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Meaning of public Finance
Definitions of Public Finance
Nature and Scope of Public Finance
Importance of Public Finance
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Distinction between Public Finance and Private Finance.

1. Meaning of Public Finance:

Public Finance deals with the financial matters of the state. Every government has to
perform manifold functions for the welfare of the community which the individual can
not or does not perform properly. In short, raising of funds for the necessary
expenditure constitutes the subject of public finance. Modern economists do not simply
include the revenue and expenditure but also have given equal significance to the
effects of fiscal operations so as to enlarge the scope of public finance to a great extent.
Hence fiscal problems and fiscal policies are integral parts of public finance. The fiscal
operations and fiscal policies have effects upon the national production and income, the
national standard of living, distribution of wealth and income, the money markets etc.
which in turn effect the economic life of the nation. Therefore, every individual of the
country is concerned with the methods of public finance.

2. Definitions of Public Finance:

The economists have defined public finance variously emphasising one or the other
aspects of the subject. Public finance is related to the financing of the State activities,
and a narrow definition of public finance would try to say that public finance is a
subject which discusses the financial operations of the fiscal or public treasury. Early
writers of the subject defined public finance in such a narrow manner, though this is
not the case now.

There was no unanimity among classical economists on the scope and subject matter of
public finance. Adam Smith in his book "Wealth of Nations", gave precedence to
expenditure where as Ricardo and J.S. Mill concentrated much more on revenue. As far
as the neoclassical economists are concerned, they gave very little significance to the
discussion of public finance. However it was Bastable who first made an attempt to
make a systematic study of public finance and he defined "Public finance deals with
expenditure and income of public authorities of the State and their mutual relation as
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also with the financial administration and control." Dalton has defined public finance as
"It is concerned with income and expenditure of public authorities and with the
adjustment of one to another." Obviously, this definition of public finance deals with,
adjustment of income and expenditure of the Central Government, State Government,
Municipalities, Corporations and other such administrative units. Dr Macro defines
"The economics of public finance studies the productive activities of the state which are
directed towards the satisfaction of collectives wants."

Philips E. Taylor says "Public Finance deals with the finances of the public as an
organised group under the institution of government. It thus deals only with the
finances of the government include the raising and disbursement of government funds.
Public finance is concerned with operation of the fiscal or public treasury. Hence, to the
degree that it is a science, it is the fiscal science; its policies are fiscal policies, its

problems are fiscal problems." Similarly Carl C. Plehm says that the term public
finance, has come by accepted usage, to be confined to a study of funds raised by
governments to meet the costs of governments.

Thus, public finance was concerned to explain that, how public authorities have
collected revenue; how can they make expenditure and how revenue-expenditure
process was administered; it was not concerned that how revenue and expenditure
process of the government is affecting or will affect the economic and social aspects of
the economy. Thus the scope of public finance can be said to be narrow and the science
of public finance can be regarded only as a positive science.

It continued to influence the ideas of the economists and government policies for more
than a century and naturally caused an immeasurable loss to the world. It was with the
publication of the major works of Keynes on economics, which revolutionised the
economic theory and practice that the classical theory came to be discarded. His
general theory furnishes sound foundation for formulation of a fiscal policy for
achieving certain socio-economic goals which arise out of some socio-economic
problems. It looked to the state to create the condition of full employment, bringing
about distributional justice and securing stability and growth. This is reflected in the
latter editions of Prof. Pigou and Dr. Dalton's books. Thus Rolph and Break hold, "It
may be defined as the discovery and the appraisal of the effects of government financial
policies." Thus the appraisal of the results achieved involves value judgement. Thus, the
scope of public finance in modern times have been broadened and the study of public
finance can also be regarded as normative science.

For instance, Richard A. Musgrave has rightly noticed, "The complex problem that
centre around the revenue expenditure process of government is referred to traditionally
as public finance........ ". In other words, "the subject matter of public finance is logically,
though not solely concerned with the financial aspects of the business of government."
In the same manner, Prof. B.P. Herber says, "The government budgetary practices
taxing and spending....... ". Again, Prof. C.S. Shop refers that, "the discipline of public
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finance describes and analyses government services, subsidies and welfare payments
and methods by which the expenditures to these ends are covered through taxation,
borrowing, foreign aid and the creation of new money. Public finance deals with a
resource allocating system that makes little use of the pricing mechanism through
considerable use of money. But not even money employed in one branch of public
finance, the free supply of government service. And money but no pricing is involved in
the distribution of subsidies and welfare payments. On the other hand, both money and
pricing are utilised when the government engages labour or other factor services or
purchases goods and services produced by firms. "From the above discussion it can be
pointed out that there are four methods of raising resources of public authorities: (1)
taxation (2) borrowing (3) foreign aid and (4) creation of new money or resort to deficit
financing. And government expenditure is incurred in providing services or the
satisfaction of social wants free or otherwise, making welfare payments, purchase of
factor services and purchase of goods and services produced by others.

Above definitions of public finance point out that the scope of public finance has been
enlarged. Modern economics do not simply include the revenue and expenditure but
also have given equal significance to the effects of fiscal operations so as to enlarge the
scope of public finance to greater extent. Besides value can also be exercised in the
sphere of taxation, borrowing deficit finance and public expenditure. Hence it can be
analysed that the scope of public finance is continuously widening and public finance is
positive as well as normative science.

3. Nature and Scope of Public Finance:

By now, we have learnt that the science of public finance deals with the finances of the
state. But in public finance, we do not study only the activities of the state as the want
satisfying activities. We study the financial implications and other aspects of such
activities also. As we know that the state has to perform manifold functions and for the
performance of these functions funds are needed. So the scope of public finance is the
study of collection of these funds and their allocation to various branches of activities
which are regarded as the duties of the state. So the nature and scope of public finance
is discussed under two heads : (a) The functions of the State, and (b) Subject matter of
public finance.

(a) The Functions of the State:

Although ancient philosophers like Plato explicitly declared that, "the Government
should organise both economic and non-economic activities." Classical economists like
Adam Smith advocated the principle of laissez faire and wished to restrict the scope of
government functions and therefore government expenditure and taxation. The role of
the government was not to interfere with the working of the market forces but to limit
its own activities to the barest minimum necessary.
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Thus for Adam Smith, Government had three duties of great importance - national
defence, maintenance of internal security, and establishment and maintenance of
certain essential public institutions which private persons would always find
unprofitable. Accordingly, the activities of the state were to be tolerated only as a
necessary evil and were to be kept to the minimum possible scale.

Despite the popularity of classical philosophy, the scope of government activity
increased with the growth of civilization and complexities of urban lives. Adolph
Wagner's famous law of the increase of state activities clearly demonstrates growing
variety of responsibilities being shouldered by the governments. But the confidence of
economic thinkers and political leaders was completely shaken by the sad experiences
of the Great Depression. That is why the concept of the state and its functions has
gradually changed especially after thirties.

Keynes and his followers openly stressed that through the fiscal activities of the state, it
was possible to increase employment opportunities and to maintain it at a high level.
With the passage of time, the idea of welfare state has gained importance. Such a view
of the state has, however, extended its functions. It has to make provisions for medical
facilities, education, poor relief and sanitation and various other services of public
utility, so as to increase the welfare of the community as a whole.

The rise of modern states has been accompanied by an increase in the number of state
functions and consequently the scope and importance of public finance. However, in
general, the following services are provided by the government in a modern state:
Security, both external and internal;

Justice, or the settlement of disputes;

To control and regularise the economic enterprise;

The social and cultural welfare of the people;

The regulation of moral standards;

To make proper utilisation of natural resources;

Noahkowbd=

The control of communication and transportation for the
promotion of the unity of state;

8. The administration of the government financial system,

expenditure, revenue and fiscal control;

9. Proper administration;

10. Support of public officials; and

11. Religion and religious rights.

The following are the main functions of modern state:-

1. Protective Functions: These functions include provision of security
from external aggression and maintenance of law and order in the country. Every
government keeps army and police force for this purpose. It also establishes courts
which decide cases of warring parties and deal out justice to the people. This is a
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primary function of the State. Unless a country is properly protected, no productive
activity can be carried on.

2. Administrative Functions: The administrative functions relate to the
carrying out of the routine work of a government. Every government has to establish or
maintain various departments in order to give good administration to the people.

3. Social Functions: The government also undertakes the responsibility or
providing relief to the poor, the sick and the unemployed. Social insurance, including
health and unemployment insurance and granting of old-age pensions are now
considered very essential functions of modern government. Besides these, the modern
governments provide public parks, libraries, education, medical aid and decent living
facilities. These functions help in the development of human resources of the nation.

4. Economic and Commercial Functions: In economics we are mostly
concerned with these functions. They include measures for facilitating the
establishment, regulation and control of business units. The main economic functions
of the State are the following:

(i) Optimum Utilisation of National Resources: The governments of today
also undertake responsibility of making the best use of the country's resources, human
as well as material. The resources are scarce and they can be put to alternative uses
while the wants are unlimited. So there should be no wastage and no misdirection of
the scarce resources. In the planned economies, this function is performed by the
planning authority.

(ii) Economic Stability: The government has also to ensure smooth running
of economic life and activity. So it strives to eliminate economic fluctuations. If their
effects are not mitigated, producers suffer heavy losses during depression. This results
in poverty and mass unemployment. When the country is faced with such a situation
the government spends large amounts of money and launches various projects such as
building of roads, digging. of canals etc. Thus it strives to give the nation economic
stability and makes it get rid of the evil effects of cyclical fluctuations.

(iii) Economic Equality: Modern governments also endeavour to reduce
inequalities of income and property existing between different classes of a community.
Public finance can be very helpful in this respect. The people with higher levels of
income are taxed heavily and the money so collected is spent for the benefit of the poor
people. Thus an effort is made to reduce the gap. The government can influence and
regulate economic and social life of the people through its fiscal policy. Taxes are used
for more equitable distribution of wealth and they are instrumental in checking
concentration of wealth and income. Thus taxation can be very helpful in reducing

economic inequalities in the country.
(iv) Provision of Social Security: All modern States have introduced far

reaching and ambitious social security schemes such as old age pension, provident
fund and insurance against unexpected contingencies of life. In developed countries
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every citizen is assured of financial aid for meeting the various contingencies of life, free
medical aid including maternity benefits, free education, suitable employment, old age
pension etc. It is clear that government has to spend large amounts of money for
providing these facilities to their people. Only a government can undertake such social
security measures.

(v) Accelerating Economic Development: The main concern of the
governments of the under-developed countries is to accelerate the rate of economic
development. They have given top priority to this function. These governments strive to
develop means of transport and communications, irrigation, credit and banking
facilities etc. In other words, the government has to build infra-structure in the
economy. With the availability of these facilites, the rate of growth is accelerated in the
country. But these facilities can be provided only by government as they involve large
expenditure. The government of India has spent crores of rupees on the developmental
schemes for roads, railways, electricity etc. In all under-developed countries, the
government has given top priority to economic development. This, in fact, is now the
chief function of a modern State. Even in developed countries, the government are
assisting further development in order to raise living standards of the people still
higher. These are some of the functions for which a government has to incur
expenditure and raise revenue. That is why Public Finance has assumed so much
importance now a days.

Thus the functions of the government are increased day by day. In order to perform
these functions the expenditure of the government is also increasing. So it has to
increase its revenue to meet the expenditure. The rapid increase in the functions and
the duties of the government has also added to the importance of public finance.

The effects of fiscal operations on economic life:
In order to finance public expenditure, various fiscal methods are available at
the disposal of the public authorities. They are:

(i) Taxation, surplus of public enterprises, fees, fines etc.
(i) Borrowing from the public,

(iii) Borrowing from the central and commercial banks,
(iv) Borrowing from external sources,

(v) Withdrawls from money balances.

Economic analysis indicates that operations of public finance have a close bearing on
investment and consumption. These can, therefore, be successfully used to control
aggregate demand and stabilise economy. During depression period, the third, fourth,
and fifth methods may be largely relied upon because of their greatest demand
expansionary potency. Whereas first method i.e. taxation tends to be perverse, as it is
likely to depress the levels of income and employment by reducing private consumption
and investment. Further, the scope of second method is limited by the low levels of



B. A. PART-Il (Semester-Ill) 7 Economics

income and savings. This will stimulate the process of employment and income
generation in the private sector.

In under-developed countries the last two methods may be used for financing
developmental public outlays to extent of the volume of additional liquidity required to
match growth in real national income. Thus the expansionary finance tends to be
compatible with economic stability. Similarly, the first two methods can also be used for
financing public sector investment and directing private investment towards desirable
lines of production. Thus, the three important fiscal means by which resources can be
raised for the public exchequer are; taxation, borrowing from the public and credit
creation. These means must be used in harmonious combination so as to produce the
best over all effects on the economic life of the people in terms of economic progress and
social welfare.

(b) Subject Matter of Public Finance:

Public Finance looks into the financial problems and policies of the government at
different levels and also studies the inter-governmental financial relations. Thus the
subject matter of public finance may be classified as under:-

Public Revenue

Public Expenditure

Public Debt

Financial Administration

Economic Stabilisation, Growth and Distributive Justice

U AW

Federal Finance.

1 Public Revenue: Public Revenue concentrates on the study of the several
sources from which the state might derive its income. It deals with the methods of
raising funds, principles of taxation and other related problems.

2 Public Expenditure: This part of the public finance deals with the study of
principles and problems relating to the expenditure of the government.

3 Public Debt: Public Debt has assumed the role of an important instrument for
regulating the working of the economy. This part of the public finance studies the
reasons for which the loan is raised, the sources of the loan, the method in which it
raised, the interest and the method of repayment. Thus, it examines the problems
related to raising and repayment of loans.

4 Financial Administration: Financial Administration relates to the public
budget, passing, implementation, auditing and similar other matters.

5 Economic Stabilisation, Growth and Distributive Justice: These aspects of
the economic policy of the government, now-a-days, have assumed a great significance
in the discussion of public finance theory.

6 Federal Finance: The issues like division of functions and resources between
centre and states; problem related to inter-governmental financial flows and financial
imbalances, and then re-allocation of functions and resources on the criteria of
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changing efficiency, uniformity and economy of state service have assumed a significant

place in the study of public finance.
4. Importance of Public Finance:

The functions of government have increased extensively and intensively. It is obvious
that for the performance of these functions, money is needed. The government levies
new taxes and raises rates of old taxes for the collection of required funds. The strength
of a nation is reflected in its budget. The extent of state activity and its efficiency are
primarily dependent upon the funds raised by it. Here lies the importance of public
finance.

But one thing must be noted that Public finance is no longer considered as a mere tool
of raising the state revenues. It is now regarded as a powerful instrument for the
attainment of social and economic objectives. For example, governments of today want
that every citizen should be free from the pangs of hunger and poverty. So all
governments have launched various social security schemes. Thus, public finance has
become a powerful instrument of social justice and social welfare. It affects the entire
economy.

It is also employed by modern governments to bridge, as far as possible the gulf
between the rich and the poor. An equitable system of public finance would tax the rich
and spend the proceeds for supplying such services as benefit to the poor primarily.
This is one of the important aspects of finance.

Public finance is not only a means of achieving economic and social justice, but of
regulating economic activity. It can be used to retard or stimulate economic activity as
and when desired by the government.

The effect of taxation is felt not merely when revenues are raised, but also when they
are spent. Taxes and subsidies are the means by which consumption and production in
the country are affected.

Public finance operations affect a series of transfers of purchasing powers. One aim
underlying all these transfers is the attainment of maximum social advantage. Since the
main objective of economics is to promote human welfare, the importance of public
finance is, indeed, very great.

In a developing economy, the State must play a very active role in promoting economic
development and the public finance is the instrument that State must use. In an under-
developed country, the vast and varied natural resources have yet to be fully exploited,
technical know-how is lacking, means of transport and communication are under-
developed and irrigation and power resources are also to be developed. No individual
can accomplish these tasks as this is beyond his capacity. Only the State can do it.
Moreover, the rate of saving in these countries is very low. So the State has to step in to
promote capital formation. The State must control and regulate economic activity and
this is done through public finance which is very effective in a democratic country. The
government levies taxes on those articles the consumption of which it wants to curtail.
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Thus, it can increase saving and curtail consumption through heavy taxation on
consumption goods. Similarly the State can give incentives in the form of tax
concessions and subsidies for the production of those commodities the supply of which
it wants to increase. Taxation can also be used to raise resources for economic
development. As Nurkse says, “Public Finance assumes a new significance in the face of
the problem of capital formation in under-developed countries.” Public Finance can be
instrumental in diverting resources from less important channels to more important
channels. Hence it has a vital role to play in the economic development of a developing
economy.

S. Distinction between Public Finance and Private Finance:

We can understand the meaning of public finance in a better way, if we know the
differences between public finance and private finance. Some of the differences are
given below:

(i) An individual adjusts his expenditure to his income. In other words, he
has to live only using his income. If his income increases he can increase
his expenditure. If his income decreases, he must curtail his
expenditure, otherwise he will be in trouble.

But this is not the case with the government. The government
first prepares estimate of expenditure and then devises ways and means
to raise the required funds. The governments, unlike the individual,
adjust its income expenditure.

(ii) For the public authorities, the unit of time for the budget is one year
whereas for an individual, there is no specific time. He do not balance his
budget by a particular date or during a given period.

(iii) It is considered beneficial for an individual to save something. Surplus
budgeting is a virtue for individuals. But it is not essential for
government to adjust always their expenditure less than their income.
Sometimes they are required to spend more than their incomes in the
interest of the country. They are to spend money for war or for the
purpose of economic development or to curb depression in the economy.

(iv) Secrecy surrounds private finance. But publicity, on the other hand, is
essence of public finance. Government budgets are published and the
widest publicity is given to them. Publicity strengthens public credit.

(v) An individual cannot make any big change in his income and
expenditure. He can increase his expenditure easily, but cannot decrease
it. Similarly he cannot increase his expenditure easily, but cannot
decrease it. Similarly he cannot increase his income so easily. But
governments are in much better position to make fundamental changes
in the schemes of public income and public expenditure. Planning
started in India in 1950-51. There is a lot of difference between the
budget of previous period and the budget of the current year. There has
been manifold increase.

(vi) An individual can obtain only an external loan. There can be no internal
loan for an individual. How can he raise an internal loan from himself.
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(vii)

(viii)

But governments can raise internal as well as external loans, as the need
arises.

Governments can incur expenditure by resorting to deficit financing. But
this is beyond the reach of an individual. If he does this, he is put behind
the bars.

In the matter of making provision for the future, a government is much
more liberal and far-sighted than an individual. Human life is uncertain
and that is why individuals discount the future at a very heavy rate. So
they are anxious to reap quick returns. But the statesman is a trustee
for future generations also. Governments therefore launch those projects
which has long gestation periods and involve large expenditure.
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1. Introduction:
Every economy is faced with the perpetual problem of scarcity. In a solution adopted to
solve it, the state gets an important role (a) of undertaking various economic activities
directly and (b) of regulating the activities of the private sector. The exact role of the
state differs from one type of economy to another. Adam Smith enunciated the
philosophy of the virtues of market mechanism and laissez faire. His assumption led
him to the conclusion that all economic activities should be undertaken by private
sector only with the following exceptions: (a) maintenance of the state itself; (b) creation
and maintenance of social overheads; (c) protection of the society against internal
disorder and external aggression; and (d) projects which require huge investments and
which the private sector is not in a position to meet. parallel to the classical philosophy,
we have Wagner's law of increasing state activities and Wiseman-Peacock hypothesis
according to which the public expenditure must keep on increasing with the passage of
time. These theories project an expanding role for public finance.

PRINCIPLES OF PUBLIC FINANCE AND PUBLIC EXPENDITURE
This lesson is divided into two sections. Section-I deals with the Principle of Public
Finance and Section-II deals with the Principle of Public Expenditure.
2. Rationale of Public Finance:
The followers of the classical school itself realized the imperfections of market
mechanism and inadequacy of laissez faire. Lack of distributive justice, a divergence
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between social and private costs and benefits, and general instability in income and
employment levels became widely known. These and othe limitations of market
mechanism (like distorted investment, production and consumption patterns) led the
thinkers and theoreticians to advocate an increasing role for the state in the form of
public undertakings, through various budgetary policies, through expanding budgetary
operations, and through regulation of the private sector. Those concerned about the ill
effects of market mechanism on the health and efficiency of labour advocated more of
welfare activities on the part of the state. Economists like Marshall and Pigou noted the
divergence between social and private costs and benefits. They wanted the state to
rectify these defects. Musgrave added that the state must ensure adequate supply and
consumption of merit goods.
Keynes put his arguments for state intervention in terms of a need for remedying the
inherent tendency for a shortage of effective demand. His ideas were further refined to
accommodate the concept of balanced budget multiplier. Lerner's advocacy of functional
finance, Gurley and Shaw's analysis of the role of financial structure of an economy in
its health and prosperity, and Redcliffe committee's analysis of the role of public debt
via the liquidity, effect have paved the way for a full fledged intervention by the state in
economic affairs of the country. The state activities are now expected to have an all-
pervasive role. In reality also, its financial operations form a major portion of the total
flows; its taxation expenditure and public debt instruments are being continuously
refined to tackle the complexities of a modern economy.
Some broad objectives of government intervention are as follows:-
(i) The first objective is to ensure optimum resource-allocation. We
limit ourselves only to the productive resources here. Resources are
optimally allocated if (a) income distribution is optimum so that the
demand pattern generated reflects the needs and preferences of the
society, and (b) there are no market imperfections. Optimality can also be
expressed in 'marginal conditions'. Both these conditions are unrealistic,
and need for government intervention arises. Instruments of intervention
can be many, including direct regulation, tax measures and use of public
expenditure including subsidies. Use of such measures alters the relative
attractiveness of different investments, and relative prices of different
inputs. This accordingly affects resource allocation. Direct government
investment is itself a main force in resource allocation.
(i) The second objective is to ensure efficient use of resources, that is
avoiding their wastage including unemployment. Such an unemployment
may be open or disguised and wastage may be due to imperfections of
the market, supply gaps and like. Government intervention should
ensure that the relative prices of factors are altered to bring them in
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harmony with their relative availabilities, supply gaps are filled and
bottlenecks are removed.
(iii) Income and wealth inequalities are a common feature of market
economies and their removal becomes of the main objectives of
government intervention. These inequalities bring in inequalities of
opportunities also. Arguments against reduction of inequalities can be
put forth in terms of non-measurability of utility and income enjoying
capacities of individuals. But these arguments do not stand in the way of
realties where object poverty and wide inequalities prevail. Moreover,
income enjoying capacity is a fluid concept. Government intervention is
required to strike at root causes of these inequalities by ensuring fuller
employment, by a check on price rise and through progressive taxation.
However, one should not hope that fiscal measures alone can ever
succeed in tackling this problem, they can at best be a help in overall
policy of removing inequalities.
(iv) Another objective of government intervention is to tackle the
problem of economic instability. In a market economy, demand and
supply flows seldom match, either at aggregate level or at micro level.
Therefore, government intervention is needed (a) to bring in an overall
conformity between demand and supply, and (b) to bring about a similar
conformity for individual goods and services.
Modern states are the welfare states whose main objective is to ensure maximum social
welfare for the people. The government budgetary and debt policies have become the
indispensable tool which virtually not only influence the public life, but also effect the
welfare of the people to a greater extent. In other words, public finance plays a key role
in the determination of national income, employment, out put, prices and other
parameters in the economy. Public finance must have some criterion to be designed for
its operation which may lead to achieve the maximum social welfare. This guiding
principle has been technically called the principle of maximum social advantage.
3. Principle of Public Finance-Principle of Maximum Social Advantage:
The principle of maximum social advantage was not approached in a proper way by the
older writers on public finance. They made unrealistic assumptions resulting in faulty
conclusions. Adam Smith and his followers said that ‘every tax is an evil and every
public expenditure is unproductive’. This version is faulty which has been severely
criticised by various economists.
Prof. Dalton and Prof. Pigou are too prominent economists who formulate the
fundamental principle of public finance. According to them, the Principle of Public
Finance or the Principle of Maximum Social and Net Advantage govern both operations
of public finance ie. revenue and expenditure simultaneously to maximise the
economic welfare of the society as a whole. The principle says that public authority
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should collect revenue and spend the money to maximise the welfare of the people as a
whole. Taxes impose a burden, expenditure relieves social burden. Expenditure thus
yields utility that goes to counteract the disutility caused by taxes. That relationship
between revenue and expenditure is best which enables the state to maximise the
surplus of utility over disutility. But it should be remembered that as more units of
money in the form of taxes are raised from the people, the burden of sacrifice per unit
will go on increasing as the utility of money to the people will go on increasing. On the
other hand, the benefit occurring to the masses from the successive units of money
spent on their welfare will go on decreasing because on the law of diminishing marginal
utility. This will mean that with every additional unit of tax raised the burden of
sacrifice will go on increasing and the amount of benefit will go on decreasing. Thus a
point will be just equal to sacrifice imposed in raising that unit of revenue. Here the
state should stop, as at this point the marginal sacrifice is equal to the marginal
benefit. This is the optimum limit of the state in public finance activity.

This can also be illustrated with the help of a diagram-I, SS is the sacrifice curve and
BB is the benefit curve. Both the curves meet at the point P. OP’ shows the limit of
state’s public finance activities.

To conclude, for making maximum net social advantage, the financial operations should
be carried up to the point where marginal utility of public expenditure is equal to the
marginal disutility of public revenue.

Benefit

Amount of Sacrifice or

Diagram - I
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Principle of Equi-Marginal Utility

According to Prof. A.C. Pigou the resources should be allocated among different uses
that expenditure should be incurred in different uses in such a form that the marginal
utility obtained from each different use is the same. The burden of taxation should be
so divided among different sources that the marginal sacrifice on each source is the
same. This is the principle of equi-marginal utility or maximum satisfaction as applied
to public finance.

Methods to get Maximum Social Advantages

The state authority can take the help of three fundamental principles of public
operations. Public expenditure should be carried on up to that level where benefit
derived from last unit of money spent by state is equal to the sacrifice imposed in
raising the unit of revenue. The taxes should be distributed in a manner that the
marginal utility of money paid in taxation is equal to all tax-payers and the resources of
state must be distributed on different heads of expenditure so that the marginal return
of satisfaction from each of them is same.

Practical difficulties

It is very difficult for the state to balance the marginal disutility of taxation with the
marginal utility of expenditure. Utility and disutility are not easily measurable. The
disutility of taxation is a composite quantity. The more a man is taxed the greater is his
loss of utility. Second taxes reduce people’s consumption or their savings. They mostly
decrease their consumption. Such a decrease generally reduces their efficiency and
their productivity falls in the long run. Just as it is difficult to measure the disutility of
taxation, so also it is difficult to calculate the benefit from the expenditure of public
revenue. The benefit that people get directly by having some commodities that the state
supplies. The benefit that comes from the increased efficiency of the people and benefits
of a more equitable distribution of wealth that public expenditure brings about. So the
advantage of public expenditure is broken up into several parts.

In spite of some limitations, the Principle of Maximum Social Advantage does provide a
broad framework of judging measures of public finance.

Self check exercise
Q.1. Explain principle of Maximum social advantage.
Q.2. Define Public finance.

4. The Principle of Public Expenditure:
The Principle of public expenditure is concerned with finding out that fundamental rule
which should govern the public expenditure policy of the state.
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The state exists for the welfare of the people. So the state should see to it that no
particular individual is specially benefitted by its expenditure policy, but the maximum
benefit accrues to the aggregate of its people. In view of this, Prof. Pigou and others talk
of Maximum aggregate benefit as the correct principle of Public Finance. Prof. Adarkar
while agreeing with the view that the state the exists for the welfare of the people and it
should aim at maximising benefit to the masses, objects to the technique to considering
the principle of expenditure and the principle of taxation separately. He feels that both
sides of the science of Public Finance are so closely interrelated that we cannot think of
the one without at the same time thinking of the other.

To understand that principle it is necessary to make a distinction between (a) the
planning of public expenditure and (b) the spending of public funds.

It is necessary for the state to have some idea of how much money would be needed for
the discharge of the duties that it has taken upon itself. This stage can be called
planning stage, the state to think of expenditure and revenue together. Once the budget
has been passed the various items on which the money has to be spent are also
determined. Revenue would decide how far to go in the matter of expenditure or where
to stop. But the order in which the various items of expenditure would be taken up does
not depend upon the volume of public revenue. We should say that public expenditure
should be so planned that maximum possible aggregate benefit is secured from
whatever amount of money is spent. To the extent to which it is not possible to make
this presupposition, it is not possible also to have an independent principle of public
expenditure.

4.1 Canons of Public Expenditure

It is indeed doubtful if any simple set of rules can be adequate guide for the complicated
patterns of expenditure of modern governments. However, a study of such rules does
give us an insight into some of the problem involved in public expenditure. Finally
Shirras in his book “The Science of Public Finance,” has given the following four canons
of public expenditure:

1. The Canon of Benefit

According to the Canon of Benefit, public expenditure should be incurred, or regulating
on various items, in such a way as to secure the maximum social benefit. It is attained
“when the public utility of the marginal expenditure in each case is equal”’. Thus
according to the canon of benefit, the State should push expenditures in different
directions upto that level which equalises the marginal benefit in each case. Hence the
canon of benefit may also be called the principle of equi-marginal social utility. Indeed
there may be many practical difficulties in following this principle in actual practice.
But as a theoretical rule, it is a true principle of public expenditure. While describing
the canon of benefit, Findlay Shirras says, “public expenditure should be permitted for
the benefit of a particular person or section of the community unless (a) the amount of
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expenditure involved is small, (b) a claim for the amount could be enforced in a court of
law, and (c) the expenditure is in pursuance of a recognised policy or custom.”

There has been some controversy about the statement given above. So far as an item (a)
is concerned, the word ‘small’ is a relative term. It is not clear whether by ‘small’ Shirras
means a small amount or a small percentage of the total amount. Moreover, it does not
clearly follow as to why even a small amount of expenditure should be incurred on a
person or section of persons. As far as the item (b) is concerned, it refers to the
obligatory expenditure which the State must incur. This expenditure, therefore,
occupies a high priority and confers a relatively greater social benefit. Concerning item
(c) it may be said that Shirras seems to believe that expenditure sanctioned by custom
and prevailing practice is justified. This is also not self-explanatory. Only when an
expenditure confers relatively greater social benefits then it is justified.

2. The Canon of Economy

According to this canon, public expenditure should be incurred in such a way as to
minimise the wastage of public money. The resources of every economy are relatively
scarce. Hence no wastage should be allowed. The process of public expenditure should
not involve use of resources more than what are just necessary. Shirras clearly seems
to attach a narrow meaning to ‘economy’ as he talks of avoiding the ‘extravagance and
corruption.” Actually the word ‘economy’ has a broader meaning. Even if a government
avoids all wastage in a particular expenditure the expenditure would be uneconomic if
the benefit derived from it is less than the benefit that would have been derived if this
money had been spent on some other project. Indeed as governmental activity increases
in coverage and quality, it is difficult to judge the extent and type of wasteful
expenditure. One form of wastage of public expenditure is the delay that often occurs in
formulating the plans of public expenditure, their sanction and their execution. Some
benefits are generally lost due to the delay. At least, when prices are rising, the public
authorities have to pay more for the same benefits. These days in quite a few cases,
public authorities use cost-benefits approach to determine the worthwhileness of
projects. According to this approach, social costs and social benefits are estimated and
accordingly the project is assessed. Indeed, the technique of cost-benefit analysis
cannot be applied to all the items of public expenditure. There are certain items of
expenditure which are contractual in nature e.g. interest on public borrowing. The
authorities are under legal obligation to incur these and hence the question of economy
in their case does not arise.

3. The Canon of Sanction

The canon of sanction suggests that no expenditure must be incurred without proper
sanction by the duly authorised body. This sanction is important for the enforcement of
the canon of economy and for the prevention of unwise and reckless spending. If the
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canon of sanction is observed, the responsibility for each item of expenditure can be
fixed upon some specific official. In modern times, the principle of sanction takes a very
elaborate form. The government must seek the sanction of the legislature before it
spends any money. Within The government, each department, must seek the sanction
of the Finance Ministry for its different expenditure. Within a department, every section
must get the sanction from the head of the department, of the financial controller.
Indeed, a very rigid adherence to this canon is likely to involve delays but that has to be
accepted if we want to ensure economy and honesty. In modern democratic
governments, there is an elaborate system of sanction, checks, controls and auditing.
It may be noted that in connection with the canon of sanction, Shirras also says that
“loans should be spent only on those objects for which money may be so borrowed.”
This is in accordance with the orthodox view that current expenditure should be
financed from revenue while capital expenditure may be financed from loans; which
could be gradually repaid. This is not considered to be a sound view now. According to
the modern fiscal theorists, whether a government should borrow or tax will depend
upon the state of the economy. It the economy is faced with an inflationary situation,
the government has to make attempt to reduce the level of demand. In this situation,
the government may even finance capital expenditure out of taxes. In a situation of
depression and unemployment, on the other hand, the government has to rise the level
of demand in the economy. Hence it may raise loans to meet its expenditure and thus
activise the idle saving to the individuals. Not only this, government may even cut taxes
to stimulate the level of private demand.
4. The Canon of Surplus
The canon of surplus says that the governments should avoid deficits in their budgets
and should aim at surpluses. This canon also implies that the normal routine
expenditure of the government should be invariably met from current revenues and
borrowing should be avoided to meet such expenditure. In other words, the
governments should not spend more money than they receive just as an individual
should not spend more money than he earns.
It may be pointed out that the canon of surplus no longer finds favour with the modern
fiscal theorists. These days the regulatory role of fiscal policy is given great importance
and therefore, the choice of a surplus or a deficit budgetary policy is left to be decided
by the merits of the case. During a period of depression and unemployment, the
government, is justified in having a deficit budget and thus raise the level of demand.
Indeed, in the opposite situation of inflation, a surplus budget is helpful in removing
some of the excessive purchasing power from the hand of the people.

Self check exercise
Q.1. Describe canons of public expenditure.
Q.2. Differenciate between canon of surplus and canon of 