCe of30Vemment fll
consequential erects on

tlnount Of rttCnuelS

hrou�† �› a altematlVe

_ FeVenue SOuFCeS.

�¤    �ø i

sedOr.
4.�i FhanceandttManagment 28
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�Ł

C)

Minimum, uscof borrowing from the
central banks and commercial banks.
Debt managerylext relatpd to the needs of
dweloping de financiat infra*ructure andthe
regulation of overall liquidity conditions. '

5. Fiscal Co;srdnatim
�¤
�@
�Ł
�@
����

Economig plaming and fiscal policy
coordination
Need for coordination budgetary policies of
the Central and State gor"*-*G.
Coordination among the various aspects of
fiscal policy.

24:7 PROBLEMS OFttNDIAN FISCAL POLICY

Lct us now discuss some ofthe areas of wian iSCJ pOlicy,of late,especidly�â �Q �Æ
�˚ d�] 70s,�E the gove�\ ent isOal operatiOns have shOwn strans and_new pressures.Below is a
b�Ü efsu�\ ary ofSuch issue.

24.7�B l DISEQUILIBRIUM BETWEEN REVENUE AND EXPENDITURE

There�£ been a tendency tOwards persistent dis�› �¯�˚llibrium between the gov�\ ent
�b enues and current expendimre.As obsmed�¡ om the combined revenue budgets of central�]
state gOvenments over�¡ e period,�º was found that desequiHb�v um betwcen revenue and
eXpmOimFe haS been showing tt increasing trend,thus eroded the capacity of gove�\ ent to
gmerate the surplus that are necessary to expand the essentid managment.

24.7.2 NOT SO BUOYANT AND RESPONSIVE

The tendency of non-plan curreirt ouflay to expand much faster than the tax rwenues
slggest that l'expenditures are more responsive to inflition than as revenues". This means that
the Indian tax structure has not been sufficieirfly buoyant and reSponsire to trorn tt ; il;. --

24.7.3 BLACK OR UNACCOUNTED MONDY

The conclusiori under (b) above is also de,rinonstrated by the fact that the share of directtaxes (on income and wealth) in the total tax revenue, as well as percentage oibNp, rr*
do€,linod in the recent yeers: despite economic expansion. rt is ourio,rsry ii*rn, a seriousfailure rof .the tar struchrre in tenns or uo*rlt"ppilg 

"aaiii""a 
income as well as to reduceconce'ntration of income and wealth. Perhaps 

" 
*4oi part bf the problem arises on 

""*r"lt-"i[e existence and growttr of black - *uo*unt"a lon y t";#;il;il;h, tax ner.The tax evasion remains the major menace to India's fir.d6l;,
24,7,4 LOW RETURNS ON PUBLIC INVESTMENT

i

AqdS to the problem of lack of buoyancy of the tari sys0em, there is the question of low
retqrnF'of public invesftnent. But it is weli known trrat a vasi majJrity ,rtl"* Jnlriir", r,u*
T"uITtg 

huge losses and the overall rettrrn ;;rbll"-inffint has been quite low. Thismea{tnat no surplus funds could be available to. tt" p.uri. r*"r for furttrei expansion andgrourth The argument thlt Rublic enterprises have'been .rt"Utirrca for certain .social,
otf,ective pnd not fo,r profrts, has- an obvious ii*it i*.
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u.l.s DEFIcIT rtxlxcnvc

As a natgral cqlollary to the above developments, government had to resort to deficit

financing.on an in crFasing scale leading to serious inflationary prices increase along wittr con-

commitini socio-ecoiromic repercussions. This constitutes a serious fiscal hazard to economic

stabihty Furthermore, governme,lrtal fiscal management of budgetary deficits (overall) has

Ueen trarAy efficient O"i tf," recent yeirs, the Central and State Government tfave preferred

to resort to hikes rrl administered price (of input goods produced or controlled by,the public

secto4 as against ddditionat ta;<ation and direct deficit financing. The choice has got been

made in terms of arry strict ecoromic rationality (sueh as least inflationary inpacQ but largely

as a matter of pdlitical convenience. This furlher aggravated the inflationary situation,

resulting in a variery of distortions in resource use.

24.7.6 LACK dr nrrnCUvn PUBLIC EXPENDITURE POLICY

. yet another drea of critical importance to fiscal policy relates to lack of effective public

exoenditure policyL rrr" *ir,*g pio""dores for scrutiny of public expenditure. especially of

ffiIJ,rGi*trlu*r., lack any meanirgful orientation in terms of cost-effective analysis'

24.7.7 LACK OF FISEALIUSflPLA{E
.. I -- ,--L:

There is an oyerall lack of fiscal discipline in the country, whether it be a question of tax

procodures, deficit lfinanclng of expenditure control'

The above is certainty not a fully exhaustive list of fiscal problems facing our country, but

n pr"#;";;g#nri^""rgirtinto u#o* dirnensions relating to economic growth, stabilitv and

social justice #d

24�B8 SUMMARY
In this unit, we have learnt the various approaches 9f fi1cal policy through the evolution

of fiscal policy tit e ctassiJ, Keynesian *a pftt-r"y""sian theory' The classical economists

believed in feast governmental interference *ittt tttt economy' Here the fiscal policy plays a

passive role limitary;;;;A;ry of limited collective wants and distributive justice' With

the academy of Keynesian eronomic -rry;it-; active fiscal policy has become the pass word

in the modern times. The strongert r.p;ril 9i rq"ttian fiscal policy is found in the

conce,pt of functioJ f*"". Ho*"*iif is observed that much of Keynesian and post-

Keynesian analysis i, iot ,rr"r-, ror *n i.r"ropint corntti"s to give top prioriw to growth

and developrr,rnt, ott 
"itr,an 

rest ict *r"*ret r. oa iap filling role for econotnic stability'

canbeconcludedttlatfiscalpolicyalonecannothelpthedevelopingAs the en-d it '[r"i"ilJr-';iffi; suitable- monetary and other
'countries in achieving rapid oconornic

policies. He,nce FJi"p.til;io"ra u" J;;itt'gral part of overall economic policies to

reatiz.ethe goals of country'

�R

24�B9 Y0 PROGRESS

1.Answerthettl�B �¡hg qu�g dons h about 4 or 5 1ines each.

1.Whtt a�¨ lthe b�“ �É pnnc�¡ 1�å Of9�£ ,id iSCal pdicy?

2.�“ �� t is tte Keynesian’s�� �⁄ Or flscal poliCy?

3_Whatis uCtionedflnance?
2[
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4.What arelthe�Ł �V ves ofiscal pdicy�g lrespa Jdeve10ping oountries?
5�B List the nlaJor iscal instmments.

6.Identtt sOme issues ofhdan iscal pdicy.

24:10 MODERN EXAMINAT10Ns QUEST10NS
I�B lnSWer the f0110wing quettons in abOut301ines each.

1.What dO you mean by iscal pdicy?Brienytracethe evolution Ofiscal policy.

2.Explain the classical�� ews Or iscal pOlicy�B

�M
~   3.E�ª

hntte tms‘tttms�˚ �Bnery"mance and FunctimJ hanca
4.what are the o�´ ectitts Ofiscal pdicyin deve10ping�� untri�g ?
5.Discllss the mtt�` �M

lScal problelllls in lndia.
6.E�Ælain 00m vaHOus lscJ hstmctim can be u�˜ d fOr�å Onomic Pdicy ttectives�Ühdia.

�Uo Alswer t�V e fo110Wing questiois in abOut 151ihes eath.

1.What are the ottedi�� s ofisal p01icy in the deve10ped�å Onomies’
2.wllat dO you mean by resOurce mObilizatiOn h the cOnte�˛

Oflndian EcOntmy.
_      3.Whtt dO you meall by deicit hancing.

24.1l suGGESTED BooKS

91.BP:�¡ �A�A i          :Publit Finance

2.Varish and H.s.Agarwal    :Pu�\

�g

niance

�A�A    3.Andrey & sundaFanl          : Public Finance

�A�¡ Lja J.chell�˚ ah : Fiscal policy in under developed countries

PFOfoNe Linga M�Łrth�\          |
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SECTION-A (Merks: 4 r 15 =60)

Instructions to the candidetes

*AnsweranyFOURofthefollowirrgeightquestionsinabout30lineseach;
* g*t qo.ttio" carries 15 marks'

its functions'tr rrfiffiH,ffi$$H#aTffH and Kevnesian theory of monev and

prices' t ----:.-^rEiohertc ernration.

l. *mx*:#"ln#iltffi'1""il"ff5i*?rHh**" 
work to contror the price

stabilitY? .. r ^^--^-^iol hqnks
5. Examine the role and functions of commercialtanks'

Z;. Cl*trff the Public t"u"nle into vanous categones'

;. wr'Jitinnationin*"
i. ;;ff;the various causes to trys

SnCnbU- A (Marksti *s=lo)

Instructions to the candidates

* Answer any FIVE of the fo$o'wirrp eig[rt questions in about 15 lines eac-h'

- ;;h;""stion carries 15 marks'

g. Explainthe conce'pt 9f F:'ry':l=acrifi11
10. furswer *y tooo of th" folto*ing concepts'

1: Stagflation
2' Debtburden
3' ExPenditure tat
4' Collective good

l1' Answer any two of thl following questions'

1' What is PrioritY sectort

;'. rvrJgitti tm"iencY of caPital'

3' Price stabilitY
4' Cost Reserve Ratio

12. Comparettre Quantity tlr€o?:lf money of'Friedman and classicals

13. What *" i'" il"t'o'*"s of monetary policy'

ii Biffii * mary,**,ffifmffi111
il ;$lmgggry; p"uri" nnances .d ;,# rinances

ts. W[*3'r
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