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Evolution of 
money

(Commodity 
money)

We can see, touch, and feel commodity money – it is physical. Its underlying value 

ensures that people trust it. That means it has value in and of itself, with people 

trading it freely in the knowledge that someone will accept it.
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Evolution of 
money

(Paper money)

Paper money is a country's official, paper currency that is circulated for the 

transactions involved in acquiring goods and services. The printing of paper 

money is typically regulated by a country's central bank or treasury in order to keep 

the flow of funds in line with monetary policy.
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Evolution of 
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(Electronic 
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Demand for 
Money

Dt = f(Y) 
Demand for money for 
transaction motive is a 
function of Income



Prof. Heena Gandhi

Demand for 
Money



Prof. Heena Gandhi

Precautionary 
motive

Dp = f (I, Y)
Demand for precautionary motive is a function of interest rate and 
Income. Demand for precautionary money increases with increase in 
income and increase with decreases in interest rate.
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Demand for 
Money for 

speculation 
purpose
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Demand for 
money

Ds = f(i) 
Demand for liquidity money for speculation is a function of interest rate . If 
interest rate is more, demand for liquidity or holding money will be less and 
people would like to invest more in bond to earn more interest. At lower level 
of interest rate, liquidity demand for money will increase and people will hold 
money for future to earn in speculation later. 
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Total Demand 
for money

Demand for money= Dt + Dp + Ds
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Motives behind DEMAND Of MONEYMotives behind demand for money
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Supply of 
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RBI

The Reserve Bank of India (RBI) has the responsibility of printing currency 

notes in India. RBI prints the notes of all denomination except 1 rupee note 

because it is printed by the Ministry of Finance. Except one rupee note every 

currency note of India has the declaration of the RBI governor; “I Promise to 

pay the bearer sum of 100 Rupees”. Its simple meaning is; if somebody held 

a note of 100 rupee then it is the liability of the RBI to pay the bearer 

goods/gold of 100 rupee at any cost.
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Supply of 
Money by RBI

The Reserve Bank of India was established on April 1, 1935 under the Reserve 

Bank of India Act, 1934. Its headquarter is in Mumbai. The Reserve Bank of India 

was given the role of currency management on the basis of the Reserve Bank of 

India Act, 1934. Section 22 of the Reserve Bank of India Act, 1934; gives the 

right to Reserve Bank to issue currency notes of the country. Before 1935, the 

Government of India had the responsibility of printing the currency notes.

India’s Central Bank is the Reserve Bank of India, which prints the currency notes 

of all the denomination except one rupee note. It is worth to mention that one 

rupee note is signed by the Finance Secretary of India, while the other currency 

notes are signed by the Governor of the Reserve Bank of India.

How much Currency notes can be printed by the RBI?

Printing of currency notes in India is done on the basis of Minimum Reserve 

System (MRS). This system is applicable in India since 1957. According to this 

system, the Reserve Bank of India has to maintain assets of at least 200 crore 

rupees all the times. Out of this 200 crore, the 115 cr rupee should in the form of 

Gold and rest 85 cr. should be in the form of foreign currency.

After holding this much assets, the RBI can print any number of currency notes as 

per the requirement of the economy. Although it has to take prior permission from the 

government.
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Money supply 
by RBI

The promissory note under the sing of the RBI governor makes a 

currency legal tender, so any citizen of India can’t deny to accept 

this money because doing so a like rejecting the order of the RBI 

supported by the Government. If anybody does so he/she is liable to 

face action as per the concerned laws (may face sedition charges).

So in the end, we hope that you must understand the meaning of 

promissory note or declaration of the RBI governor on the Indian 

currency notes.
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Credit creation 
by commercial 

banks

Demand deposits are an important constituent of money supply and the expansion of 
demand deposits means the expansion of money supply. The entire structure of banking is 
based on credit. Credit basically means getting the purchasing power now and promising 
to pay at some time in the future. Bank credit means bank loans and advances.A bank 

keeps a certain part of its deposits as a minimum reserve to meet the demands of 

its depositors and lends out the remaining to earn income. The loan is credited to 

the account of the borrower. Every bank loan creates an equivalent deposit in the 

bank. Therefore, credit creation means expansion of bank deposits.

The two most important aspects of credit creation are:
1.Liquidity – The bank must pay cash to its depositors when they exercise their right to 
demand cash against their deposits.
2.Profitability – Banks are profit-driven enterprises. Therefore, a bank must grant loans in a 
manner which earns higher interest than what it pays on its deposits.

https://www.toppr.com/guides/fundamentals-of-economics-and-management/money/definition-and-functions-of-money/
https://www.toppr.com/guides/general-awareness/banks/major-functions-of-banks/
https://www.toppr.com/guides/general-awareness/banks/types-of-deposit-and-accounts/
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Sources of 
Supply of 

money

SOURCES of supply of money:
1) Government : 1 Rs notes and Coins
2) RBI : Paper currency 
3) Commercial Banks: Money created through Credit creation(Loan created 

from deposits received from bank after keeping some amount in CRR)

MONEY measures in india (before controlling the supply of money it is 
necessary to measure how much money is already in supply in economy)

1) M1 
Narrow Money. M1=C + DD + Other deposits
in which C= Currency notes being held by public , DD= Demand Deposits 
(Saving + Current), Deposits of commercial banks money kept with RBI
2) M2
M2 is also Narrow Money
M2= C+ DD+ Other deposits + Post office savings
M2= M1+ Post office savings
3) M3
M3 is Broad money
M3= M1+Time deposits of Bank (FD, RD)
4) M4
M4 Broad money
M4= M1+ Post Office Savings + Time Deposits of Bank 
M4= M1+M2+M3
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RBI and its 
role in Indian 

economy

Shri Shaktikanta Das

Shaktikanta 
Das
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RBI is 
responsible for 

monetary policy 
in india
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Credit control 
methods

Credit control is most important function of Reserve Bank of 
India. Credit control in the economy is required for the smooth 
functioning of the economy. By using credit control methods 
RBI tries to maintain monetary stability. There are two types of 
methods:

1.Quantitative control to regulates the
volume of total credit.

2.Qualitative Control to regulates the
flow of credit
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Quantitative 
measures 

The quantitative measures of credit control are as follows:

1. Bank Rate Policy (explained in detail in next slide)
bank rate is the lending rate at which commercial banks can borrow from 

the RBI

For controlling the credit, inflation and money supply, RBI will increase the Bank 
Rate.
2. Open Market Operations (Explained in detail in next slide) 
Open Market Operations refer to direct sales and purchase of securities and bills in 
the open market by Reserve bank of India. The aim is to control volume of credit.
3. Cash Reserve Ratio
Cash reserve ratio refers to that portion of total deposits in commercial Bank which 
it has to keep with RBI as cash reserves.
4. Statutory Liquidity Ratio
SLR refers to that portion of deposits with the banks which it has to keep with itself 
as liquid assets(Gold, approved govt. securities etc.) If RBI wishes to control credit 
and discourage credit it would increase CRR & SLR.

http://www.google.com/url?q=http%3A%2F%2Fwww.gktoday.in%2Fblog%2Fopen-market-operations%2F&sa=D&sntz=1&usg=AFQjCNHPYvC6tDqPZtXz4qr7XAKffeJfKA
http://www.google.com/url?q=http%3A%2F%2Fwww.gktoday.in%2Fblog%2Fcrr%2F&sa=D&sntz=1&usg=AFQjCNGVq4JnXezHiwtmTc8cgItxbFptWQ
http://www.google.com/url?q=http%3A%2F%2Fwww.gktoday.in%2Fblog%2Fslr%2F&sa=D&sntz=1&usg=AFQjCNFYSZA9wlhWAUjBRxTurSBYisqkfA
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Qualitative 
measures

1. Consumer Credit Regulation: By changing the amount of down 
payment and number of instalments on credit, consumer credit can be 
regulated. By raising the amount of down payments and reducing the 
number of installments tend to discourage demand for such loans. 

2. Margin requirements :Margin requirement refers to the difference 
between the current value of the security offered for loan (called 
collateral) and the value of loan granted. It is a qualitative method of credit 
control adopted by the central bank in order to stabilize the economy from 
inflation or deflation. In case of inflation, the margin requirement is 
increased so that demand for loans are decreased and in case of deflation, 
margin requirements are decreased so that demand for loans are 
increased. For example- a person mortgages his house worth one crore 
rupees with the bank for a loan of 80 lakh rupees . The margin requirement 
in this case will be 20 lakh rupees.
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Qualitative 
measures contd….

3. RBI Guidelines : RBI issues oral, written statements, appeals, guidelines, 
warnings etc. to the banks.

4. Rationing of credit: Rationing of credit is a method by which the Central 

Bank seeks to limit the maximum amount of loans and advances and, also 
in certain cases, fix ceiling for specific categories of loans and advances.

5. Moral Suasion: The Reserve Bank of India (RBI) uses moral suasion as 

a qualitative instrument of monetary policy

Moral suasion is a request by the RBI to the commercial banks to take 

specific measures as per the economy's trends. For instance, RBI may 

direct banks not to give out certain loans. It includes psychological means 

and informal means of selective credit control. FOR EXAMPLE : 

RBI persuade banks to park money in govt securities instead of certain 

sectors.

6. Direct action:  when all the methods become ineffective, central bank gives 
clear directives to banks to carry out their landing activity in a specified manner. 
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Monetary policy 
to control the 
recession or 

inflation in an 
economy
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Value of money

• The term Value of money generally means purchasing power of 
money. In other words, the buying capacity of money i.e. the 
quantity of goods and services that one unit of money can buy is 
considered as the value of money. 

• Thus, the purchasing power of money is dependent on the price 
of level of goods and services to be purchased. 

• At higher price level, purchasing power of the money will be low 
and vice versa.

• Thus there is inverse relationship between price level and 
purchasing power (Value) of money.

• It can be symbolically shown as Vm = 1/P where P is the price level 
and Vm stands for value of money

• In order to understand the determinants of money two theories 
have been expounded by the economists.

1. Quantity theory of money
2. Cash balance approach

https://www.youtube.com/watch?v=3oyLdYv9Ql8
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theory of money
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Quantity theory 
of money

Monetarism is a school of thought that claims that high inflation is caused by raising 

the money supply at a faster rate than GDP (gross domestic product) growth. If the 

money supply is controlled, the rest of the economy will look after itself, so say 

monetarists.

How much money we have in total (M) times how many times that money is spent 

(V), covers the actions of buyers. The stuff we sell (P) times the prices we charge 

(T), covers the actions of sellers. The left side (M x V) is total Marginal GDP from the 

buyers’ point of view, and the right side (P x T) is also total Marginal GDP, but from 

the sellers’ point of view. Given that everything that is sold is, by definition, 

purchased by someone, the equation above is true by definition.

Quantity theory of money equation

The quantity theory of money is built on an equation created by Irving Fisher (1867-

1947), an American economist, inventor, statistician and progressive social 

campaigner. The equation is:

M x V = P x T

M = the stock of money. V = the velocity of circulation. P = the average price 

level. T = all the goods and services sold within an economy over a given time (some 

economist may use the letter ‘Y’ for this value)

According to the equation – which is basically a truism – the amount of money spent 

equals the amount of money used.

In its purest form, the quantity theory of money assumes that T and V are both 

constant, at least over the short-term. Therefore, any change in M triggers an 

immediate change in P, i.e. if you boost the money supply you will cause inflation.

https://marketbusinessnews.com/financial-glossary/monetarism-definition-meaning/
https://marketbusinessnews.com/financial-glossary/velocity-circulation-definition-meaning/
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Criticism of 
quantity theory 

of money by 
J.M.Keynes

https://www.youtube.com/watch?v=ezM5tDTEIic&t=21s
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Cash balance 
approach –

Marshal’s theory

https://www.microeconomicsnotes.com/money/cash-balance-
approach-of-money-with-criticisms/1270
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Role of Government in economy

• Full Employment: Most of the citizen of the nation 

have jobs

• Low Inflation: Prices are not going up too quickly

• Economic growth: we are making more goods and 

services and not less

All this three role of government is measured by different 

indicators

Employment Level

Inflation rate 

GDP and National Income
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Characteristic of inflation

• Rising general price level in all area 

• It is a continuous process

• Not limited to one or two sectors or geographical area 

of a country, rather it spreads in entire country and in 

all the sector of the economy

• Pure inflation starts only after reaching full 

employment level

• Timing and intensity can not be sured

• Inflation is characterized by excess in aggregate 

demand or excess supply of money in the market
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Nature of inflation

The quantity theory approach

The quantity theory of money... 

states that inflation is caused by an increase in 

the money supply. ... "Too much money chasing 

too few goods" .How does an increase in the 

stock of money cause prices to increase? 

Excess demand approach

Demand-pull inflation is caused by increases in 

aggregate demand due to increased private and 

government spending, etc. Demand inflation 

encourages economic growth since the excess 

demand and favourable market conditions will 

stimulate investment and expansion. 
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The causes of inflation

It is Because of the gap between 
aggregate supply an aggregate 
demand in the economy. Either 

there can be a increase in demand 
and supply remains constant or 

there can be an decrease in supply 
and demand remains constant.

Causes of demand  can be studied 
from two sides i.e. from the 

demand side and from supply side.
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The factors 
from demand 

side

• Increase in consumer expenditure (C )

• Increase in public expenditure (G)

• Increase In private expenditure(I)

• Increase in foreign demand(X)

• Reduction in taxation

• Repayment of internal debts

• Changes in expectation

Causes of Inflation
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The factors 
from supply 

side

• Scarcity of factors of production

• Bottlenecks (difficulties, for e.g. unavailability of 

transportation

• Natural calamities (rains, droughts, earthquakes, 

tsunami, cyclones damages the production

• Hoarding by merchants

• Rise in costs (rent, wages and interest rates 

increases)

Causes of Inflation



Prof. Heena Gandhi

Consequences or effects of Inflation

• Effects on Production

• Effects on distribution

• Other Effects

• Non economic effects
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Effects of inflation on production

1.Disrupts Price System:
Inflation disrupts the smooth working of the price mechanism, creates rigidities and 
results in wrong allocation of resources.
2. Reduces Saving:
Inflation adversely affects saving and capital accumulation. When prices increase, the 
purchasing power of money falls which means more money is required to buy the same 
quantity of goods. This reduces saving.
3. Discourages Foreign Capital:
Inflation not only reduces domestic saving, it also discourages the inflow of foreign 
capital into the country. If the value of money falls considerably, it may even drive out 
the foreign capital invested in the country.
4. Encourages Hoarding:
When prices increase, hoarding of larger stocks of goods become profitable. As a 
consequence of hoarding, available supply of goods in relation to increasing monetary 
demand decreases. This results in black marketing and causes further price-spiral.
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5. Encourages Speculation Activities:
Inflation promotes speculative activities on account of uncertainty created by 
a continually rising prices. Instead of earning profits through genuine 
productive activity, the businessmen find it easier to make quick profits 
through speculative activities.
6. Reduces Volume of production:
Inflation reduces the volume of production because (a) capital accumulation 
has slowed down and (b) business uncertainty discourages entrepreneurs from 
taking business risks in production.
7. Affects Pattern of Production:
Inflation adversely affects the pattern of production by diverting the resources 
from the production of essential goods to that of non-essential goods or 
luxuries because the rich, whose incomes increase more rapidly, demand 
luxury goods.
8. Quality Falls:
Inflation creates a sellers market in which sellers have command on prices 
because of excessive demand. In such a market, any thing can be sold. Since 
the producer’s interest is only higher profits, they will not care for the quality.

Effects of inflation on production
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Effects of 
inflation on 
distribution

Distribution here means how the distribution of income in a 

community affected because of inflation. Some groups in the 

society are benefitted whereas others do not get their due 

share in the national income.The effects of inflation on the 

various groups of people in society can be summerised as 

follows

Note: Red group is at loss and green group will be benefited 

because of inflation

• The creditor and debtor (Creditor and Debtor)

• The wage and salary earner(Fixed Income and variable 

income), (Organized labour and inorganized labour)

• The Entrepreneurs (Traders, merchants, manufacturer)

• The investors (Fixed income return and variable income 

return)

• The agriculturist (Large farmers and small farmers)
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Effects of 
inflation

(Other 
effects)

• On Financial Institutes (as there will be less saving in 

the economy by people)

• On foreign trade (Imports as foreign goods become 

cheaper and exports as prices of domestic goods 

rises)

• On price structure(necessities and luxuries)

• On planning (government expenditure has to be put 

down or dropped and government will increase the 

tax rate to reduce aggregate demand and to reduce 

purchasing power of people)

• On currency (people lose faith in currency, currency 

value goes down and down)
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Non economic effects of inflation

• The gap between rich and poor widens

• Morality and business ethics are violated

• Political stability suffers

• People lose faith and dissatisfaction

• Corruption spreads easily in inflation

• Theft, dacoity, gambling,  and other social evils becomes 
rampant.
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Demand pull and cost push inflation

Demand pull

• Demand pull inflaton is because of changes 

in Aggregate demand and aggregate supply

Cost push

• Cost push inflation is because of upward rise 

in the cost of production because factors of 

production becomes more expensive
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Deflation 
-

Meaning
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Consequences/effects 
of deflation 

Effects of production

Effects on distribution

Other effect

Non economic effect 



Prof. Heena Gandhi

Effect of 
deflation on 
production

• Value of stock decreases

• Producers , traders and wholesalers 

incur losses

• Trade is automatically reduced

• Loss in luxury and durable market
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Effect  of 
deflation on  
distribution

• Producers and entrepreneurs because aggregate demand 

falls sometimes raw material are purchased at a higher 

price but by the time finished product reach to the market 

because of deflation prices comes down and producers 

incur losses

• Investor: Fixed income assets like bond, debentures, 

variable income earning assets like shares

• Wage and salary earners: fixed income labour, variable 

income labour

• Consumer: 

• Creditor and debtor: creditor, debtor
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Effect  of 
deflation 

(other 
effects)

• Layoffs

• Closing down or shut down of business units

• Fall in the demand of loans, financial 

institutions and bank faces difficulties

• Economic transaction shrink

• Industrial disputes increases

• Political unstabiltiy
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Control of 
inflation or 

deflation

Monetary measures: measures taken 
to reduce or increase supply or 
quantity of money in the country to 
have control on inflation or deflation

Fiscal measures: all measures which 
are to be initiated through the 
government treasury are known as 
fiscal measures
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Inflationary gap

• An inflationary gap, in economics, is 

the amount by which the actual gross 

domestic product exceeds potential 

full-employment GDP.
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The phillips 
curve

• The Phillips curve is a 

single-equation economic 

model, named after William 

Phillips, describing an 

inverse relationship 

between rates of 

unemployment and 

corresponding rates of rises 

in wages that result within 

an economy
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Suppply side 
economics
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Benefits of supply side economics
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Causes of economic growth
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STAGFLATION

Stagflation is a condition of slow economic growth and relatively 
high unemployment, or economic stagnation, accompanied by 
rising prices or inflation. It can also be define as inflation and a 
decline in gross domestic product.

Causes of stagflation:

• Rise in raw material prices specially oil will be cause of increase in 
transportation cost and for short run aggregate supply will fall 
down.

• Powerful trade unions

• Falling productivity- workers becoming more inefficient.

• Rise in structural unemployment- if there is a decline in 
traditional industries, unemployment occurs
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stagflation
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Stagflation and shift in 
phillip curve

• In staglation situation, 

phillip curve shifts to 

right, means  higher 

level of inflation and 

higher level of 

unemployment in the 

economy. Which is an 

alarming situation for 

an economy.
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conclusion



Prof. Heena Gandhi

RULES TO REMEMBER FOR INFLATION AND DEFLATION

• Inflation means general rise in the price level

• Purchasing power reduces as value of money goes 

down. You can buy less things with more payment.

• In inflation Agreegate demand for goods and 

services  > aggregate supply of goods and services.

• Aggregate supply of money> aggregate demand for 

money.

• Monetory measure: govt can increase interest rate 

to reduce demand for goods and services. It will 

reduce the supply of money in the economy and 

inflation will be under control

• Fiscal measures: Govt can increase taxes to reduce 

overall demand in the country. Government 

postpones all infrastructure and developmental 

projects.

• Deflation means general reduction in the price level

• Purchasing power decreases as value of money goes 

up. You can buy more things with less payment.

• In deflation Aggregate supply for goods and services 

> agreegate demand of goods and services.

• Aggregate demand of money> aggregate supply of 

money

• Monetory measure: govt can decrease interest rate 

to increase demand for goods and services. It will 

increase the demandof money in the economy and 

deflation will be under control

• Fiscal measures: Govt can decrease taxes to increase 

overall demand in the country. Government will do 

more and more developmental and infrastructure 

project to increase employment to create more 

demand of goods and services.
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Unit 6 Trade Cycle
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Meaning of 
Trade Cycle:

A trade cycle refers to fluctuations in 

economic activities specially in 

employment, output and income, prices, 

profits etc. It has been defined 

differently by different economists.
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Features of a 
Trade Cycle:

• A business cycle is synchronic. When cyclical fluctuations start in one 
sector it spreads to other sectors.

• In a trade cycle, a period of prosperity is followed by a period of 
depression. Hence trade cycle is a wave like movement.

• Business cycle is recurrent and rhythmic; prosperity is followed by 
depression and vice versa.

• A trade cycle is cumulative and self-reinforcing. Each phase feeds on 
itself and creates further movement in the same direction.

• A trade cycle is asymmetrical. The prosperity phase is slow and gradual 
and the phase of depression is rapid.

• The business cycle is not periodical. Some trade cycles last for three or 
four years, while others last for six or eight or even more years.

• The impact of a trade cycle is differential. It affects different industries in 
different ways.

• A trade cycle is international in character. Through international trade, 
booms and depressions in one country are passed to other countries.
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Trade cycle
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Phases of trade 
cycle

A full trade cycle has got 

four phases: (i) Recovery, (ii) 

Boom, (iii) Recession, and (iv) 

depression. The upward phase of 

a trade cycle or prosperity is 

divided into two stages—recovery 

and boom, and the downward 

phase of a trade cycle is also 

divided into two stages—recession 

and depression.
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Recovery

• In the early period of recovery, entrepreneurs increase 
the level of investment which in turn increases 
employment and income. Employment increases 
purchasing power and this leads to an increase in 
demand for consumer goods.

• As a result, demand for goods will press upon their 
supply and it shall, thereby, lead to a rise in prices. The 
demand for consumer’s goods shall encourage the 
demand for producer’s goods.

• The rise in prices shall depend upon the gestation period 
of investment. The longer the period of investment, the 
higher shall be the price rise. The rise of prices shall bring 
about a change in the distribution of income. Rent, 
wages, interest do not rise in the same proportion as 
prices. Consequently, the margin of profit improves. 

• The wholesale prices rise more than retail prices. The 
prices of raw materials rise more than the prices of semi-
finished goods and the prices of semi-finished goods use 
more than the prices of finished goods.
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Boom • The rate of investment increases still further. Owing to the 

spread of a wave of optimism in business, the level of 

production increases and the boom gathers momentum. 

More investment is possible only through credit creation. 

During a period of boom, the economy surpasses the level 

of full employment and enters a stage of over full 

employment.
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Recession

• The orders for raw materials are 
reduced on the onset of a recession. 
The rate of investment in producers’ 
goods industries and housing 
construction declines. Liquidity 
preference rises in society and owing 
to a contraction of money supply, the 
prices falls. A wave of pessimism
spreads in business and those markets 
which were sometime before sellers 
markets become buyer’s markets 
now.
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Depression

• The main feature of a depression is a general fall in 

economic activity. Production, employment and 

income decline. The prices fall and the main factor 

responsible for it is, a fall in the purchasing power. 
The distribution of national income changes. As the 

costs are rigid in nature, the margin of profit 

declines. Machines are not used to their full 

capacity in factories, because effective demand is 

much less. The prices of finished goods fall less 

than the prices of raw materials.
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What is MEC

• The marginal efficiency of capital is the net rate of return 
that is expected from the purchase of additional capital

• It is calculated as the profit that a firm is expected to earn 
considering the cost of inputs and the depreciation of 
capital

• The MEC and capital outlays are the elements that a firm 
takes into account when deciding about an investment 
project.

• The MEC needs to be higher than the rate of interest, r, for 
investment to take place. This is because the present value 
PV of future returns to capital needs to be higher than the 
cost of capital.

https://en.wikipedia.org/wiki/Depreciation
https://en.wikipedia.org/wiki/Rate_of_interest
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Keynes view of 
Business cycle

variations in the rate of investment caused by 

fluctuations in the Marginal Efficiency of Capital. 

The term ‘marginal efficiency of capital’ means the 

expected profits from new investments. 

Entrepreneurial activity depends upon profit 

expectations. In his business cycle theory, Keynes 

assigns the major role to expectations.

• Business cycles are periodic fluctuations of 

employment, income and output. According to 

Keynes, income and output depend upon the 

volume of employment. The volume of 

employment is determined by three variables: the 

marginal efficiency of capital, the rate of interest 

and the propensity to consume.

• In the short period the rate of interest and the 

propensity to consume are more or less stable. 

Therefore, fluctuations in the volume of 

employment are caused by fluctuations in the 

marginal efficiency of capital.
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Limitation of Monetory policy

• 1. Large Non-monetized Sector:

There is a large non-monetized sector which hinders the 
success of monetary policy in such countries. People mostly live 
in rural areas where barter is practised. Consequently, 
monetary policy fails to influence this large segment of the 
economy.

• 2. Undeveloped Money and Capital Markets:

The money and capital markets are undeveloped. These 
markets lack in bills, stocks and shares which limit the success 
of monetary policy.
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Limitations of 
monetory policy  

(contd…)

3. Large Number of NBFLs

Non-bank financial intermediaries like the 

indigenous bankers operate on a large 

scale in such countries but they are not 

under the control of the monetary 

authority. The factor limits the 

effectiveness of monetary policy in such 

countries.

• 4. High Liquidity:

The majority of commercial banks possess 

high liquidity so that they are not 

influenced by the credit policy of the 

central bank. This also makes monetary 

policy less effective.
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Limitations of 
monetory policy  

(contd…)

5. Foreign Banks:

In almost every underdeveloped country 

foreign owned commercial banks exist. 

They also render monetary policy less 

effective by selling foreign assets and 

drawing money from their head officers 

when the central bank of the country is 

following a tight monetary policy.

• 6. Small Bank Money:

Monetary policy is also not successful in 

such countries because bank money 

comprises a small proportion of the total 

money supply in the country. As a result, 

the central bank is not in a position to 

control credit effectively.
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Limitations of 
monetory policy  

(contd…)

• 7. Money not deposited with Banks:

The well-to-do people do not deposit money with banks 

but use it in buying jewellery, gold, real estate, in 

speculation, in conspicuous consumption, etc. Such 

activities encourage inflationary pressures because 

they lie outside the control of the monetary authority.

On account of these limitations of monetary policy in 

an under-developed country, economists advocate the 

use of fiscal policy along-with it.
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What is Fiscal Policy?

• Fiscal policy refers to the use of government spending and 
tax policies to influence economic conditions, including 
demand for goods and services, employment, inflation, and 
economic growth.

• The Roots of Fiscal Policy

• Fiscal policy is largely based on the ideas of British 
economist John Maynard Keynes (1883-1946), who argued 
that governments could stabilize the business cycle and 
regulate economic output by adjusting spending and tax 
policies. His theories were developed in response to the Great 
Depression, which defied classical economics' assumptions 
that economic swings were self-correcting. Keynes' ideas 
were highly influential and led to the New Deal in the U.S., 
which involved massive spending on public works projects 
and social welfare programs.
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Expansionary 
fiscal policy

to affect the economy, consider an economy that's 

experiencing a recession. The government might 

lower tax rates to increase aggregate demand and 

fuel economic growth. This is known as expansionary 

fiscal policy.

• The logic behind this approach is that when people pay 

lower taxes, they have more money to spend or invest, 

which fuels higher demand. That demand leads firms to 

hire more, decreasing unemployment, and to compete 

more fiercely for labor. In turn, this serves to raise 

wages and provide consumers with more income to 

spend and invest. It's a virtuous cycle.

• Rather than lowering taxes, the government may seek 

economic expansion through increases in spending. By 

building more highways, for example, it could increase 

employment, pushing up demand and growth.

• Expansionary fiscal policy is usually characterized by 

deficit spending, when government expenditures 

exceed receipts from taxes and other sources. In 

practice, deficit spending tends to result from a 
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Contractionary 
fiscal policy

• In the face of mounting inflation and other 

expansionary symptoms, a government can pursue 

contractionary fiscal policy, perhaps even to the extent 

of inducing a brief recession in order to restore balance 

to the economic cycle. The government does this by 

reducing public spending and cutting public-sector pay 

or jobs.

• Where expansion typically leads to deficits, 

contractionary fiscal policy is usually characterized by 

budget surpluses. This policy is rarely used, however, as 

the preferred tool for reining in unsustainable growth is 

monetary policy, as in adjusting the cost of borrowing.

• When fiscal policy is neither expansionary nor 

contractionary, it is neutral.
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Discretionary 
Fiscal Policy:

• The central government exercises discretionary 

fiscal policy when it identifies an 

unemployment or inflation problem, esta-

blishes a policy objective concerning that 

problem, and then deliberately adjusts taxes 

and/or spending accordingly.

• Depending on the situation, the central 

government could, for example, institute a tax 

cut or raise the tax rate, change personal 

income tax exemptions or deductions, grant tax 

rebates or credits, levy surcharges, initiate or 

postpone transfer programmes, and either 

initiate or eliminate direct spending projects.
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Automatic fiscal 
policy or Auto 

stabilizers

• Another type of fiscal action — automatic stabilisation — takes place 
when changing economic conditions cause government expen-
ditures and taxes to change automatically, which, in its turn, helps to 
combat unemployment or demand-pull inflation.

• These adjustments in government expenditures and taxes occur 
without any deliberate legislative action, and stimulate aggregate 
spending in a recession and reduce aggregate spending during 
economic expansion. Two automatic fiscal policy stabilisers are of 
primary importance transfer payments, especially unemployment 
compensation, and the personal income tax.

• To understand how automatic stabilisers work, consider a recession. 
During a downswing, when people lose their jobs and earned 
incomes are reduced, some important changes in government 
expenditures and taxes occur automatically.

• Firstly, some unemployed individuals become eligible for a number 
of transfer payments, particularly unemployment benefit. Second, 
because the personal income tax is normally progressive tax with 
several rates, some of the unemployed experience a decline in the 
percentage of their income that is taxed, thus resulting in lower tax 
payments or a tax refund.



Unit 8 

Public Finance



Defination

 Public finance can be defined as the study of government activities, which 

may include spending, deficits and taxation. The goals of public 

finance are to recognize when, how and why the government should 

intervene in the current economy, and also understand the possible 

outcomes of making changes in the market.

 Public finance deals with the finances of Government. The finances of 

Government include the raising and disbursement of funds includes the 

raising and disbursement of the funds. Public finance is concerned with the 

operation of the fiscal or public treasury.







nature of public finance

1. Public Finance is a Science: Science is a systematic study of any 
subject which studies casual relationship between facts. Public finance is 

a systematically study relating to revenue and expenditure of the 

government. It also studies the casual relationship between facts relating 

to revenue and expenditure of the government. Prot.

Following are the  arguments in favour of public finance being science:



Following are the  arguments in favour of public finance being 
science:

i. Public finance is not a complete knowledge about human 
rather it is concerned with definite and limited field of human 
knowledge.

ii. Public finance is a systematic study of the facts and principles 
relating to government revenue and expenditure.

iii. Scientific methods are used to study public finance.

iv. Principles of public finance are empirical(verifiable by 
observation).

Science is of two types:

a) Positive science and

b) Normative science.



 In positive science one knows about factual situation or facts 

as they are. It describes “what is”. As against it, normative 

science presents norms or ideals. It describes “what ought to 

be” or what is right or wrong i.e. value judgement. By the study 

of public finance one gets factual information about the 

problems of government’s revenue and expenditure. Public 

finance is therefore, a positive science. Study of public finance 

also reveals what should be the quantum of taxes. Which 

taxes, direct or indirect, should be imposed. On what items 

more or on what items less of public expenditure be incurred. 

Public finance is therefore a normative science. Thus, study of 

public finance offers suggestions regarding revenue and 

expenditure of the government as also apprises of their 

factual position.



2. Public Finance is an Art: In the words of J.N. Keynes, ”Art is the application of 

knowledge for achieving definite objectives.” Fiscal policy which is an important 

instrument of public finance makes use of the knowledge of the government’s 

revenue and expenditure to achieve the objectives of full employment, 

economic equality , economic development and price stability, etc. To achieve 

the objective of economic equality taxes are levied at progressive rate. Since 

every tax is likely to be opposed, it becomes essential to plan their timing and 

volume. The process of levying tax is certainly an art. Budget making is an art in 

itself. Study of public finance is helpful in solving many practical problems. Public 

finance is therefore an art also.

In sort, public finance is both science and art. It is a positive science as well as 

normative science.



Scope of Public Finance (Subject Matter of Public Finance)

The scope of public finance may be summarised as under:

1. Public Revenue

2. Public Expenditure

3. Public Debt

4. Financial Administration

5. Economic Stabilisation



scope

1. Public Revenue: Public revenue concentrates on the methods of raising public 

revenue, the principles of taxation and its problems. In other words, all kinds of 

income from taxes and receipts from public deposit are included in public 

revenue. It also includes the methods of raising funds. It further studies the 

classification of various resources of public revenue into taxes, fees and 

assessment etc.

2. Public Expenditure: In this part of public finance we study the principles and 

problems relating to the expenditure of public funds. This part studies the 

fundamental principles that govern the flow of Government funds into various 

streams.

3. Public Debt: In this section of public finance, we study the problem of raising 
loans. Public authority or any Government can raise income through loans to 

meet the short-fall in its traditional income. The loan raised by the government in 

a particular year is the part of receipts of the public authority.



4. Financial Administration: Now comes the problem of organisation and 

administration of the financial mechanism of the Government. In other words, 

under financial or fiscal administration, we are concerned with the 

Government machinery which is responsible for performing various functions of 

the state.

5. Economic Stabilization: Now –a-day’s economic stabilization and growth are 
the two aspects of the Government economic policy which got a significant 

place in the discussion on public finance theory. This part describes the various 

economic polices and other measures of the government to bring about 

economic stability in the country.



Public finance & private finance





 The fiscal operations of the government resolve themselves into a series of 

transfers of purchasing power from one section of the community to another, 

along with the variations in the total incomes available in the community. In 

fact, the fiscal activities of the state affect the allocation of resources, the use 

of resources from one channel to another, hence, the level of income, output 

and employment.

 Hence, it is desirable that some standard or criterion should be laid down to 

judge the appropriateness of a particular operation of public finance — the 

government’s revenue and expenditures. In a modern welfare state, such a 

criterion can obviously be nothing else but the economic welfare of the 

people.



Principle of maximum social advantages

Dr. Dalton’s approach



 According to Dalton, the principle of maximum social advantage is the most 

fundamental principle lying at the root of public finance. Hence, the best 

system of public finance is that which secures the maximum social advantage 

from its fiscal operations. Maximum social advantage is the maxim for the 

states. The optimum financial activities of a state should, therefore, be 

determined by the principle of maximum social advantage.

 It is obvious that taxation by itself is a loss of utility to the people, while public 

expenditure by itself is a gain of utility to the community. When the state 

imposes taxes, some disutility or dissatisfaction is experienced in the society. 

This disutility is in the form of sacrifice involved in the payment of taxes — in 

parting with the purchasing power.

 Similarly, when the state spends money, some utility is created in the society. 
Some satisfaction is experienced by a group of people in the society on 

whom, or for whom, the public expenditure is incurred by the state. This is the 

social benefit of welfare of the public expenditure.



As such, the maximum social advantage is 

achieved when the state in its financial activities 

maximise the surplus of social gain or utility 

(resulting from public expenditure) over the 

social sacrifice or disutility (involved in payment 

of taxes.) The principle of public finance, thus, 

requires the state to compare the sacrifice and 

benefits of the society in its fiscal operations.



 Diagrammatic Representation:

In technical jargon, the maximum social net advantage is 

achieved when the marginal social sacrifice (disutility) of 

taxation and the marginal social benefit (utility) of public 

expenditure are equated. Thus, the point of equality 

between the marginal social benefit and the marginal 

social sacrifice is referred to as the point of aggregate 

maximum social advantage or least aggregate social 

sacrifice.

The equilibrium point of maximum social advantage may 

as well be illustrated by means of a diagram, as in Fig. 1.





 In Fig. 1, MSS is the marginal social sacrifice curve. It is an upward sloping curve 

implying that the social sacrifice per unit of taxation goes on increasing with 

every additional unit of money raised. MSB is the marginal social benefit curve. 

It is a downward sloping curve implying that the social benefits per unit 

diminishes as the public expenditure increases.

 The curves MSS and MSB intersect at point P. This equality (P) of MSS and MSB 

curves is regarded as the optimum limit of the state’s financial activity. It is easy 

to see that so long as the MSB curve lies above the MSS curve, each additional 

unit of revenue raised and spent by the state leads to an increase in the net 

social advantage.

 This beneficial process would then be continued till marginal social sacrifice 

(MSS) becomes just equal to the marginal social benefit (MSB). Beyond this 

point, a further increase in the state’s financial activity means the marginal 

social sacrifice exceeding the marginal social benefit, hence the net social loss.



 Thus, only under the condition of MSS = MSB, the maximum social 

advantage is achieved. Diagrammatically, the shaded area APB (the 
area between MSS and MSB curves, till both intersect each other) 

represents the quantum of maximum social advantage. OQ is the 

optimum amount of financial activities of the state.

 Further, the ideal of maximum social advantage is attained by the 
state, if the following principles of financial operation are followed in the 

budget.

 1. Taxes should be distributed in such a way that the marginal utility of 

money sacrificed by all the tax-payers is the same.

 2. Public spending is done, such that benefits derived from the last unit 

of money spent on each item becomes equal.

 3. Marginal benefits and sacrifices must be equated.



Practical Difficulties of maximum social 

advantage
 1. Difficulties in measuring social benefit

The principle of maximum social advantage is theoretically explained with the help 
of the marginal utility analysis. The marginal utility analysis itself is criticized because it 
is not possible to measure utility or disutility experienced by people. The marginal 
benefits of public expenditure and the marginal disutility on sacrifice of public 
revenue are concepts, the objective measurement of which is extremely difficult.



2. Unrealistic assumptions
It is unrealistic to assume that government expenditure is always beneficial and 
that every tax is a burden to society. For example, taxes on cigarettes or alcohol 
can provide benefit to society, whereas a tax on education of essential 
commodities may harm general interest of society, similarly, expenditure on 
social overheads like health care will give rise to social benefit whereas 
unnecessary increase in expenditure on defence may divert resource from 
productive activities causing loss of welfare to society.



 3. Neglect non-tax revenue

The principle says that the entire public expenditure is financed by taxation. But, in 

practice, a significant portion of public expenditure is also financed by other 

sources like public borrowing, profits from public sector enterprises, imposition of 

fees, penalties etc. Dalton fails to take into account all such other sources.

4. types of economy:

This concept of sacrifice and benefit changes for developed vs. developing 

economy



5. Assumption of static condition

Condition in an economy are not static and are continuously changing. What 

might be considered as the point of maximum social advantage under some 

conditions may not be so under some other. For example, in times of war 

government expenditure and revenue must increase, and the increase is to the 
advantage of the community. What is optimum at one level of national income 

may not be so at a higher level. Therefore, it is difficult to determine the point of 

maximum social advantage.



6. The effect of budgetary policy spill over to the future

The difficulties in the measurement of social benefits and social sacrifices are 
further compounded by the fact that the effects of the budgetary policy of the 
government are not limited to the period of a single budget but mostly spill over 
to a number of budget periods in future.

For example, a part of the public expenditure goes to the funding of projects and 
schemes, the returns from which are likely to accrue after a long lapse of time, 
say after a generation or two. Measurement of such future benefits is still more 
difficult. Accordingly, the efforts to equate marginal benefits (utilities) of 
expenditure over different periods of time are not likely to succeed.

7. Inconsistent methodology

The utility of public expenditure to the society as a whole is a macro problem and 
the disutility of taxation to the tax payer is a micro problem. Thus there is 
methodological inconsistency in balancing marginal social benefits from public 
expenditure with the marginal sacrifice of taxation.



8. Misuse of government funds

The principle of Maximum social advantage is based on the assumption that the 
government funds are utilized in the most effective manner to generate marginal 
social benefit. However, quite often a large share of government funds is misused for 
unproductive purposes which do not provide any social benefit. Secondly, there is 
rampant corruption in government departments. The funds meant for public 
expenditure are often misappropriated, and therefore, the funds generated by way of 
taxation fails to generate social benefit.

9. Contra-cyclical measures

The Government has to undertake contra-cyclical measures to :-

 Control inflation,

 Overcome recession,

 Reduce increasing level of unemployment, etc.

In such a situation, the concept of Maximum social advantage cannot be adopted. 
For instance, to control recession, the government may introduce certain measures 
such as reduction in taxation in order to increase effective demand. Also, during 
inflationary periods, the government may increase tax rate in order to reduce demand 
and increase interest rates, so as to encourage savings on the part of people. 
Therefore, the question of additional tax revenue by increasing tax rates does not arise 
in the case of contra cyclical measures.



Dalton’s objective tests

1. Maintenance of peace and order in the society

Existence of internal peace and security against foreign aggression are essential 
conditions for the smooth functioning and development of an economy. The state 
can ensure maximum advantage to public by diverting enough resources for such 
purposes.

2. Improvement in Production

An increase in national product generally leads to an increase in social benefit. 
Dalton suggests that all possible efforts should be taken by the state to increase 
national product so as to provide maximum social advantage. Resources may be 
spent for improving labour efficiency and increase national production. Incentives 
such as free medical and housing facilities, subsidised food should be provided to 
workers to improve their efficiency. Similarly producers should enjoy incentives such 
as subsidy, tax holiday for producing essential goods.



3. Improvement in Income Distribution

Public finance policies must promote equity in income distribution. Progressive 

taxation and government expenditure for the poor improves income distribution 

and promote social welfare. However, progressive taxation should not adversely 

affect desire to work, save and invest and harm production. Therefore, balance 

should be maintained between achieving equity in income distribution and 

promoting production.

4. Control of economic fluctuations

Economic fluctuations can also lead to many hardships for common man. Hence 

the state government should give top priority to the objective of maintaining 

economic stability. This would help in controlling price rise and inflation.



5. Full Emyloyment and Growth

The public policies relating to taxation and public expenditure must be framed in 

order to achieve full employment, especially in developed countries. Therefore, the 

public expenditure must be directed to productive purposes, so as to increase 

production, which in turn would increase employment. Also, the indirect 

taxes should be kept at the lower level, so as, to increase production and 

consumption, which in turn would help to generate more employment.

6. Stability of economic activity

A good system of public finance aims at reducing the fluctuations of income and 

employment. Public expenditure and taxation should be effectively used to reduce 

the impact of business cycles.

http://kalyan-city.blogspot.com/2010/12/indirect-tax-meaning-merits-and.html


7. Provision for the future

The principle of maximum social advantage has both short-term and long-term 

aspects. The future social advantage on the society is as important as the present 

social advantage. Therefore, public finance operations must consider the long 

term effect on social advantage, while framing policies relating to public 

expenditure and taxation. It may be often necessary to make sacrifices in the 

present so as to secure a better future. Therefore, taxation policies should 

encourage savings, and investment.



Conclusion of Dalton’s maximum social 

advantage theory

Maximum Social Advantage is the result of two contradictory and opposite 

forces. One tries to increase welfare through public expenditure and other tries 

to decrease it through taxation. Although the principle of maximum social 

advantage has more of theoretical significance, but it also provides guidelines 

to the government authorities to frame policies relating to public expenditure 

& taxation i.e. the government authorities should not unreasonably tax the 

people and at the same time must make effective use of government funds to 

generate maximum social advantage.

http://kalyan-city.blogspot.com/2011/01/dalton-principle-of-maximum-social.html


Public Revenue and 

Expenditure



PUBLIC REVENUE

 The income of the government through all sources is called public income or 

public revenue.



Sources of Public Revenue:

1)Tax Revenue, and.

2)Non-Tax Revenue.

 Tax Revenue:

Taxes are the first and foremost sources of public revenue. Taxes are compulsory 

payments to the government without expecting direct benefit or return by the 

taxpayer. Taxes collected by Government are used to provide common benefits 

to all mostly in form of public welfare services. Taxes do not guarantee any direct 

benefit for the person who pays the tax.



Characteristic of taxes:

 A tax is a compulsory payment to be paid by the citizens who are liable to 

pay it. Hence, the refusal to pay a tax is a punishable offense.

 the taxpayer cannot claim reciprocal benefits against the taxes paid.  

Obligation on the part of government for tax is not towards the individual but 

towards common interest of the whole nation or citizens. 

 Taxes are imposed for covering the expenses incurred by government in the 

common interest of its citizens. Like expenditure on defence, law and order, 

roads, street lights, public parks and playgrounds etc is of such a nature that it 

can not be distributed on the basis of benefits received. For e.g it is not 

possible to find out who and how many times was saved from accidents 

because of street lights provided by municipality.

 Tax is payable regularly and periodically as determined by tax authority



Types of tax revenues / classification of 

public revenue

1) Excise duties:They are, presently, by far the leading source of revenue for the Central Government and 
are levied on commodities produced within the country, The most important commodities from the 
revenue point of view are sugar, cotton, mill cloth, tobacco, motor spirit, matches, and cement.

2) Custom: On export and import

3) GST: Goods and Services Tax is an indirect tax levied in India on the supply of goods and services. GST is 
levied at every step in the production process but is meant to be refunded to all parties in the various 
stages of production other than the final consumer.

4) Income Tax: Income tax is at present another important source of revenue for the Central Government. 
It is levied on the incomes of individuals, Hindu undivided families, and unregistered firms.

5) Corporate tax: The income-tax on the net profits of joint stock companies is called corporate tax.

6) Wealth Tax: It is an annual tax on the net wealth of individuals and Hindu undivided families. It is a 
progressive tax.

7) Gift tax: It is a tax on gifts of property by an individual in his lifetime to future successors.

8) Capital gain tax: It is applicable to capital gains resulting from the sale, exchange or transfer of capital 
assets.

9) Foreign travel tax: Another new tax levied on foreign travel for conserving foreign exchange as well as 
to raise revenue.



NON TAX REVENUE
Non-Tax Revenue:

The revenue obtained by the government from sources other than the tax is 
called Non-Tax Revenue. Public income received through the administration, 
commercial enterprises, gifts, and grants is the source of non-tax revenues of the 
government.

The following are the sources of non-tax revenue

1) Interest receipts: This largest non-tax source of Central Government’s revenue 
receipts is the interest it earns mainly on the loans it has advanced to State 
Governments, to financial and industrial enterprises in the public sector.

2) Profits of PSU: commercial revenues: Public enterprises owned by the Central 
Government, e.g., the Steel Authority of India (SAIL), Hindustan Machine Tools 
(HMT), Bharat Heavy Electricals Ltd. (BHEL), State Trading Corporation (STC). 
The profits of such Public Sector Units (PSUs) are another source of revenue for 
the Government of India.

3) Administrative revenue: The main source among them is the Departmental 
Receipts of the various ministries of the Central Government by way of fees, 
penalties, etc.



Public Expenditure

 Public expenditure is spending made by the government of a country on 

collective needs and wants such as pension, provision, infrastructure, etc. 

 The public expenditure can be used as a lever to raise aggregate demand 

and thereby to get the economy out of recession. On the other hand, 

through variation in public expenditure, aggregate demand can be 

managed to check inflation in the economy.

 In the developing countries, the variation in public expenditure is not only 

to ensure economic stability but also to generate and accelerate 

economic growth and to promote employment opportunities.



Classification of public expenditure/Types of 

Public expenditure



Objective of public expenditure



Effects of public expenditure

 Effects on production

 Effects on distribution

 Effects on consumption



EFFECTS OF PUBLIC EXPENDITURE ON PRODUCTION

 Ability to work, save and invest : Socially desirable public expenditure increases 
community's productive capacity. Expenditure on education, health, 
communication, increases people's productivity at work and therefore their 
incomes. With rise in income savings also increase and this in turn has a beneficial 
effect on investment and capital formation.

 Willingness to work, save and invest : Public expenditure, sometimes, brings adverse 
effects on people's willingness to work and save. Government expenditure on 
social security facilities may bring such unfavourable effects. For e.g. Government 
spends a considerable portion of its income towards provision of social security 
benefits such as unemployment allowances old age pension, insurance benefits, 
sickness benefit, medical benefit, etc. Such benefits reduce the desire to work. In 
other words they act as disincentive to work.

 Effect on allocation of resources among different industries & trade : Many a times 
the government expenditure proves to be an effective instrument to encourage 
investment on a particular industry. For e.g. If government decides to promote 
exports, it provides benefits like subsidies, tax benefits to attract investment towards 
such industry. Similarly government can also promote a particular region by 
providing various incentives for those who make investment in that region.



Effects of public expenditure on distribution

 The primary aim of the government is to maximise social benefit through public 

expenditure. The objective of maximum social welfare can be achieved only when 

the inequality of income is removed or minimised. Government expenditure is very 
useful to fulfill this goal. Government collects excess income of the rich through 

income tax and sales tax on luxuries. The funds thus mobilised are directed towards 

welfare programmes to promote the standard of poor and weaker section. Thus 
public expenditure helps to achieve the objective of equal distribution of income.

 Expenditure on social security & subsidies to poor are aimed at increasing their real 

income & purchasing power. Public expenditure on education, communication, 

health has a positive impact on productivity of the weaker section of society, 

thereby increasing their income earning capacity.



Effects of public expenditure on consumption:

 Public expenditure enables redistribution of income in favour of poor. It 

improves the capacity of the poor to consume. Thus public expenditure 

promotes consumption and thereby other economic activities. The 

government expenditure on welfare programmes like free education, health 

care and housing certainly improves the standard of the poor people. It also 

promotes their capacity to consume and save. Developmental and 

infrastructure expenditure project of government increases the employment 

also and increases the purchasing power of manpower for consumption.



Type of taxation

A) proportional, progressive and 

regressive taxes

B) Direct and Indirect taxes

C) specific and ad valorem



Proportional, Progressive and regressive taxes



Regressive taxation does not exist in modern time. 

Regressive tax can never be justified. Tax on 

necessity item can be an example of regressive 

taxation







Direct taxes and indirect taxes

Where the amount of 

tax is paid out of the 

pocket of the person 

who is legofally

responsible for the 

payment the tax it is 

known as direct tax.





When the 

liability of a tax 

is on one 

person but the 

burden of 

payment falls 

on another 

person it is 

indirect taxes. 



Specific Vs. ad valorem

When a tax is specifically 

imposed on the basis of 

the weight or size of the 

unit that tax is known as 

specific tax. For eg tax on 

sugar imposed per KG or 

tax on TV sets imposed 

per set, toll tax 



Principles of taxation

Please refer from text book



Effects of Taxation on Production:

From Text book


