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Syllabus
 Module 1: Origin, growth, meaning and scope of public finance-

Public and private finance - Principle of MSA-Public goods and
private goods-mixed goods and merit goods (concepts only with
examples)

 Module 2: Public expenditure and cost benefit analysis – meaning
and importance of public expenditure with special reference to
India-Wagner‘s, Peacock-Wiseman Hypothesis-Canons of Public
expenditure-effects of public expenditure on the economy of
India-investment evaluation, project evaluation and cost benefit
analysis with suitable examples.

 Module 3: Public revenue and Income tax calculation- Sources of
Public revenue-tax and non tax - classification of taxes-canons and
principles of taxation- Ability to pay- cost of service and Benefit-
impact, incidence and shifting of tax burden- effects of taxation-
major taxes in India like income tax, VAT , GST- calculation of
personal and corporation of personal and corporation income tax
(with suitable examples).



Syllabus
 Module 4: Public Debt and Budget in India - Public

Debt and Debt management in India- Debt redemption
- Budgeting in India - importance-types- Principles -
procedures of budgeting - revenue and capital budgets-
zero base budgeting - performance budgeting - primary
deficit- revenue and capital deficit- budget deficit -
fiscal policy with reference to India - contra cyclical
fiscal policy - deficit financing and black money in India.

 Module 5: Federal and local finance in India - meaning
and importance - function of finance commissions -
jurisdictions of finance commission – centre, state
financial relations - local finances functions and revenues.



Module  1

 Origin, growth, meaning and scope of public finance

 Public and private finance

 Principle of MSA

 Public goods and private goods-mixed goods and merit

goods (concepts only with examples)



FISCAL ECONOMICS…???

 Public finance or fiscal economics deals with the fisc of 
the country. 

 It is related to decision making in the public sector or 
finance of the governmental agencies. 



PUBLIC FINANCE - MEANING

 Branch of Economics

 It is a study of income & expenditure of a government

 The term public finance refers to finances – monetary
resources of the govt. at all levels – Central, State,
Regional or Local

 It relates to the raising and utilization of their
resources

 It was since the publication of J.M. Keynes’ great work
– “General Theory of Employment, Interest & Money”
in 1936, that PF has assumed great importance



Public finance

 Public finance is a field of economics concerned with
how a government raises money, how that money is
spent and the effects of these activities on the
economy and society.

 It studies how governments at all levels—national,
state and local—provide the public with desired
services and how they secure the financial resources to
pay for these services.

 Public finance deals with the finances of public bodies
– national, State or Local – for the performance of
their functions.



Public finance – Definition…???

 “The main content of Public Finance consists of the 
examination and appraisal of the methods by which 
governing bodies provide for the collective satisfaction 
of wants and secure the necessary funds to carry out 
this purpose.”  - Mrs. Ursula Hicks



Public finance – Definition…???

 According to Philip E. Taylor, in his work, “The
Economics of Public Finance”, “Public Finance is the
fiscal science, its policies are fiscal policies, its
problems are fiscal problems.”

 Prof. Hugh Dalton in his book “Principles of Public
Finance” stated that public finance “One of those
subjects which lies on the border line between
Economics and Politics. It is concerned with the
income and expenditure of public authorities and with
the adjustment of one to the other.”



 It is now regarded as a powerful instrument 
of social justice

 It is employed by modern governments to 
bridge the gulf between the rich and the 
poor

❖Allocative function 

❖Distributive function 

❖Stabilization function

Prof. Musgrave elaborately discusses the subject public finance 
in terms of three fiscal operations performed by public 

authorities; namely:

SCOPE / IMPORTANCE OF PUBLIC FINANCE



IMPORTANCE OF PUBLIC FINANCE

 1) Provision of public goods: -For providing public
goods like roads, military services and street lights, etc.
public finance is needed. Business firms will have no
incentive to produce such goods, as they get no
payment from private individuals.

 2) Public finance enables governments to tackle or offset
undesirable side effects of a market economy. The side
effects are called spill over or externalities. For example,
pollution.

 3) Public finance helps governments to redistribute
income. To reduce the inequality in the economy, the
governments can impose taxes on the richer people and
provide goods and services for the needy ones.



IMPORTANCE OF PUBLIC FINANCE

 4) Public finance provides many programmes for
moderating the incomes of the rich and the poor. Such
programmes include social security, welfare and other
social programmes.

 5) The acceptance of the principle of welfare state, the role
of public finance has been increasing. Modern
governments are no more police states as the classical
economists viewed.

 6) As the scope of state participation in the economic
activity is widening, the scope of public finance has
also been increasing. Generation of employment
opportunities, control of economic fluctuations like
boom and depression, maintaining economic stability
etc. are some of the thrust areas of the governments
through fiscal operations.



Scope / Subject Matter of Public Finance

 Public Revenue

 Public Expenditure

 Public Debt

 Federal Finance

 Local Finance

 Budget

 Fiscal Policy

 Deficit financing



Public Goods…? 
 Public goods are those goods which satisfy the collective

needs of the people and supplied by the public authority.

 A typical example for public good is defence service.

 Here, the principle of exclusion is not applicable.

 Another feature of public goods - indivisible in nature.

 Its indivisibility characteristic may also imply that each
individual has an access to its entire amount so that use of
public good by one individual does not reduce its
availability to others.

 For example, any number of persons can tune in a radio or
TV programme without depriving others of the facility.



Non-excludable: Once a public good is 
produced, the suppliers cannot easily 

deny it to those who fail to pay. That is, 
those who cannot (or do not agree to) 

pay its market price are not debarred or 
excluded from its use.

Free-rider problem: People can enjoy the 
benefits of public goods whether pay for them 
or not. If a citizen does not pay, he becomes a 
free rider (using the service without paying) 
and cannot complain if the state provides a 

poor-quality service. 

Non-rival in consumption: One person’s consumption does not diminish the 
amount available to others. Here, the marginal cost of providing the public 

goods to additional consumers is ZERO. 



Private Goods

 Private goods are those goods which satisfy the
private needs of the people.

 On the other hand, private goods are those goods
which are completely divisible and the principle of
exclusion applies in full measure.



Club Goods…..

 Club goods are those goods which retained the
features of both public and private goods in a mixed
manner.

 That is, these goods are neither pure public and nor
pure private goods.



 Those goods whose consumption and use are to be
encouraged are called merit goods (e.g.; education).

 Merit goods are socially desirable goods which
promote social welfare.

 On account of their overriding importance, provision
of such goods helps the economy in attaining a high
level of efficiency and contributes to achieving of basic
objectives of the society.

 For example; provision of education, nutritional
programmes of the government, etc.

Merit Goods



Goods whose consumption and use
are to be discouraged are called
non-merit goods or demerit goods
(e.g., liquor, narcotic drugs, etc.).

NON-MERIT GOODS



Public Finance and Private Finance

Similarities and Differences



Similarities

 1. Both the State as well as individual aim at the
satisfaction of human wants through their financial
operations.

 The individuals spend their income to satisfy their
personal wants whereas the state spends for the
satisfaction of communal or social wants.

 2. Both the States and Individual at times have to
depend on borrowing, when their expenditures are
greater than incomes



Similarities

 3. Both Public Finance and Private Finance have
income and expenditure. The ultimate aim of both is
to balance their income and expenditure.

 4. For both kinds of finances, the guiding principle is
rationality. Rationality is in the sense that
maximization of personal benefits and social
benefits through corresponding expenditure.

 5. Both are concerned with the problem of
economic choice, that is, they try to satisfy
unlimited ends with scarce resources having
alternative uses.



Dissimilarities
 1. The private individual has to adjust his expenditure

to his income. i.e., his expenditure is being determined
by his income. But on the other hand, the government first
determines its expenditure and then the ways and means to
raise the necessary revenue to meet the expenditure.

 2. The government has large sources of revenue than
private individuals. Thus at the time of financial difficulties
the state can raise internal loans from its citizens as well as
external loans from foreign countries. In the case of
private individual, all borrowings are external in nature.

 3. The state, when hard pressed, can resort to printing
of currency, as an additional source of revenue. In fact,
during emergencies like war, it meets its increased
financial obligations by printing new currency. But an
individual cannot raise income by creating money.



Dissimilarities
 4. The state prepares its budget or estimates its

income and expenditure annually. But there is no
such limitation for an individual. It may be for
weekly, monthly, or annually.

 5. A surplus budget is always good for a private
individual. But surplus budgets may not be good for
the government.

 6. The individual and state also differ in their
motives regarding expenditure. The individuals
hanker after profit. Their business operations are
guided by private profit motive. But the states
expenditure is guided by the welfare motive.



Dissimilarities
 7. The private individual spends his income on various

items in such a manner as to secure equi-marginal
utilities from them.

 The government on the contrary does not give as much
importance to this law as a private individual does.

 Modern government sometimes incur cretin types of
expenditure from which there do not derive any
advantage but they do incur this expenditure to
satisfy cretin sections of the community.



Dissimilarities
 8. Individuals always seek quick returns. They save only a small

amount for future and spend more to satisfy their current
needs.

 Individual tend to think more on present as they are dead
in the long run.

 Similarly they seldom spend if it does not yield any money
income.

 On the other hand, State has a long term perspective of its
expenditure. It does not care only for immediate benefit.

 State spends on projects having long gestation period. The
burden of taxation is borne by the present generation in the
interest of long run welfare of the community.

 Similarly sometimes government may have to spend on schemes
which may not yield any money income at all (e.g. Public
Health).



Dissimilarities

 9. An individual’s spending policy has very little
impact on the society as a whole. But the state can
change the nature of an economy through its fiscal
policies.

 10. The pattern of expenditure in the case of private
finance is often influence by customs, habits social
status, etc. The pattern of government expenditures is
guided by the general economic policy followed by the
government.



Dissimilarities

 11. Private Finance is always a secret affair. Individual
need not reveal their financial transactions to anyone
except for filing tax returns. But Public Finance is an open
affair. Government budget is widely discussed in the
parliament and out sides. Public accountability is an
important feature of public finance.

 12. Individuals can plan to postpone their private
expenditure. But the state cannot afford to put off vital
expenditure like defence, famine relief etc. Findlay
Shiraz says that compulsory character is an important
future of public finance.



THE  PRINCIPLE  OF  MAXIMUM  SOCIAL  ADVANTAGE

 One of the important principles of public finance

 Explained by Professor Hugh Dalton.

 Just like an individual seeks to maximize his
satisfaction or welfare by the use of his resources, the state
ought to maximize social advantage or benefit from the
resources at its command.

 Pigou named it - the principle of maximum social
advantage

 According to Dalton, “This (Principle) lies at the very root
of public finance.”





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

Financial operations of the government cause
'sacrifice or disutility' on one hand and 'benefits or
utility' on the other.



 All taxes result in sacrifice and all public expenditures lead to

benefits.

 Public revenue consist of only taxes and no other sources of

income to the government.

 The government has no surplus or deficit budget but only

balanced budget.

 Public expenditure is subject to diminishing marginal social

benefit and taxes are subject to increasing marginal social

sacrifice.

Assumptions of the Principle



MSB & MSS
 Public  expenditure  creates  utility  for  those  people  

on  whom  the  amount  is spent (MSB).

 After a stage, every increase in public expenditure 
creates less and less benefit for the people. 

 Taxation, on the other hand, imposes burden on the 
people.

 When  the  volume  of  taxation  becomes  high,  every  
further  increase  in  taxation increases the burden of 
taxation

 People under go greater scarifies for every additional 
unit of taxation (MSS).





The Principle of Maximum Social Advantage
states that public finance leads to economic
welfare when pubic expenditure & taxation
are carried out up to that point where the
benefits derived from the MU (Marginal
Utility) of expenditure is equal to (=) the
Marginal Disutility or the sacrifice imposed
by taxation.



Point of maximum social advantage…????

 The State should balance the social burden of taxation
and social benefits of Public expenditure in order to have
maximum social advantage.

 According to Dalton, maximum social advantage is at
a point where the Marginal Social Sacrifice (MSS) of
taxation and Marginal Social Benefit (MSB) are equal.

 The point of equality between MSS and MSB is
referred to as the point of maximum social advantage or
least aggregate social sacrifice.



The Point of Maximum Social Advantage ↓

Social advantage is maximised at the point
where marginal social sacrifice cuts the
marginal social benefits curve.





Diagrammatic representation…
 The  curves  MSS  and  MSB  show  the  marginal  social  scarifies  of  

taxation  and marginal social benefit of public expenditure respectively. 
MSS curve slopes up-wards since  taxation  increases  marginal  social  
sacrifices.  

 MSB  curves  slopes  down  wards showing  that  public  benefit  goes  
on  declining  with  every  increase  in  public expenditure. The ideal 
point of financial operations is where the governments collect OQ 
taxation from the society and uses it for public expenditure. At this 
point , MSS is exactly equal to MSB (Point P) 

 At OM 1 , MSS is M1 F1 which is less than MSB (M1 , E1) thus depicting 
a loss of welfare to the society (E1 F1). 

 Similarly, the government is  collecting  OM2  taxation  to  finance  
larger  public  expenditure;  The  MSS  is  higher than  MSB  by  E2  F2.  

 So  the  ideal  level  of  taxation  and  expenditure  is  at  OM.



Criticism….
 (1) Non Measurability of Social Sacrifice and Social 

Benefit.
 (2) Non-applicability to Borrowings.
 (3) Assumes Static Condition. The theory assumes a static 

condition. But the real world conditions are not static. They are 
dynamic and ever-changing. The circumstances also vary from 
time to time.

 (4) Role as Functional Finance. The role of public finance has 
greatly expanded in recent years. The concept of functional 
finance has more emerged. It is now used as an instrument of 
economic stabilization. It Involves surplus budgeting at the time 
of boom and deficit financing at the time of depression. The 
policy of functional finance permits no such consideration as the 
equalization of marginal social benefit with marginal social 
sacrifice.

 (5) Non-applicability of Law of Equi-marginal utility to 
Public Expenditure.



MODULE – III - Public revenue and  Income tax calculation 

1. Sources of Public revenue-tax and non tax

2. Classification of taxes

3. Canons of taxation

4. Principles of taxation - Ability to pay- cost of
service and Benefit

5. Impact, incidence and shifting of tax burden

6. Effects of taxation

7. Major taxes in India like income tax, VAT, GST-

8. Calculation of personal and corporation of
personal and corporation income tax (with suitable
examples).



PUBLIC REVENUE

Like any other economic unit, a govt. also
needs revenue or income to finance its
activities

The income of the govt. through all sources
is known as public revenue

 Prof. Dalton defined public revenue in two
senses – Narrow sense and broader sense.

 PR – narrow sense – all income excluding borrowing

 PR – broad sense – all income + public borrowing



SOURCES OF PUBLIC REVENUE

There are two sources of PR; namely:

1) Tax revenue

2) Non-tax revenue

The revenue obtained from various taxes is
known as tax revenue

The income received from administration,
commercial enterprises, gifts and grants is
treated as non-tax revenue



NON-TAX REVENUE

Non-tax revenue includes:

A. Administrative revenue

B. Profits from Commercial enterprises

C. Gifts & Grants



NTR : ADMINISTRATIVE REVENUE
 The administrative revenues arise from the administrative functions of 

the government
 It includes:

1) Fees: Payments  imposed  by  the  government.  
For  Example,  Court  Fee,  License  Fee, 
Passport, Fee etc.

2) License Fees
3) Special Assessment
4) Fines & Penalties: Fines penalties are imposed 

on persons as a punishment for infringement  of  
laws.  They  are  imposed  to  prevent  crime.

5) Escheat 
6) Forfeitures



Special Assessment….

 A compulsory contribution levied in proportion to the
special benefit derived to defray the cost of a special
improvement of property undertaken in the public
interest.



Escheat….

 It refers to the claim of a government to the property of
a person who dies without having any legal heirs or
without keeping a will.

 Thus, bank balances and other properties of such a
person will pass to the government.



Forfeitures….

 Forfeiture of bails or bonds refers to the penalties
imposed by courts for the failure of individuals to
appear in the courts to complete contracts as
stipulated



Commercial Revenue

 Income earned by public enterprises by selling their 
goods and services. 

 For example, Payments for postage, tolls, interest on 
borrowed funds etc.

 They are also known as prices because they come in 
the form of prices and goods and services provided by 
government.



Gifts  and  grants
 In  general  gifts  and  grants  are  the  payments  made  

by  one government to another for some specific 
functions for example, central grant to state 
government. 

 Gifts are voluntary contribution made by the people to 
the government for some special purposes.



Digest the Points….

 Non-tax revenues of the centre mainly consist of 

 Interest and dividend receipts of the government 

 Receipts from the services provided by central 
government like supply of central police force

 Issue of passport and visa

 Registration of companies

 Patents 

 Licence fees

 Royalty from offshore oil fields

 Various receipts from the telecom and other sectors 



TAX REVENUE

Taxation is the biggest source of revenue of
the modern governments

Taxes are compulsory contributions
imposed by the government on its citizens
to meet the general expenses incurred for
the common good without any
corresponding direct returns or benefits
(quid pro quo) to the tax payer



Taxes – Definitions….

 Tax is compulsory contribution from a person to
the government to defray the expenses incurred in the
common interests of all without reference to special
benefits conferred - Professor Seligman

 Taxes are compulsory payments to the governments
without expectation of direct return to or benefit to
the tax payer - Professor Taylor



FEATURES / CHARACTERISTICS OF A TAX

➢Compulsory in nature

➢There is no direct quid pro quo between the 
tax payer and the public authority

➢The income from tax is utilized to meet the 
common expenses of the government

➢Refusal to pay a tax is a punishable offense

➢Tax is payable regularly & periodically



OBJECTIVES OF TAXATION

❖Source of revenue

❖An instrument to regulate the economy

❖Reduction of inequalities among the people

❖Increasing the level of output

❖Optimum allocation of resources

❖Stabilizing the economy

❖Promoting Economic Growth

❖Development of Backward Regions



Classification of Taxation / TYPES OF TAXES

Direct & Indirect Taxes

Specific & Advelorum Taxes

Progressive & Regressive Taxes

Single & Multiple



Tax: Key Points to Digest

•Impact

•Incidence

•Effects 



Direct Taxes and Indirect Taxes

 “A direct Tax is really paid by a person on whom it is
legally imposed, while an indirect tax is imposed
on one person, but paid partially or wholly by
another, owing to consequential change in the terms
of some contract or bargaining between them” -
Dalton

 “The terms direct and indirect taxes are finally
distinguishable in meaning only in terms of
shiftability. Direct taxes are not shifted while indirect
taxes are.” - P.E. Taylor



DIRECT TAXES…???

It is a tax whose burden falls on the
same person on whom it is imposed.

That is, impact (initial burden of a tax)
and incidence (final burden of a tax) of
a tax falls up on the same person

Shifting of the tax burden is not
possible in the case of direct taxes



PROMINENT DIRECT TAXES

➢Income Tax

➢Corporate Tax

➢Wealth Tax

➢Fringe Benefit Tax

➢Banking Cash Transaction Tax

➢Securities Transaction Tax



Merits of Direct Taxes

 1) Equity: Higher incomes are taxed heavily and lower 
incomes are taxed lightly. Direct taxes are based on ability 
to pay of the tax payer - ensure the canon of equity.

 2) Economy: The administrative cost of collecting the 
direct taxes is low. 

 3) Certainty

 4) Elasticity and revenue generation: the yield from direct 
taxes increases as the country  economically  advances. 

 5) Distributive  justice

 6) Civic  consciousness

 7) Absence of leakages



Demerits of Direct Taxes

 1) Uncertainty

 2) Unpopularity

 3) Violation of the principle of equity

 4) Large scale evasion: It is remarked that “direct taxes

are a premium on honesty.”



TAX……

Surcharge – tax upon a tax 

Cess – it is also a tax upon a tax but imposed 

to meet a certain objectives

Example for cess – Educational cess



INCOME TAX SLAB

BASE OF THE TAX RATE OF THE TAX

Up to 2.5 lakh Nil 

2.51 lah t0 5 lakh 10%

5.1 lakh to 10 lakh 20%

Above 10 lakh 30%

60 above age group Up to 3 lakh nil



INDIRECT TAXES

The initial burden of a tax (impact of a
tax) falls up on a person and the final
burden of the tax (incidence of a tax)
falls up on another person

That is, shifting of the tax burden is
possible in the case of indirect taxes

 Imposed on one person and paid by another
person



PROMINENT INDIRECT TAXES

➢Excise Duty

➢Customs Duty

➢Sales Tax

➢VAT

➢Service Tax

➢GST



Merits of Indirect Taxes

 1) Convenience: It is paid at the time of purchase of a 
commodity. Hence, the tax payer does not feel the 
burden of tax. The  tax  is  hidden  in  the  price  of  the  
commodity  bought.  It  is  paid  in  small amount. The 
government can also collect it conveniently.

 2) Indirect taxes lead to social welfare: Indirect taxes 
on narcotics and intoxicants reduce the consumption 
of them which are harmful to health. 



Merits of Indirect Taxes

 3) Indirect  taxes  are  justified:  They are paid by all 
the individuals and when they purchase goods and 
services.

 4) Indirect taxes help production and investment

 5) No  evasion:  Indirect  taxes  are  generally  difficult  
to  be  evaded  as  they  are included in the price of the 
commodity. 

 6) Highly revenue yielding in developing countries



Demerits of Indirect Taxes
 1) Indirect taxes promote inequality - regressive  in  nature  

which  will  promote  economic  inequality  in  society  by 
imposing larger burden of taxes on the poor people.

 2) Uneconomical:  Indirect  taxes  involve  high  costs  of  
collecting  them.  To  raise desired  levels  of  public  
revenue,  taxes  should  be  collected  from  millions  of 
people.

 3) Element  of  uncertainty

 4) Lack  of  civic  consciousness

 5) Indirect  taxes  promote  inflation

 6) Discourage saving



Economy of Sri Lanka…????
 It is an issue of extremely low government revenues

amounting to 12% of GDP and that too with a

regressive tax regime with
over 80% of revenues
coming from indirect
taxes.



Service Tax….????

 Dr. Raja Chelliah Committee (1991) on tax reforms
recommended the introduction of service tax. 

 The revenue from the service tax to the Govt. of 
India have shown a steady rise since its inception in 
1994. 

 The tax collections have grown substantially since 
1994-95 - from 410 crore in 1994-95 to 2.16 lakh crore in 
2014-15



SPECIFIC TAX….

Tax is imposed on the quantity produced or
on the basis of per unit commodity or on the
basis of length, weight, width, etc.

Example: tax is levied on the basis of per
pen – it would imply that the tax amount
multiplied by number of units produced

The tax is imposed on the basis of the
specific attributes of the commodities



ADVALOREM TAX…???

 Tax is imposed on the basis of the value of the 
commodity

 Example: A pen factory produces 10,000 pen in a 
month and the price of each pen is Rs. 15. 

 Thus, the total value of pen is 10,000 x 15 = 150000. 

 Then the tax would be imposed on 150000.

 In India, we have a combination of both specific 
and advalorem taxes depending up on the kind of 
commodity



Sin Tax...???

 A state-sponsored tax that is added to products or
services that are seen as vices, such as alcohol, tobacco
and gambling.

 State governments favour sin taxes because they
generate an enormous amount of revenue and are
usually easily accepted by the general public because
they are indirect taxes that only affect those who use
the products.



TAX BASE & TAX RATE

 Tax Base is the object to which the tax applies such as 
the income or the value of the property

 Tax rate is the amount of tax per unit of the tax base

 Based on the rate & base of tax, taxes are classified into 
four groups; namely:

1) Progressive Taxation

2) Regressive Taxation

3) Proportional Taxation

4) Degressive Taxation



PROGRESSIVE TAXATION
 A progressive tax is one in which the tax rate increases

with the increase in the tax base

 The rate of tax increases with the increase in the
income. The higher the level of income, the higher the
tax will be and vice- versa.

TAX BASE TAX RATE AMOUNT OF TAX

1000 5% 50

2000 10% 200

3000 20% 600

4000 30% 1200



Regressive Tax

 Under regressive taxation the average tax rate declines
as the size of the tax base increases.

 In regressive taxation, the higher the income of a tax
payer, the smaller is the proportion of his income
which he contributes to the government in terms of a
tax.

 That is, in the regressive taxation, the tax rate
declines as income increases.



Proportional Taxation

 A tax is called as proportional if all the tax payers pay
the same proportion of their income as tax.

 A proportional tax is one in which the rate of tax
remains the same with the change in tax base.

 Here, the same percentage of tax is levied on all
income groups.



Degressive Tax

 Under degressive tax, the rate of tax increases up to a
certain limit beyond which a uniform rate is charged.

 Thus, the degressive tax is blend of progressive and
proportional taxation.



SINGLE AND MULTIPLE TAXATION

 Single tax refers to a system in which the taxes are
levied only on one item or head of tax. It is only one
kind of tax.

 It implies a tax on one thing. That is, one class of
things or one class of people.

 This type of tax was advocated by economists from 17th

to 19th century.



MULTIPLE TAXATION
 It implies that there should be all types of taxes so that 

every citizen  can  contribute  to  the  state  revenue. 

 Modern  economy  has  to  fulfil many objectives

 Too  many  taxes  will  yield  only  a  small  amount  of  
revenue cost  of collection will be very high. 

 According to Dalton, “It is better to rely on few
substantial taxes for the bulk of revenue.”



 It is the administrative aspect of a tax
 They relate to the rate, amount, method of levy, and

collection of a tax.

 In other words, the qualities or attributes of a good tax are
called canons of taxation.

 Adam Smith was the first to give us a set of basic principles
and these are even now considered as the characteristics of
a good tax system.

1) Canon of Equality

2) Canon of Certainty

3) Canon of Convenience

4) Canon of Economy

CANONS OF TAXATION



Canon of Equality

 It is based on the principle of social justice and ability 
to pay.

 Tax burden should be equally distributed among the 
tax payers according to their ability to pay. 

 That is, the rich  people  should  bear  a  heavy burden  
and  the  poor  a  less  burden.  

 Hence,  the  tax system  should  be  progressive. 



Canon of Certainty

 Taxation must have an element of certainty.

 There must be certainty about the tax which an
individual has to pay.

 Things like the time of payment, the manner of
payment, and the quantity to be paid, etc. should be
plain and clear to the tax payer.

 It should not be arbitrary.



Canon of Convenience

 It explains that a tax should be levied in such a time 
that it is convenient  for  the  tax  payer  to  pay  it. 

 “Every  tax ought to be levied at the time or in the 
manner in which it is most likely to be convenient for 
the contributor to pay it.” Adam  Smith



Canon of Economy

 It means that the cost of collection of a tax should be
the minimum.

 The administrative mechanism should be simple and
prudent by minimizing ambiguity and demanding the
least paper works.



Other Canons of Taxation

 Given  by  writers  like  Charles  F. Bastable.  

 They  are  canon  of  productivity, canon  of  elasticity 
or  flexibility,  canon  of simplicity,  canon  of  
diversity,  canon  of  coordination etc.



Canon of Productivity

 Tax  should  be  productive  of  large  revenue.  

 According  to  this  canon  it  is desirable  to  have  a  
few  taxes  yielding  large  revenue  rather  than  having  
a  large number of taxes yielding small revenue.

 It also implies that instead of imposing large number 
of unproductive taxes, it is advisable to have a few 
productive taxes.



Canon of Elasticity

 It means that taxation should be flexible or elastic. 

 It should be capable of increasing or decreasing the tax
revenue depending on the need of the government.



Canon of Diversity

 This implies that there should be a number of different 
taxes in the country.

 This will make every citizen of a country to pay 
something to the national exchequer.

 Too many taxes are to be avoided.



Canon of Simplicity

 This  canon  implies  that  the  tax  should  be  simple  
to  understand  even  to  a layman. 

 It should be free from all ambiguities and provisions to 
avoid differences in interpretation and legal disputes.



Canon of Co-ordination

 There  should  be  co-ordination  among  different  
layers  of  governments  in imposing  taxes.  

 In a federal country like India there should be co
ordination among the central, state and local
governments regarding taxes, since each of these is
having legal right to impose taxes.



Value Added Tax (VAT)

 It is a multi-point destination-based system of 
taxation

 It is a tax levied on value addition at each stage of 
transaction in the production-distribution chain

 It is basically a subject of the Central Government 
and the State Governments are only a facilitator for 
its successful implementation

 Sales Tax - tax on the final consumption of goods or 
services and must ultimately be borne by the 
consumer  



Laffer Curve

 Relationship between tax rate and tax revenue

 Higher taxes may not lead to higher income when it 

crosses a certain limit



Laffer Curve



RECEIPTS & EXPENDITURE OF THE CENTRAL GOVT

As % of GDP 2007-08 2010-11 2011-12 2012-13

Revenue receipts 10.9 10.1 8.8 9.3

Tax revenue 8.8 7.3 7.4 7.7

Non-tax revenue 2.1 2.8 1.4 1.6

Revenue expenditure 11.9 13.4 12.2 12.8

Interest payments 3.4 3.0 3.0 3.2

Capital receipts 3.4 5.2 5.2 5.5

Capital expenditure 2.4 2.0 1.8 2.0



SOURCES OF TAX REVENUE: % OF GROSS TAX REVENUE

KINDS OF TAXES 1990-
91

2007-
08

2008-
09

2009-
10

2011-
12

2012-13

DIRECT 14 49.9 52.8 58.9 56.3 52.4
PIT 17.3 17.5 19.6 17.6 17.6

Corporation Tax 32.5 35.3 39.2 38.6 34.6

INDIRECT TAX 86 47.0 44.5 39.2 42.6 46.8
Customs 17.6 16.5 13.3 16.3 17.3

Excise 20.8 17.9 16.5 17.5 18.0

Service Tax 8.6 10.1 9.4 8.8 11.5



Sources of Tax Revenue (in Lakh crore)…???

GTR CT IT CD       UNE ST

 2010-11      7.93          2.99       1.39       1.36        1.38          0.71

 2011-12      8.89         3.23        1.64       1.49        1.45         0.98

 2012-13      10.36        3.56       1.97       1.65         1.76         1.33

 2013-14      11.39         3.95       2.38      1.72         1.69         1.55

 2014-15 13.65        4.51        2.78      2.02        2.06         2.16

 Corporation Tax>Income Tax>Service Tax>Union 

Excise Duty>Custom Duty



Tax Mechanism and Federal Setup of India

 In India, certain taxes are imposed by the central government and also
mobilized by the central government. Examples are:

 Income tax

 Customs duty

 Excise duty 

 Service tax
 Some taxes are levied by the central government but

collected by the state governments – central sales tax levied
on inter-state movement of goods.

 Certain other taxes are levied and collected by the
respective state governments – sales tax, agriculture tax,
etc.



Major Taxes of the States in India

 Land Revenue 

 Agricultural Income Tax  

 State excise duties  

 Stamp Duties, Court Fee and Registration

 Taxes on Urban Immovable Property

 Taxes on Trade, Professional and Employment

 Motor Vehicle Taxation

 Entertainment Tax  

 Electricity duties

 Sales Tax  

 State VAT



Major Taxes of the Local Self Governments in India

 Taxes on Land and Buildings

 Octroi and terminal taxes

 Taxes on Vehicles

 Taxes on Professions, Trades and Employment

 Taxes on advertisement other than those published in 
newspapers

 Other  miscellaneous  taxes  like  theatre  or  show  tax,  
duty  on  transfer  of property, taxes on goods, 
passengers carried by roads, railways or tolls etc.



Module 4: Public Debt and Budget in India -
Public Debt and Debt management in India-
Debt redemption - Budgeting in India -
importance-types- Principles - procedures of
budgeting - revenue and capital budgets- zero
base budgeting - performance budgeting -
primary deficit- revenue and capital deficit-
budget deficit - fiscal policy with reference to
India - contra cyclical fiscal policy - deficit
financing and black money in India.



Budget – Article 112

 Budget involves four sets of figures for three years……

 Budget estimates of the coming year…..

 Budget estimates of the current year….

 Revised estimates of the current year……

 Actual figure of the previous year……



The budget process of our country predates the 
independence

Budget was first introduced on 7th April 1860 

The first Finance Member, James Wilson presented the 
budget

Liaquat Ali Khan, member of the interim Govt. presented 
the budget of 1947-48

After independence, India’s first Finance Minister R.K.
Shanmukhan Chetty, presented the 1st budget on 26th

November, 1947



Budget evaluation………..?

 There are four criteria by which to evaluate the budget

➢ 1. The vision and how it is going to be implemented (The 

desire to meet the aspirations of the people through higher 

growth and faster decision making…)

➢ 2. Capability to diagnose the economy’s ailments and the 

remedies proposed…

➢ 3. The issue of who gains and who loses

➢4. Evaluating the positives in the budget with the negatives



BUDGET………….

Revenue Account

• Revenue Receipt

• Revenue Expenditure

Capital Account

•Capital Receipts

•Capital Expenditure 



Concepts….

 Developmental expenditure – productive in nature

 Non-developmental expenditure – consumptive kind 
and do not involve any production – paying salaries, 
pension, interest payments, subsidies, defence
expenditure,….

 Plan expenditure – done in the name of planning -
productive

 Non-plan expenditure – generally consumptive

 C. Rangarajan in Sep. 2011 – suggested for defining 
plan  and non plan expenditures as Capital and 
Revenue expenditure



Revenue Account of a Budget

 It is for all purposes known as current account because 

it shows what government earns on day to day 
basis and what it spends on day to day basis. 

 It is related with the current financial transactions 

which are recurring in nature.



Capital Account of a Budget

 It consists of the capital receipts and payments. 

 It shows government revenue and expenditure on the 
basis of its long term operation. 

 The capital budget denotes the creation of asset 
in the nation.



Non-debt Capital Receipts

 Recoveries of loans and disinvestment are the two 
main constituents of non-debt capital receipts. 

 As against 40,057 crore in 2013-14, the Budget 2014-15 
placed non-debt capital receipts at 73,952 crore, 
comprising  10,527 crore of recovery of loans and 
63,425 crore of other receipts (mainly disinvestment).



TRENDS IN EXPENDITURE

 The two pillars of fiscal reforms are: 

 Revenue augmentation and 

 Expenditure rationalization. 

 Efficient and effective expenditure management is a key 
component of the Fiscal Responsibility and Budget 
Management Act.

 Non-Plan expenditure constituted around 68 per cent of 
total expenditure in BE 2014-15 

 Out of the total non-Plan expenditure in BE 2014-15, the 
share of non-Plan revenue expenditure is 91.4 per cent, 
with the balance, a mere 8.6 per cent, being accounted for 
by capital non-Plan expenditure.



Strategy & Challenge…????
 As a strategy for achieving fiscal consolidation, expenditure 

rationalization has major constraints on account of 
expenditures like interest payments, subsidies, defence 
services, pension, and non-Plan grants and aid to states 
and UTs, which constituted around 87.4 per cent of total 
non-Plan revenue expenditure in BE 2014-15

 The rationalization and reprioritization of non-Plan 
revenue expenditure is expected to play a vital role in the 
process of fiscal consolidation and targeting expenditure 
more towards inclusive and sustained development.



Non-plan Expenditure…

 Civil administration

 Law and order

 Subsidies

 Grant to states

 Defence

 Interest payments

 Maintenance expenditure



UPSC Model Questions…………

 With reference to Union Budget, which of the following 
is/are covered under Non-Plan Expenditure?

1. Defence -expenditure
2. Interest payments
3. Salaries and pensions
4. Subsidies

Select the correct answer using the code given below.

(a) 1 only (b) 2 and 3 only
(c) 1, 2, 3 and 4 (d) None



Trends in Revenue Non-plan Expenditure…

Items (%) 2012-13 2013-14 2014-15

Interest Payments 34.3 36.9 38.9

Subsidies 28.1 24.2 23.4

Defence 12.2 12.1 12.1

Pensions 7.6 7.3 7.4

Grants to State & 
UTs

5.2 6.3 6.3



Tax Proposals in the Union Budget of 2015-16

 Here the agenda is to foster a stable taxation policy
and non-adversarial tax administration.

 A very important dimension to tax administration in 
this Budget is the fight against the scourge of black 
money.

 The Budget Proposed to reduce the rate of 
Corporate Tax from 30% to 25% over the next 4 
years and the deferment of GAAR (investor friendly 
initiatives).

 This will lead to higher level of investment, higher 
growth and more jobs.



Tax Proposals

 This process of reduction has to be necessarily 

accompanied by rationalisation and removal of various 

kinds of tax exemptions and incentives for corporate 

taxpayers, which incidentally account for a large number of 

tax disputes.

 It is proposed to increase the present rate of service tax 

plus education cesses from 12.36% to a consolidated rate 

of 14%.



Excise Duty………

 As part of the movement towards GST,  the Budget 
proposed to subsume the Education Cess and the 
Secondary and Higher Education Cess in Central 
Excise duty.

 In effect, the general rate of Central Excise Duty of 
12.36% including the cesses is being rounded off to 
12.5%.



Tax Proposals

 The Budget raised excise duty and service tax rates
pushing up retail prices of several goods and services. 

 Dr. Monmohan Singh introduced the concept of 
service tax.

 Implementation of GAAR deferred by two years.

 The Budget abolished wealth tax and replaced it with 
an additional 2% surcharge on the tax collected from 
the super-rich with incomes in excess of Rs. 1 crore.  



Clean Energy Cess….

 In indirect taxes, the Budget propose to increase the 
Clean Energy Cess from Rs 100 to Rs 200 per metric 

tonne of coal, etc. to finance clean 
environment initiatives.



TYPES OF BUDGET

 Balanced Budget

 It indicates total revenue is equal to total expenditure, 
that is, neither deficit nor surplus.

 Surplus Budget

 It means total revenue exceeds total expenditure, that 
is, TR > TE

 Deficit Budget

 It represents total expenditure exceeds total revenue, 
that is, TE > TR 



FORMS OF DEFICITS IN PF

 RD = total revenue expenditure – TR receipts

 BD = total expenditure – total revenue

 FD = TE – (revenue receipts + non-debt creating

capital receipts)

➢FD = Budget deficit + borrowings (that part of the 

govt. expenditure which is financed out of borrowing)



FORMS OF DEFICITS RELATED TO 
BUDGET

❑Revenue Deficit = total revenue expenditure – TR receipts

❑Budget Deficit = total expenditure – total revenue

❑Fiscal Deficit = Total Expenditure – (revenue receipts + 

non-debt creating capital receipts) OR

❑Fiscal Deficit = Budget deficit + borrowings (that part of the 

govt. expenditure  which is 

financed out of borrowing)



FORMS OF DEFICITS IN PF

➢Primary Deficit = FD – interest payments

➢Monetized Deficit means the extent to which the govt. 
borrows from the RBI and not from the market. RBI 
prints fresh currency which monetize the economy by 
bringing more money into circulation – called deficit 
financing

Effective revenue deficit - which excludes from the 

conventional RD, grants for the creation of capital assets

 Introduced in the Union Budget 2011-12



ERD….????

 The effective RD, a refined version of RD that captures 
the shortfall in current receipts over current 

expenditure and is equal to the difference 
between the RD and grants given for 
creation of capital assets



Revenue Deficit
 RD is defined as the excess of government’s revenue 

expenditure over government’s revenue receipts.

 RD indicates that the government is unable to meet its 
current/revenue expenditure from its current/revenue 
receipts.

 Revenue receipts are those receipts which neither reduce 
the assets nor increase the liability. They mainly consist of 
tax and non-tax receipts.

 On the other hand, revenue expenditure is that 
expenditure which neither increases assets nor decreases 
the liability. 

 They are normal/day to day expenditure of the government 
like salary, subsidies and transfers, etc.



RD – General Implication…
 To finance RD, the govt. has to depend up on capital 

receipts as the last resort as revenue receipts are already 
exhausted.

 Financing the deficit through capital receipts is precarious 
as capital receipts either decrease the assets or increase the 
liability. 

 Increase in liability further leads to increase in future 
interest payment liabilities and consequently being a part 
of revenue expenditure, will increase the RD in future too. 

 On the other hand, disinvestment/selling of assets are 
further  aggravate the revenue situation through reduction 
in earnings. 



RD – What we can do…..?

 RD can be minimized by revenue augmentation and 
revenue mobilization through boosting revenue from 
tax and non-tax sources

 Revenue receipts from non-tax sources being the best 
can be accelerated by better management of PSUs. 

 This can be achieved by increasing efficiency, 
controlling corruption and diminishing administrative 
losses.



Fiscal Deficit

 FD is defined as the excess of government total 
expenditure over government total receipts except 
borrowing.

 The concept except borrowing highlights the gap 
between revenue and expenditure without considering 
the borrowed receipts in the receipt front.

 More precisely, it indicates how much our country 
depends upon total borrowing to finance the deficit 
during a particular fiscal year. 

 This furnishes a more holistic view of the government’s 
funding situation in terms of borrowing.



FD – General Implication….

 FD measures the total borrowing requirement of a country 
as a whole during a fiscal year.

 Increase in borrowing raises the burden of interest 
payment as well as the principal payment of the 
government and thereby increasing the future liability of a 
country.

 Financing FD through external debt leads to political 
dependency which may cause unnecessary external 
interference in the day to day economic activities.

 Interest payment being a part of revenue expenditure may 
deter other developmental activities as less fund will be 
available for the growth process.



FD – General Implication….

 Huge borrowing from the market, forces the interest 
rate to raise which in turn, makes private investment 
more costly and hence private investment get 
discouraged. 

 This leads to crowding out effect on private 

investment.



Fiscal Deficit Target……….?

Year Fiscal Deficit (% of 
GDP)

2011-12 5.7

2012-13 4.8

2013-14 4.5

2014-15 4.1 (Target)

2015-16 3.6

2016-17 3.0



Revenue Deficit….
(Revenue deficit as % of GDP…..)

Union 
Budget 

Interim 
Budget

Union 
Budget

Union 
Budget

Year 2013-14 2014 2014-15 2015-16
RD 3.5 3 2.9 2.8
FD 4.8 (4.5) 4.1 4.1 3.9



Macro-economic stabilization….

Lower levels of inflation

Lesser fiscal deficit 

Manageable CAD



Fiscal Consolidation…..?

 Fiscal consolidation is a reduction in the underlying fiscal 

deficit………..

 It is not aimed at eliminating fiscal debt……….

 Fiscal consolidation means doing everything to fix the 
fiscal deficit problem in its root and preventing heavy 
fiscal deficits situation from occurring in future. 

 In other words, it is the policy of the government to 
reduce the outgoing money (public expenditure) and 
increase the incoming money (mainly tax collection).



Major Policy Initiatives to Attain Fiscal Consolidation

 Cut down subsidies (rationalize subsidy).

 Stop leakages in subsidies.

 Reform the tax structure (implement GST).

 Better tax administration – GAAR, GST, Direct Tax Code.

 Widening of tax base (Fiscal discipline).

 Raise tax-GDP ratio.

 Bold steps to prevent tax havens.

 Improve the performance of PSUs.

 Recover black money.

 Stop wasteful Government expenditures, that is, take 
austerity measures.



Fiscal Consolidation – Measures…...

 Tax rate will increase

 Widening of tax base

 Raise tax-GDP ratio

 Better tax administration – GAAR, GST, Direct Tax 

Code

 Reduce public expenditure – rationalize subsidy

 Fiscal discipline



CURRENT ACCOUNT DEFICIT (CAD)

 It is defined as deficit b/w receipts on account of trade 

& invisibles and payments on account of trade & 

invisibles in the BoPs account of the country

 TWIN DEFICIT

An economy is deemed to have a Twin Deficit if it has 

CAD (39 )  (and Fiscal Deficit (5.1%)



FISCAL INDICATORS – Post FRBMA analysis

YEAR RD FD PD GCC ERD

2004-05 2.4 3.9 o.o

2005-06 2.6 4.1

2006-07 1.9 3.5

2007-08 1.1 2.7

2008-09 4.5 6.0 2.6

2009-10 5.2 6.5 3.2

2010-11 3.2 4.8 1.8 1.1 2.1

2011-12 4.4 5.7 2.7 1.5 2.9

2012-13 3.6 4.8 1.8 1.1 2.5

2013-14 3.2 4.5 1.2 1.1 2.1

2014-15 2.9 4.1 0.8 1.3 1.6



FRBM ACT, 2003….

 In the Fiscal Responsibility & Budget Management Act
made obligatory for the govt. to reduce its RD & FD

 Reduction beginning from 2004-05

 Model from New Zealand 



FRBM ACT, 2003

Yearly reduction from 2004-05

2008 -09

RD 0.5% of GDP 0

FD 0.3% 3%

By 2016-17 bring down  (FRBM amendments) 2016-17

FD 3%

RD 1.5%

ERD 0



FISCAL DEFICIT – TARGET – UNION BUDGET – 2015-16

Complete the journey to a fiscal deficit of 3% in 3 years, 

rather than the two years envisaged previously.

Year Fiscal Deficit (% of GDP)

2015-16 3.9%

2016-17 3.5%

2017-18 3.0%



GOODS AND SERVICES TAX (GST)

 Recommended by the Vijay Kelkar Task Force on 

FRBM, 2003

 GST first mentioned in the budget of 2007-08 and 

planned to implement on 1/4/2010

 Need constitutional amendment

 GST council

 Compensation 



GST – Goods and Services Tax

 Concerns
 Some States have been apprehensive about 

surrendering their taxation jurisdiction

 Others want to be adequately compensated

➢Advantages
Streamline the tax administration

Avoid harassment of the business 

Result in higher revenue collection 
both for the Centre and the States



A Road Map for Goods and Services Tax (GST)

 GST will put in place a state-of-the-art indirect tax 

system by 1st April, 2016.

 The ground reality is that in 2006, P. Chidambaram 
proposed the implementation of Goods and Services 
Tax (GST) by April 1, 2010 but it is yet to be rolled out. 



Is any impasse on GST…..???



Enlighten Your Views on GST

 To implement GST in India needed consensus among 
various stake holders for the 122nd Constitutional 
Amendment Bill on the GST. 

 Several GST rollout deadlines have been missed over 
the lack of consensus between the Centre and the 
States over a number of issues. 

 Since the GST will be levied on consumption of goods 
and services, States that are net producers stand to 
lose revenue.



13th FC on GST…..

 A study commissioned by the 13th Finance

Commission had estimated that the

simplification, efficiency and savings consequent to

shift to a well-designed GST regime can

boost India’s growth by up to 2.5

percentage points.



Enlighten Your Views on GST

 The GST will subsume into one levy all indirect 
taxes (services tax, excise duties, stamp duties, entry 
tax, sales tax, etc.) imposed by the Centre and the 
States – for simplification and efficiency.

 It also proposed to extend the GST to all petroleum 
products and real estate transactions. 

 It will reduce black money generation in the real 
estate sector. 

 Consequently, low-cost housing will become more 
affordable.  



Enlighten Your Views on GST

 The Constitutional Amendment Bill proposes to 
empower both the States and the Centre to levy the 
GST. 

 The Bill provides further comfort to States by allowing 
them to charge additional 1 to 2 per cent GST to 
cover up for losses.

 At present, the Centre can tax services but not sales 
and distribution of goods. 

 States can currently tax sales and distribution of goods 
but not services. 

 The Bill proposes that the Centre be empowered to tax 
sales of goods and States to get to tax services.   



What is Financial Repression…..?

 In the matter of public debt, India is forcing 
financial firms to lend to the government 
such as through the statutory liquidity ratio for banks 
and investment guidelines for other financial firms -
This method of capturing resources is known as 
financial repression



Impacts of Financial Repression 

 It leads to lower returns for households who are 
customers of financial firms

 It generates incentives for households to avoid holding 
assets with Indian financial firms, thus encouraging 
purchases of gold, real estate, and overseas assets

 In recent years, the problems of financing private 
investment have become more acute

 High inflation and low real interest rates have deterred 
financial savings 

 Household financial savings fell from 9.9 per cent of 
GDP in 2010-11 to 7.09 per cent of GDP in 2012-13



DEFICIT FINANCING

 Today, deficit financing has become an important tool 
of financing the government expenditure. 

 In public finance, the government first outlines its 
expenditure and then attempts to locate sources of 
funds to meet this estimated expenditure. 

 When the total estimated expenditure exceeds the 
aggregate estimated receipts during a year, the gap 
between the two is to be filled by what is called “deficit 
financing”. 



DEFICIT FINANCING

 Defined in simple words, deficit financing is “the 

financing of deliberately created gap between public 

revenue and public expenditure or a budgetary deficit, 

the method of financing resorted to being borrowing 

of a type that results in a net addition to national 

outlay or aggregate expenditure.”



Model Question….
 There has been a persistent deficit budget year after year. 

Which of the following actions can be taken by the 
government to reduce the deficit?

 1. Reducing revenue expenditure
2. Introducing new welfare schemes
3. Rationalizing subsidies
4. Expanding industries

 Select the correct answer using the code given below.

 (a) 1 and 3 only
(b) 2 and 3 only
(c) 1 only
(d) 1,2,3 and 4



Techniques or Methods of Deficit Financing

 There are three important methods

A. Borrowing from the Central Bank, i.e., 
creation of new money.

B. The running down of accumulated cash 
balances. It implies the withdrawal of cash 
balances by the government from the central 
bank to finance budgetary deficit, i.e., 
increasing the supply of money.

C. The government may issue new currency.



Objectives of Deficit Financing

 To raise the level of effective demand and stimulate private 
investment.

 To meet enormous defence expenditure during war period.

 To control depression and its after effects and solve the 
problem of unemployment through recovery set by 
compensatory spending.

 To promote economic development and raise national 
income by activating resources and stimulate investment in 
the country.

 To effect forced savings and allocate them for capital 
formation. 

 To mobilise resources for financing economic plans.

 To eliminate chronic unemployment.



Limitations of Deficit Financing

➢Leads to inflation

➢Adverse effect on saving

➢Adverse effect on Investment

➢Inequality

➢Problem of balance of payment

➢Increase in the cost of production

➢Change in the pattern of 
investment



14th FINANCE COMMISSION

 Constituted on 2nd Jan 2013

 Awarding period – 2015-2020

 Chairman – Dr. Y.V. Reddy – former RBI Governor

 Other Members 

1) Abhijit Sen,      

2) Sushma Nath

3) Dr. M. Govind Rao

4) Dr. Sudipto Mundle



14th Finance Commission (FFC)
 FFC has recently submitted its recommendations for 

devolution of taxes and other transfers from the center
to the states, and between the states, for the period 
2015-16 to 2020-21. 

 The FFC has radically enhanced the share of the states 
in the central divisible pool of taxes from the current 
32 percent to 42 percent which is the biggest ever 
increase in vertical tax devolution. 

 The last two Finance Commissions; namely: Twelfth
(2005-10) and Thirteenth (2010-15) had 
recommended a state share of 30.5 percent (increase 
of 1 percent) and 32 percent (increase of 1.5 percent), 
respectively in the central divisible pool.



Model Question….

 With reference to the 14th Finance Commission, 
which of the following statements is/ are correct?

 1. It has increased the share of States in the central 
divisible pool from 32 percent to 42 percent.
2. It has made recommendations concerning sector-
specific grants.

 Select the correct answer using the code given below.

 (a) 1 only
(b) 2 only
(c) Both 1 and 2
(d) Neither 1 nor 2



Recommendations…….

FCs Share of the 

States

Awarding 

Period

11th FC 29.5% 2000-05

12th FC 30.5% 2005-10

13th FC 32% 2010-15

14th FC 42% 2015-20



A Remarks by PM

“We want to promote co-operative 
federalism in the country. At the same 
time, we want a competitive element 
among the states. I call this new form 
of federalism Co-operative and 
Competitive Federalism”

- Prime Minister Narendra Modi



Horizontal Devolution Formula
in the 13th and 14th FCs

Variable Weights Accorded

13th FC            14th FC
Population (1971) 25 17.5

Population (2011) 0 10

Fiscal Capacity/Income

Distance
47.5 50

Area 10 15

Forest Cover 0 7.5

Fiscal Discipline 17.5 0

Total 100 100



14th FC…..

 The FFC has also proposed a new horizontal formula 
for the distribution of the states’ share in divisible pool 
among the states. 

 There are changes both in the variables 
included/excluded as well as the weights assigned to 
them.

 Relative to the Thirteenth Finance Commission, the 
FFC has incorporated two new variables: 2011 
population and forest cover; and excluded the fiscal 
discipline variable



Recommendations of the 14th Finance Commission

 It has recommended distribution of grants to States for 
local bodies using 2011 population data with weight of 90 
per cent and area with weight of 10 per cent

 And, it has divided grants into two parts: A basic grant, and 
a performance one for gram panchayats and municipal 
bodies

 The ration of basic to performance grant is 90:10 for 
panchayats; and 80:20 for municipalities

 The Commission is of the view that sharing pattern in 
respect to various Centrally-sponsored schemes need to 
change. It wants the States to share a greater fiscal 
responsibility for the implementation of such schemes.



15th Finance Commission
 N.K. Singh (Former Planning Commission member) 

appointed chairman - tasked with looking into the 
impact of GST on the finances of the centre and states

 Required to submit its report by October 2019

 It will also recommend a fiscal consolidation road map for 
sound fiscal management.

 Other members of the commission are: 

 Shaktikanta Das, 

 Ashok Lahiri, 

 Ramesh Chand and 

 Anoop Singh.



N.K. Singh
Implement its recommendations for the period from 

April 2020 to March 2025. 



15th FC - terms of reference...???

 As per the terms of reference, the panel will also study 
“the impact of the GST, including payment of 
compensation for possible loss of revenues for five 
years, and abolition of a number of cesses, earmarking 
thereof for compensation and other structural reforms 
programme, on the finances of centre and states.”

 Further, the commission will examine progress made 
in promoting ease of doing business by effecting 
related policy and regulatory changes and promoting 
labour intensive growth. 



A STATEMENT

“Striving for success without hard 
work is like trying to harvest 
where you haven’t planted”

David Bly




