
Chapter 1 

INTRODUCTION 

The thesis would essentially address itself to a study of fiscal policy of 

developing countries with special reference to India, with a view to its reform, 

so as to subserve as a more effective instrument for stimulating growth and 

achieving other objectives. The Indian tax structure would be evaluated, while 

the Union Budgets for the years 1990-91 to 1995-96 would be analyzed. The 

study would also broadly analyze fiscal policies of five of the ASEAN Countries 

like Singapore, Thailand, Malaysia, Indonesia and Hong Kong, besides Japan, 

South Korea and Taiwan, and draw conclusions for application to India and 

other developing economies. Besides, the study would examine the Indian 

Government's liberalization and other policies, and measures to resolve various 

economic problems and ensure that the economy resumes its normal path of 

economic growth during the nineties. 

1.1. Objective and Scope of Study 

The study proposes to examine and analyze the fiscal and economic policies 

on.a macroeconomic basis of the aforesaid countries, which have enabled them 

to make enormous progress, increase their exports, savings, investment, incomes 

productivity and GNP, reduce levels of poverty and enhance per capita incomes 

and employment. The study would analyze their experience and the conclusions 

that could be usefully drawn for application to India and other developing 

economies. 

The study would also deal with an analysis of the macro-economic aspects 

of the framework of fiscal policies and an examination of the existing tax structure 

in India, with a view to assessing the strengths and weaknesses of the policy 
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framework and the tax structure as instruments for promotion of economic 

development of the country and improving standards of living of the people. 

The foci of study are recent liberalization measures and rationalization of economic 

policies in general, and fiscal policies in particular, and an examination as to 

whether further liberalization would contribute towards better performance in 

the nineties. If so, in what directions the policy framework and tax structure 

need to be amended; and what should be the characteristics of tax structure most 

suited to the needs of India in particular, and developing economies in general. 

Besides, the Indian tax structure, both personal and corporate, would be evaluated, 

while canons of taxation for developing economies would be discussed. Two 

new canons of taxation based on empirical evidence would be further analyzed 

and their usefulness assessed. 

It is proposed to examine how far the new theory incorporating Corporate 

Nucleus Capital (C N C) Super-Multiplier, advanced by the present research 

scholar, would constitute an instrument of fiscal policy, and how far the multiplier 

and accelerator principles would increase its usefulness in promoting investment 

in the desired direction. 

The study also proposes to analyze Union Budgets and Finances of the 

Government of India during the period 1990-91 to 1995-96, evolve criteria for 

judging the effectiveness of the Budgets, and assess how far they have been 

effective in promoting the country's economic development, achieving macro

economic stability, ensuring proper allocation and utilization of scarce economic 

resources, and promoting equity and social justice. The study would also examine 

expenditure in the Union Budget under various heads of account, including 

inter alia, Subsidies, Interest and other Social and Economic expenditure; ways 

and means to reduce Fiscal Deficit by reducing Expenditure and increasing 

Revenues, correcting distortions in that the Capital Budget finances the Revenue 

Budget, while it should be the other way round; and External and Internal 

Indebtedness of the Government of India, its genesis, causes and remedies. 
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It is also proposed to study and analyze as to what changes are necessary 

in the framework of fiscal, budgeting and taxation policies of the country to 

resolve the various economic problems facing the country; and to ensure that the 

economy is set on an even keel and resumes its normal path of economic growth, 

as achieved during the decade of the eighties. 

1.2. A Brief Survey of Literature 

While Adam Smith, Ricardo and Mill dealt with the revenue, expenditure 

and debt aspects of public finance as a part of their treatises on economics, 

public finance as a separate specialized field of study gained recognition with 

the publication of Bastable's Public Finance in 1892. This was followed by Hugh 

Dalton's treatise1 with a similar title in 1922. He gave a distinct definition: 'Public 

Finance ... is concerned with the income and expenditure of public authorities 

and with the adjustment of one to the other'. 

The first edition of Pigou's Public Finance {1928) delineated the then prevailing 

concepts and trends in thought in regard to the subject: principles of taxation, 

merits and demerits of particular direct and indirect taxes, and war finance and 

its problems. However, Pigou's third edition (1947) of Public Finance recorded a 

remarkable change in the approach, contents and treatment of the subject; it 

provided a detailed analysis of the various fiscal measures by which the 

government could influence overall activity, aggregate income and employment. 

This reflected the revolutionary change that had taken place in the concept of 

public finance in the wake of Keynes' theory and the concept of 'functional 

finance' developed by A. P. Lerner. 

Prior to 1928, the budget was regarded as an instrument for collection of 

taxes to finance public expenditure, and expenditure was directed towards 

maximizing satisfactions. Edgeworth {1925)2 stated that 'the science of taxation 

comprises two subjects to which the character of pure theory may be ascribed; 

the laws of incidence and the principle of equal sacrifice'. Subsequent to the 

depression of the thirties, and the publication of Keynes' General Theory,3 the role 
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of the budget was no longer regarded as neutral with respect to aggregate 

incomes. 

The functional approach invested it with a greater importance, and the 

budget came to be regarded as a vital instrument for stimulating overall economic 

activity, incomes, employment and growth through changes in aggregate demand. 

During periods of depression and high unemployment, Keynes stated that it 

was necessary for the state to intervene and increase investment by borrowing 

and spending on programmes of public works. The increase in money supply 

would stimulate aggregate demand and cover the deflationary gap. This would 

bring about adjustment between supply and demand and restore equilibrium, so 

as to reduce over-production and general unemployment. He asserted that in 

times of depression, the state should formulate deficit budgets. 

The fifties and sixties marked the emergence of certain country studies for 

tax reform and United Nations reports on fiscal policy in underdeveloped 

countries, incorporating crystallization of ideas that had occurred in the first 

half of the twentieth century and their practical implementation. W. W. Heller4 

(1954) referred to the 'economic goals of allocative efficiency, economic growth, 

stability, and optimum income distribution' as being the objectives of tax and 

budgetary policy for developing countries. The Report on Fiscal Reform for Colombia 

(1971) also formulated its recommendations in the light of the above objectives; 

however, while dealing with stabilization, it referred to both internal and external 

stability, and suggested administrative improvements. Publication of Readings on 

Taxation in Developing Countries by R. A. Bird and 0. Oldman in 1974 constituted 

an important development and established the fact that fiscal policy in developing 

economies had finally come to be recognized as a distinct subject and that the 

objectives of fiscal policy in developing countries were distinctive and not 

necessarily the same as for developed countries. 

The publication of R. A. Musgrave's Public Finance in Theory and Practice in 
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1973 constituted a landmark in the history of literature on public finance. Not 

only was the treatment of the subject comprehensive, but it also emphasized 

upon the close interaction of theory and practice. It dealt with certain issues 

which were of seminal importance: what should be the scope and role of public 

sector, and how should the choice of public expenditure be determined; what 

taxes were to be imposed and on whom ii:tcidence really fell; and how could a 

high level of employment be reconciled with stability in the price-level ? Issues 

of federal finance were also highlighted. 

Musgrave's later editions included a chapter on development finance -

with indepth treatment- which again was a recognition of the importance of the 

subject vis-a-vis developing countries. The division of objectives of fiscal policy 

into three (or four) compartments - allocation, stabilization (which included 

growth and employment) and distribution -including the conflict between these 

functions and means to coordinate them, was firmly determined. Actually, with 

Musgrave's publication, public finance in its modern form came to be established 

as both a science and as an art; and his contribution to its development and 

consolidation was monumental. 

The basic difference between the objectives of fiscal policy in developed 

and underdeveloped economies is that in the former fiscal policy is primarily 

intended to check cyclical fluctuations in the economy, maintain full employment 

and check inflation. Fiscal policy in an underdeveloped economy needs to be so 

devised as to maximize the ratio of savings to national income and to channelize 

these savings into productive channels of investment for maximizing economic 

growth. Maintaining stability in prices, securing proper allocation of resources 

and ensuring distributive justice (corresponding to Musgrave's stabilization, 

allocation and distribution functions) are no doubt also objectives of fiscal policy, 

but the predominant goal is maximization of growth, and other objectives are 

secondary to this. 
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Taxation during the fifties was regarded in India and developing countries 

not as an instrument for growth but for raising resources for the multifarious 

activities of the state in the context of a 'command economy'; and high taxation 

irrespective of its effects upon incentives, incomes, work, savings and investment, 

was adopted. Besides, not being conducive to growth, all pervading controls 

further inhibited development; the high taxes resulted in building_ up of a parallel 

economy financed by black money and tax evasion, leading to the emergence of 

inflationary tendencies. The Taxation Enquiry Commission (1955)5 not only 

subscribed to the concept of high personal and corporate taxation but also went 

a step further and recommended the principle of collective savings and reduction 

of inequalities through heavy income taxation; it suggested that the Government 

should strive to implement in stages a ceiling on personal incomes. 

Writing in 1960, R. J. Chelliah stated that no systematic and integrated 

theory of fiscal policy appropriate for a developing economy had been formulated, 

although Technical Assistance Administration, United Nations, had sent missions 

to several under-developed countries for study of problems of public finance, 

and their reports were available; even then advance in regard to the evolution of 

an integrated theory of public finance was very much limited. Consequently, 

evaluation of existing tax systems or suggesting modifications became difficult. 

R. J. Chelliah's book6 Fiscal Policy in Underdeveloped Countries made an 

important contribution to the evolution of an integrated theory of public finance 

in developing economies. R. J. Chelliah has expounded certain principles which 

are highly relevant to underdeveloped economies. He has emphasized the 

mobilization of economic surplus. The development process results in increase in 

incomes. The surplus in a person's income comprises the excess above the level 

needed to maintain the minimum consumption necessary for maintaining efficiency 

and incentives. An effective tax structure should identify the surplus and either 

through taxation or incentives for investment channelize the surplus into productive 
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investment. According to Chelliah, the principle is that 'each person should be 

made to contribute to taxation in accordance with his unused capacity or ability 

to contribute to economic development'. This ability is reflected in that portion 

of the economic surplus which he is not utilizing for productive investment. 

Consumption should not be allowed to increase proportionately to rise in incomes. 

The incremental savings ratio sh~:mld be maximized. 

The basic concept of current fiscal policy, as applicable to developing 

economies, is the mobilization of revenues and expenditure for maintenance of 

a high level of economic activity and growth, and the budget need not be balanced. 

Government's expenditure should be allocated to fulfilling the purpose of state 

policy to increase employment and social welfare, to develop infrastructure, and 

to promote or take up such investment as the private sector may not be willing 

or able to do. The function of taxation is not merely raising revenue for the state, 

but principally curbing private consumption, stimulating savings and investment, 

checking inflationary potential, modifying the pattern of investment, and assisting 

in securing a favourable balance of trade. Since revenues are generally insufficient 

to meet the needs of the state, governments usually resort to borrowings and 

deficit financing, as necessary, to achieve rising levels of economic growth. A 

balanced budget is considered almost an anachronism, and deficit budgets the 

norm. 

It is now widely accepted that the principal concern of public finance is 

with the macro-economic dimensions of fiscal policy and the effects of government 

and budgetary policy upon the levels of economic activity and employment. The 

effects of individual taxes and public expenditure, contribution of direct and 

indirect taxes, and the size of the internal and external debt are also topics of 

study, but the subjects of overwhelming importance are the impact of fiscal 

policy upon growth, stabilization, allocation of resources and the distributive 

aspect. The relative size of the public and private sectors, the socio-economic 

institutional framework in the welfare state facilitating transfer payments and 
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subsidies and the social welfare aspects of budgetary expenditure, percolation of 

the benefits of growth to the lower strata of society, have all assumed importance 

in modern public finance. Besides, as Prest and Barr7 state,' In recent years, there 

has been a recrudescence of interest in the design of income and commodity 

taxes which might meet optimality requirements, as dictated by the joint 

consideration of resource allocation and distribution. \et another major area of 

development has been the principles of tax and expenditure systems at a country's 

constitutional- making stage.' Reform of tax systems is an important item of 

agenda in many developing countries. Public finance and budgetary policy, 

both in developing and developed countries, are very much concerned about 

control of inflation, unemployment and the more recent phenomenon of 

stagflation. 

Although the basic subject of this study is reform of fiscal policy in 

developing economies, it may be observed that the study has dealt at some 

length with certain basic theories and new strategies of growth, as also the East 

Asian miracle and the Indian experience during the structural adjustment and 

reforms period 1990-91 to the present day. This emphasis on economic development 

is necessary to set the discussions and evolution of reform of fiscal policy in the 

proper perspective and setting. The ultimate objective o.f fiscal policy- and, in 

fact, all economic policies - is to stimulate growth and promote human welfare 

and escalation in standards of living of the people. Lessons have to be derived 

as to what were the principal factors and policies that enabled East Asian countries 

to achieve rapid sustained growth; and to what extent it is feasible for other 

developing economies to adopt similar fiscal and economic measures for 

stimulating savings, investment, exports et al and attracting foreign direct 

investment and modern technology. 

1.3. An Integrated Approach to Fiscal Policy 

Most modern economies today are organized as mixed economies, in which 

both the public sector and the private sector function side by side and 'interact 
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in an integral fashion'. Public finance deals not only with the economies of the 

public sector, its financing, allocation and use of resources, and the tax and 

expenditure policies of the government, but also the impact of budgetary policies 

on the private sector, its finances and availability of resources, development and 

various aspects of its operations and prospects. 

An important difference in the role of budgetary policy vis-a-vis the public 

sector. and the private sector is that while the public sector is almost directly 

financed by the government out of its budgetary allocations, the private sector 

(except in case of subsidies) generally obtains its long - term finance otherwise 

than out of such allocation ( with some exceptions such as from development 

banks financed by the government). The government through taxes actually 

draws money from the private sector, although transfer payments such as subsidies, 

grants and assistance to weaker sections of society lead to a flow of resources to 

the private sector and consumer. 

The public sector in order to satisfy public wants may itself produce social 

goods or it may purchase goods like defence equipment or components from 

firms in the private sector. 

Three important questions arise : 

(1) what should be the role of the public sector and the extent and limits 

of state intervention; 

(2) what is the impact of tax and expenditure policies on the private sector 

and what are its responses thereto; and 

(3) what are the criteria for judging the efficacy and success of budgetary 

policies? 

While the answer to the first question comes within the domain of politics 

and other social sciences, it may be observed that wide variations exist with 

regard to the role of the public sector in various countries of the world. At one 

end of the spectrum, there have been the communist countries, and those like 
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India who adopted a dominant role for the public sector within a democratic 

political framework; at the other end are countries like U.S.A. where the role of 

the state is minimal, although eminent economists like Milton Friedman and 

Friedrich Von Hayek view with concern the growing state intervention in economic 

life and affairs of the nation. 

The rapid decline of communism and disintegration of the economic system 

in many countries that had adopted in a greater or lesser degree the Soviet 

model of a command economy, and the failure of centralized planning to deliver, 

brought about a surge of disillusionment and in its wake a turnaround in favour 

of a 'market friendly' approach and reduced state intervention. The World 

Development Report 1991,8 after distilling the lessons of four decades of development 

experience the world over, felt that speedy development called for a reappraisal 

of the roles of the state and the market. The functioning and operations of 

government should be confined to areas in which markets did not work; it 

should reduce its presence to the minimum in areas in which markets did or 

could operate. Economic growth postulates more productive use of economic 

assets and better quality of investment- which matters more than the quantity; 

and both in industry and agriculture the most appropriate investment decisions 

flow from entrepreneurs competing with each other and facing international 

competition. Government intervention should be limited to providing an 

environment that stimulates productivity. The price mechanism should be allowed 

to operate freely so that prices reflect scarcities and channelize resources to areas 

which are most productive. The World Bank's experience of investment projects 

in developing economies confirms that market incentives work, and the rate of 

return from projects is higher if policies do not distort prices. 

The economy should be open to international trade so that competition, 

both domestic and from outside world, spurs efficient operation, innovation, and 

flow of modern technology which, together with foreign investment capital, is 
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the engine of growth. Japan, South Korea, Singapore and even the U S A and 

European countries obtained global competitive advantage through competition. 

The state too has a positive role; besides law and order and regulatory functions, 

it must provide adequate infrastructure, not only power, communications, 

irrigation, and the like, but also an adequate institutional framework, and it 

must invest in human resources by providing education and medical facilities. 

These latter investments are not only socially most useful, but also stimulate 

economic growth and productivity through increased skills and ability to imbibe 

new technology, and also contribute to reduced fertility. 

Above all, the state must finance public expenditure without resort to 

excessive deficit financing and creation of money, for the latter fuels inflation, 

which is counter-productive both in regard to constricting efficient investment 

and growth, and in exacerbating social misery and privation. Macro-economic 

stability and micro-economic efficiency are linked, and governments could achieve 

both these goals by 'reappraising their spending priorities, implementing tax 

reform, reforming the financial sector, privatizing state-owned enterprises, and 

using charges to recover the cost of some state-provided services' .9 

Taxes and government expenditure have a tremendous impact upon the 

private sector, its development and financing. The level of taxes and their nature 

vitally affect investment climate and inflow of foreign direct investment. A high 

corporation tax may inhibit foreign direct investment and its role in development 

and it may flow into countries like Hong Kong and certain East Asian countries 

which have low taxes. If excise duties on certain commodities are unduly raised, 

it may lead to price rise and deficiency in demand for such goods and result in 

recession in those industries. Recession may spread to other industries also and 

unemployment may rise. 

Government expenditure is vital both for providing demand for goods of 

private industries producing the requisite goods, as also its macro-economic 
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effect in raising effective demand in general. However excess of effective demand 

over that required to sustain the current level of production may lead to inflation 

and vice versa. In effect, budgetary policy is a most vital instrument .in the 

government's armoury, and it affects growth as well as stability - internal and 

external- of the economy. Hence the importance of good economic management. 

A discussion of budgetary policy also includes an analysis of 'the magnitude 

and speed of responses by consumers and firms in the private sector' to the 

increase or reduction in taxes and expenditure. Stimulus to investment through 

an increase in aggregate demand could be effected through reduction in taxes or 

hike in public expenditure. The effects of such a measure would depend upon 

how firms and consumers respond to economic changes. These may be empirically 

tested for current and future policy formulation. Determination of fiscal policy 

and building up of fiscal institutions may be influenced by pressure groups in 

the private sector - firms and consumers - and the response of legislators, but 

these aspects of the subject are more in the domain of other social sciences. 

The ultimate objective of all economic policies is to satisfy human wants 

and increase people's welfare. Today, the concept of the 'welfare state' has almost 

been universally adopted, and most economies have some kind of social security 

schemes, transfer payments and measures to ameliorate the conditions of the 

poor. The principal criteria for judging performance of fiscal policies and 

institutions would be the extent to which they promote efficiency in resource use 

and growth consistent with maintenance of stability, and considerations of equity 

and distributional justice. 

An important function of fiscal policy is to allocate resources between 

consumption and investment, but that is one aspect. The other aspect is to ensure 

optimal division of resources between goods for domestic consumption and goods 

for export, and import substitution. Increased excise duties curb domestic 

consumption while releasing goods for export. Through a judicious use of indirect 
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taxes- excise duties and customs- fiscal policy should achieve proper allocation 

in society. 

(a) The Allocation Function 

The allocation function of fiscal policy includes 'the provision for social 

goods or the process by which total resources use is divided between private and 

social goods and. by which the mix of social goods is chosen' (Musgr~ve).10 The 

benefits of consumption of private goods are limited to the consumer, while the 

. consumption of social goods provides benefits to the community as a whole; 

thus the latter create 'externalities'. Social goods as distinguished from private 

goods cannot be provided by the market; government has to allocate resources 

for their provision. 

Most countries have mixed economies in which both the private and public 

sectors (of varying magnitudes) coexist, and there is state intervention to a limited 

or extensive degree. In any society the optimum allocation of scarce economic 

resources is of vital importance, both from the point of view of growth and 

equity. Government must determine three fundamental economic problems which 

are, however, interdependent: (1) what goods should be produced and in what 

quantities; (2) how should goods be produced; and (3) for whom the goods 

should be produced. 

While in a centrally planned economy, the central planning authority, in 

consultation with government, takes these vital decisions, in a market economy 

these are decided largely by free economic forces, that is, by a system of markets, 

prices, incentives, and profits. Firms produce goods which yield the maximum 

profits to them; they employ the best techniques available in order to produce 

goods at the lowest cost; and the production of commodities meant for consumption 

by the people is determined by the decision of the consumers, casting their 

dollar ballots on how they propose to spend their wages, profits, and incomes. 
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Most capitalist economies in the West do not have centralized planning; 

although in France indicative planning has been in existence for many years. 

The allocation of scarce economic resources, however, particularly in the case of 

public sector investment, may not be entirely left to market forces, and the 

authorities may also interfere with other economic processes. The degree and 

dimension of state intervention is indeterminate,_ depending as it does upon the 

discretion of the authorities. 

The process of determining the allocation of resources (other than public 

sector investment), pricing commodities, remunerating the factors of production, 

and other vital issues are largely determined by market forces. Government, 

however, quite often seeks to influence decisions indirectly through fiscal and 

monetary policies, tariffs, and other economic measures, as necessary. Direct 

state intervention is also possible and does sometimes occur in accordance with 

the exigencies of the situation. Actually, capitalism manifests itself in a diluted 

form, and most countries have developed a welfare state. The objective of 

government action usually is the promotion of public interest, welfare of society 

and the optimum production of social goods. 

(b) The Distribution Function 

Transfer payments, distribution of welfare benefits, allocation of resources 

through plan and non-plan expenditure, and the tax structure and policy could 

assist in reducing economic inequalities, ensuring social justice and percolation 

of the benefits of growth to the lowest strata of society. 

Certain basic difficulties arise in regard to promoting an active 

redistributional policy; while the objective is to maximize human satisfactions, it 

is difficult to evaluate in terms of utility the satisfaction different persons derive 

from their incomes; and the size of national income to be distributed is related 

to or adversely affected by redistribution of incomes. Redistribution policies 

have an efficiency cost. In spite of these difficulties, distribution policy constitutes 

an important aspect of fiscal policy. Emphasis, however, is shifting from 'the 
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traditional concern with relative income positions, with the overall state of equality, 

and with excessive income at the top of the scale, to adequacy of income at the 

lower end' (Musgrave)Y 

Government of India, m formulating fiscal policy, has not ignored the 

distribution aspect. It stated that fiscal policy must ensure adequate availability 

of resources to fund social expenditure which benefits the poor. Current economic 

thought has transcended Ragnar Nurkse's thesis that increasing capital formation 

and not change in 'interpersonal income distribution' is the primary aim of public 

finance in developing countries. The goals of growth and human welfare need 

to be simultaneously pursued. E. J. Mishan may not be right when he questions 

'whether continued economic growth can be expected to enhance social well

being', but it is now obvious that growth in G D P by itself is not enough; 

conscious effort ~s necessary to ensure that the benefits of development percolate 

to the poorest sections of society. Government's poverty alleviation programmes 

and public distribution system, despite shortcomings in implementation, are steps 

in the right direction. Rather than imposing a ceiling on incomes, poverty alleviation 

is considered more important, and the objective is that persons below a certain 

predetermined poverty line are reduced to nil. This is consistent with the concept 

of mixed or free-market economy and welfare state. 

If the concept of a mixed economy is accepted and it has to function 

effectively, and economic growth has to take place, there is no alternative but to 

provide incentives for private savings and investment, though it may lead to 

some inequalities in income and wealth. The main objective is to raise the standards 

of living of millions of people and some degree of inequality has to be tolerated. 

After all, provisions for social welfare schemes and social security to the people 

at large-indeed all transfer payments - can only take place if the state has sufficient 

revenues, and incomes and savings can be buoyant only if there is economic 

growth. 
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Progressive taxation which is based upon the principle of 'ability to pay' 

is levied in most countries of the world. It is a misconception that indirect taxes 

are not progressive; actually, the structural framework of commodity taxation 

should be so designed as to effect additional taxation of luxuries and semi

luxuries at high rates, and broad-based taxation of commodities of mass 

consumption at comparatively low rates. This would, (a) secure progressivity in 

taxation, (b) curb consumption from absorbing the entire increase in incomes 

and productivity, particularly in case of persons with low incomes whose 

propensity to consume is almost near unity, and divert resources for public 

investment; and (c) secure adequate revenues from commodity taxation for the 

purposes of the state. As the Taxation Enquiry Commission stated', An extension 

of the taxation of necessaries appears unavoidable, if significant results by way 

of diversion of resources for financing public investment, are to be secured' Y 

The origins of the welfare st9-te can be traced to Count Otto von Bismarck, 

who introduced in West Germany in the 1890s old age compensation, and sickness 

and accident insurance. About twentyfive years later, Lloyd George sponsored 

legislation in Britain, incorporating similar social security measures. It was, 

however, in the post-Second World War period that the Beveridge report provided 

a comprehensive scheme of social security, designed to transform Britain into a 

welfare state. Pigou gave intellectual support to social security measures. He 

believed that the transfer of resources from the rich to the poor increased the 

sum total of human satisfaction in society, as the marginal utility of money 

declined with its increase and was higher in the hands of the poor than the 

rich.This gave impetus to the movement towards the welfare state. Welfare 

measures also had an automatic stabilizing effect upon the economy. Compensation 

during times of unemployment and depression,by increasing purchasing power, 

acted as a compensatory factor, reducing unemployment and stimulating economic 

activity. 
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In 1935 social security measures were initiated in the US A. The point is 

that the welfare state was firmly established as a model of modern capitalism. 

Meanwhile, with rudimentary beginnings, by the early thirties Sweden had 

developed perhaps the most comprehensive social security system in the world, 

covering persons from the cradle to the grave. 

Extensive social security and welfare measures ·and factory and labour 

legislation, constitute an essential element of policy in most mixed economies. 

Transfer payments, subsidized food, and essential commodities made available 

through the public distribution system, progressive taxation and inheritance taxes, 

and various measures directed towards securing greater equality in income and 

wealth are common features.This is particularly true in developing economies 

with dualistic character - a poverty ridden rural sector, existing side by side 

with an affluent urban sector with pockets of poverty. The state also actively 

seeks to curb monopolistic tendencies and unfair trade practices. An important 

change in state policies and attitudes is however in evidence. 

The basic trend today is towards transition to market economies, although 

state intervention and social security measures in some degree or the other, have 

become integral features of mixed economies. A judicious amalgam of taxes and 

transfers could subserve the objectives of a distributive policy, which seeks to 

combine efficiency and equity. Progressive taxation of high income bracket 

assessees could be combined with subsidies in respect of food and other necessities 

of life made available to low and medium income persons through some form 

of a public distribution system. Expenditure on low cost housing, as in Singapore 

and Hong Kong, benefits the deprived groups. High taxation of luxuries with 

aforesaid subsidies on necessaries provide an effective policy-mix for achieving 

redistribution. However, a balance has to be struck between efficiency and equity 

objectives which are regarded as conflicting to a degree. 
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Budgetary policy has a significant effect upon distribution of incomes in 

society and the size and quantum of earnings and spending of different classes 

of consumers. On grounds of equity and distributive justice, it must improvise 

measures for alleviation of poverty and providing help and employment to the 

underprivileged and unemployed. 

(c) The Stabilization Function 

The maintenance of internal stability, which implies price - stability and a · 

high level of employment, postulates an adequate level of aggregate demand, 

which depends upon the level of expenditure and receipts. Aggregate demand 

should be adequate to provide the purchasing power for the goods produced by 

a fully employed economy and should expand with economic growth. If there is 

excess of aggregate demand, there would be inflation; and if there is deficiency 

in demand, output would be less than the potential, with inadequate utilization 

of capacity. If there is depression or slackness in the economy, the expenditure 

should be in excess of revenue, so that unutilized resources are used and the 

economy expands. Deficit budgeting may be necessary to increase aggregate 

demand. The modern principle of 'compensatory finance'- essentially applicable 

to developed economies - is now being accepted as being also applicable to 

developing economies. Actually, a certain amount of deficit financing and moderate 

inflation are regarded as means of accelerating growth in developing economies. 

A successful stabilization programme postulates control over fiscal deficits. 

Normally, the capital budget should be largely financed by surplus on revenue 

account, except during emergencies like wars or crises. But if government 
I 

expenditure exceeds revenue and the deficit has to be financed by the capital 

budget year after year, structural budgetary imbalance may become chronic. 

Correcting structural budgetary deficit in such a situation becomes 

imperative. Severe macro-economic destabilization would occur if the structural 

budgetary imbalance of the revenue deficit being financed out of the capital 
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budget, with consequent extensive recourse to borrowings and deficit financing, 

becomes a regular feature of th~ fiscal system. A large spiralling price inflation, 

high interest rates, and accumulation of public debt result; besides, there is the 

spillover effect upon B 0 P with pressure on exports and spurt in imports. 

Devaluation of currency becomes inevitable. (Vide Section 5.1 on high fiscal 

deficit in Indian budget). 

Aggregate demand is determined by the expenditure of a multitude of 

consumers, entrepreneurs and businessmen, corporations et al, which in turn is 

influenced by their incomes, savings, spending habits and assessment of future 

business prospects and availability of money and credit. In case of excess of 

aggregate demand relatively to potential output, inflation would manifest itself; 

and the price increase may be further reinforced if there are inflationary 

expectations and excessive purchasing power and credit creation. 

Take the case of depression. Thanks to a low level of aggregate demand, 

relatively to 'potential or capacity output valued at prevailin~ prices', the overall 

level of employment diminishes. The volume of spending may not be adequate 

to fully employ labour and other factors of production. This is a typical situation 

as occurred during the Great Depression in 1930, in which the Keynesian remedy 

of state intervention through increase in expenditure to boost aggregate demand 

would be applicable to revive investment, income and employment. 'In neither 

case is there an adjustment process which assures that the economy is automatically 

returned to high employment and stability'.13 

There is another aspect which merits consideration. Fiscal policy measures 

designed to check inflation may have an adverse impact upon savings and 

incentives to invest thereby reducing capital formation and growth. During recent 

years 'stagflation', which is a more pernicious phenomenon, has manifested itself. 

Inflation is accompanied by high levels of unemployment. This is often due to 

increase in prices. Budgetary measures to control inflation may result in further 
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exacerbating unemployment. Traditional measures may not be fully effective in 

controlling stagflation; only by skilful economic management incorporating an 

amalgam of fiscal and monetary measures can stagflation be controlled. Measures 

adopted by the Indian Government to control stagflation in 1992-93 are discussed 

later. 

There are certain built-in stabilizers in the tax system. Revenues from direct 

taxes - which are usually progressive - automatically increase during booms 

owing to increased incomes and economic activity, thereby reducing the inflationary 

potential. Indirect taxes, particularly those with high elasticity relative to the 

level of economic activity, also yield buoyant tax revenues and have a stabilizing 

effect. These inbuilt stabilizers reduce the intensity of anti-cyclical measures which 

need to be adopted. 

Stabilization policy in India has been partially subordinated to the need for 

stimulating growth. Acceptance of the thesis that some inflation and deficit 

financing was conducive to economic growth, resulted in inflation ranging above 

5 per cent even during normal periods. During periods of crop failure or other 

crises- caused by internal or external factors- inflation has often risen to double 

digit figures. Not that the Government has been complacent. Anti-inflationary 

measures- fiscal and monetary- have been promptly initiated to bring down 

inflation, and the Government has been largely successful. Economic management, 

particularly during the last four years, has been of a high order. Rate of inflation 

which had touched 17 per cent in mid-1991 was brought down to around 10 per 

cent a year, which is also envisaged to come down to about 6 per cent despite 

the expansionary effect on money supply of accretion to foreign exchange reserves 

(which of course by itself is a favourable development). 

Coordinated fiscal and monetary policies within the macroeconomic 

framework are necessary to achieve the objectives of economic growth and 

stabilization. Tax reform should aim at formulating a tax structure which provides 

for elasticity of tax revenues. As GNP increases with economic growth, revenues 
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should automatically increase more than in proportion to such escalation in 

income. Revenues should also rise with increase in the price level. Income tax, 

excise duties- ad valorem particularly- and sales tax, should, inter alia, provide 

the requisite elasticities to the tax structure. This should contribute to reducing 

fiscal deficit and stabilization. 

(d) The Growth Function 

Economic growth postulates capital formation and fiscal policy has a vital 

role both in regard to generation and mobilization of resources, and their 

investment in real capital assets. Fiscal policy can also influence the inflow and 

development of technology, the building up of adequate infrastructure - on 

which depends the superstructure of industrial growth - and the development 

of human resources. Government's expenditure policy and allocation of resources 

for building up social infrastructure, all contribute towards creating an 

environment in which industrialization and agricultural advance can take place. 

A structural transformation of the socioeconomic institutional and legal framework, 

conducive to rapid industrial growth, needs to be effected if a developing economy 

is to achieve take-off and reach the stage of self-sustaining growth in the shortest 

possible time. Since the economy has to raise its rate of savings from a low level 

of about 5 per cent in traditional societies to a minimum of 20 to 25 per cent, 

fiscal incentives for savings and investment and measures to curb consumption 

-both through direct and indirect taxation- assume vital importance. 

The role of the budget is no longer regarded as neutral with regard to 

growth. The 'functional' approach has invested it with far greater importance; it 

is now a vital instrument for stimulating economic development. The principal 

role of budgetary policy in the pre-Keynesian era was to raise sufficient revenues 

for the activities of the state, and expenditure was intended to maximize 

satisfactions. The Keynesian theory revolutionized the entire concept of public 

finance, and it was widely recognized that the budget was an important instrument 
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for influencing the level of economic activity, incomes, and employment through 

variations in effective demand. The modern tendency is towards evolution, 

particularly in developing countries, of growth-oriented fiscal policy, in order to 

achieve the objectives of growth with equity without inflation. 

We have seen that capital formation is necessary for growth, and budgetary 

policy in developing countries has a vitally important role in stimulating savings 

and investment. A basic function is to release resources needed for development 

by curbing consumption through taxation or borrowings. In totalitarian economies, 

forced savings can be induced by remunerating factors of production below 

their marginal product, but in open market economies, investment can take place 

either from public savings or private savings. The government has to create a 

climate that is congenial for private savings, as also institutions for mobilizing 

those savings for investment. Taxation within reasonable limits transfers resources 

from private consumption to public coffers. Budgeting policy must ensure that 

revenues are not entirely absorbed by expenditure leading to revenue deficits. If 

that occurs,there may actually occur transfer of resources which would have 

gone into private savings and investment to public consumption. This would be 

detrimental to growth. 

The system and level of corporate taxation should be such that it provides 

scope and incentives for corporate savings and transfer of resources for ploughing 

back for industrial expansion. Public savings - effected through a surplus of 

revenue over expenditure - could be used for direct investment in physical 

assets, or it could be routed through financial institutions or official lending 

bodies, for investment in the private sector. 

Growth is stimulated by inflow of foreign direct investment and modern 

technology. Budgetary policy must needs create the right investment climate and 

provide incentives for the inflow of such capital for development. In India, taxes 

on corporate and personal incomes need to be reduced further in line with the 

world trend, so as to maintain a healthy investment climate, conducive to capital 
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formation and inflow of foreign investment capital with modern technology. 

Increased capacity utilization in both the public and private sectors and 

improvement in the operational efficiency of public enterprises would all contribute 

to an upsurge in industrial production. Increase in the productivity of scarce 

resources and factors of production is vitally necessary to reduce the unit cost of 

industry, increase competitiveness both in the internal and international markets, 

and reduce the capital output ratio. 

Growth is a complex process interacting with industrial production, savings, 

investment, interest, money supply, inflation, balance on current account, foreign 

exchange reserves and other factors which need indepth study. Table 1.1 gives 

a picture of such aspects of growth for some selected countries in 1994-95. 

The Japanese economy is a classic example of exceptional economic growth 

after its collapse during the Second World War. The economy in the decade after 

1955 achieved high growth rates in the region of 8 to 12 per cent per annum in 

real terms which, by any standards, was a signal performance. The oil crisis of 

1973 and the accompanying severe global recession brought on a slump in 1974, 

but the subsequent recovery was swift, and since then, except during the second 

oil shock in 1979, the economy has achieved a steady rate of expansion of over 

5 per cent, which again is remarkable for a developed industrial economy. These 

high rates of growth enabled Japan to almost close the gap in relation to national 

and per capita incomes between itself and Western industrial democracies. 

The Japanese progress was largely attributable to certain factors, which 

bear analysis: 

1. Almost half the rapid growth of 10 per cent in the post-war period was 

due to technological innovation. The savings and investment rates were 

high, almost double the rate in the U S A. With among the highest 

savings and investment rates in the world, coupled with a high debt

equity ratio, the economy during the period 1955 to 1972 gathered and 

maintained a vigorous momentum of growth. Capitalization was at a 

high level, and risk capital was available in adequate measure. 
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2. There was a remarkable upsurge of national feeling and consciousness 

that the national goal of surpassing the west had to be realized at all 

costs; this manifested itself in a work- ethos of unsurpassed dedication 

and commitment by government, management, workers, and the general 

public. 

3. Herman Kahn14 states that the achievement of rapid economic growth 

by Japan was, inter alia, attributable to excellent management of the 

economy and cooperation of labour; this resulted in a controlled and, 

to some degree, a collectivist economy, but still competitive and market 

oriented capitalism. 

Fiscal discipline and low deficits, together with a consciously modulated 

tax structure ·incorporating low levels of taxes, powerful incentives for savings, 

investment and growth, and an investment climate conducive to inflow of foreign 

direct investment, contributed to high growth rates and stimulated exports, 

particularly of manufactured goods. Adaptation of technology suited to its 

requirements also contributed to the miraculous growth of the Japanese economy. 

(Also Vide Section 7.3 regarding tax cuts out of increasing revenues). 

While the Indian economy has resumed its trend of growth in 1994-95 with 

macroeconomic reforms being actively pursued, and investment climate is 

conducive to domestic investment and inflow of foreign investment capital, we 

have still a lengthy path to traverse in regard to achieving low fiscal deficit, 

moderate inflation, low taxes and stability in balance of payments and external 

value of the rupee. The Japanese model of growth inspired the East Asian 

economies to achieve a miracle, and should serve as a beaconlight for India and 

other South Asian economies. 
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Table 1.1 

Economic Profile of Some Selected Countries (1994-95) 

Countries GDP Industrial Gross Domestic Gros Domestic 
Production. Savings Investment 

(%growth) (%growth) (%of GDP) (%of GDP) 

Australia 3.7 5.4 19.0 20.0 

France 3.8 5.9 20.0 18.0 

Germany 3.3 -0.3 22.0 22.0 
Sweden 3.9 13.2 17.0 13.0 

United Kingdom 3.7 5.0 14.0 15.0 
1\) I 01 United States 4.0 4.5 15.0 16.0 

Japan 0.1 5.0 33.0 30.0 

Malaysia 8.5 11.4 35.6 37.2 

Singapore 10.0 13.1 48.0 41.5 

South Korea 8.3 10.0 35.1 36.9 

Taiwan 6.5 5.7 26.0 24.1 

Thailand 8.5 12.0 37.2 42.9 

Hong Kong 5.5 3.7 33.0 3-1.1 

Indonesia 7.4 10.7 38.7 35.5 

India 6.2 8.4 24.4 25.2 

Contd ... 



1\) 
en 

Table 1.1 (Contd.) 

Countries Interest M3 Inflation Balance on Foreign Exchange 
Rates %growth Current Account Reserves 

(%growth) ($ billion) ($ billion) 

Australia 11.5 7.8 3.9 - 18.0 12.4 

France 8.25 3.4 1.8 16.1 26.8 

Germany 7.0 -0.5 2.4 - 20.4 82.1 

Sweden 10.0 -2.8 2.6 1.8 24.5 

United Kingdom 7.75 5.5 3.5 - 1.6 42.6 

United States 9.0 1.0 2.9 - 161.5 75.7 

Japan 2.75 3.6 0.2 125.6 155.4 

6.1 22.0 3.8 -6.4 25.0 

2.8 14.4 3.8 6.5 61.3 

Malaysia 
I Singapore 

South Korea 14.6 18.9 6.4 -3.7 26.5 

Taiwan 7.5 14.1 3.9 4.0 97.9 

Thailand 14.0 16.2 5.0 -7.4 29.1 

Hong Kong 6.0 13.2 8.1 2.9 49.2 

Indonesia 16.0 19.7 9.2 - 3.1 12.3 

India 15.0 21.2 10.4 -2.3 20.8 

Source : Asian Development Outlook 1995 and 1996, Asian Development Bank, Oxford University Press, New York, 1995, various 
pages. 

World Development Report 1995, World Bank, 0 U P, New York, 1995, Various pages. 

The Economist, London, various issues, April to September, 1995. 

Note : G D P growth rate (average) for Japan for 23 years during the period 1970-93 exceeded 4 per cent per annum. 

Savings and Investment figures for developed countries relate to 1993. 
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