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PUBLIC EXPENDITURE

Of the two important aspects of Public Finance,
viz., Public Revenue and Public Expenditure, let us
first study Public Expenditure. This department of
public finance received scant attention at the hands
of writers on public finance throughout the 19th
century. Atiention was almost exclusively focussed
on public revenues. It is only in the present century
that it came to be realised that public expenditure is
far more important in its implications and bearing
on public welfare than public revenue. The main
reason for the carly neglect of the subject of public
expenditure seems to be that the amount of public
expenditure was very small as the field of govern-
mental activity was restricted. Now public expendi-
ture has reached astronomical figures.

CAUSES OF INCREASE IN PUBLIC
Exnfmm‘rumz

In recent times, public expenditure has increased
enormously. The main reason is that the functions
of the state have increased manifold. In the past, the
state was regarded only as a police state concerned
with defence from foreign aggression and mainten-
ance of law and order within the State. Now the
State is regarded as a Welfare State which is
concemed with promoting the welfare of its citizens.
As such, it has to provide not only social security but
it has also to look to economic stability and econo-
mic growth which calls for ever increasing invest-
ment expenditure,

The following are the principal causes of growing
public expenditure: —

(i) Increase in Area and Population. In the first
place, the increase in public expenditure is due to
the fact that_the physical boundaries of the States
have been widened. ‘No-man's lands’ have been
brought under organised government. Also, ir cerin
cases, even if the arca has nol increased, the
population figures have considerably gone up

Governments have, therefore, to cater to the needs
of millions of more people scattered perhaps over a
much wider area.

(ii) Growth of State Functions. As already point-
ed out, the modern States are no longer police states
concerncd mainly with the maintenance of law and
order. They are now regarded as welfare states. This
has resulted in a tremendous increase in their
functions. While old functions are being performed
more intensively such as administrative functions
and functions relating to internal security and
protection against aggression but numerous new
functions are being undertaken, e.g., optimum utili-
sation of national resources, cconomic growth,
reduction of economic inequalities.

(iii) Higher Price-Level and Rising Cost of Pub-
lic Services. Another reason which accounts for the
mounting public expenditure is the higher price-
level. Persons who have seen ‘good old days’ in
India, or have heard about them, tell us that there
was a time when ghee was selling at 4 annas a seer,
whereas now it sells at twenty rupees per kg. There
has been a similar rise in prices of other commodi-
ties. Governments, like individuals, therefore, have
to find larger amounts of money to pay for the
commodities and the services they have to purchase.

(iv) Increase in National Wealth. There has been
almost a continuous improvement in. agriculture,
trade and industry in every country, though in some
countries like India it has been painfully slow. There
has been a steady increase in the per capita incomeg
and consequently an improvement in the standar
of living. There has also been a corresponding
improvement in public revenues and public expen-
diture.

(v) Ability to Tax. In a low-income economy, it
is dillicult to impose and colleet taxes. But as
cconomy develops, a much wider range ol tases
becomes available to the State and as State revenuc
swells. public expenditure increases. Abitity to ta»
raises the ability to spend.
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(vi)War and Prevention of War, We know it (o
our cost now how costly a modern war is, England
was spending £15 million daily during the last war.
Even when the war is not on, large amounts are
Spent on preparing for it or on adopting means for
its prevention. War has been one of the main factors
responsible for increasing public expenditure.

(vii) Provision of Public Utility Services. Another
important cause of increase in public expenditure js
the provision of more and more public utility
Services, e.g.. waler. electricity, lransport services. [
is now realised that some of the important wants of
man can be satisficd more efliciently and economi.-
cally if these are supplied collectively rather than
cach individual making his own arrangements. [t is
not considered desirable or cconomical that in a
town there should be different compunies supplying
these services on a competilive basis. However, these
public utility services are best provided by the State
Government or Joea] authorily. Nuturaily. public
expenditure goes up.

(viii) Expansion jp Social Services. In modern
imes, there has been a remarkable expansion in
social services like education, public health mea-
sures and medical aid. Expansion in educational
faciljties has led 10 the establishment of schools,
colleges and technical institutions in very large
numbers. The number of hospitals and medica|
colleges has multiplied manifold. Publjc health and
sanitary measures are taken on a vast scale. There
are also undertaken slum clearance programmes.
Expenditure d# these social services is also regarded
as productive investment sinee it leads to increase in
income and employment, Such expenditure builds
up what is called human capital,

(ix) As Musgraves observes, “Efficient product
mix between private and social good changes as per
capita income rises, and this change involves 3 rising
share of social goods.™ In other words, when G.N.p.
OF per capita income rises i indicates the transfor-
mation of an cconomy from an agricultural oy low
income state to an industrial or high-income state,
When this happens the output of social goods, ie.,
goods for the society as a whole, increases and
public expenditure must inevitably go up.

(x) Technological Changes. Technological jn-
ventions call for larger or new production in the
public sector, because it happens that improvements
in techniques can be best exploited by the state. For
instance, invention of internal combustjon gave rise
o a massive automobile industry necessitating the
construction and improvement of highways. State
expenditure naturally goes with the expansion of the
public sector. ;

(xi) Expansion of Public Sector. Socialistic ten-
dencies have in modern times Tesuled in the

. Musgrave, R.A., and Musgrave, P.B.—Public Fin-
ance in Theory and Practice, 1973, p. 126,
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expansion of the public sector. As a consequence,
public expendilire has gone very high,

(xi1) Defective Financial and Civil Administra-
tion. Not a small increase in public expenditure s
due to. defective financial and civil administration.
Duplicdtion and unnecessary multiplication of
governmental agencies is noy uncommon. Wrong
allocation of resources and functions also leads 08
extravagance. A lax antrol over public expenditure
swells it to an unnceessarily high tigure,

(xiii) Political and Sociu Factors. Political Deve -
lopment ang changing social views have led 10 a
great expansion of the public sector and increase in
public expenditure. In a democratic State, there are
several political parties and cach party is anxious 1o
enlist the support of the people. The supporters
constantly clamour ror concessions and henefits at
the expense of public fund. From every corner of
the country and from cvery section comes the call
for more and more amenities. Ministers are asked
by the people 10 open colleges in their home ,
districts. Governments have thus been pressed by
the democratic forces 1o take upon themselves more
and more functions. According to Wagner's Law of
Increasing State Activity. governments’ functions
have increased both intensively and extensively, The
old functions are being performed more thoroughly
and many new functjons are being undertaken,

(¥iv) Welfare Activities and Growth of Transfer
Expenditure. All modern States wish to make liber-
al provision for social security schemes. or social
insurance, e.g., free medical aid. free education,
old-age pensions, provident fund schemes, erc
These are known as transfers or transfer expendi-
turc. These transfers were unimportant up to the
thirtics but they have phenomenally grown since
then. All such transfers have substantially pushed up
the State budgets.

(xv) Requirements of Ful] Employment. A
modern State is anxious to underwrite full cmploy-
ment. To provide employment for all, the State must
launch ambitious schemes of public works and
public undertakings. Naturally, the publje expendi-
ture must shoot up.

(xvi) Economic Development. In ) countries,
whether developed or under-developed, the States
have given top priority to economic development.
The developed countries arc desirous to raise thejr
standard of living still higher, whereas the under-
developed countries are anxious to attain a certain
minimum standard, Economic development is a
very costly affair. Lot of money has to be spent on
economic and sociul overheads and many costly
projects have to be undertaken. Measures have 1o be
taken for the development of agriculture and in-
dustry, and so on, There is no wonder, therefore.

‘that the size of the State budgets has become

swollen everywhere,

Conclusion. Alfred Baehler says in hijs Public
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Finance: “To some persons a relative increase in
public expenditure seems a calamity, 16 others itisa
cause of rejoicing and to still others it is a matter off
indifference. No definite percentage of national
income can be named as the proper limit for the cost
of government, since such a limit must depend upon
relative circumstances. The proper size of the ex-
penditure depends on the desires and needs of a
community, the effects of government spending and
the revenues supporting the spending,-the willing-
ness of the population to be taxed. existing burdens
of taxation, the resources and population of a
community, the distribution of wealth and incomes,
the stage of economic development and other varia-
bles. The real issue is the advisability of a particular
expenditure of a particular government at a particu-
lar time.™

Revenuc And Capital Expenditure

Public Expenditure has been classified into reven -
ue and capital expenditure. Revenue Expenditure is
current expenditure, ¢.g., adminisirative and main-
tenance expenditure. This expenditure is of a recur-
ring type while Capital Expenditure is of capital
nature and is incurred once for all. It is non-
recurring expenditure, e.g., expenditure in building
multipurpose projects or on sctling up big factories
like steel plants, money spent on iand, machinery
and equipment.

Developmental and Non-developmental Expenditure

Money spent on the maintenance of internal
security, law and order, ie, on police. jails and
judiciary and money spent on the army to provide
defence against aggression is generally regarded as
non-developmental, whereas the developmental ex-
penditure includes expenditure on irrigation
projects, rail and road transport, expenditure on
agricultural and industrial development. and so on,
Even expenditure on cducation and research is also
regarded as developmental.

PRINCIPLES OF PUBLIC EXPENDITURE

Just as there are well-known canons of taxation.
shrpilarly it is possible o formulate some canons or
principles to which prudent public expenditure
should conform. These principles are:—

Principle of Maximum Social Benetit

It is neces.ary that all public expenditure should
satisfly one fundamental test. viz.. that of Muximum
Social Advantage. That is. the government should
discover and maimtain an optimum. level ol public
expenditure by balancing social benefits and social
costs. Every rupee spent by a government must have
as its aim the promogion of the maximum welfare of
the socicty as a whole. Care has to be taken that
public funds are not,utilised for the benehit of 4
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particular group or a section, of society. The aim is
the general welfare. Government exists for the
benefit of the governed and the justilication of the
government expenditure is. therefore. o be, sought
in the benefit-of the community as a whole. (The
principle of maximum social advantage has alrcady
been discussed in the previous chapter.)

Canon of Economy

Although the aim of public expenditure 15 1o
maximise the social benefit. yet it does notexonerale
government from exercising utmost cconomy in its
expenditure. Economy does not mean niggardliness.
It only means that extravagance and waste of all
types should be avoided. Public expenditure has
great potentiality for public good but it may also
prove injurious and wasteful. In - the words of
Coleridge. *“The sun may draw up the moisture from
the river. the morass, and the ocean to be given back
in general showers w the garden. the pasture and the
cornfield: but it may likewise force away the mois-
ture from the fields of tillage. o drop it on the
stagnant pool. the saturated swamp. or the unpro-
fitable sand waste. ™ Thus. il revenue collected from
the tax-payer is heedlessly spent. it would be
obviously uncconomical.

To satisty the canon of ceonomy. 1t will be
necessary (o avod all duplication ol expenditure
and overlapping of authurities. Further, pubhe ex-
penditure should not adversely affect saving. In case
government activity damaged the individual's will
or power Lo save. it would be repugnant to the canon
ol cconomyy

Canon of Sanction

Another important principle of public expendi-
ture is that before it is actually meurred. it should be
sanctioned by a competeat authority, Unauthorised
spending is bound to lead 1o extrvagance and
over-spending. [t alw mcans that the amount must
be spent on the purpose for which 1t was sanctioned.
Allicd 1o the canon of sanction, there is another, viz.,
auditing. Not only is previous sanction "ol public
expenditure essential but @ post-moriem examing-
tion is equally imperative, That is. all the publhic
accounts at the end of the year should be properly
audited o see that the amounts have not been
mis-spent or misappropriated.

Canon of Elasticity

Another sane principle of public expenditure is
that it should be Tairly elastic, [t should be possible
for public authorities o vary the expenditure ac-
cording to need or circumstances. A rigid level of
expenditure may prove @ source of trouble and
cmbarrassment in bad  tmes. Alteration in the

2. Macgregor - Public Aspecty of Finance, 1939, p 67,
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upward direction is not difficult. It is easy, rather
tempting, to increase the scale of expenditure. But
elasticity is needcd most in the downward direction.
When the economy axe is applied, it is a very
painful process. Retrenchment of a widespread
character creates serious social discontent.

It is very necessary, therefore, that when the scale
of public expenditure has to be increased, it should
be increased gradually. A short spell of prosperity
should not lead to long-term commitments. A fair
degree of elasticity is essential if financial break-
down is o be avoided at a time of shrinking
revenue.

No Adverse Influence on Production or Distribution

It is also necessary to ensure that public expendi-
ture should exercise a healthy influence both on
production and distribution of wealth in the com-
munity. It should stimulate productive activity so
that income and employment in the country in-
crease, and it may be possible to raise the standard
of living. But this object of raising of living stan-
dards of the masses will be served only if wealth is
evenly distributed. If newly created wealth goes to
enrich the alrcady rich, the purpose is not served.
Public expenditure should aim at reducing the
incqualities of wealth distribution.

Principle of Surplus

It is considered a sound or orthodox principle of
public expenditure that as far as possible public
expenditure should be kept well within the revenue
of the State so that a surplus is left at the end of the
year. In other words, the government should avoid
deficit budget. But the modern economists, especial-
ly Keynes, do not regard surplus budgeling as a
virtue, rather deficit budgeting is more useful in
raising the levels of income and employment in the
under-developed countrics. All the same. budget
deficits running over a series of years are considered
bad for the financial stability of the country.

Promotion of Economic Growth and Stability

In modern times, a very important principle of
public expenditure is that it should promote econo-
mic development and economic stability, directly or
indirectly. No public expenditure should impair the
economy's potentialities for economic growth. In all
public expenditure requirements of economic
growth and economic stability (avoiding economic
fluctuations) are kept in the fore front.

Conclusion

Public expenditure to be beneficial must conform, -

as lar as possible, to the principles enumerated

above. But the all pervading principle is that of

functional finance. That is, public expenditure
should be directed to the achievement of economic
and social objectives in which the country may have
sctils heart.

36 - L
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Effects on Production

There is a type of public expenditure which is
regarded as unproductive. This refers to expenditure
on the prosecution of, or the preparation for, a war.
This belief, however, is not entirely correct. Military
expenditure, if not overdone, does indircetly assist
production by cnsuring to the communily an or-
dered economic life. Actually, it is overdone and a
great deal of military expenditure may be regarded
as unproductive. Also, we have to admit that a short
and successful war may bring to the nation much
economic gain by securing some cconomic privi-
leges. In the same manner, by preventing an inva-
sion of the country, the armed forces may enable the
community to avoid an economic loss. Thus, mili-
tary expenditure may be considered indirectly or
broadly productive.

Most. of the public expenditure is productive
directly or indirectly. Governments, in every
country, arc running commercial enterprises which
are directly productive. The Indian Government has
created solid and lucrative assets in the form of
canals and railways. The State enterprises make a
direct contribution to production in the community.,
In the same manner, schemes of reclamation and
afforestation are also directly productive. In all these
ways, the level of employment in the country goes
up. 5

A greal deal of public expenditure is. however,
only indircctly productive. In this conncction we
may consider the cffects of public expenditure on—

(a) Power to work and save;

(b) will to work and save;

(c) diversion of resources as between employ-
ments and localities; and

(d) the total volume of employment and income,

As for power to work and save, it may be pointed
out that much of the socially desirable public
expenditure incurred by modern governments un-
doubtedly increases the community’s productive
power and, consequently, also the power to save.
Such expenditure includes the provision of means of
communication and transport, education, public
health, scientific rescarch and industrial research.
controlling of human, animal and plant discascs,
and expenditure on social -insurance, like health
insurance, unemployment insurance and old-age
pensions.

As for the will to work and save, much depends
on the character of public expenditure and th
policy governing it. By giving the people expectatn
of future benefits from public expenditure, it ma
blunt the edge of the desire to waork and save. The
granting of old-age pension, insurance aguinst sick -
ness and unemployment and provision of ¢ducation
at State expense may make the people mdiflferent
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towards the future and make them neglect saving,
This is bound to affect adversely exertions in the
present. People will work less. But if such expendi-
ture is kept within proper limits and if it helps the
really helpless, the check to work and saving may be
neghgible.

Regarding the diversion of resources as between
employiments and localities, the public expenditure
may have distinctly a benefi.ial effect on production.
Irough the system of bounties and subsidies a
government may succeed in diverting resources o
hitherto neglected channels and thus create new
industries. In the same manner, by spending money
un the development of backward arcas, the govern-
ment inay add to the total production in the country.
A wisely conducted policy of public borrowing
sumulates saving and the habit of investment in the
community. which are certainly beneficial to
production. It also diverts resources into channcls
which may add considerably to the wealth of the
compiunity.

We may thus safely conclude that wise public
expenditure exerts a very wholesome influence on
production. It assists production indirectly by ad-
ding to the power to work and save, and by a
profitable diversion of resources. This is besides
taking up directly the work of production through
State enterprises.

Till recently. the discussion of the effects of public
expenditure was mostly confined to the indirect
effects discussed above. However. with the Keyne-
sian revolution, it has come to be realised that
public expenditure can exercise dircctly an impor-
tant influence on the level of economic activity,
accclerate economic growth and help maintain
economic stability. We have seen previously that
unemployment in the Keynesian system is due 1o
deheiency of cffective demund. Public expenditure
has a direct influence on the level of effective
demand. An increasce in public expenditure during a
depression helps to create more demand and there-
by increases the level of output and employment.
Indeed. at times, this direct effect may outweigh the
indirect effects of public expenditure discussed
above. (See also “Role of Public Finance in a
Developing Economy™ in the previous chapter.)

Conclusion. Thus. public expenditure increases
production {a) by improving the productive effi-
viency of werkers, (b) by providing economic and
sucial overheads, (¢) by giving direct assislance in
the form of loans. grants and subsidies and technical
advice and (d) by investment in public enterprises.
Sosides raising the level of production, public ex-
penditure can influence the pattern of production or
composition oi ouiput,

Fitects on Distribution

cubin expenditure cun have a very wholesome -

influence on the distribution of wealth in the
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community. It can reduce inequalities of incomes. It
is an admitted fact that the benefit to the poor from
State activities is far greater than to the rich. A rich
man can protect himself. He can make arrange-
ments for the educationnand medical relief- of
himself and his family. But a poor man is helpless. It
is, therefore, the poor man who benefits the most
from the State activity. To this extent, the State
expenditure secks to bridge the gulf between the
rich and the poor.

There is a certain expenditure which benefits the
poor exclusively and primarily, e.g., poor relief,
old-age pensions and unemployment and sickness
benefits. The bencfits derived from such social
services by the poor may be regarded as a net
addition to their incomes. And when we remember
that the revenue is obtained by taxing the rich, the
conclusion is inescapable that inequalities of wealth
distribution have been reduced to some extent.

But much depends, here again, on the character of
public expenditure and the policy underlying it. Just
as there are proportional. progressive and regressive
taxes, in the same manner the government grants
may also be proportional. progressive. and regres-
sive. If public expenditure is really 10 make the
distribution of wealth more even and fair, it must be
progressive. It must be according to ‘ability to
receive’ (corresponding to ‘ability to pay’ in laxa-
tion).

Corresponding to the principle of minimum
sacrifice in taxation, there is the principle of maxi-
mum benefit in public expenditure. Public expendi-
ture must be so arranged as to confer 4 maximum
benefit on the community as a whole. This is the
guiding principle. Judged in this light, we can see
that expenditure on debt services is regressive,
because it gives more income to the already rich.
Granting of old-age pensions and benefits of social

-insurance are progressive. If a government subsi-

dizes the production of commoditics largely con-
sumed by the poor, it is progressive otherwise
regressive. : ook

We have also to consider the reaction of public
cxpenditure on individual ingome. If a government
grant reduces the individual's desire to work and
save, it may lead to reduction of incomes of the
beneficiaries. In this case, the inequalities of wealth
distribution are not reduced.

On the whole, public expenditure in modern
times tends {0 make the distribution of wealth in the
community more equitable.

Effects on Level of Income and Employment
We have discussed above the cliects of public
expenditure on production and distribution. We
have also noticed that in modern times the sphere of’
state activity has very much widened. As a result
public expenditure on several new items has in-
creased manifold. Tnis pubiic expenditure affects
sb-p
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the level of income and employment in the country.
Keynes has shown that the government can remove
widespread unemployment during periods of
depression through liberal public expenditure on
public works. It can thus raise the level of income
and employment in the country.

Keynes showed that when government increases
its investment expenditure on public works, then the
increase in level of income and employment in the
country will not be merely equal to increase in
income and employment in those activities, but it
will be many times more than this through- what he
has called the Income Multiplier. The value of this
multiplier will depend on the marginal propensity to
consume in the country. For inslance, if the margin-
al propensily to consume is 2/3, the multiplicr will
be 3 and if the marginal propensity to consume is §,
the multiplier is 4, and so on. The value of the
multiplier is found by the principle propounded by

If the value of the multiplier is 3, it would mean
that if’ the government makes an additional invest-
ment of Rs. 100 crores on public works, then the
national income and output in the country will not
increase only by Rs. 100 crores but equal to Rs. 300
crores. In the same way, the volume of employment
will nol increase only as much as is provided by the
public works launched by the government, but many
times more, This happens because when govern-
ment increases its investment expenditure, then at
first employment increases in those works and the
incomes of people employed in those works in-
crease. Further, when these peoplé spend their
additional income on the purchase of consumers’
goods, the demand for these goods increases and to
meet this increased demand, their production will
have to be increased. To increase production, some
more people will be offered employment.

The cffect of increase in pubfpc prcnditurc on the
national income and employment is shown in the
diagram (Fig. 61.1). In this diagram, national in-
come is shown on the X-axis and consumption and
investment demand on the Y -axis. OZ making a 45°
angle with X-axis is the income line. As we have
already read in the theory of income and employ-
ment, this 45° line 1s also called aggregate supply
curve (Ch. 39). The equilibrium level of income is
determined at a point where this line (e.g., aggregate
supply curve) cuts the aggregate demand (consump-
tion and investment demand) curve and employ-
rent level will be determined corresponding to this
:ncome level.

In the diagram below, the aggregate demand
curve C+1 cuts the aggregate supply curve OZ at E
according to which QY national income is deter-
mined. Now il consumption and investment
lemand remains constant and government does not

Keynes thus: Multiplier =
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increase its expenditure, then OY will réwmain the
national income and correspondingly the level of

Y

45 -
0 Y % X
NATIONAL INCOME
Fig. 61.1 ’
employment. Rather, it is possible, and it happens
during depression, that this level may go down
owing to decrease in aggregate demand and there
may be widespread unemployn.ent in the country.
Now, according to Keynes, the government

AGGREGATE DEMAND X
AGGREGATE SUPPLY
A}
\
t

should increase its expenditure ia such a situation so

that the level of national income and employment in
the country may increase. In the above diagram, if
the government increases investment expenditure by
EH, the aggregate, demand curve moves upwards as
shown by the cuive C+1+G. Now this new aggre-
gate demand curve C+I+G cuts the aggregate
supply curve at F and accordingly the national
income increases to OY,. It will be seen that even
though the government has increased its investment
expenditure by EH, the national income has in-
creased by Y|Y,which is many times more than the
increase in investment.

In this way, Keynes has shown -that during
depression the government can remove unemploy-
ment by increasing its public cxpenditure. Thus,
public expenditure can vitally influence the level of
national income and employment in the country and
maintain economic stability by eliminating econo-
mic fluctuations.

Effect on Income and Employment in a Developing
Economy

Above we have explained the effect of public
cxpenditure on income and employment in deve-
loped countries, viz., it is to ensure economic stabili-
ty by eliminating economic fluctuations. The prob-
lem of developing economies is different. Here the
low level of income and employment is due not so
much to deficiency of demand, as-in developed
countries during depression, but to deficiency of
capital stock. It is for the state to make up this
deficiency through a wise policy relating to public
expenditure. Public expenditure in developing
economics is to be mainly directed to the accelera-
tion of economic development.
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The government in a developing economy can,
with adequate and properly directed public expen-
diture, build up the requisites of economic growth.
viz.,, social and cconomic overheads or the required
infrastructure. e.g., sound cducational base, ade-
quate public hcalth measures and medical aid to
improve human capital in the form of physically
strong and healthy and skilled labour. The govern -
ment can also launch public enterprises and build
up hcavy and core industries of stralegic impor-
tance. It can also promote agricultural development
by making adequate provision tor the supply of
critical inputs in the form of irrigation facilities,
fertilizers, improved sceds and pesticides. In these
and many other ways, public expenditure can be
used as an instrument for raising the level of income
and employment in the country. Through public
expenditure, government can raise the rate of capital
formation in the country and thus promote econo-
mic development. It would provide employment
and build up productive capacity of the economy.

In India, we sce that the government is spending
lot ol money under the live-year plans on schemes
of capital formation. It.has spent crores of rupees on
irrigation- and power by undertaking multipurpose
projects, on roads, railways, on huge steel plants.,
machine-making industry, heavy cngineering and
heavy electrical industry, fertilizer industry, aud so
on, This has substantially added 1o the volume of
cmployment and productive capacity in the country.
I'hese are important steps towards removing unem-
ployment and poverty in the country.

For creating employment directly, the govern-
ment ip- hedia has started  special employment
wicmes. Rural Public Works Programmes have
been launched -0 provide einmplexoient for the
people in the rural areas. These public works
include irrigation schemes, road construction. lood
control, soil conservation schemes, erc. Itis proposed
o increase substantially expenditure on these
schemes duning the” Fifth Plan period. In this way.
the government has created addidional employment
opportunities and added to people’s incomes.

To create . opportuniiies for self-employment in
the rural arcas. the government has started special
schemes, Small Farmers  Development Agencies
(5.F.D.AL) have been set up which help the small
farmers in getting improved seeds, fertilizers, pesti-
cides, irrigation facilities, ere. They thus make therr
employment more productive and increase their
incomes. Then there are Agencies Tor Marginal
Farmers and  Landless Labourers (MFAL) which
impart them training in, and provide linance for,
poultry, dairy. animal husbandry. ere. Thus, gainful
mployment is provided Tor such people and their
carnings are increased.

Similarly. to remove unemplovment among the
vducated people and to provide them opportunities
g selb o nasment ey are assisted through tech -
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nical training and financial assistance, to start small--
scale industries. Financial aid is given dircctly by the
State and also through the nationalised banks and
other financial institutions set up, for the purpose.
Thus, the governments of under-developed
countrics like India, by increasing their expenditure
on cconomic development and capital formation,
can make valuable contribution towards increasing
income and opportunitics of employment in the
country. Public expenditure in developing countrics,
therefore, plays a very vital role in raising the level

ol income and employment in the country.

ROLE OF PUBLIC EXPENDITURE IN A
DEYELOPING ECONOMY

Under-developed nations are keen on rapid
cconomic development which requires huge eapen-
diture to be incurred in the various sectors of the
cconomy. The private scctor is either unable 1o find
and invest these huge amounts or it is unwilling
because the return from such investments may be
uncertain or long delayed. Hence, economic deve-
lopment has to depend almost entirely on public
expenditure. Public expenditure, therefore, plays a
vital role in cconomic development of an under-
developed cconomy.

Public expenditure promotes economic develop -
ment inthe following ways:

Social and Economic Overheads. FEconomic
development is handicapped in under-developed
countries on account ol the lack of the necessary
infrastructure. Economic overheads like the roads
and railways, irrigation and power projects are
essential for speeding-up economic development.
Social overheads like hospitals, schools, and colleges
and technical institutions too are essential. Moncey
lor these things cannot come out of private sources.
Public expenditure has to buld up the cconomic
and social overheads.

Balanced Regional Growth. It is considered
desirable to bring about a balanced regional growth.
Special attention has to be paid to the development
of backward arcas and under-developed regions.
This requires huge amounts for which reliance has
to be placed on public expenditure.

Development of Agriculture and Industry. Econo-
mic development is regarded synonymous with
industrial development but agricultural develop-
ment provides the base and has to be given top
priority. Government has to incur lot of expenditure
m the agricultural sector, e.g., on irrigation and
power, seed Tarms, fertilizer Tactories, warchouses,
etc., and in the industrial sector by setting up public
enterprises like the steel plants, heavy clectricals,
heavy engincering. machine-making laclorics, eic.
All these enterprises are caleulated w0 promote
ceonomic development.
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Exploitation and Devclopment of Mineral
Resources. Minerals provide a base for further
cconomic development. The government has o
undertake schemes of exploration and development
of cssential mincrals, eg. coal and oil. Public
expenditure has to play its role here too.

Subsidies and Grants. The Central government
gives prants o State governments and the State
governments to local authorities to induce them to
incur some desirable expenditure. Subsidies have
also to be given to encourage the production of
certain gouds especially for export to carn much-
nceded foreign exchange.

Conclusion

Thus, public expenditure has to play a vital role in
cconomic development. It is required to create and
maintain conditions essential for economic growth.
It must improve climate for investment and provide
incentives for savings. The private entrepreneurs
have to be assisted and inspired in évery possible
manner to venture forth and launch industrial and
commercial undertakings. Public expenditure
creates the necessary environiment for the expansion
of privatc enterprise and initiative.

THE PURE THEORY OF PUBLIC
EXPENDITURE

The pure théory of public expenditure secks to
determine the optimum amount of public expendi-
ture. Lrik Lindahl sought to build a model for a
simultancous determination of the optimum amount
of public expenditure and the optimum distribution
of tax shares both on benefit principles. The difficul -
Ly in this model was that the optimum tax structure
could not be determined without Knowing the
optimum amount of piblic expenditure, nor could
the optimum cxpenditure be determined indepen-
dent of tax structure,

The English economists developed an entirely
different approach, These cconomists viewed the
determination ol public expenditure as a planning
problem. They held the view that expenditure could
be determined independent of revenue determina-
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tion. Once the amount of expenditure has been
determined, the revenue required to finance this
cxpenditure could be determined without difficulty.

Pigou and Dalton attempted the formulation of a
theory of optimum budget incorporating both ex-
penditure and taxation. The Pigou-Dalton approach
is based on the assumption that the marginal social
benetit of government expenditure, optimally distri-
buted amongst different sectors, diminishes as the
amount of expenditurc increases whereas the mar-
ginal social cost of taxation increases as the amount
of taxation increases. Hence with the expansion of
public cxpenditure we shall rcach a break-even
point where the social benefit derived from an
additional amount of government expenditure is
cqual o the social costs of additional amount of
taxation nceded to finance this expenditure. Hence
it is inferred that a theory of determination of the
public expenditure must be based on the benefit
approach particularly so in a normative theory of
public finance where the supply of public’goods is so
planned that the community derives the greatest
attainable satisfaction within its budgel restraints.

Prof. Musgrave has. in fact. given us a thcory of
the public houschold where the optimum amount of
public expenditure is sought to be so determined
that the community is able to reach its highest
possible indifference curve. This theory is based on
two important assumptions: (1) The preference
patterns of individuals comprising the community
for goods and services as also -leisure have been
known and determined and (2) There is a given
distribution of income in the community in the
post-revenue expenditure situation which is consi-
dered ideal i.e. the distribution branch of the budget
is optimally determined.

These assumptions arc ‘heroic’ in the sense that it
is very difficult, rather impossible to get the prefer-
ences of individuals revealed. But for planning of
public expenditure these revelations are a ‘must’,
All the same, this theory of determination of public
cxpenditure can be utilised as a puide to the
determination and allocation of the two branches of
the budgel.
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PUBLIC REVENUE

SOURCES OF REVENUE

A modem State taps alnumber of source to collect
its revenue. Broadly speaking, the government
revenues can be classified as (1) Tax Revenue and
(2) Non-Tax Revenue.

Tax revenue derived from the various taxes: (a)
Direct Taxes, e.g., income-tax, wealth tax, gift tax,
expenditure tax, elc.

(b) Indirect taxes, eg., customs duties, excise
duties, sales tax, etc.

Non-tax revenue is derived from public under-
takings called Prices and other miscellaneous
receipts, It also raises loans, short-term and long-
term, to augment its revenues.

The -major sources of revenue are Taxes and
Prices. The minor sources are Fees, Special Assess-
ment, Fines, Forfeitures and Escheats, Tributes and
Indemnities, Gifts and Grants.

Taxes

As we have mentioned above, that the most
importamt sodrce of public revenue is taxation. But
taxation revenae takes scveral forms. It consists of
taxcs, fees, prices, special assessments, rates, efe. Let
us distinguish between all these forms.

Tax. Plehn defines taxes thus: “Taxes are general
compulsory contributions of wealth levied upon
persons, natural or corporate, to defray ure expenses
incurred in conferring common benefit upon the
residents of the State.”' This definition brings out the
true nature of a tax. The essence of a tax is (a) that it
is a compulsory levy under certain conditions, and
(b) it is meant for the general purposes of the State.
The individual cannot cxpect that the State should
render him a specific service in return for the tax
paid by him. If T pay income-tax, 1 cannot claim in

L. Introduction 1o Public Fimnce, 192i. p. 59.

548

return that the State should post a policeman at my
gate during night to protect my property which is a
source of incomé to me.

This, however, does not mean that State under-
takes to do nothing in return for the taxes that it
receives from the people. The Stale carries on the
general administration and confers lot of benefit on
the community. But these arc common benefits
meant for all and not any special benefit meant for a
particular tax-payer. There is no direct quid pro
quo. The taxes are intended to meet the general
expenses of the government which confer a common
benefit. In the words of Taussig, “The essence of a
lax, as distinguished from other charges by govern-
ment, is the absence of any direct quid pro guo
between the tax-payer and the public autherity,™?

Price. In modern times, public sector occupics a
very important place in the ecenomy. We find
public enterprises being run side by side private
enterprises. The government has to launch public
enterprises when private sector is either unwilling or
unable to enter certain fields because the return is
cither uncertain or it takes a long time to mature,
such as multipurpose projects, railways, hvdro-
electric works, water works, huge iron and steel
works. The government does not supply these ser-
vices or goods manufactured in government under-
takings free but charges a price. When public
authority sells a commodity or renders a service. the
charge made on the consumer. who avails of the
service or buys a commodity, is called a price.
Income from public enterprises now constitutes a
substantial source of revenue.

Fee. It i: also a compulsory payment made by
those who obtain a definite service in return. The fee
is intended to cover a part of the cost of the service
rendered. It is never more than the cost of seryice.
Also, some public purpose is kept in view in the

9

Principles of Evonomies. Ch. LXVI. 1.

e
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service rendered. The obvious example is of the
educational fees. In the words of Plehn, “A fee may
be dehned as a compulsory contribution of wealth
made by a person, natural or corporate, under the
authority of public power to defray a part or all of
the expenses involved in some action of the govern-
ment which while creating a common benefit, also
confers a special benefit, or one that is arbitrarily so
regarded.” In short, a fee is charged for a specific
service which is rendered primarily in public inter-
est. A licence fee, however, is-much more than the
cost of service, and there is not much of a positive
service in return.

The difference between a fee and a price is that in
a fee public interest is prominent, whercas a price is
a payment for a service of business character, e.g.,
charges for travelling on State railways. You can
cscape the price by not purchasing a service. Price
also differs from a tax. A tax is paid for a common
benefit, whereas both fecs and prices are paid for
specific benefits.

Special Assessment is defined by Prof. Seligman
as “a compulsory contribution levied in proportion
to the special benefit derived to defray the cost of
the specific improvement to property undertaken in
the public interest.” Suppose government builds a
road or makes suitable drainage arrangements, all
the property in the neighbourhood will appreciate in
value. The State has a right to appropriate a part of
this uncarned increment. Special assessment is com-
pulsory like a tax. But the tax imposed for a special
purpose is called special assessment. These. assess-
ments are intended to cover a part of the extraor-
dinary expenduure incurred by the public authority
in this connection. They are levied on property
proportionately to the benefit conferred.

Seligman analyses the essence of a special assess-
ment thus; (a) there is the element of special
purpose; (b) the special benefit is measurable; (c)
these assessments are not progressive but propor-
tional to the bencfit received; (d) they are for
specific local improvements; and (¢) they are in-
tended to extend and improve, as it were, the
permanent plant of the community. Unlike a fee,
there is an element of coercion in special assess-
ment.

Rates. Rates are levied by local bodies, ie.,
municipalities and district boards, for local pur-
poscs. They are generally levied on immovable
preperty of the residents but not necessarily for any
special improvements cffected or special benefits
conferred. The rates gcnlerally vary from locality to
locality.

Fines. Fines are imposed as a penalty for break-
ing the law. A finc is compulsory like a tax but it is
imposed more as a deterrent than as a source of
revenue.

Forfeitures. ‘If. an undertrial jumps a bail or a
party to contract fails to carry his part of the
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contract, the money deposited is forfeited. The
money so forfeited goes to the State. It 1s, however, a
minor source.

Escheat. When a person dies heirless or without a
successor or leaves no will beh*nd, his property or -
asscts will go to the State. This claim of the State to
a deceased’s assets is called escheat.

Tributes and Indemnities. These are paid by for-
eign countries. Tributes are paid by conquered
countries and indemnities for any damage done to
the country either by war of aggression or otherwise. *

Grants and Gifts. Grants are given by a govern-
ment at a higher level to that at the lower level, e.g.,
from the Central government to the Stale govern-
ment or from the State government to a District
Board, Municipality or a Corporation. These are
given for a specific purpose, e.g., for economic
development or some public work or for public
health or education.

Gifts are received either from governments of
some private bodies or individuals. Gifts are some-
times received from foreign governments for relief
in natural calamities like earthquake, floods,
droughts, cyclones, efc. Donations are given by
individuals for specific purposes such as building a -
hospital or relief fund. ’

CLASSIFICATION OF TAXES

Taxes have been variously classified. Some clas-
sifications are given below:—

Taxes may be proportional, progressive, regres-
sive and degressive. .

Proportional Tax

A proportional tax is one in which, whatever lh_c
size of income, same rale or same percentage 1s
charged. If all the tax payers have to pay, say on¢
per cent of their income as tax, it is a casc <_)f
proportional taxation. The same percentage 1S
charged from all tax-payers.

‘ Progressive Tax

If, on the other hand, the rate of the tax rises as
the taxable income increases, the tax is called a
progressive tax. The principle of a progressive tax is:
“higher the income, higher the rate.”

It is worth noting that, even under proportional
tax, the richer man pays more. For example, if the
rate is | per cent on the monthly salary, a man who
is getting Rs. 500 p.m. will pay Rs 60 per ycar and
the man who is getting Rs.-600 p.m. will pay Rs 72
per year. Thus, the man with the higher income pays
more even under the proportional taxation. But,
under progressive taxation, he will pay much more
because as income increases, the rate of the tax must
also increase. The man with Ts. 600 monthly
salary may have to pay 2 per cenl instead of | per
cent. He will pay, therefore, Rs. 120 instead of Rs. 60
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per year. All countries have adopted the progressive
system of taxation, as it is considered more equita-
ble. This is due to the lact that the sacrilice entailed
in proportional taxation is less than it ought to be.
We shall consider the pros und cons of progressive
taxation in a subsequent section.

Regressive Tax

A tax is said to be regressive when its burden falls
more heavily on the poor than the rich. It is the
opposite of a progressive tax. No civilised govern-
ment imposes a tax in which, as income increases.
the rate of tax is lowered. That would be palpably
unjust. But there are several taxes on commodities
whose burden rests mainly on the poor. The Indian
salt taa was regarded as a regressive tax, as it pressed
more heavily on the poor than on the rich. As a
matter of fact, the rich man did not feel it at all.

Degressive Tax

A tax is called degressive when the higher in-
comes do not make a due sacrifice, or when the
burden imposed on them is relatively less. This will
happen when a tax is only mildly progressive, i.e..
when the rate of progression is not sufficiently steep.
A tax may be progressive up to a certain limit
beyond which a uniform rate is charged. In that
case, there will be a lower relative sacrifice on the
larger incomes than on the smaller incomes.

Direct and Indirect Taxes

Another classification of taxes is as Direct Taxes
and Indirect Taxes. In the case of a direct tax. the
man who pays it is also intended to bear it. But an
indirect tax is cxpected to be shifted to other
persons. If 1 pay income-tax, 1 have to bear jt. |
cannol pass it on to somebody else. It is a direct tax.
But if a tax is imposed on sugar, the dealer who first
pays it, charges it from the next buyer till ultimately
It is borne by the consumers of sugar. The tax has
been shilted. [t is called un indirect tax,

In the case of direct taxes, as Mrs. Hicks explains,
the Tiability varies with the circumstances of the
tax-payer and the refation between the tax-payer
and the revenue authorities is direct and personal.
But. in the case of indircct taxes., the liability
depends on the amount or value of a particular
product or service bought. Here there is an indirect
relation between the tax-payer and the revenue
authorities, for the taxes are collected unoflicially
through the agency of merchants. Direct taxes are
taxes on income and indirect taxes are taxes on
outlay.

We shall discuss the merits and demerits of dircct
acel indirect taxes in a later chapter (No. 64).

-Specific and Ad Valorem Taxes

Taxe: may also be classified as specific and ad
valorem taxes. A spccific tax is according to the
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weight of the-commodity. An ad valorem tax is
according to its value. If imposed on coarser or
cheapcer articles, the specific duties mean a heavier
burden and are considered regressive in character.
But they are simpler 10 administer. For the adminis-
tration of ad valorem duties an elaborate adminis-
trative machincry is needed. The invoice has to be
checked and a host of appraisers needed for eva-
luating the goods.

CANONS OF TAXATION

Adam Smith’s Canons

Adam Smith’s contribution to taxation part of
cconomic theory is still rcgarded as classic. His
statement of the canons of taxation has hardly been
surpassed in clarity and simplicity. Adam Smith’s
canons still constitute the foundation #f all discus-
sions on the principles of taxation. We give below
his four cclebrated canons:

(1) Canon of Equality. “The subjects of every
State ought to contribute towards the support of the
government. as nearly as possible, in proportion to
their respective abilities, that is, in proportion to the
revenue which they respectively cnjoy under the
protection of the State.™

This canon embodies the principle of equity or
Justice. This is the most important canon of taxation.
It lays the moral foundation of the tax system, The
canon of equality does not mean that every tax-
payer should pay the same sum. That would be
manifestly unjust. Nor does it mean that they should
pay at thc same rate which means proportional
taxation, and a proportional tax is also not a Just tax.

What this canon really means is the equality of
sacrifice, The amount of the tax paid is to be in
proportion to the -respective abilities of the tax
payers. This clearly points to progressive taxation.
Adam Smith makes this clear in a subsequent
portion of his book Wealth of Nations. He says: “It
is not very unreasonable that the rich should contri-
bute to the public expense not only in proportion to
their revenue but something more than that propor-
tion."*Only then, the tax will be in proportion to the
ability to pay.

(iiy Canon of Certainty. “The tax which cach
individual is bound to pay ought to be certain. and
not arbitrary. The time of pavment, the manner of
payment, the quantity to be paid ought all to be
clear and plain to the contributor and to every other
person. Where it is otherwise, cvery person subject
to the tax is put more or less in the power of the
tax-gatherer, who can either aggravate the tax upon,
any obnoxious contributor, or extort, by the terror of
such aggravation, some present or perquisite to
himselr,”

3. The Wealth of Nations. Book V, Vol. I, p. 327,
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Uncertainty in laxation, according to Adam
Smith, cncourages insolcnce or corruption. He
regards this canon as very important, for in his view
“very considerable degree of inequality . . . . is
not near so great an cvil as a very small degree of
uncertainty.” Hadley also regards it as the most
fundamental canon, for, according to him, all at-
lempts at equality will prove illusory without the
taxes being certain,

The eanon of certainty demands that there should
be no element of arbitrariness in a tax. It is not to be
left to the caprice or the sweet will of the income-
tax department. The tax-payer should be able to see
for himsclf why he is called upon to pay a particular
sum. That is why wide publicity s given o the
budget proposals and discussions thereon. The pass-
ing of the budgel is a guarantce of certainty.

“An old tax is no tax™ is a maxim of taxation
which issues out of the canon of certainty. An old
tax is well known, its reactions are certain and the
pecople are supposed to have made the necessary
adjustments. The tax is not felt. It causes the lcast
disturbance in the economic arrangements of the
tax-payer. There is little inconvenience from an old
tax.

Certainty is needed not only from the point of
view of the tax-payer but also from that of the State.
The government should be able to cstimate roughly
the proceeds of the various taxes proposed to be
Ievied and the'time when they are cxpected to low
in. Only then the goevernment can follow its financial
programme. . )

(iii) Canon of Convenience. “Every tax ought to
be levied at the time-or in the manner in which it is
most likely to be convenient for the contributor to
pay it.”

The canon of certainty says that the time and the
manner of payment should be certain. But the canon
of convenience says that the time of payment and
the manner of pavment should be convenient. If a
tax on land or house is collected at a time when rent
is expected Lo be paid and acceptlable by cheque, the
manncr is convenient, bul not so if it is to be paid
personally to the taxing authority. In the latter case,
there will be a lot of inconvenicnce and harassment.

Taxes on consumers are very convenicnl. The
consumer pays them when he makes purchases and
al a time when he can afford to pay because the
purchaser chooses his own time for purchasing. The
manner is also very convenient for he has to make
no special arrangement for paying a tax. He pays it
when he buys the commaodity. The tax is wrapped
up in the price of the commodity.

The Indian land revenue conforms o the canon of
convenience, because it is paid in instalments and
after the harvest ume. Income-tax. on the other
hand, infringes the canon of convenience. The
assessee has to take his account books to thg

-tax officer in order to satisfy him about the
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accounts. This nccessitates a series of persona|
interviews with consequent loss of time. It 4
involves a lot of trouble and oppression.

(iv) Canon of Economy. “Every tax ouglt % be
so contributed as both to take out and to keep vatef
pockets of the people as little as possible, over and
above what it brings into the public treasury of the
State.”

One implication of the canon of econony is very
obvious. The tax is economical if the cost of
collecting it is very small. If, on the other hand, the
salaries of the ofticers engaged in collecting the tax
take away a big portion of the tax revenue, the tax is
certainly uncconomical. As far as possible, as much
should come into the State treasury as is taken out of
the people’s pockets. Nothing should evaporate in
the way. If there is corruption or oppression in-
volved .in the frequent visits to the income-tax
office and the odious examination by the laxing
officer, the canon of-¢conomy is not satisfied.

But the tax should also be economical in another,
perhaps broader, sense. It would infringe the canon
of economy. il it retarded the development of trade
and industry in any mannecr. If incomes are¢ subject -
ed to a very heavy tax, saving may be discouraged,
capital will not accumulate and the productive
capacity of the community will be scriously im-
paired. This would obviously be uneconomical. A
tax is economical if it does not hamper in “any
manner the economic progress of the country.

Taxes on harmful ‘drugs and jntoxicants arc
regarded as economical, because they not only bring
income to the State, but also.discourage unpgoduc-
five expenditure, But taxes on raw mattrials arc
uncconomical because they raise the price of the
manufactured goods and weaken the competitive
power of the industry. Also, every middleman goes
on adding something to the tax that he has paid.

The first canon of Adam Smith is cthical and the

“other three are administrative in character:

Other Canons

Since Adam Smith wrote, the science of Public
Finance has continued to grow. Subsequent writers
have added canons of their own to his four canons.
The following are some of those which have been
subsequently added:

(v) Fiscal Adequacy or Productivity. The Stlate
should be able to function with the revenue raised
from the people by means of taxes. The government
should be freec from financial cmbarrassments. It
will be nccessary, therefore, that the tax procceds
should adequately cover the government expendi-
ture and the government does not run into a deficit.
But the government should also not err on the side
of excess. In their zcal to raise more revenue, they
should not cripple, in any manner, the productive
capacity of the community or impair the economic
resources of the country.
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‘The canon: of pradictivity would indicate that a
few taxes bringing a large revenue are better thar.
many taxes each bringing a very small revenue. Too
great a multiplicity of taxes is to be avoided, because
cach tax is likely to cause some vexation to the
Citizens. But her.: again, we must warn that the
principle of concentration should not be carried to
excess, otherwisc it may become either uneconomi-
cal or inequitahle. )

(vi) Elasticity. The canon of elasticity ‘is closely
connected with that of fiscal adequacy. As the needs
of the Stzte incrcase, the revenue should also
increase otherwise they will cease to be adequate.
To meet an emergency or a period of stress and
strain, the government should be in a position to
augment- its ‘financidl resources. Some of the taxes
should be capable of yielding more if need be,
Income-tax is a very good example of an elastic tax.
By raising the rate a bit or by levying a surcharge,
the yicld from income-tax can be considerably
increased.

(vii) Flexibility. The canon of flexibility looks

like that of elasticity but the difference between the -

two is quite clear. Flexibility means that there
should be no rigidity in the tax system so that it can
be quickly adjusted to new conditions, and clasticity
means that the revenues can be increased. Unless
the system is flexible, the revenue cannot be in-
creased, for alterations will not be possible. Thus,
presence of flexibility is a condition of clasticity. If a
tax system cannot be altered without bringing about
a rcvolution, it lacks flexibility.

The Permanent Settlement of Bengal (1793) is an
example of rigidity or lack of flexibility in a tax.
Under this arrangement. the Government bound
itself to collect the same sum from the land-owners
in perpetuity. The lack of flexibility was, in no small
measure, the cause of the financial troubles of
Bengal. ,

(viii) Simplicity. In the words of Armitage Smith,
“A system of taxation should be simple, plain and
intelligible to the common understanding.” This
canon is essential if corruption or oppression is o be
avaided. If a tax is complicated so that the tax-payer
cannot understand how much he is to pay and why
he is to pay it. a great power will pass into the hands
of the tax-gatherers. The door will be widely
opened to corruption and oppression.

(ix) Diversity. Another important principle is
that of diversity. A single tax or only a few taxes will
not do, There should be a large variety of taxes so
that all the citizens, who can afford to contribute to
the State revenue, should be made to do so. They
should be approached in a varicty of ways. . here
should be a wise admixture of direct and indirect
taxes. In this manner, the canons of fiscal adequacy
and equity may be beiter satisfied. But too great a
multiplicity will be bad and uneconomical.
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(x) Achievement of Social and Economic Objec-
tives. Considering the role that taxation is called
upon to play in modern times, another principle is
being emphasized, viz., that the effects of taxation
should be compatible with the economic and social
objectives that the community has placed hefore
itself and with the institutions and processes consi-
dered essential for the attainment of these objec-
tives.

The neutrality principle or ‘leave-them-
as-you-find-them® principle no longer holds the
field. The taxation policy today has to be more
positive. Tt is intended to bring about cconomic
stability and development besides the attainment of
other political and social goals. In conjunction with
economic controls and monetary measures, taxation
has to be freely used to combat threats of economic
instability and stagnation by means of a “managed -
compensatory fiscal programme.”

It was Adolph Wagner, a German economist, who
in his book Finanzwissenschaft, published in 1880,
developed a “social compensatory or social political
theory of taxation™ for the purpose of reducing
economic inequalities. The application of this theory
can be scen during the depression dilemma of the
"thirties and during and after the Second World War
when taxation was used as a tool for fighting
inflation.

Several other considerations have been put for-
ward. It is recommended. for instance, that a tax
should fall on revenue and not on capital. It should
not cut down thc minimum subsistence of the
tax-payer, and so on.

SOCIAL AND ECONOMIC OBJECTIVES
OF TAXATION ‘

Among the social and cconomic objectives of
taxation, the following principal ones may be men-
toned:

(a) Reduction of Inequalitics in Income and
Woealth, One of the main objectives of taxation is to
reduce, if not to remove, inequalitics of income and
wealth. For this. purpose. steeply progressive taxes
must be levied on the affluent sections of society.
This is the trend.in all democratic countries. :

(b) Accelerating Economic Growth. Another im-
portant objective is to accelerate economic growth.
For this purpose, the tax system must be so designed
as to raise the rates of saving and investment. This'is
a very important objective for developing economies
like India. But in the developed economies, during
periods of depression, the aim is o increase con-
sumption and reduce saving so that aggregate
demand may increase and remove depression, and
the prevailing unemployment may diminish. On the
contrary, when there is inflation, the objective of
taxation policy is to reduce consumption (ie., to
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increase saving) so that aggregate demand may
Jdiminish and price rise is checked.

(¢) Price Stability. In under-developed coun-
tries, there is another objective that the tax system
has to achieve, viz., price stability to ensure growth
with stability. When these countries launch econo-
mic development programme they have to face the
problem of inflation or soaring prices. They should
follow an integrated tax policy to solve this problem.

Objectives in a Developing Economy

A dominant aim of under-developed countries is
to accelerate economic development. This calls for a
rational reorganisation of their tax system on the
basis of the concept of functional finance. The tax
policy of such countries is to be attuned to the
raising of resources required for development. In the
developed countries the aim is to ensure economic
stability and to avoid economic fluctuations. But the
aim in the under-developed countries is lo ensure
rapid economic growth, and taxation is to be used as
an instrument of economic progress. Accordingly,
the under-developed economies must ensure collec-
live savings (raising the ratio of savings to rational
income) through taxation, because in such countries
saving is not practised voluntarily. But mere saving
is not enough; the savings must be invested.

Thus the tax policy must strengthen incentives to
savings and investment. The traditional canons of
taxation developed in the West will not serve the
purpose. The under-developed countries have to act
on different canons.

Take the case of the canon of ‘ability to pay’. In
the realm of theory of taxation, this canon still
cnjoys pride of place among the canons of taxation.
This is favoured because it leads to progressive
taxation and results in reduction of inequalities. But
the question of rcduction of inequalities must be
taken up scparately keeping in view the require-
ments of a developing economy. From the point of
view of development, taxation is not to be viewed as
solely a contribution to meet the costs of common
services rendered by the'State. It is to be viewed
rather as a powerful tool to raise the rate of
investment in the economy.

The following few canons of taxation may be
suggestcd as more appropriate to a developing
economy:—

(i) Abiiity to Contribute to Economic Develop-
ment. Each person should be made to contribute to
cconomic development, according to his ability to
do so. All his unused capacity must be utilised,
through appropriate tax measures, for purposes of
economic development. Suppose a person is making
a large saving but he lets it lie idle. Such saving must
be mobilised and channelised into investment. The
Compulsory Deposit Scheme (later replaced by
Annuity Deposit Scheme) in India and Cumulative
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Time Deposit in post offices promote this purpose. If
a person’s income exceeds what 15 required to
maintain his efficiency and incentive (ie., willing-
ness and ability to work and save), this excess must
be taken away and used for economic development,
of course on reasonable compensation.

(ii) Mobilization of Economic Swurplus. I all
backward economies, a significant proportion of
national output goes to the big landlords and the
other idle rich or propertied people. A large portion
of their income is spent on conspicuous consump-
tion, e.g., building of palaces, efc. This is unproduc-
tive expenditire and a wastc from the point of
national development. Economic growth can be
accelerated if an appreciable portion of this ‘surplus’
income is mobilised and made available for prbduc-
tive investment. )

Hence, an important canon of taxation in a
developing economy is the mobilisation of economic
surplus generated in the various sectors of the
economy.

(iii) Increasing the Incremental Saving Ratio. As
economic development proceeds apace, incomes
rise. But there is a danger that propensity to
consume may also increase so that extra incomes
generated in the economy are utilised in consump-
tion rather than invested in production. This has to
be prevented. In other words, consumption is not to
be allowed to increase in proportion to increase in
incomes. Thus, taxation must also mobilise any
increase in economic surplus accruing to individuals.
For achieving this purpose commodity taxes are
quite effective.

(iv) Income Elasticity of Taxation. In backward
economies, the share of taxation out of the national
income is less than 10 per cent. This share must be
progressively raised as national income increases as
a result of economic devclopment. This needs
built-in flexibility in the tax system. Progressive
taxation of incomes provides this flexipility. Taxa-
tion of goods having a high income-elasticity of
demand also imparts to the tax system much needed

‘ flexibility.

(v) Equity. The canon of equity demands that the
burden of economic development must be distribut-
ed among the different sections of the community
equitably. That is why the richer classes arc prevent-
ed from increasing their consumption in proportion
to the rise in their incomes. This is how they make a
sacrifice for the cconomic development of their
country. The poor pcople also make a sacrifice
because rising prices curtail their consumption. In
this manner, sacrifices in consumpltion are shared by
all sections of the people. Thus, the burden of
economic development is equitably distributed
among all. There is what is cailed the ‘rule of
horizontal equity’ according to which persons in
similar circumstances and with similar economic
behaviour (in terms of utilisation of - economic
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surplus accruing to them) must be treated alike for
purposes of taxation.

These are a few of the principles which must
underlic the tax system of a developing economy.

CHARACTERISTICS OF A
GOOD TAX SYSTEM

A good tax system should be composed of taxes
which conform to the canons of taxation discussed
above. The system, as a whole, should be equitable.
Its burden should fall on the broadest shoulders. It
should also be economical so that the work of
collection of taxcs is done as cheaply as possible. It
should not hamper the development of trade and
industry. Therc should be as little interference with
economic decisions in otherwise eflicient markets. It
may, however, rectify inefficiencies in the private
sector. It should, on the other hand. fulfil the growth
and stabilisation objectives of the country. The
government should be certain of its revenuc, The tax
system should be based on a comprehensive and
up-to-date statistical information so that accurate
forecasting is made possible. The tax system should
not be a mere leap in the dark. Its eficcts should be
calculable with reasonable precision, That s, it
should make for an efficicnt and non-arbitrary
administration. The taxes, as a whole, should be
convenicnl, i.c., felt as little as possible.

The tax system should be simple, financially
adequate and elastic. In other words, the system
should be easily inteHigible: it should be sufliciently
productive of revenue; and the tax structure should
be adaptable to mcet the changing requircments of
the economy. It should not be rigid like our land
revenue which is fixed for 30 or 40 years. The
adoption of the sliding scale system of land revenue
.in the Punjab removed this defect to some extent.

It is agreed that the tax system should be as much
broad-based as possible. It should be. multiple tax
system. There should be diversity in the system. But
we do not want too greal a multiplicity. We do not
agree. therefore, with Arthur Young when he says.
“If 1 were to define a good system of taxation, it
should be that of bearing lightly on an infinite
number of points, heavily on none.”

Further, the tax system should be efficient from
the administrative point of view. [t should be simple
to administer. There should be little scope for
evasion or accumulation of arrears. It should be
foolproof and knave-proof. Chances of corruption
should be minimised.

A-good tax system should appreciate the rights
and the problems of the tax payers. It should not be
unneccssarily vexatious. It should cause minimum
inconvenicnce and interference in their economic
life. There should be provision for a prompt and fair
disposal of their complaints and appeals.

Another important characteristic of a good tax
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system s that it should be a harmonious whole. It
should have a balanced structure. It should be truly
a system and not a mere collection of isoluted Laxes.
Every tax should fit in properly in the system as a
whole so that it is a part of a connected system. Each
tax should occupy a definite and due place in the
financial structure. The taxes should not pull in
different directions, For example, imposition of a
protective duty and a countervailing excise duty do
not go we!' together.

A very important charactenstic ol a good tax is
that it should be an instrument for the reduction of
cconomic inequalities. The purpose of public
finance is nol merely to raise revenues for the State
but to raise the revenuc in such a manner as to
ensure that the burden of tax should fall on the rich.
That is why incomc tax. wealth tax, death duties.
ele., are imposed at progressive rates. They do not
bring about complete economic equality, that per-
Kaps is neither leasible nor desirable but inequalitics
arc undoubtedly lessened so that the gulf between
the *haves and have-nots” is narrowed down. This
cffect will be furthes heightened it the revenuces
raised from the rich a2 spent for the benelit of the
poor.

From the point of vicw of cnsuring economic
stability, it is necessary'ihat the tax system must be
progressive in relation o changes in the national
income. This means tnal when national income
riscs, an increasing part of the risc in income should
automatically accrue to the tax authorities and when
national income falls, as in a depression, the tax
revenue should fall faster than the fall in national
income.

This charactenistic of the tax system will ensure
that when national income is increasing, as during-
the boom, a large part of it is heing drawn into the
lux net so as to moderate the rise in purchasing
power of the people, helping thereby to keep the
price-rise in check. Similarly. in depression. tax
revenues should fall faster than income so that the
purchasing power of people docs not fall as fast as
their pre-tax income. This will serve to moderate
the cxtent of decline in economic activity during a
depression. Thus, an overall progressive tax system
is an important factor in ensuring stability.

For developing economices, the tax system has to
serve as an instrument of economic growth. Ceono-
mic development rather than cconomic stability is
the objective of undertdeveloped cconomies. Their
tax system must be so shaped as to accelerate
cconomic development, For this purpose. it must
maobilise the required resources and channclise them
into invesiment. It must. in shorl, slep up savings
and investment and raise the level of income and
employment in the country.

Besides, the tax system should be socially advan-
tageous. and promote general cconomic wellare
I'rom this point ol view. taxes on goods of miass
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consumption should-be avoided. The burden of the
taxcs should not be excessive.

Optimum Allocation’ of Resources. The tax
system should be so framed as to ensure that the
productive resources of the cconomy are optimally
allocated and utilised. For this purpose, it is essen-
tial that the tax system should be economically
neutral. In other words, it should interfere as little as
possible with the consumers’ choices for consump-
lion goods and the producers’ choices regarding the
use of factor§” The owners of factors should be
enabled to seck their most remunerative employ-
ment. The price mechanism should be allowed to
operate frecly so that there is optimum output of
goods. It can be understood that the imposition of a
tax leads to diversion of resources from the laxed to
the non-taxed sector. This reallocation of resources
may be a departure from the optimum utilisation of
resources. Hence, the nature of the taxes and the
rate of taxes should be such as to ensure optimum
utilisation of resources.

Above all, the tax system should conform to the
principle of maximum social advantage so that the
society as a whole is benefited 1o the maximum
extent possible, .

Conclusion

It may, however, be emphasised in conclusion
that no tax system in the world can satis{y all the
criteria of a good tax system gentioned above.
Some of the objectives conflict with one another,
whereas others are complementary. For instance,
too high progressiveness in the tax system may
reduce incqualities but they may also reduce nation -
al output and employment by damaging productive
efficiency. Similarly. protective import duties may
promote industrial development but they may real-
locate productive resources in such a manner as to
depart from the optimum. The best thing to do is to
atlapt the tax system to the prevalent economic
situation and to make it conform to aims and
objectives considered most desirable under the cir-
cumstances.

Evaluation of the Indian Tax System

According to Kaldor, who was invited to report
on the Indian tax system, there are three main
considerations that should be taken into account in
framing an cflective tax system, viz., equity, econo-
mic effects, administrative efficiency.

From the point of view of equity, the most
important consideration is that the tax system
should not contain a systematic bias in favour of
particular groups of tax-payers and against others.
From' the point of view of economic effects of
taxation, the major. consideration is to prevent the
tax system from becoming too much of a disincen-
tive on effort, initiative ot enterprise. From the painl
of view of administrative efficiency. all loopholes

555

for cvasion should be plugged and the main
requircments are: simplicity and comprehensiveness
embracing all forms of beneficial receipts, 4 single
comprehensive return, self-checking system of taxa-
tion and an automatic reporting system.

According to Kaldor, the present aysicm—ﬁfdirccl
taxation in India is, however, both incflicient and
incquitable. It is inequitable because the present
basc of taxation, i.e., income, as delined in law, is
defective and is capable of being manipulated by
certain classes of tux-payers. 1t is ineflicient because
of the possibility of large-scale evasion on account
of the limited information furnished by tax-payers
and on account of the abscnce of any comprehen-
sive reporting system on properly transaclions and
property income.

Kaldor made proposals which aimed at broaden-
ing the tax base through the introduction of an
annual tax on ‘wealth, a tax on capital gains, a
general gift tax, and a personal cxpenditure tax. All
these five taxes were to be assessed simultancously
on the basis of a single comprehensive return and
they are self-checking in character so that conceal-
ment or understatement of income from certain

. items will involve an added lability with regard to

others. He says that it is far better to have a
foolproof system of taxation with a moderate rate
schedule than a system which has the appearance of
high progressivity, but which cannot be cflectively or
impartially administered.

Judged from the point of view of economic
development, however, the tax cffort in India has
been quite satisfactory. The ratio of savings to
national income has been going up. It has been
estimaled that 25 per cent of the increase in incomes
(i.e., marginal savings rate) has been saved which is
quite commendable. The investment has been going
up by leaps and bounds as from one five-year plan
to another. The second plan outlay was morc than
double of the first and the third more than double of
the second and the fourth plan more than the three
earlier plans combined.

ROLE OF TAXATION IN DEVELOPING
ECONOMIES

For under-develoned or developing countries, it
15 very essential tc have an appropriate taxation
policy, il economic growth is to be accelerated. In
the absence of a suitable tax policy, the rate of
economic growth is bound to be tardy. In modern
times, the aim of public finance is not merely o
raise sullicient linancial resources for meeting ad-
ministrative expenses, for maintenance of law and
order and to protect the country [from forcign
aggression. On the other hand, the sphere of public
finance has been very much extended. It is now
considered a powerful instrument in the hands of
the State for the achicvement of important ccono-
mic and social objectives. The most important
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objective before these countries is to accelerate their
economic growth.

The under-developed countries, like India, are
caught up in the vicious circle of poverty. Conse-
quently, such countries are not able to save much,
whether we consider individual savings or collective
savings by corporations and firms. Their annual
savings are only a small fraction of their national
income. In India, the rate of domestic savings has
been projected to grow from 122% of G.N.P. in
1973-74 to 15.7 per cent in 1978-79. In the same
period, the rate of investment is expected to rise
from 13.7 per cent of G.N.P. in 1973-74 to 16.3 per
cent of G.N.P. in 1978-79. But our annual rate of
growth has been round about 3 per cent. This means
that a much greater tax effort is called for to raise
our growth rate to a reasonable level. Since private
savings and capital formation are meagre in India,
the responsibility of resource mobilisation for econ -
omic growth falls on thc State. That is why the role
of public finance in developing countries is very
important.

For accelerating economic growth, the govern-
ment has to adopt a tax policy which may raise the
rates of saving and capital formation in the country.
Since private investment is not adequate for the
purpose, the government has to make up the defi-
ciency of private investment by increasing public
investment and for that purpose raise resources
through taxation.

There are several advantages of increasing savings
and investment through taxes:

(a) Taxation is the only effective weapon by
which private consumption can be curbed and thus
resources transferred to the State.

-(b) Through taxation inequalities in income and
-wealth can be reduced. -

Since developing countries like India have a
mixed economy, care has also to be taken that
capital formation and .investment in the private
sector is not discouraged. The primary objective of
tax policy is, therefore, to promote investment both
in the private and public sectors. Taxation policy is
lo be directed to raising the ratio of savings (o
national income. Hence, such taxes should be levied
as encouuage savings and investment. If the people
~do not make savings out of their increasing incomes,
then the government should take away from them a
part of their income through taxes and invest it in
development programmes. In other words, taxes
result in forced saving.

Tax Policy for Developing Economies

. Itis nayral that a tax policy which is appropriate
for developed countries may not suit the under-
developed or developing countries. This is due to
several reasons:
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(a) America and the countries of Western Europe
have alrcady reached the height of economic deve-
lopment. Their aim is now to avoid economic
fluctuations, i.e.,, ups and downs in business. That is,
they need economic stability. In other words, they
want to maintain their present level of income and
employment, On the contrary, the primary objective
of under-developed countries, like India, is to
achieve a higher standard of economic develop-
ment. i

(b) The developed countries pay greater attention
in their tax policy to ability to pay or equity; but in
the under-developed countries more attention is
given to the amount of revenue raised and practica-
bility. :

(c) The governments in developed countries gen-
erally pursue the policy of laissez-faire in economic
matters. On the other hand, the governments in
developing countries have to intervene to make sure
that the productive resources, are utilised in strategic
or key industries and in other essential economic
activities. '

(d) Whereas, the objective of developed countries
is to reduce incqualities in income and wealth
distribution, the primary objective of the developing
countries is to accelerate economic growth,

Hence, under-developed countries should not
borrow or imitate the tax policies adopted in the
developed countries.

It does not follow from the low per capita income
of the under-developed countries that the rate of
savings must also necessarily be low. Even in
under-developed countries, there are many rich
people like big industrialists, big landlords and
owners of vast urban property. They enjoy large
incomes out of which sizable savings can be made.
But since these savings generally seek investment in
jewellery and real estate, they are not utilised for
economic development. If thest economic surpluses
are mobilised through taxation and used in produc-
tive investment, economic development can be ac-
celerated beyond doubt.

If an economy enjoys an economic surplys after
satisfying consumption needs, it can be expected to
develop economically. Economic surplas is the
difference between current output afid essential
consumption. Some countries waste *his surplus in
unproductive consumption, e.g., mabkarajas building
palaces. In agriculturally predominant countries,
such surpluses go into the hands of big zamindars,
sahukars and big businessmen. wno have no exper-
ience of utilising them for prevductive investment.
The bulk of their wealth is squandeied in marriages
and house building. It is the yask of the tax policy of
a developing country to rapbilise the economic
surplus, direct it into productive investment and
enlarge it.

So far we have referred o direct taxes. Now let us
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take indirect taxes. In under-developed countries,
indirect taxes occupy a relatively more important
position than direct taxes. We have to see how these
taxes should be levied so that they not only yield
revenue to the State but alse encourage investment
in economic development programme. The question
is whether commodities of mass consumption
should be taxed or not. It is argued that the incomes
of poor pcople are already very low; hence these
commodities should not be taxed. But this argument
is not valid. Such taxes have great importance for
economic development, because only by means of
these taxes, increase in consumption can be checked
as incomes increase and thus saving can be in-
creased which can be used in economic develop-
ment.

Indirect taxes promote cconomic development in
three ways:

(i) They check consumption of luxuries and use
the saving so made for economic development;

(ii) they mobilise resources for public sector in-
vestment; and T ‘

(iii) they increase the savings ratio,

For the achievement of these objectives, taxation

is used for (a) diversion of resources from private to

" the public sector, (b) diversion from consumption

goods industries to investment goods industries, and

(c) diversion of demand for import goods to export
goods. . '

The Theory of Tax Structure Development

It is common knowledge that tax structure has
undergone changes from time to time. The theory of
lax structure seeks to explainechanges in tax struc-
ture of an economy over time under the impact of

economic development and of political and social

factors.

-

To take economic development first. Tax structure
is affected by economic development in three ways:
(a) Tax base undergoes a change as the develop-
mental process proceeds; (b) change in the tax base
brings about changes in the revenue system; and (c)
Economic development leads to changes in the
objecives of tax policy.

Changes in Tax Structure Under the Impact of
Economic Development

Earlier Stages of Development. In the beginning,
we find that these countries are predominantly
. agricultural and have a slender industrial base. But
since agriculturists have low taxable income, it is
difficult to reach this sector through income taxa-
tion, As regards the industrial sector, since the
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.- manufaciiring base is thin, the effective tax has to

be confined to large-scale establishments.

At this stage following guidelines are indicated:
(1) There should be inter-locking of taxes to ensure
better tax compliance. That is, a tax on income
should be accompanied by expenditure tax and
wealth tax. And there should be simultancously an
estate duty and gift tax. (2) There should be a system
of fines and penalties for tax evasion and under-
reporting. There should be adequate administrative
devices to minimise opportunities of tax evasion.
Greater emphasis should be put on commodity taxes
because they cannot be evaded. New tax bases like
foreign trade sector should be tapped.

Changes in the Later Stages of Development. As
a result of economic development, there dre three
distinct changes in the tax structure: {a) Since the
cconomy becomes monetised, a broader tax base
becomes available as a large volume of output and
income' pass through the market.

(b) There is a wider scope for indirect taxation as
consumption and exchange of commodities in-
creases. .

(¢) As cconomic development takes place, there is
improvement in the accounting practices of busin-
essmen making for better assessment of business
incomes and taxation. Taxation of incomes becomes
more efficient and effective.

Inspite of these improvements, the tax-structure
suffers from- two serious drawbacks: In the first
place, the tax system suffers from the weakness of
" administrative machimery. As the scope for taxation
becomes wider tax collection becomes more compli-
cated. Multiplicity of taxes creates legal and institu-
tional problems from the varicty of ways in which
incomes are received and outlays made. For in-
stance, estate duty and gift tax give rise to many
technical problems. In the early stages of economic
develdopment, the problem was how.to assess an
“clusive herd of cows,” but in' the later stages the
problem is how to assess an “elusive flow of capital™.
Devices like holding company, trust arrangements,
cte. add to the difficulties of the tax administmtion. _

As for social and political factors aflecting. the
development of tax structure, we might say that
under feudaliSm property ‘was an ideal base for
taxation. As feudalism gave place to modern capita-
lism, property as a basc for taxation was relegated to
the background and its place was taken by income
as a basc for taxation. Under a predominanily
agricultural economy, land taxes were supreme. But
as trade and industry developed, sales and excise
duties occupied a pride of piace’ Under the impact
of social philosophy, cquity started bothering the
taxation authorities. :



63

PROBLEM OF EQUITY

“It is equitable that people in the same economic
position should be treated in the same way for
purpose of taxation.” But how to measure economic
position? In order lo achicve the ideal of justice in
taxation several principles have been suggested. We
examine some of these principles below:

Cost of Service Principle

It is said that it would be just if pcople are
charged the cost of the service rendered to them.
However equitable it may appear to be, ‘the cost of
" service principle’ cannot be applied in actual prac-
tice. The cost of service of the armed forces, police,
.etc.— the services which are rendered out of tax

proceeds—cannot be exactly determined. We have -

to calculate how much it costs to render a service to
the particular tax-payer.

We know that in case of taxes there is no direct
quid pro quo to the tax-payer. Hence, the question
of ascertaining the cost of service to an individual
tax -payer does not arise. Only in those cases, where
the services are rendered out of prices, e.g., supply of
electricity, railway or postal service, a near approach
can be made to charging according to the cost of
service. Even here the exact cost cannot be ascer-
tained, and for fixing the charges, we have to fall
back on the principle of *‘charging what the service
will bear.™

The cost of scrvice principle, therefore, must be
rejected as being impracticable.

Benefit or ‘Quid Pro Quo' Theory

- It is suggested Lhal the taxes should bc levied .

according to the benefit conferred on the tax-payers.
But on grounds similar to those mentioned above,
the benefit theory also breaks down when an
attempt is made to give il a practical shape: Most of
the public cxpenditure s incurred for common or

indivisible benefits. It is impossible to calculate how .

much.- benefit accrues to a particular individual.

There arc a few cases only where the benelit tothe
individual is ascertainable, e.g.. old-age pensions.
Applied to this case. the theory would demand a
refund of the pension itself, for that precisely is the
measure of the benefit. Nobody would seriously put
forward such a proposal. It is, therelore, impossible
to ask the prople to contribute according to the
benefits received by them.

Several other objections can be raised against the
Benefit Theory. It is against the basic principle of
the tax. A tax is paid for the general purposes of the
State and not in return for a specific service. The
Benefit Theory can have meaning only if we think of
the bencfit to the community as a whole. But this is
obviously uscless for the purpose of taximg the
individual. If you want to make some cxceplions,
you will be in a difficulty. On what basis will you
make the exceptions?

Moreover, it is commonly believed that the poor
benelit more from the State activities thanthe rich. If
that is so, then to apply the *Benelit Theory' would
mean making those people pay who cannot afford (o
pay and letting off those who can and who shuuld
This would be absurd.

In the words of Plchn, *Common bencfits are the
peacelul enjoyment of life, liberty and property.” So
far as life and liberty are concerned. the benefit of
State protection is the same for all. This would
indicate a uniform tax, say a poll tax. But poll tax
has been long discarded on account of its relatively
small yield and greater cost and botheration of
collection. If we take protection of property as the

asis, then it should be a proportional tax, propor-
tionate Lo the capital value or the income yielding
capacity of the -property. Bul proportional taxation
has also been rejected in modern times as being less
than just. We cannot, therefore, take benctit as a
criterion of justice.

The Benelit Theory has, however, a place in all

- modern tax systems. The idea of benelit stands out
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prominently in the case of fces, licences, special
assessment and local rating.

‘Ability to pay’ or Faculty Theory

The most popular and the plausible theory of
justice in taxation is that every tax-payer should be
made to contribute according to his ability or faculty
to pay. The tax is to be based on his taxable
capacity. Nothing would appear to be more just. Bul
the acceptance of the principle does not mean the

end of our difficulties; rather the difficulties begin.

The question which we then face is: *What is the
measure of a man’s ability to pay?

lQ the search for a proper criterion of a person’s
ability to contribute to the State exchequer, we can
proceed on two lines, subjective and objective:

Subjective Approach. If we examine the position
of the tax-payer in its subjective aspect, we shall
consider the inconvenience, the pinch or the sacrifice
involved. On_this point, three distinct views have
been advanced: (a) The Principle of Equal Sacrifice;
(b) The Principle of Proportional Sacrifice; and (c)
The Principle of Minimum Sacrifice.

In the words of J.S. Mill, “Equality of taxation, as
a maxim of politics, means equality of sacrifice. It
means apportioning the contribution of each person
towards the expenses of government, so that he shall
feel neither more nor less inconvenience from his
share of the payment than every other person
experiences from his.” ! According to this principle.
the money burden of taxation is to be so distributed
as to impose equal real burden on the individual
tax-payegs. This would mean proportional taxation.

According to the principle of proportional
sacrifice, the real burden on the individual tax-
payer is to be not equal but proportional either to
their income or the economic welfare they derive.
This would be more just than if the sacrifice
involved were equal. Those who can make a greater
sacrifice should be asked to do so. This would mean
progressive taxation.

The minimem sacrifice principle considers the
body of tax-payers in the aggregate and not indivi-
dually. According to this principle, the total real
burden on the community should be as small as
possible.

In the words of Edgeworth, the chiel exponent of
the theory of minimum aggregate sacrifice, “The
minimum sacrifice is the sovereign principle of
taxation. If one is a utilitarian and believes not only
in the measurability of utility but also in the view
that the law of diminishing marginal utility is
applicable to money also. then this principle would
involve a high level of minimum exemption and a
very steep progression as income increases. This is
because if we assume that marginal utility of money
falls as income increases, then money has less

1. ‘Principles of Political Economy’, Book V. N, p.2.
37-A
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marginal utility to the rich than to the poor. And
assuming that a given tax revenue is to be collected,
it would involve least aggregate sacrifice if this tax
revenue were to be collected from the people in the
higher income brackets. The less the aggregate
sacrifice the better the distribution of the tax burden
in the community. The State exists o maximize
human welfare. This it will be able to do by
minimizing the sacrifices involved.™

Objective Approach. We must, therefore, take our
second line of approach to measure a man's faculty
to pay, that is, proceed objectively. Here we are on
surer grounds. But here again, we find that several
criteria have been suggesied. A man's faculty lo pay
may be measured according to (a) consumption, (b)
property. or (¢) income.

Consumption, as a criterion of ability to pay. is
not a sound criterion, because consumplion or
utilisation of the scrvices of the State by the poor is
considered to be out of all proportion to their
means, and, as such, it cannot be taken as a practical
principle of taxation.

Property also cannot be a fair basis of taxation,
for properties of the same size and description may
not yield the same amount of income: and some
persons having no property to show may have large
incomes, whereas men of large property may be
getting small incomes. Thus, to tax according to
property will not be taxation according to ability.

Income. however, remains the single best test of a
man’s ability to pay. But even in the case of income,
the tax will be in proportion to faculty. if there is a
minimum exemption to allow for a reasonable
subsistence, if there is an allowance made for the
number of dependants, and, finally. if the principle
of progression is applicd by taxing the rich at a
higher rate.

Besides, we have to consider ‘the ability to pay’
not merely of the individual tax-payer but of the
community as a whole. In this light, it is necessary
that the tax system as a whole is not oppressive. It
should not discourage saving or retard accumulation
of capital. Also, it should not, in any manner,
impair the productive capacity of the community by
hampering the development of trade and industry in
the country.

Summing up. Bhis is the solution of the problem
of justice in taxation. The ends of justice are not
served by applying the cost of service principle or by
taxing according to benefit, but according to faculty
or ability to pay. The ability to pay cannot be judged
subjectively by the amount of sacritice involved. but
objectively according to the man's income and not
according to his consumption or property. What is
intended is that the tax system as a whole should be
equitable. Each individual tax may not be absolutely

just or cquitable. The inequity of one tax may be

ncutralised by the equity of another. “There may be
inequity in the parts but equity in the whole.”
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-1t is said that equity is a matter of opinion. There
is no generally accepted definition of equity. It is, in
- the words of Dalton, “an elusive mistress whom
perhaps it is only worth the while of philosophers to
pursue ardently and of politicians to watch warily.”

PROPORTIONAL
Vs.
PROGRESSIVE TAXATION

In our discussion of the various theories of a fair
distribution of the tax burden, we have almost
invariably been led to the conclusion that there must
be some degree of progression, wherever possible, in
a tax.

Case for Proportional Taxation

There have been advocates of proportional taxa-
tion. McCulloch’s well-known remark is typical of
the attitude -of the nineteenth century. He said:
“When you abandon the plain principle (of propor-
tion) you are at sea without rudder and compass and
there is no amount of injustice you may not
commit.” J.S. Mill was even more emphatic. He
said: “A gradualed income-tax was an entirely
unjust mode of taxation and, in fact, a graduated
robbery.” According to him, progressive taxation
was a step towards confiscation.

" Case Against

According to the principle of equality of sacrifice,
proportional taxation could be justified only on the
assumption that the marginal utility of income
decreases slowly as income increases. But this as-
sumption is not correct. If we keep in view the
principle of proportional sacrifice, then the propor-
tional tax can be justified only on the assumption
that as income increases, the marginal utility of
income does not at all decrease. This assumption is
absurd, because when income increases, its marginal
utiity must decrease. Hence, proportional taxation
can be justified neither on the principie of equality

.of sacrifice nor on the principle of proportional
sacrifice.

Proportional taxation will entail equal sacrifice,
whereas sacrifice itself should be proportional to the
tax-payer’s capacity. Proportional taxation is, there-
fore, not equitable. Further, it is also not sufficiently
productive. Moreover, the element of arbitrariness
even in proportional taxation is not altogether
absent. . :

Hence, the theory of proportional taxation has
been abandoned generally so far as direct taxation is
concemned and, wherever possible, the principle of
progressive taxation has been adopted instead.

® for Progressive Taxation

The principle of progressive taxation is justified
on the following grounds: —
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(i) Itis argued that as income increases, the utility
of each addition to the income decreases. Hence, the
payment of the tax by the rich entails much less
sacrifice than by the poor. The rich people should,
therefore, pay tax at high rates. '

(ii) It is further argued that as income increases
the expenditure on luxuries tends to increase, wher-
as necessaries are more important than luxuries
from the point of view of economic welfare. It
follows, therefore, that by taxing the rich more, we
only compel them to cut down luxuries. The
sacrifice so entailed is not as great as the benefit to
the peor on whom the tax proceeds may be spent.

(iii) Progressive taxation yields much greater
revenue and hence it is more productive. It is very
difficult to sece how modern governments can
balance their budgets today in the absence of the
principle of progression.

(iv) Progressive taxation is more economical and
cquitable. The cost of collection of the taxes does
not increase when the rate of the tax increases.
About the equity of progressive taxation there can
be no question. It calls forth a proportional sacrifice
from the tax-payers. It places the heaviest burden
on the broadest shoulders.

(v) The principle of progression gives to the tax
system much-needed elasticity or flexibility. When
there is an emergency, only a little raising of the
rates - may be sufficient to meet the situation.

(vi) The maintenance of law and order by the
government benefits the rich much more than the
poor. It enables the rich to make much more money.
It is only proper, therefore, that they pay taxes at
progressively higher rates.

- (vii) Progressive taxation promotes economic
stability and checks cyclical fluctuations. Progressive
taxes mop up the purchasing power in the hands of

" the people. In this way, they ease inflationary

pressures. In a deflationary situation, on the other
hand, the amount of tax paid would fall as income
falls and a much larger proportion of income may
be left in the hands of the tax-payer to be spent.
This would arrest the deflationary tendency. Hence,
progressive taxes are contra-cyclical.

(viii) Progressive taxes are badly needed for
reducing economic inequalities and for bringing

. aboul more equitable distribution of wealth in the

community. It would curb the luxurious living of the
rich which is resented by the poor, who cannot have
even basic necessities of life. :

~ (ix) Progressive taxes may increase the desire to
work, save and invest on the part of the rich because
they are keen to have the same sum after the tax as
before the tax.

Case Against

The opponents of the progressive principle have
raised several objections against the system. We
cxamine below some of these objections:—-

3r-pB
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(i) It is said that it is all arbitrary. The degree of
progression is settled by the finance minister on no
definite and scientific basis. It is purely his personal
opinion. Clearly. the objection is not to the principle
but Lo the degree of progression. Although progres-
sion cannot be scientifically fixed, yet for practical
purposes small differences do not matter. The
members of the legislature are there to set right the
angularities of the chancellor of the exchequer.

(ii) It is pointed out that the principle of progres-
sion cannot be advocated on the ground of promot-
ing welfare, because welfare is subjective and cannot
be measured. There is no scientific apparatus to test
whether welfare has increased consequent on reduc-
tion of inequalities of income. The rich are perhaps
vexed more than the poor are comforted.

(iii) Again, it is said that progression will discour-
age saving, drive out capital and thus hamper trade
and industry. It will, in short, be uneconomical. But
such dire consequences will follow only if the rate of
progression exceeds the limits of reasqn and expe-
diency. This has seldom been the case. Capital is not
so sensitive as it is supposed to be.

(iv) The principle of progression is said to break
down on scientific grounds. Its fundamental as-
sumption that the same income measures the same
satisfaction is not at all valid. Further, the law of
diminishing marginal utility may not hold good in
the case of money. “iMoney,” they say, “does not
represent one good, but goods in general; and since
human wants in general are unlimited, it may be
guestioned whether the wealthy person does require
the additional pounds less and less. It may even be
that his-desire for additional income increases as his
income increases. Such may be the case when an
increase in income causes the possessor to move into
a higher social circle, and so bring about an exten-
sion in his necessary wants.” 2 ‘

But Robbins regards the use of the principle ol
diminishing marginal utility in this field as entirely
illegitimate and unscientific. ? Marginal utility being
subjective cannot be ascertained by obscrvation. As
Robbins says, “There is no means of testing the
razgnitude of A’s satisfaction as compared with
B's . . . . Introspection does not enable A to mea-
sure what is géing on in B’s mind, nor B to measure
what is going on in A’s.” In progressive taxation, we
assume that persons with same income derive equal
satisfaction therefrom. But we cannot prove that this
assumption rests on ascertainable fact because satis-
faction cannot be measured. “It would be rather
silly,” says Robbins, “if we continued to pretend
that the justification of scheme of things was in any
way scientific.” Although on scientific grounds, the
argument is unanswerable, but progression can be

2. Thomas, S.E. —Flemenis of Economics, 1936, p.332. °
3. Robbins, L.—The Nature and Significance of Econo-,
mic Science, 1931, Ch: VI
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advocated equally strongly on ethical and political

" grounds.

(v) Investments which are risky but which yield
rich harvest are discouraged because the proportion
of tax increases as income increases. Reduction of
investment will reduce the level of income and
employment in the country.

(vi) Progressive taxes put premium on idleness
and leisure since they penalise those who work hard
and make more money. It amounts almost to
graduated confiscation of rich man’s income.

(vii) It is said that progression will lead to tax-
evasion. But the possibility of evasion in propor-
tional taxation is not less. It all depends on the social
conscience.

Conclusion

Progressive taxation, whether it can be scientifi-
cally justified or not, is ethically sound, socially
desirable and it conforms to the canons of equity,

“economy, productivity and elasticity. This principle

has been universally adopted in all tax systems.
TAXABLE CAPACITY

The concept of taxable capaeity has racked the
brains of not a few economists and publicists.
Dalton calls it “a dim and confused conception.” He
.says, .“Absolute taxable capacity is a myth and
should be banished from all serious discussions on
Public Finance.” To the question whether taxable
capacity can be measured, he thinks Cannan’s
‘No-how’ is the best answer. Findlay Shirras, on the
other hand, thinks that it is of great practical
importance. “It is always wise and useful,” he says,
“for a government to know even roughly the limit
that the country can contribute by way of taxation
both in the ordinary and extraordinary circum-
stances.” He goes on: “The necessity in post-war
finance especially of balancing budgets heavily
laden with public debt of short maturity, has made
the question of absolute taxable capacity a real and
an abiding problem of taxation.™ 4

Meaning

The term taxable capacity can be used in two
‘Senses: ’

(i) in the absolute sense, and
(i) in the relative sense.

The absolute taxable capacity has been variously
defined. It means how much a particular community
can pay in the form of taxes without producing
unpleasant effects. Relative taxable capacity. on the
other hand, means the respective contribution which
the two communities should make towards .. .om-
mon expenditure, e.g., provincial conyribution

4. Scieme of Public Finance 1936, p. 227,
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Central expenditure. Dalton says the former is a
myth and the latter a reality. The relative limit may
be reached without reaching the absolute limit, i.c.,
we may have reached the limit of how much a
particular community should contribute without
rcaching the limit beyond which it possibly cannot
contribute,

Absolute Taxable Capacity

There are two extreme views about absolute
tixable capacity: (a) the capacity to pay without
suffering, and (b) the capacily to pay regardless of
suffering. In the former sense, taxable capacity is
practically nil; for every tax must entail someé
suffering. In the latter case, there is practically no
limit (0 taxable capacity except the one imposed by
the extent of the resources of the community.

Sir-Josiah Stamp defines taxable capacity as “the
margin of total production, over total consumption,
or the amount required to maintain the population
at subsistence level.” This means the utmost that a
community can pay “without having a really un-
happy down-trodden existence and without dislo-
cating the organisation too much.”

Findlay Shirras defines absolute taxable capacity
as “the maximum amount which the citizens of a
country can contribute towards the expense of the
public authorities, without having to undergo an

unbearable strain. Briefly, taxable capacity is the *

limit of squeezability . . . . It is the ta%ation of a
nation, the maximum amount of taxation that can
be raised and spent to produce the maximum
economic welfare in that commumity.” .

These definitions lack scientifi¢ precision and
have an element of vagucness, Sir Stamp’s “level of
subsistence™ and “unhappy downtrodden existence™
and Shirras's “unbearable strain™ and “maximum
economic welfare™ cannot be scientifically defined
and laid down in exact terms. This, however, does
not detract from the practical importance and the
utility of the concept of taxable capacity. The
meaning conveyed by the definitions given above is
fairly clear, although we must admit that any
attempt 10 measure the axable capacity is fore-
doomed to failure. Cannan’s ‘No-how’ is really the
correct answer.

Limit of Taxable Capacity

Views also differ as 10 what are the symptoms o
show that taxable capacity has been exceeded. Sir
Stamp mentions two limits: (a) the check to total
production, and (b) the check to total revenue yield.
But the check may be due to causes other than
excessive taxation. Taxation is not the only factor
that affects production. Ellinger thinks that “the
linuts would be reached when so much is taken out

of the tax-payers’ pockets that the incentive to -

produce is reduced, and when insufficient remains to
provide the necossary capital to make up for wastage
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and to set to work new workers in an iicreasing
population.” He obviously ignores the beneficent
effect of public expenditure on production.

Factors Governing Taxable Capacity

The fact is that the taxable capacity is not-rigidly
fixed. It is a moving point. It is relative to so many
lactors that any change in any of them is bound to
change our estimate about the taxable capacity of a
nation. Findlay Shirras gives the following factors
which determine the taxable capacity of a nation:

(i) Number of Inhabitants. [t is quite obvious that
the larger the population the greater is the taxable
capacity of the community to contribute towards the
expenses of the government. From this point of
view, India is well placed. Its taxable capacity will
infinitely increase when the country is economically
developed. ‘

(1) Distribution of Wealth. If wealth is more
equally distributed, the taxable capacity will be
correspondingly reduced. But if there are large
accumulations of wealth in a few hands, the govern-
ment can raise more money by taxing the rich.

(iii) Method of Taxation. A scientifically con-
structed tax system with a wise admixture of the

various types of taxes, direct and indirect, is sure to

bring a larger yield. The Indian tax system is not
much diversified; there are no taxes on large agri-
cultural incomes. This certainly reduces the taxaule
capacity,

(iv) Purpose of Taxation. If the purpose of taxa-
tion is to promote welfare of the people wney will be
more willing to tax themselves. For 3 popular cause,

. the people will be willing to stretch their capacity to
sthe utmost. If the govermment proceeds (o raise

money for fighting famine, disease or for spread of
education, there will be a surprising expansion in
the yield of taxes. But if the bulk of the public funds
is to be spent on the maintenance of foreign armed
forces and for the upkeep of a costly civil serviee, in
which foreign element is predominant, as was the
case in India, the taxable capacity must correspond -
ingly shrink.

(v) Psychology of Tax-payers. Much depends on
the people’s attitude towards a government. A
popular government can galvanise the spirit of the
people and prepare them for a grealer sacrifice. An
appeal to patriotism is often the cause of the success
of a financial mcasure. This is what makes war loans
successful. Psychology of the pcople is an important
factor, and unless they are properly approached,
they may be unwilling to tax themselves.

(vi) Stability of Income. If the income of the
citizens is-precarious, there will be not much scope
for further taxation. The vagarie® of the monsoons
in India account for a lower taxa\le capacity. It is
only on stable incomes that lomg-term financial
arrangements can be based.
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(vii) Inflation. It lowers the purchasing power of
the people and it cripples many: it has an adversc
effect on taxable capacity.

(viii) Level of Economic Development. The level
of economic development attained by a country is
an important determinant of its taxable capacity.
Undqubtedly, all highly developed countries of the
world® have greater taxable capacity than the under-
developed countries.

(ix) Taxable capacity in a country also depends
on political conditions prevailing at the time. Politi-
cal stability relieves businessnren of all worries and
uncertainty. It provides a congenial climate for the
blossoming of variegated economic activity. On the
other hand, political upheavals sap all busincss
activity and hence adversely affect taxable capacity.
Conclusion

All these factors must be taken into account
before we can have an idea about the taxable
capacity of a nation. It may be that on account of
the multiplicity of the factors influencing taxable
capacity, we cannot measure this capacity. But this
does not _mean that the attempt is useless. The
interest lies in the journey itself rather than in the
destination. As Findlay Shirras puts it, “A road
leading to an important centre has often many
crossings, signposts, danger signals, but this does not
lessen its value to the cautious sojourner.” 3

A Further Note on Case for Progressive Taxation

We have already discussed the case for and
against progressive taxation. We would like to add a
further note on the casc for progressive taxation.

The terms ‘proportional’, ‘progressive” and regres-
sive refer to the relation between the tax rate and
the tax base. But a sales tax is typically a propor-
tional tax because the rate is the same whatever the
tax base. It is, however, regressive when it is related
to the buyer's income because rich and poor shall be
paying al the same’ rate. Thus a tax may be
proportional with regard to the tax base but regres-
sive with respect to income.

The case for progressive taxation rests on the
grounds of (a) revenue productivity, (b) oplimum
allocation of the tax burden. (c). promotion of
stability and growth and (d) optimum allocation of
resources.

For Revenue Productivity. The rising require-
ments of the State for providing social goods need a
large revenue to meet them. The government cannot
increase the rates of proportional taxation because
that would press heavily on the poor. Obviously, the
new rate increase must be concentrated on the rich

5. Op.cit, 1936, p. 31.
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people. Hence the only way to raise morc revenue
with less out-cry is to resort to progressive taxation.

For Optimum Allecation of Tax Burden. Marginal
utility principle is helpful in this connection. It is as
applicable to income as to goods. It is obvious that
paying onc additional rupce as tax from a large
income is less burdensome than giving up a margin-
al rupee of a small income. In other words, if we
want to equalise tax burdens, we should take a
larger number of rupees from a large income than
from a small income.

For Promoting Growth and Stability. A progres-
sive tax has an automatic counter-cyclical eflfect. As
income rises, marginal ingome pushes into higher
brackets, raising both the marginal and average tax
rates on these incomes. It is obvious that with
progressive rates, taxes rise and fall more rapidly
than income, whereas the proportional rates change
the tax in proportion to income. Progression thus
has the maximum counter-cyclical effect. It may
also be noted that this effect is automatic and
immediate and does not require any legislation: It
may be clearly understood that this automatic
reaction is not the result of progression in tax rates
but because income is the tax base. Since individual
income tax is progressive, it is regarded as an
cflective instrument reacting favourably, quickly
and strongly in the interest of economic stability.

For Optimum Allecation of Resources. Progres-
sive taxation can also be justified on the ground that
it brings about optimum allocation of community’s
resources. Certain goods are considercd preferable
Lo others. It is therefore necessary that the commun-
ity's resources should be allocated to the production
of certain goods which are considered worth while
rather than to others, which may be trivial or
unimportant. Social judgement is substituted for
individual preference in order to select goods which
are preferable. It can be assumed that large incomes
are more likely to be utilised in the satisfaction of
trivial wants than small incomes. There is thus a case
for heavier taxation of large incomes. In this way,
progressive taxation can be used as an instrument
for redistribution of income and resources in the
community for achieving social objectives.

Conclusion. The diminishing marginal utility ar-
gument may not be very scientific but it is broadly
correct. And the case for progressive taxation on the
ground of revenue productivity. compensatory use
and redistribution of communily’s resources is clear
and strong. Nobody now scriously questions the
validity and necessity of progressive taxation. If
there is any difference of opinion. it is orly about
the degree of progression.
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INCIDENCE OF TAXATION

Meaning of Incidence

The problem of the incidence of a tax is the

problem of who pays it. Taxes are not always borne
by the people who pay them in the first instance.
They are sometimes shifled on to other people.
Incidence means the final resting place of a tax.

*Thus, incidence is on the man who ultimately bears
the money burden of the tax,

New Concept of Incidence. To determine as to
who bears the money burden of the tax is the
conventional meaning of incidence. Some modern
economists like Ursula Hicks and Musgrave have
introduced a new concept of incidence. According to
this new concept, incidence means the changes
brought about in income distribution by changes in
the budgetary policy, i.e., changes both in taxes and
public expenditure. The difference between the
traditional concept and new concept may be care-
fully noted. In the conventional sense, incidence
refers simply to the money burden of a tax but the
new concept refers to distributional changes result-
ing both from taxation and public expenditure.

Impact and Incidence. We 'may distinguish
between impact and incidence. The impact of a tax
is on the person who pays it in the first instance and
‘the incidence is on the one who finally bears it. If an
excise duty is imposed on sugar, it is paid in the first
instance by the sugar manufacturer; the impact is,
therefore, on him. But the duty will be added to the
price of the sugar sold, which, through a series of

, transfers, will ultimately fall on the consumer of
sugar.. The ineidence is, therefore, on the final
consumer.

Incidence and Effects. The term ‘incidence’
should be distinguished from the effects of taxation.
“The effect of a tax refers to incidental results of the
tax. There are several consequences of the imposi-

.. tion of tax which are quite distinct from the problem
“of incidence. The imposition of an excise duty on
sugar, we have seen, is shifted ultimately to the
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consumer of sugar. The incidence is on the
consumer.

But the effects of this duty may be far-reaching; a
heavy excise duty may cripple the industry. The
manufacturer’s profits will be reduced. Wages may
be reducedr Labour and eapital may have to leave
the industry. Thousands of middlemen engaged in
the distribution of sugar may find their eamings
reduced. Reshuffling of their family budgets may
affect the demand for certain other goods. The
consumption of sugar may decrease and that of its
substitutes may increase. All these are the effects of
the tax. It is a much wider problem as distinguished
from the incidence which is a narrow and a special
problem of finding who bears the money burden of
the tax.

Money Burden and Real Burden. We may also
distinguish between the money burden of a tax and
its real burden. The money burden of a tax is
represented by the total amount of money received
by the treasury. If a consumer has to spend Rs. 5
more per month on the sugar consumed by him on
account of the levy of a duty on sugar, it is the
money burden that he has to bear. But he may have
reduced the consumption of sugar which may mean
a reduction of his economic welfare. He may have to
pinch in the consumption of some other commodi-
ties too. This pinching, inconvenience, sacrifice, or,
in short, loss of economic welfare is the real burden
of the tax. In incidence, we are concerned with the
money burden and not the real burden.

Importance of Incidence

The study of incidence is very imnortant. A tax
system is not merely aimed at raising a certain
amountsof revenue, but the aim is to raise it from
those sections of the people who can best bear the
tax. The aim, in short, is to secure a just distribution
of the tax burden. This obviously cannot be done
unless an effort is made to trace the incidence of
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each tax. We must know who pays it ultimately in
order to find out whether it is just to ask him to pay
it, or whether the burden imposed on him is
according to the ability of the tax-payer or not. If
the tax system is to conform to Adam Smith’s first
canon of taxation, viz.,, the canon of equality, it
becomes imperative to make a careful study of the
reaclions and repercussions of each tax and find out
its final resting place.

There are certain taxes, called direct taxes, which
are borne by the people who pay them first. The
incidence in such cases is apparent. But the tax
system of a country is not merely composed of direct
taxes. There are indirect taxes also, whose reactions
are a complicated affair. These taxes are intended to
be shifted. But in actual practice, on account of
economic friction, the shifting may not take place at
all or it may be partial, or the tax may be shifted on

to a class of pecple quite different from those

intended to bear it. -

If Public Finance is to serve as an instrument of
social justice, the question of incidence at once
assumes great importance. The rich have to be'taxe
and the proceeds have to be spent for the benefit of
the poor. If we have to tax the rich, the incidence
must be on the rich, otherwise the object is not
served. We must, therefore, follow each tax and
make sure that it finds a rich home to rest in.

Factors Determining Incidence

It would appear that the incidence of a tax or
where its ultimate burden rests, depends on a
number of factors. We give below some of them in a
summary way:

(i) Elasticity. While considering incidence we
consider both elasticity of demand and elasticity of
supply. If the demand for the commodity taxed is
elastic, the tax will tend to be shifted to the producer
but. in case of inelastic demand, it will 'be largely
borne by the consumer. In case of elastic supply, the
burden will tend to be on the purchaser and in the
case of inelastic supply on the producer.

(ii). Price. Since shifting of the tax burden can
only take place through a change in price, price is a
very important factor. If the tax leaves the price
unchanged, the tax does not shift.

(iii) Time. In the short-run, the producer cannot
make any adjustment in plant and equipment. If.
thercfore. demand falls on account of price fise
resulting from the tax. he may not be able to reduce
supply and may have to bear the tax to some extent
through loss of profit resulting from a fall in
demand. In the long period, however, full adjust-
ment can be made and tax shifted to the consumer.

(iv) Cost. Tax raises the price; rise in price
reduces demand and reduced demand results in the
reduction of output. But a change in the scale of
production affects cost and the effect will vary
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according as the industry is decreasing, increasing or
constant costs industry. For instance, if the industry
is subject to decreasing cost, a reduction in the scale
of production will raise the cost and hence price, -
shifting the burden of the tax to the consumer.

(v) Nature of the Tax. A tax, for instance, on
surplus or windfall will tend to remain where it is
levied.

(vi) Market Form. Under perfect competition, no
single producer or single purchaser can affect the
price; hence shifting of the tax in either direction is
out of the question. But under monopoly, a
producer is in a position to influence price and
hence shift the tax. Incidence of a tax on'monopoly
will be discussed in detail shortly.

DIRECT AND INDIRECT TAXES

Distinction Between the Direct Taxes and Indirect
Taxes '

We have said before that the question of inci-
dence is very simple in the case of a ‘direct tax,
because the impact and the incidence are on' the
same person. But, in the case of an indirect tax, the
impact is on one person and the incidence on
another. A direct tax is not intended to be shifted,
whereas an indirect tax is so intended. The question
of incidence, therefore, really arises in the case of
indirect taxes.

Taxes on commodities are generally called indir-
cct taxes, for they are ultimately shifted completely
or partially on to the consumers, whereas they are
first collected from the dealers or producers. But we
should remember that the mere fact that a tax is a
commodity tax does not make it an indirect tax. A
tax can be called an indirect tax, if its burden can be
shifted and this happens when its price is affected by
the tax. It is just possible that the commodity may be
taxed, yet its price may remain unaffected. In this
case, the consumer is not touched, and the tax will
be called direct and not indirect, even though it is a
tax on a commodity.

A lump-sum tax imposed on a monopolist or as a
percentage of monopoly net revenue is not shifted,
while a monopoly tax in proportion to the output
tends to be shifted. In the former case, it will be a
direct tax, and in the latter it will be indirect. The
inheritance tax is commonly considered a direct tax.
It falls on the successor and it tends to stay there.
But the predecessor, while he was alive, may have
taken an insurance policy to cover the amount of the
tax. In this case, it imposes an indirect money burden
on him. Income-tax, again, is a direct tax but in
exceptional cases a part of it may be shifted. To that
extent it will become an indirect tax.

We may thus conclude by saying that we cannot
draw hard and fast lines between taxes which are
direct and those which are indircct. The distinction
between the (wo types is settled by the question
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whether the tax has hoen shifted or not. I it is
shifted, it s indirect, otherwise direct.

Relative Merits and Demerits of Direct and Indirect
Taxes

We compare these two forms of taxes not with the
object of choosing whether we should have the one
or ne other. No country relies exclusively on one
type..Both direct and indirect taxes are needed to
make up an cquitable and adequatc tax system. “I
can never think,” said the great Scotsman, “of direct
and indirect taxation except as I should think of two
attractive sisters who have been introduced into the
gay world of London. cach with an ample fortune.
both having the same parentage—Tfor the parents of
both I belicve to be Necessity and Invention—
differing only as sisters may differ . . . " However.
direct taxes are betler in some respects and indirect
laxes in some other respects.

Merits of Direct Taxes

The following merits are claimed fo) direct
laxes:--

(i) Equitable. Dircct taxes are more equilable as
progression‘'can be applicd to them. The rate of the
tax is varied to make the tax conform to the ability
10 pay. )

(i1) Economical. They arc economical as the cost
of collection is small. There being no intermediary
between the tax-payer and the State, no part of the
tax evaporates in transit.

(iii) Certain. The yicld of direct taxes can be
calculated with a fair degree of precision. The
lax-payer is also certain of the amount that he has to
pay. :

(iv) Elastic. Direct taxes have a high degree of
clasticity. Income-tax has remarkably responded to
the enormously enhanced needs of the State of
defence and development.

(v) Civic Consciousness. They create a civic
consciousness among the tax-payers. A man who
pays a direct tax feels that he is contributing towards
the State expenditure. He is expected to take keener
interest in civic affairs.

(vi) Reduction of Inequalities. Progressive taxes
arc used as an instrument for the reduction of
economic incqualities. The rich persons are called
Upon to pay taxes at a higher rate so that the gulf
between the rich and the poor is narrowed down,
However, economic inequalities cannot be reduced
by taxes alone. Public cxpenditure should also be so
dirccted as to benelit the poor more than the rich,

Demerits-:

The following are the chief demerits of direct
laxes: —

(i) Inconvenient. Direct taxes arc very inconven -
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ient to pay. Every tax-payer [cels the pinch. The tax
has to be paid in a lump sum; the filling of returns is
a complicated affair: and there is a lot of harass-
ment.

(ii) Unpopular. Direct taxes are -very unpopular.
Nobody likes to pay them. To part with money is
not an easy thing, especially when there is no direct
guid pro quo.

(iii) Evasion. They can be casily evaded and the
State defrauded of its due. That is why, it is said that
adirect tax is a tax on honesty.

(iv) Arbitrary. The direct taxes are arbitrary in
the sense that the rates of taxes are fixed arbitrarily
by the govemnment. The rate could as well be
different. The rates are not determined on any
scientific principle. A leftist government will fi»
higher rates and a rightist government lower rates. It
is all arbitrary.

Merits of Indirect Taxation

Some advantages of indirect taxes are given
below: —

(1) Convenient. An indirect tax is convenient, We
pay the tax when we buy a commodity, and at a time
when we can afford it. It is paid in small trickles
rather than in a Jump sum. ‘Many people prefer to
be taxed in the dark.” The tax-payer does not feel
that he is paying it. The tax is wrapped in \he price
of the commaodity he buys.

(i) No Evasion. It is very difficuit o evade an
indirect tax, because it is mixed up with.the price of
the commodity one purchases.

(iii) Equitable. Indirect taxes can also be made
more equitable by being imposed on articles gener-
ally consumed by the rich. That is why luxuries are
generally taxed at a higher rate.

(iv) Elastic. When imposed on necessaries of life

_or articles for which the demand is inelastic. indirect

taxes are also fairly elastic. They can, therefore, be
varied according to the State needs.

(v) Beneficial Social Effects. Indirect taxes have
a beneficial social effect in that the consumption of
harmful drugs and intoxicants can be discouraged
by means of such taxes.

(vi) Capital Formation. Indircct taxes are levied )
on the consumption of commodities. In this way,
consumption is reduced. The savings so made can be
invested in some productive employment.

(vii) Re-allocation of Resources. Taxation of
some commoditics will discourage their production.
The resources used in their production may be
utilised in the production of more desirable commo-
dities. In this way, resources devoted to the produc-
tion of luxuries can be diverted to the production of
£00ds required by the masses,

(viii) Wide Coveragg. Indirect taxcs can be levied
on a large number of commadities, In this way,
larger sections of consuming public can be made to
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contribute to the public exchequer. In India, the tax
net of central excise duties is being spread wider and
wider.

(ix) Productive. Since they can be given a wide
coverage, indirect taxes can be very productive. It is
the Indian experience that Union excise dutics and
sales tax have yielded a very substantial revenue and
have become the mainstay of the respective govern-
ments.

(x) Reduce Disincentiveness of Direct Taxation.
Since indirect taxes have proved very productive
of revenue, it has obviated the necessity of stecply
progressive direct taxation which would have been
very disincentive of saving and investment, -

Demerits

The following are some of the disadvantages of
indirect taxes: —

(1) Uncertain. Indircct taxes are uncertain. It is
not always possible to anticipate the various reper-
cussions of a tax imposed on a commodity. A
finance .ninister cannot precisely calculate the esti-
mated yield of a tax. :

(ii) Regressive. They are regressive. Every
consumer of the taxed commodity, rich or poor,
pavs the tax at the same rate. Thercfore, the real
burden of the tax on the poor is greater than on the
rich. If the tax is imposed on the necessaries of life,
its regressive character is accentuated. According to
Engel's Law of Consumption, the bulk of a poor
man’s income is spent on necessaries of life. The
poor man pays the tax, therefore, on almost all his
income, while the rich man pays it on a relatively
smaller portion of the income spent on necessaries
of life.

(iii) No Civic Consciousness. Indirect taxes do
not develop any civic consciousness in the ®mx-
payer, because nobody feels that he is paying a tax
as it is concealed in price.

(iv) Unegonomical. Although the shopkeeper is
considered an unpaid tax collector, yet it is thought
that the cost of collection of certain indirect taxes is
very heavy. In the case of customs duties, a highly-
paid staff of customs officials, appraisers, raid) g
parties to prevent smuggling have to be engag .
These taxes are uncconomical in another way as
well. The taxed commodity passes through a num-
ber of middlemen and each middleman adds some-
thing to the tax, so that the final consumer pays
much more than what the State receives.

(v) Inflationary. The indirect taxes have one ser-
ious danger especially in developing countries, viz.,
they contribute to the inflationary pressures in the
economy. Every tax levied on a commodity must
incvitably raise its price and if prices are already
rising, it feeds inflation. _

(vi) Evasion. Certain of the indirect laxes arc
casily evaded. For example, excise duty on manu-
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factured goods are collected at the factory gate when
the goods roll out. But one cannot be sure that all
goods going oul actually pay the duty for there may
be leakages. Similarly, if a tux is levied on the farm
products, the portion consumed by the grower
escapes taxation.

(vii) Loss of Economic Welfarc. Taxation on
commoditics raiscs their price. But in case of goods
produced under the conditions of the law of increas-
ing returns (or decreasing cost), the price rises more
than the cost. In this case, the consumers suffer and
the community suffers a loss of cconomic welfare.

Conclusion. The distinction between direct taxes
and indirect taxes is not of mugh practical impor-
tance., We cannot assume that the entire burden of
direct taxation falls on the rich and that of indirect
taxation on the poor. Indirect taxes, like taxes on
luxuries, fall on the rich and not on the poor. It 1s.
however, generally true that direct taxes like inheri-
tance tax and income-tax and super-tax fall exclusi-
vely on the rich. In a good tax system, we must have
a proper balance between direct and indirect taxa-
tion. One corrects the other. Indirect taxation
relicves exclusive pressure on the rich and makes the
system of taxation broad-basced. Thus, the two taxes
are complementary, A good tax system has a goodly
proportion of both types.

ROLE OF INDIRECT TAXATION
IN A DEVELOPING ECONOMY

Indirect taxes have to play a very important role
in a developing economy. This is due to the fact that
owing to general poverty and low level of G.N.P. or
low individual incomes, the scope for direct taxes is
limited or their yield is comparatively very low. For
instance, in India wealth tax. death duties, gift tax,
efc., do not yield much. Hence. greater and greater
reliance has to be placed on indirect taxes. No
wonder that range of Union excise duties in India is
becoming wider and wider’ every year. Indirect
taxation has proved to be a very potent weapon of
resource mobilisation. They raise the rate of invest-
ment by curtailing consumption and raising the
incremental ratio of saving.

The developing countries have to rely more on
indircct taxes for the following main reasons: In the
first place, low levels of income in the under-
developed countries provide only a limited scope for
direct taxation, e.g., income tax and wealth tax. The
lax nc: can be spread much wider through commo-
dity taxation. Even commodities of universal con-
sumption can be taxed to raise adequate revenues.

Secondly, Indirect taxation s specially important
from the point of view of economic growth on which
such countries have sc¢t their heart. To accelerate
cconomic growth, the rates of saving and investment
must he raised sufliciently, This cannot be done
without curtailing consumption and in these ¢oti-
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tries propensity to consume is notoriously high.
Duesenberry’s ‘Demonstration Effect’ operates very
sharply. To tax commodities is the only effective
way of putting curbs on consumption and release
funds for productive investment.

Thirdly, Indirect taxation also transfers the grow -
ing agricultural surplus from the rural to the urban
areas by taxing the farm sector and by cheking,
consumption on the part of the newly prosperous
farmers.

In the words of Taxation Enquiry Commission,
“For any substantial receipts from commodity taxa-
tion and appreciable restraints on consumption in
the economy as a whole, it will be necessary to
extend excise and sales taxation to the consumption
of lower income groups and of goods which are
commonly classed as necessaries."”

The bazic objective is to raise resources for public
investment and indirect taxes play a significant role
in bringing about diversion of resources from con-
sumption to production and from private sector to
the publi¢ sector. By means of taxation, the govern -
ment acquires purchasing power from the people
and then uses the funds so raised in productive
investment which is essential for rapid economic
growth.

INCIDENCE OF SOME TAXES
Incidence of Taxes on Personal Income

Income-tax, super-tax, excess profits tax are all
direct taxes and are as such bome by the people who
pay them in the first instance. They cannot ordinari-
ly be shifted. But a businessman, who is in an
exceptionally strong position relative to the persons
he deals with, may be able to shift a part of the tax
to his customers. May be that he is the seller of a
very popular brand; may be that he is a very
popular doctor in whom his patients have implicit
.faith. In such cases, the patients may be willing to
pay a bit more. But these conditions are rarely
present, and the income-tax payers must ordinarily
bear the burden of the tax. A tax on the business-
man’s income has no influence on price which is
determined by demand and supply.

. Businessman’s income depends on his profits,
Profit depends on price, and not vice versa. A tax on
profit, therefore, cannot be passed on to the
consumer by raising the price. In the long run,
however, a heavy tax may check enterprise by
reducing the anticipated profits. But it will depend
on elasticity of supply and alternative channels of
investment available. It is very difficult to say what
will happen in the long run. The probability is that
a moderate tax will not ‘have any undesirable
repercussions.

1. Report, Vol. 1, p. 149.
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If, however, the income-tax is extremely heavy, it

" may discourage saving, check accumulation of capi-

tal or drive it abroad. The productive capacity of the
community will thus be impaired and there will be
widespread repercussions of such a heavy tax. But
the tax is seldom so heavy. Ordinarily, therefore, it
rests on those on whom it is imposed.  °

A heavy income-tax may discourage incentive
and enterprise. This, however, will depend on
whether the tax falls on average income or marginal
income. In the former case, the tax-payer is trans-
ferred to a lower income group and he must work
harder to maintain his customary standard of living.
If the increase in tax falls mainly on the marginal
income, it will mean a positive discouragement to
the earning of that income. How far actually the
enterprisc will be affected will depend on the
tax-payer’s ability to vary his income and hence, his
liability to be taxed, by varying his effort. Ordinari-
ly, few workers have the ability to vary their income
by varying their effort; only, when there is a great
demand for overtime, they may be able to do so.

Incidence of Corporation Tax

It is a tax on companies. It is imposed on the net
profit of the corporations or joint stock companies.
By reducing the funds available for re-investment,
the corporation tax militates against expansion and
development. .

Also, the amount available to be distributed as
dividends is reduced. This also serves as a disincen -
tive to the investing public. Capital formation is
checked thereby. Thus, flow of equity capital is
checked. The prices of the goods manufactured by
such corporations rise which may give place to
cheaper substitutes resulting in a shift of resources in
their favour.

Further, since corporation taxes discourage in-
vestment, the level of national income and employ-
ment is reduced, If, however, the corporation which
is- taxed, maintains the dividend rate by paying-
dividend out of the undistributed profits, then
neither is consumption reduced nor the flow of
equity capital checked. :

A corporation tax, by reducing the earnings of the
existing firms, discourages the entry of newfirms into
the industry which may result in a monoepoly or a
semi-monopoly for the existing firms with all the
attendant evils.

Further, its disincentive effect may lower effi-
cicncy. A part of the corporation tax may be shifted
to the buyers through a price rise.

Incidence of Tax on Profits

The problem of incidence of tax on profits is

- complicated by the fact that there is difference ot

opinion among the economists about the definition
of profits and the elements that compose it. Some
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economists, like Prof. Walker, regard profits as
analogous to rent. In this sense, profit is a surplus
earned by the entrepreneur superior to the marginal
entrepreneur. The price in the market is determined

by the marginal producer. Hence, profits, like rent,

do not enter into price. It'cannot, therefore, be
shifted to the consumer. It will be bomne by the
businessman who pays it. This is Walker's view.

But we do not subscribe to this view. Even the
marginal entrepreneur must have profit in the long

run. Normal profit is, therefore, not a surplus but a -

part of the necessary cost. This, however, does not
lead us to the conclusion that a tax on profit will be
shifted to the consumer, unless the entrepreneur is
able to influence the price which he rarely can. For
an individual entrepreneur, price in the market is
fixed. This being so, a tax on his profits must come
out of his own pocket. A general tax on profits, as a
rule, is not shifted unless the prices are rising rapidly
and the consumers are anxious to buy. This,
however, is very rare.

But if the tax is a special one on profits from a
particular trade and industry, there will be a ten-
dency on the part of the entreprencurs to withdraw
themselves I‘romlsuch lines. If this happens, the
incidence will ultimately be shifted to the consumers
of the commodity or the users of the service
supplied by the entrepreneurs. A great deal depends
upon the elasticity of demand and the mobility of
capital.

A tax on profits may take the form of a licence
duty. Even this will be borne by the producer. In
order to reimburse himself, the producer may in-
crease his output. The consumer benefits but the
incidence of licence duty will remain on the
producer. It is generally too small to make the
producer try to shift it

Although complete exemption of profits from
taxation is not desirable, yet a high tax is highly
undesirable. It will put a brake on invention and
enterprise and it will cut down revenues and thus
hinder modernisation of plant. In the words of Mrs.
Hicks, “The effect of an sdditional tax on profits on
a curve of expected returns is to shift the curve
bodily to the left, but without altering its shape or
the chance of loss. The chance of very high gains
which formerly balanced the big chance of loss in
the risky investment curve is thus cut off, and the
scales are consequently tipped against it; while the
safe investment, being relatively unaffected, will
become the more attractive. |

“The discrimination of high profits tax against
‘venture capital’ is serious for any country that
means to keep abreast of modern development; it is
perhaps especially serious in an established indus-
trial country well supplied with most sorts of indus-
tnal equipment, and where, consequently, new en-
terprise needs to be especially on the alert. This tax
has also important cyclical relevance; in depression,
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curves of expected returns flatten out; many nor-
mally safe investments pass into the risky class™.

Effects of Wealth Tax

Wealth tax is imposed on value of a person’s stock
of wealth at a point of time, say al the end of
financial year. The wealth tax does not discriminate
against risky investment. In this way, it promotes
economic development. By enabling the govern-
ment not to raise the income tax rates too high, the
wealth tax encourages investmentiin modern indus-
trics. Another obvious effect of wealth tax is the
reduction of economic inequalitiecs by reducing the
size of the inherited wealth. The tax is borne by the
persons on whom it is levied. It reduces the size of
unearned income. The wealth tax discourages
productive investment. It influenges the supply of
money capital. It encourages consumption and dis-
courages saving or capital formation. The tendenc:
to purchase non-durable goods will increase.

Incidence of Property Tax

The distinction between wealth tax and property
tax may be clearly understood. The wealth tax is
imposed on the net wealth of the individual. In
calculating the net wealth outstanding claims of
others are deducted from the gross value of the
assets. But the property tax is leviced on the gross
value of the property irrespective of the ownership
and no deduction is allowed for the outstanding
claims of others against the property.

Property includes real estate like lands and build -
ings, machinery, inventories, household effects.
jewellery, bank balances, bonds, etc. In actual prac-
tice, only the real estate like land and buildings arc
taxed.

In case of properly used for consumption, (e.g..
Jewellery, house and houschold effects), there is no
shifting of the tax and the incidence is on the person
on whom the tax is levied. But when the property is
used for production, the producers will attempt to
shift it to the consumers. But much depends on the
elasticity of demand and supply.

We shall, therefore, consider now incidence of
land taxation and tax on buildings.

Incidence of Land 'i"axaiion

The value of land depends on two sets of factors:
(a) Natural factors like the fertility of the soil. the
situation of the land, some other natural conditions;
and (b) investment of capital in drainage schemes.
anti-erosion measures, irrigation facilitics and other
measures necessary to increase and sustain produc-
tivity.

The tax depending on the first set of factors s a
tax on economic rent and has a tendency to fall on
the owners. The landlord cannot shift it o the
tenant, for economic rent is determined by factors
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ndependent of a land tax. The owner is supposed
already to be charging rent fully measuring the
superiority of his land over the marginal land. But in
case, through ignorance, indifference or indulgence,
he has no( been charging full economic rent, he will,
when the tax is imposed, sharply look round and
take in the ‘slack’. To this extent, the tax is shifted to
the tgnant.

Tax of this nature, ie., the tax on economic rent,
cinnot be passed on to the consumer. for the
consumer can only be rcached through the price. We
know that economic rent does not enter into price.
The raising or lowering of the rent does not affect
price. The fact that the tax is paid by the occupier
makes “no difference. I he pays it in the first
instance, he can deduct it when he pays the rent to
the owner.

Thus, tax on cconomic rent is borne by the owner
of the land and not by the tenant or the consumer of
the product.

But, where the owner can vary his investment in
land, he will reduce this investment when the tax is
imposed. This will affect the yield and hence the
price of the commodity. In this case, ie., in the case
of improvements, it is shifted to the consumer.

Tax on building siles also tends to be thrown on
those owners of sites who ¢njo; surplus income on
account of more favourable situation of their sites.

Can the land tax be shifted to a prospective
purchaser of the land? No, the tendency is that it
will be borne by the present owner. The purchaser,
while purchasing land, will bear in mind that he will
have to pay the tax. He will, consequently, offer less
price. The tax is thus capitalised or absorbed in the
lower price that the land will command. This will
happen to the extent that future tax payments can be
accuratcly forccast. But there is also a neutralising
tcndency. Future increases in land values may also
be anticipated and more price offered.

Incidence of Tax on Buildings

There are two parties in immediate contact with
cach other so far as housing is concerned, viz., the
owner and the occupier. If the tax is imposed on the
owner, he will try to raise the house rent and thus
shift the tax to the occupier or the tenant. But he
cannot do this during the currency of the leasc.
Further, there may be a rent law controlling rent
and forbidding the landlord from raising the rent,
Even if he can raise the rent, the tenant may shift to
some other house preferring smaller accommoda-
tion to paying a higher rent. In such cases, therefore,
the incidence will be on the landlord, at any rate, for
some time.

But the effect will be that building houses for
letting out may not remain a paying proposition. A
heavv tax will check building activitv and the

thunXration of the builder and of other people
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engaged in the trade may fall. The demand for

building sites may decrease. If they try to scll off, the

new purchaser will bear in mind the tax, and offer

correspondingly less. But, in course of time, the

supply of houses will fall of and the rents must rise .
thus shifting the burden, 0 some extent, to the

tenants. Thus, the tax may fall partly on the owner,

partly on the builder and partly on the occupier.

If, on the other hand, the tax is imposed on the
occupier, it will tend to stick to him. It is not easy to
find a new house nor so convenient to shift. One
likes to stay on. where one is. The demand for a
house is inelastic. The landlord, therefore, is in a
much stronger position. The tax will, thus, stay
where its first impact is. But if the occupier is a
shopkecper, he may be able to shift the tax to his
customers in the neighbourhood by raising a bit the
prices of the commodities he sells. We must
remember, however, that the development of the
means of communication and transport brings the "
travelling salesman to our very door and weakens
the grip of the neighbouring store.

We shall, thus, conclude that the tax on buildings
will fall generally on the occupier but under certain
circumstances may be shifted to the owner, the
builder or the customer.

Incidence of Death Duty

In almost all advanced countries. death duties
form an important part of the tax system.. Death
duties take two forms: Estatc Duty and Succession
Duty. The estate duty is levied on the total value of
the estate (i.e., movable and immovable property)
left by the deccasced irrespective of the relationship
of the successor. It is graduated with reference to the
total value of the property, The succession duty
varies with the relationship of the beneficiary lo the
deccased. It is graduated on the basis of the windfall
clement which increases with the distance of rela-
tionship. Further, it takes into consideration indivi-
dual share of the successor and not the total value as
in estate duty.

Death duties arc justified on the ground that the
government is said to be a silent partner in the
creation of wealth. It is aimed at reducing incquali-
ties of wealth and concentration of economic power
in the hands of a few persons. By reducing unearncd
income from wealth, this tax makes for equality of
opportunity. But the death duties may reduce sav-
ings by discouraging savings to avoid a heavy death
duty. This tax also reduces the ability to save on the
part of the heirs. Thus, capital formation is adversc -
ly affected.

"The death duty tends to disrupt small enterprises
because they are forced to sell themselves to larger
firms in order to pay the tax. This promotes the
growth of monopolies. By encouraging the forma-
tion of trusts in order to avoid substantial ta>
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liabilities, the death duties favour conservative in-
vestment policies.

The willingness to work may be affected by death
duties. If a person wants to leave to his heirs assets
of certain size after the payment of tax he may have
to work harder. On the other hand, if the marginal
rate of tax rises with every increase in his estate he
will tend to work less. It is possible that the rich
people may dissipate their wealth during their lives.
But if they have greater concern for their heirs, they
may consume less and save more. If, however, the
marginal tax rate is very high, it may encourage
consumption and discourage saving.

The transfer of property at death may disrupt
small business which may not be in the interest of
the community. By reducing the successors’ amount
of wealth, death duty will decrease their consump -
tion and investment and adversely affect the level of
income and employment.

Where is the incidence of death duties? Is the
incidence on the deceased or the beneficiary, i.e., the
successor? The owner is dead and it is said that
death pays all debts. He can be taxed no more. No
further burden can be placed on him. If, however,
he had got insured to pay such a tax, he certainly
bore it when-he paid the insurance premium. In the
absence of any such anticipation by the owner of the
property, when he was alive, the tax will obviously
fall on the beneficjary.

Incidence of Tgx{ on Monopoly

The question of incidence is a part of the larger

question of the theory of value. As value determina-
tion difters in the case of monopoly from the value
determination under competitive conditions, the
incidence of a tax on monopoly works out different -
1y.
The monopoly tax may be (a) independent of the
output of the monopolised product; or (b) it may
vary with the output, ie., increase or decrcase with
the output.

(a) When the (ax is independent of the quantity
produced, it may either be lump-sum tax on the
monopolist or a percentage of the monopoly net
revenue (profit). In both these cases, it will fall on
the monopolist. He cannot shift it to the consumer.
This could be done by raising the price. But he is
already supposed to have fixed a price which yielded
him the maximum monopoly net revenue. If it had
Been possible for him to raise the price consistent
with the policy of maximising his profit, he would
have done it already. Any alteration in the price,
thus, would be at the expense of his profit. That
being the case, he must now pay the tax out of his

own profit. He will get maximum profit now after-

paymng the tax by leaving the sclling price un-
changed and the consumer unaffected -
It is possible that, instead of re-calculating how he
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would maximise his profit after paying the tax, he
may simply put up the price shifting the tax to the
consumer. But by so doing he may have reduced his
monopoly profit. “He may prefer this to a rather
greater profit at the expense of a greater effort.™ )

In case, however, he has becn charging less out of
consideration for consumers’ welfare than what he
could charge for maximising his profit. he will, when
the tax is imposed, take in the ‘slack’. To this extent,
the burden of the tax will be shifted to the
consumers.

(b) Now lel us see what happens when the tax
varies directly or inversely with the quantity of the
commodity produced. In this case, as discussed in
the previous section, clasticities of demand and
supply and the influencc of the laws of returns will
have to be taken into account. The tax will enter
into the cost of production. It will mean an addition
to the cost of cach unit produced. Taxing of the
commodity, therefore, raiscs the price which will
tend to reduce the demand.

If, however, the demand is inelastic, it cannot be
appreciably reduced and the tax will be bome by the
consumer. If the demand is elastic, the consumers
may buy less when the tax has raised the price. In
this case, the tax will partly be borne by the
monopolist. Instead of facing a decline in demand,
the monopolist may reduce the price and decide to
bear the tax himself. If the supply is more elastic,
then the producer is in a stronger position. Thus, if
the demand is more elastic than the supply, the
consumer will bear less burden of the tax; and if the
supply is more clastic than the demand, then the
producer will bear less.

If' the production of the commodity obeys the law
of incredsing returns, the reduction in output, conse -
quent upon the imposition of a tax, will raise the
pricc more than if it were subject to the law of
diminishing returns. The burden on the consumer in
the former case will be greater than in the latter
casc. When the marginal costs are constant and the
demand curve facing the monopolist is a straight
line, then, according to the theory of monopoly
price, the price of the taxed commodity will be
raised by half the amount of the tax: under compe-
tition it would have risen by the full amount of the
tax.

In case the demand curve 15 concave. the rise in
price will be greater than this. W rere the demand
curve is so concave as to make the marginal revenue
curve parallel to the demand curve over the relevant
~ange, the price will be raised by the full amouni of
the tax. In cases, however, the demand curve is not
only concave but indicates constant elasaeity. the
ratio between price and marginal cost will be
constant. The marginal revenuc being necessarily
less than price, the slope of the marginal revenue
curve wiil be less than that of the demand curve so
thal the price will rise by more than the tax.
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If in order to stimulate production, the rate of the
tax varies inversely with the output, then the mono-
polist will be tempted to produce more and keep the
price low. The burden of the tax will thus be entirely
on the monopolist who will, in fact, be transferring a
part of his monopoly profit to the consumers.

The fact is that, owing to the exceptional ability of
the monopolists to manipulate the price and control
the market, the incidence of a monopoly tax is
uncertain.

Incidence of a Commodity Tax

Taxes on commodities may take different forms:
(a) a tax on manufacture or production of a
commodity called excise duties, (b) a tax on sale of a

. particular commodity or general sales tax, and (c)
import or export of commodity known as customs
duty.

A tax on a commodity tends to be shifted from the
producer forward to the consumer and from the
consumer backward to the producer. A tax on
production of a commodity tends, to raise its price
and will, therefore, be normally borne by the
consumer. But a tax on consumption is likely to
check consumption and tends to be shifted back-
ward to the producer. ’

The extent to which a commodity tax will actually
be shifted will depend upon the nature of demand
and supply curves. If demand is inelastic, as is the
case with the necessaries of life, the people must buy
the commodity. The producer will be in a stronger
position and almost the entire burden of the tax will
be shifted on to the consumer. But in the case of
elastic demand, the people will buy less. In that casc,
the price will not rise by the full amount of the tax,
and the tax will be partly borne by the producer.

The tax on a commodity will, therefore, be bome
partly by the buyers and partly by the sellers. How
much exactly? It will depend on the degree of
elasticity of demand or supply. In the sam¢ manner,
if the supply is inelastic, as in the case of a
perishable commodity, the seller cannot withdraw
the supply. His position is weak. The tax will stick to
him. In the case of elastic supply, he can shift the
burden on to the consumers. “As a rule, the
consumer bears a smaller part of the tax when the
demand is more clastic than the supply than he does
when the supply is more elastic than the demand.”

It is possible that the price may not rise at all. This
will happen when the consumers have been able to
discover an untaxed supply of the commodity or a
satisfactory untaxed substitute. In this case, the
entire burden of the tax will fall on the producer or
the seller.

On the supply side, the laws of returns will also
exert their influence. The taxing of a commodity
tends to check its demand which, in its turn, will
check production. Now if the industry is subject to
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the law of increasing retumns, the reduced produc-

-tion will be obtained at a higher cost and, in the case

of the law of diminishing returns, at a lower cost. In
the former case, the price will be higher than in the
latter with a corresponding burden on the consumer. .

Much also depends on the amount and the
method of taxation. Nobody bothers about a small
tax. No producer would like to annoy his customers
for- a paltry sum. He would cheerfully bear it
himself. Only when the tax is heavy will the shifting
take place. A tax on marginal output will raise the
price and not the one on the surplus output.

The nature of the commeodity also will make a
difference. A tax on a commodity like sugar gets
rapidly adjusted and shifted. But a tax on a house
cannot be so readily shifted for rent is fixed for a
period and during the currency of the lease no
change can be made.

Other factors which govern the course of shifling
of a commodity tax-arc whether competition is
perfect, and whether labour and capital are freely
mobile. Only in case of free and unfettered compe-
tition can the tax be passed on to the consumer,
otherwise it will stick to the producer. If labour and
capital are freely mobile, it will add to the ability of
the producer to shift the burden on to the consumer.
If, on the other hand, large fixed capital is-locked up
in the industry, the position of the producer is
correspondingly weakened, and theé probability is
that the tax burden will be borne by him. He cannot
withdraw his capital. He must continue in the ficld
even though he may be losing for a time.

Since the demand for a taxed commodity is
reduced, productive resources may be shifted from
the taxed to the non-laxed industries, Thus, the
investment pattern will change to the disadvantage
of the consumer. Hence, ecconomic welfare is
reduced. Also, economic inequalities are accentuat-
ed because commodily taxes are regressive, uniess
they are imposed on undesirable or injurious
products.

Diagrammatic Representation. How the burden
of a commodity tax is distributed between the
buyers and sellers or producers according to ratio of
elasticities of demand and supply is shown in the

- following diagram on the next page (Fig. 64.1)

'In this diagram, DD is the demand curve #nd SS
is the supply curve. They intersect at P and MP is
the price determined. Now suppose a sales tak per
unit of the commodity has been levied. As a result,
its supply curve will rise upward equal to the tax per
unit, because the tax will be added to the supply
price. The new supply curve will be.5’S’. The
distance between the two supply curves represents
the tax per unit of the commodity. The new supply
curve S’S’ cuts the demand curve at £)-and,
therefore, now TQ is the price determined which is
higher than the old price PM by RQ. Hence, RQ is'
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the burden of the tax borne by the consumer even
lhough. the tax per unit is LQ. Therefore, RL

ke e

PRICE

o T M X
QUANTITY DEMANDED & SUPPLIED

Incidence of Commodity Taxes
Fig. 64.1

(LQ—QR) is the burden of the tax bome by the
seller or he has RL price less than before (PM being
the first price).

We can show that the splitting of the burden of
the tax LQ into RL on the seller and RQ on the
buyer is cqual to the ratio of elasticities of demand
and supply thus: '

RL - Burden of the Tax on the seller (producer)

Q  Burden of the Tax on the buyer (consumer)
Elasticity of Demand
='Proportionnto decrense in the quantity demanded
Proportionate increase in prica-

_MT _ RQ
OM ~ MP
MT _ MP
= oM xﬁﬁ sy

Elasticity of Supply
Proportionate decreass in the quantity supplied
Proportionate decrease in price

MT _ RL
oM TMP
MT _ MP
= O x-ﬁ- ves(2}

Flusticity of Demanil
Elasticity of Suppy
MT _ MP
B E\TXW searanen No_ (1) nbove
E Pkl 3
MT = MP
OM RL ™
MP
- o MP RL
NP RO CHMET
RL
RL
)

e No. (2) above
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We have seen above that RL is the burden of the
tax on the seller and RQ is the burden of the tax on
the buyer or consumer.

RL Burden of the tax on the sellor
RG ~ Bunlen of (1 tax on the oonsumer
==_lﬂnﬂt.iuit,y of Demmnnd
Elnslit'ily of supply
It is clear that the limits within which a commodi-
ly tax is shared between the buyers and scllers
depends on the elasticities of demand and supply. If

Hence

. the demand is inelastic, as is the case with the

necessaries of life. the people must buy them
whalever the increcse in the price as a result of
imposition of a tax. In such a situation, the seller's
position is stronger and the entire burden of the tax
will be shifted to the consumer. But if the demand is
elastic, it will contract when the price rises. Hence,
price will not rise to the full amount of the tax.
Therefore, a part of the tax will be bomne by the

" sellers or producers and a part by the buvers or

consumers. But exactly how much? This will depend
on the ratio of elasticity of demand and elasticity of
supply. In the same manner, if the supply is incluxu’g
as is the case with perishable commoditics, the,
scllers cannot reduce the supply as price rises and
their position is weaker. In such a situation, the
burden of the tax will be on thé sellers or producers
—and it cannot be shifted to the purchas®rs or
consumers. On the contiary, if the supply is elastic,
then the sellers can withdraw the supply if the price
does not suit them. In such a situation, the burden of
the tax will be on the buyers or consumers.

Conclusion. Thus, incidence of a commodity tax
is a very complicated affair. It is a part of a large
problem of price determination. There are various
conflicting influences on price. We say that generally
a tax on a commodity tends to be bomne by the
consumer. But this tendency may or may not be
actually realised. Unless the price is affected, the
consumer is not touched and he is touched only to
the extent that the price is raised by the imposition
of the tax,

Incidence of Sales Tax

The sales tax is levied on the turnover, profits or
no profits. Its incidence is a complicated alir,
because il covers commodities of widely divergent
nature. If the demand for a commodity is inelustic.
its price can beraised and the tax will be then
shifted to the consumer to that extent. But if the
demand is elastic, it may be shifted partly to the
consumer and may remain partly on the seller, If the
supply is perfectly elastic, the entire burden of the
tax will fall upon the buyer and if the supply is
perfectly inelastic, the entire burden will be on the
seller. If' the supply is only relatively elasic or
inelastic then the tax burden will be shared between
the buyer and the seller.
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There are possibilities of incidence shifting for-
ward (to the buyers) and backward (to the seller or
factors of production) in the long run. For instance,
il the demand falls, the output will be reduced and

.demand for factors may go down reducing their
reward.

The sales tax may make heavy inroads into profits
which may lead to retrenchment in staff and man-
agement, restrict enterprise and employment leaving
some business premises unoccupied. Thus, its inci-
dence may fall upon the employees, management
and landlords. Sales tax indeed hits a large number
of people of different types.

Incidence of Import and Export Duties

Import duties arc generally, and almost exclusive -
ly. borne by the home consumer. The duty paid by
the importer is added to the price that he charges
from the next buyer, and so on. The duty is
ultimately shifted to the consumer. Only, 1in very
rare case. the burden of such duties may be shifted
to the foreign producer. If, for instance, our demand
for the imported product is elastic so that we may or
may not buy it, and the supply is inelastic and the
foreign producer has no alternative market, then in
such a case the burden can be shifted to the forcign
producer. But these conditions are rarely present
«and unless they are present the import duty must be
»orne by the home consumer.

Export duty is similarly-bome by the exporter.
Iha price in the world markets'is fixed so far as he is
conderned. No individual exporter is in a position to
influcnice the world price. But, here again, we can
nnagine a situation in which the exporter is in an
eveeptignally strong position so that the export duty
can be ghifted to the foreign purchaser. For exam-
ple. we may have a monopoly of the supply of a
commodity and the demand of the foreigners for
our prodnct may be inelastic, whereas so many other
aiternativg markets may be open o us. In such
circumstances, we can certainly make the foreigners
pay the export duty by raising the price of the
commodity by-the full amount of the duty. But such
conditions are very.rare and, unless they are present,
the export duty must be borne by the cxporter.,

Dalton lays down the fale in this connection thus:
“Taxes on imports and exports may ther "he regard -
ed as obstacle to exchange and, in accordance with
the preceding theory, thé direct money burden of
any such obstacle is divided between the two parties
of the exchange in ipverse propuition G e ciastic-
ties of their respective demand. In other words, it is
divided in direct proportion to the urgencies of their
respeclive needs which are satisfied by the ex-
change.”

EFFECTS OF TAXATION ON
PRODUCTION, CONSUMPTION
AND DISTRIBUTION

N carlier chapter (61), we discussed the effects
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of public expenditure on production and diaribu-
tion. Let us now study the effects of taxcs on
production and distribution.

Effect on Production

Production is affected by taxes in two ways: (1) by
affecting ability to work, save and invest and (b) by
affecting the desire to work, save and invest.

Effect on the Ability to Work, Save and In-
vest. This effect will depend on so many factors
including the nature of the tax and the reaction of
the tax payers to the tax. We can take a few
instances: A tax on the necessaries of lif¢, will
obviously affect the worker’s productive cfficiency
and hence reduce production. This adverse effect on
production can be avoided. by exempting the goods
of mass consumption or tax them at very low rates.
A heavy tax on income tends to reduce the ability to
save and invest on the part of individuals. A tax on
the riet profits of business firms ‘will reduce their
ability to save and invest. A decrease in investment
is bound to affect adversely the level of output in the
country. But increase in government expenditure
may offset the decrease in investment in the private*
sector.

In an inflationary situation, taxes will tend to
contain inflationary pressures and in a normal

-situation, high taxation will result in the fall of the

price level and decline in output.

Effiect on the Desire to Work, Save and Invest.
Normally, taxation induces the people to work
harder, ¢arn more, save more and invest more to
increase their income or enjoy the same income
after tax. Some taxes have no adverse effect, e.g., a
tax on windfalls, inherited wealth, tax on monopo-
lies irrespective of the output. Import duties toc
increase the domestic producers’ desire to work
save and invest. Low cxport duty may also encour -
age production. Excise duties or sales tax may not
affect the people’s desire to work, save and investif
they are spending only a small portion of ¥neir
income on the taxed commodities. But if they are
spending a large proportion of their income on such
commodities, savings will fall and a fall in ¢cmand
may also reducc output.

High marginal rates of income tax are likely to
affect adversely the tax payers’ desire to work, save
and invest. The government usually allows develop
mental rebates, tax holidays, higher depreciation
allowances to minimise the adverse effects. Expen-
diturc tax tends to generate deflationary tendencics
and by reducing profit it adversely affects the desire
to save and invest.

As compared with income tax, the death duties do
not adversely affcct the desire to work, save and
invest. Bucif it is intended to leave a certain size of
property to the hcirs, the desire to work and save
will be adversely affected.

The effect on the desire to work. save and invest
wiN largely depend on the reaction of the tax pay:rs.
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This reaction varies from individual to individual. It
depends on the individual’s elasticity of demand for
income, i.e., individual's keenness to earn an in-
come. When an individual’s demand for income is
relatively elastic, the tax will lessen his desire to
work and save. The effect will be the opposite if this
demand is relatively inelastic. This is actually the
case in the real world. Hence, a tax will induce the
tax-payers to work more, save more and invest
more, especially those who want to maintain a
. certain standard of living or earn certain amount on
their savings, or who want to improve their social
. status or acquire power or those who wish to provide
comfort and security in old age, and so on.
Production Pattern. Taxes may modify the pat-
tem of production. Entrepreneurs may avoid the
production of goods which are taxed. There is likely
to be a diversion of resources from some sectors off
the economy to others. For instance, if luxuries are
heavily taxed production of necessaries may be
stimulated. There will be diversion from the present
to the future if consumption is taxed and savings are
encouraged.

Effect on Income Distribution

Modern governments levy taxes not merely to
raise revenue but also to levy such taxes as would
reduce economic inequalities. It is recognised that if
economic welfare of the masses is to be promoted,
incomes and wealth in the country must be more
evenly distributed.

The effect of taxes on income distribution
depends on the type of taxes and the rates of taxes.
Taxation of goods of mass consumption are regres-
sive and redistribute incomes in favour of the rich.
But if such commodities are exempted and luxuries
are taxed, and taxation is made progressive, then
incomes will be redistributed in favour of the poor.

The direct taxes like income tax, wealth tax, death
duties-and property tax levied at progressive rates
tend to reduce inequalities of income and wealth.

It may, however, be emphasised that taxation
alone cannot reduce economic inequalities. But levy
of progressive direct taxes combined with public

expenditure, mainly for the benefit of the poor, may

go a long way in lessening economic inequalities.
However, extremely high progressive rates may
adversely affect production,

Effect on Consumption

Taxes can affect consumption in a number of
ways. By imposing a heavy tax on a consumable
good which is injurious to health, its consumption
can be checked. It raises its price and reduces the
demand for it. Similarly, by taxing luxuries. their
consumption can be decreased and resources divert-
ed to the production of goods of mass consumption.
l'axes on necessarics are not considered desirable
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since their prices for the poor people will rise and
their standard of living will fall.

Conclusion

Thus, taxation plays a regulatory role. It regulates
consumption, production and income distribution.
Taxation alone, however, may not be able comple-
tely to regulate them. It may have to be supplement-
ed by other measures of control to make its regu-
latry role effective.

MODERN THEORY OF SHIFTING
AND INCIDENCE

Various theories have been put forward to explain
the shifting and incidence of taxation.
Earlier Theories. The earlier theories may be

_classified into (a) Concentration Theory or Surplus

Theory and (b) Diversion or Diffusion Theory.
According to the concentration theory or the surplus
theory, each tax tends to concentrate on a particular
class of people who happen to enjoy surplus from
their products. The diffusion theory held on the
other hand, that the tax eventually got diffused in -
the entire society. That is, the final resting place of
the tax is not onc but multiple. The process of
diffusion took place through shifting or through the
process of exchange.

Modern Theory. The concentration theory and the
diffusion theory are only partially true. Actually,
there is both concentration and diffusion of taxes
according to the conditions present. The modemn
theory sceks to analyse the conditions which bring
about concentration or diffusion.

Take a tax an a commodily payable by a
producer. A producer has a dual price-relationship.
He has price-relationship with he customers
through selling price as well as with the suppliers of
factors of production through purchasc price. The
producer will try to shift the tax to thc customers by
raising the price or to the factors by reducing the
price he has to pay. The former is called forward
shifting and the latter backward shifting. M is
possible that the producer is able to shift it partly to
the customers and partly to the lactors of production
and in this way shake off the entire tax burden.

Backward shifting is by and large, difficull
because factor remuneration is determined by mar-
ket forces of demand and supply. As regards for-
ward shifting, we notice that the producer enjoys
surplus in the form of profits and the consumers
enjoy consumer's surplus. The producer wants to
retain his entire surplus, whereas the consumer
resists a reduction in his surplus. The producer will
threaten to cut production and the consumer to cut
consumption. In this way, the shifting will depend
on the conditions of demand and supply.
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PUBLIC DEBT

Public debt refers to borrowing by a government
from within the country or from abroad, from
private individuals or association of individuals or

from banking and non-banking financial institu-.

lions.
CLASSIFICATION OF PUBLIC DEBT

Pubiie debt may be classified as under:—

'

I. Internal and External. Intcrnal debt is raised
from within the country and external debt is owed to
foreigners or foreign governments or institutions.

2. Productive and Unproductive: The productive
debt s expected to create assets which will yield
income suflicient to pay the principal and interest on
the loar. In other words, they are expected to pay
their way: they are sclf-liquidating. On the other
hand. lovans ratsed for war do not create any asset:
they arc a dead weight and are regarded as unpro-
ductive,

3. Short-term and Long-term. Short-term loans
are repayable alter short interval of time, eg.,
Treasury Bills payable after three months, ways and
means advances from the Central bank. They are
intended to bridge the gap temporarily between
current revenue and current-expendituic. (T s called
Noating debt

Long-term loans are payable after a long time
covering several years. They are also called funded
Jdeht.

GROWTH OF PUBLIC DEBT

Borrowing by public authority is a modern prac-
tice. In the past, whenever there was an emergency,
usually a war, the monarch relied on the hoarded
wealth or borrowed on his own personal ceredit.
Books on history abound in instances of fabulous
houards and accounts of loots and sacks of hoarded
wealth either from king's treasuries or fram temples
and churches. But this method of finance is not

suited to modern conditions. It will be madequate
-and uneconomical,

The system of public credit, making it casy for the
States 1o borrow, has led to tremendous increase in
the indebtedness™of modern States. The public debt
of 27 countries in 1900 was £6.079.000.000, in 1913 it
increased to £8.566,000,000; and in 1933 1o
£22.,000,000,000. Almost the sole responsibility for
this phenomenal increase lies on war, The net cost
of the war of 1914-18 way estimated

« £42,000,000,000. The war of 193945 was antinitely
more costly,

~¥

Causes of Increase in Public Pobt

Besides war, there are several other causes which
have brought about great increase in the size of
public debt:

(1) The most mportant cause of increase in public
debi s war ot war-prepuredness. Nations attach a

. gl importance o their territorial integrity and

ey consider no sacrifice 100 much to defend their
counky. Every war, therelore, leaves the country
Amnder greater debt.

(i1) The increase is also due to lairly frequent
budget deficits on current account. The deficits arise
from the necessity of maintaining full economic
activity in the economices which may have ceased to
expand.

(it} Increase in public debt is also due to the
undertaking of welfare schemes by governments in
modern times,

(iv) In public utilities, where there is no conven -
ient profit check, no tight control over costs can be
maintained and there are more losses than gains.
They also add to the weight of public deb.

(v) In recent years, uige foreconomic growth has
induced the under-developed councries to contract
debts both internally and exicrnally. The volume of
public debt has consequently swollen.
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Purposes of Public Debt

The following are the principal purposes for
raising public loans: —

(i) Bridging Gap Between Revenues and Expendi-
tare, It oftcn happens that towards the cnd of the
financial year, government experiences shortage of
funds. To cover this gap between revenue and
expenditure, the government raises temporary loans
or gets ‘ways and means’ advance from the Central
Bank. In India, the government issues what are
called ‘Treasury Bills' which are repayable after
threc months.

(ii) Financing Public Works Programme. During
depression, the government has to launch public
works programme to provide employment. In this
way, money is injected into the economy to lift the
depression. For this purpose, it becomes necessary
to raise public loans to ensure economic stability.

(iii) Curbing Inflation. When inflation is rampant
ind it is desired to bring down the prices, the
government issucs public loans. In this way, morey
or purchasing power is drawn from the public.
Reduction in money supply will bring down prices.

(iv) Financing Economic Development. The un-
derdeveloped countries are now very keen on
speedy :conomic development, which involves huge
investment, They are unable to raise adequate
finances tl.rough taxzation. Hence resort to public
borrowing beccines necessary,

(v) Financing .the Public Sector. An economic
system, which is becoming increasingly popular, is
that of mixed economy. For several reasons, econo-
mic, political and social, there has to be a rapidly
expanding public sectaF. The financing of this sector
is not possible without resort to public borrowing.

(vi) War Finance. A modern war is a very costly
affuir. To prosecule a modern war by taxation is
simply out of the ¢uestion. Public borrowing
becomes essential.

Thus, public borrowing s necessitated by the
requirements of filling the gap between revenue and
expenditure, public programme, economic develop-
ment and war finance.

METRODS OF DEBT REDEMPTION

Maodern governments make it a point of honour
to repay their debts. Debt repayment maintains and
strengthens the national credit. If a national emer-
gency arises later, it will be easy to raise funds.
Repaynient of loans also releases funds lor trade
and industry.

The following are some of the methods adopt-
ed:—

(1) Utilization of Surplus Revenue. This is an old
method and badly out of tune with the modern
conditions. Budget surplus is not a common pheno-
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menon. Even when there is a surplus, it is
insignificant that it cannot be used for making any
substantial reduction in the public debt.

(ii) Purchase of Government Bonds. The govern-
ment may buy its own stock in the market, thus
wiping off its obligation to that extent. This may be
done by the application of surplus revenues or by
borrowing at low rates, if the conditions are favour-
able. '

(iii) Terminable Annuities. When it is intended
completely to wipe off a permanent debt, it may be
arranged to pay the creditors a certain fixed amount
for a number of years. These annual payments are
called annuities. It will appear that, during the time
these annuities are being paid, there will be much
greater strain on the government finances than when
only interest has to be paid.

(iv) Conversion. This is a method for reducing
the burden of the debt. A government may have
borrowed when the rate of interest was high. Now, if
the rate of interest falls, it can convert a high-rated
loan into a low-rated one. The government gives
niotice to the creditors that they should either agree
to reduce the interest rate for future payments or it
will exercise the option of repaying the loan. In case
the bond-holders do not accept the lower rate, then
the government will raise a new loan at lower rate ot
interest and, with the proceeds, pay off the old debt.
The effect is to convert a high-rated loan into a
low-rated one. The financial burden is consequently
reduced. ‘

(v) Sinking Fund. This is the most important
method. A fund i3 created for the repiyment of
every loan by setting aside a certain amount every
year out of the current revenue. The sum to be set
aside is so calculated that over a certain period, the
total sum accumulated, together with the interest
thercon, is enough to pay off the loan.

Some Revolutionary Proposals

Apart from the above methods of repayment of
debts normally adopted by modern governments,
sometimes unorthodox and revolutionary proposals
are also made from time to time for wiping off or
reducing public debt, e.g.. Debt repudiation, com-
pulsory scaling down of capital and/or interest ancd
capital levy.

These methods are not considered honourable
and no responsible government entertains suc’
proposals. Hence, they need not detain us.

BURDEN OF PUBLIC DELT

In order to assess the burden of public debt, we
shall have to consider the nature and the purpose of
the public debt. If the debt is taken for productive
purposes, e.g., [or irrigation and railwais, it will not
mean any burden. On the other hand, it will confer
a benefit, provided the scheme has been successfully
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exeeiried. But if sthe debt is unproductive, it will
infpose both money burden and real burden on the
community. The measure of the burden will depend
on whether the debt is internal or external.

Burden of Internal Debt

Internal debt involves a senes of transfers of -

.wealth within the community. For example, when
the loan is raised, money is transferred from the
Jlenders to the government. The government then
.makes payments to contractors, government servants
or to those people from whom it buys goods and
sérvices. Money is, thus, transferred from some
sections of the community to the other sections. In
this case, there is obviously no direct mqne? burden
of the debt on the community as a whole.

But there will be a direct real burden (ie.,

sacrifice, hardship or loss of economic welfare) on
the community depending on the nature of these
transfers of wealth. If by these transfers, wealth
comes to be more evenly distributed, i.e., wealth is
Aransferred from the rich to the poor, then public
debt will be considered beneficial instead of being
burdensome. If, on the other hand, the public debt
enriches the rich at the expense of the poor, it
‘imposes a real burden.
" Let us analyse carefully the nature of the transfer.
In order to repay the interest and the principal of
‘the debt, the Government must levy taxes. What the
lax-payers pay, the bond-holders receive. The
bond-holders are generally rich people. But the tax
burden does not exclusively fall on the rich, unless it
is very sharply progressive which is seldom the case.
The tax burden falls on the rich and the poor both,
and, in the case of indirect taxes, it may be more on
the poor than on the rich. The net result may be that
the wealth is transferred from the poor to the rich.
This means a net loss of economic welfare.

This buruen is accentuated by the fact that the
‘transfer is from the young to the old (the bond-
Tiolders, the creditors of the government, are gener-
‘ally advanced in age) and from the active to the
‘passive members of the communily. “Here”, says
Dr. Dalton, “if nowhere else in the sphere of public
finance, the voice of equity rings loud and clear.
There is also a general presumption, on grounds of
production (besides those on grounds of distribu-
tion) against the enrichment of the passive at the
expense of the active, whereby work and productive
risk -taking are penalised for the benefit of accumu-
lated wealth.”

Thus, internal debt has adverse repercussions
both on production and distribution of wealth. This
is.its direct real burden.

Its indirect real burden will lie in the check it
Imposes on production. The production is likely to
be checked, if the desire and ability to work and
save are reduced. If the repayment of debt involves
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very heavy taxation, it is likely to reduce the ability
and the willingness to work and save.

Burden of External Debt

The external debt also involves a series of
transfers of wealth but not within the same country
like the internal debt. This makes all the difference.
When the loan is raised, wealth is transferred from
the lending to the borrowing country, and when it is
repaid the transfer is in the opposite direction. The
account of money paid by the debtor-country to-
wards interest and the principal is the measure of
the direct money burden on the community.

But if we want to know thedirect real burden (i.e.,
loss of economic welfare), we shall have to consider
the proportions in which the rich and the poor
contribute to these payments. The government will
raise the required money by taxes. If the taxes fall
largely on the rich, the direct real burden will be less
than it would be if the incidence is largely on the
poor. The payment that we make to the foreign
creditor gives him a control over our goods and
services, He does not take away our moneyj; it is of
no use to him. He buys with that money goods in
our country. An external loan thus sets up a drain of
goods from our country. In the absence ol deht
payments, these goods would have been enjoyed by
ourselves. This means a diminution of economic
welfare; hence a direct real burden.

The indirect burden of the foreign debt lies in the
check to production of wealth in the economy.
Taxes imposed, in order to raise funds for debt
payment, may reduce willingness and ability to
work and to save. The debt payment made by the
government may reduce public expenditure in the
directions which would have stimulated production.
Hence, production may be checked.

International payments can be made only by
exporting .goods. For this purpose, a country must
produce more. Hence, ‘it is said that production is
stimulated. But production is stimulated only in
certain directions. There is no general increase in
production and employment, Factors of production
are limited. If they are needed in the export
industries, they will have to be drawn from the other
industries which must consequently shrink. Thus,
there is only' a diversion of resources and no net
increase in production and employment.

ROLE OF PUBLIC BORROWING IN A
% DEVELOPING ECONOMY

A developing economy has to tap all possible
sources to mobilise sufficient financial resources for
the implementation of its economic development
plans. It has to utilise revenue surplus for the
purpose, seek external aid, pitch np its level of
taxation and resort to publlc borrowing in addition.
But taxation and 'public borrowing are the two
major instruments of resource mobilisi#tion.
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Public borrowing has une advantage over taxa-
tion, Taxation, beyond a ccrtain limit, tends to affect
economic activity adversely owing Lo its disincentive
effect. There is no such danger in public borrowing.
It does not have any unfavourable repercussions on
cconomic activity by being disincentive, partly
because of its voluntary nature and partly because of
expectation of return and repayment.

According 10 expert opinion, taxation should
cover at least current expenditure on normal
government services, and borrowing should be
resorted to to finance government expenditure
which results in creation of capital assets. Im that

case, growing public debt will not be a burden on -

the economy, because such a deba is self-liquidating.
But there is a limit to public borrowing, which is
considered safe. Additional taxation is also neces-
sary to implement the development plans.

The classical theory frowned upon public borrow -
ing. It was thought that the use of resources by the
government was less productive than their use in
private hands. But the classical reasoning wes based
on the assumptions of fuil employment, inelasticity
of money supplies and unproductiveness of public
expenditure. These assumptions, we know, are not
valid today. Public borrowing for financing produc-
tive investment generates additional productive
capacity in the economy, which otherwise would not
have been possible. It is used as an instrument to
mobilise resources which, in an under-devcloped
economy, would otherwise have gone into hoards or
invested in real estate or jewellery. Public debt
would thus divert the flow of resources into the right
channels.

Thus, in an under-developed economy, public
- borrowing, if prudently managed and skilfully oper-
ated, can become a powerful instrument of econo-
mic development.

Besides, growing public debt prowdcs the people
opportunitics to hold their wealth in the form of safe
and stable income-yielding assets, i.e., government
bonds.

Growth and compbsition of public debt provides
the monetary authorities with assets which they can
manipulate to give effect to a monetary policy
considered desirable in the context of economic
development. Thus, monetary policy, which is con-
sidered essential for achieving the objectives of
economic policy, becomes vitally related to public
debt management. The management of public debt
is used as a method to influénce the structure of
interest rates,

Thus, a growing public debt, in an under-
developed economy, has become a powerful tool of
developmental monetary policy.

There are two important ways in which the
governments of under-developed cconomies raise
resources through public loans: (a) market borow-
ing, i.e, salcs 10 the public of government bonds
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(long-term loans) and treasury bills (shori-term
loans) in the capital market, (b) non-market hor-
rowing, i.e., issue 1o the public of debt which is not
negotiable and is not bought and sold in the canital
market, e.g., issue of naticnal savings ceriificate: and
national plan bands and accepling deposits ir the
government post offices.

Yoluntary or Forced Loans

Most of the types of public Joans are voluntary.
But, if the volunrany loans do not prove sufficient for
the purpose, rorced loans berome necessary and are
resort€d to. An imperntant example of forced loans
familiar in India is that of Compulsory Deposit
Scheme. Compulsory borrowing is a compromise
between taxation and borrowing. Like a tax it is a
compulsory contribution to the government but like
a loan, it is to be repaid with interest.

Compulsory loans have a special advantage in the
context of an inflationary situation and are superior
to voluntary public borrowinrg Thay sterilise funds.
whereas voluntary public loans result in the creation
of readily cashablec bonds. They are monetised to
increase liquid assets in the community which
produce an inflationary effect. Also, lower rate of
intercst can be paid on compulsory loans thus

.reducing the most of public debt. But a continuous

policy of compulsory borrowing may arouse public
resentment. Normally, it is the voluntary public
borrowing programmcs whlch should be chiefly
relied upon.

Difficulties of Public Borrowing in Under-developed
Countries

Public borrowing, however, has to face special
difficulties in under-developed economies: (i) There
are no organised capital and money markets and,
where they exist, they constitute a very small portion
of the total capital and ‘money markets n the
country. Also, there may be no organic relationship
between the organised and unorganised markets.
Besides, the resources of the organised capital
market are too inddequate fo fulfil the capital needs
of the economy.

(ii) Special difficulties of public borrowing in the
under-developed countries arise from the fact that
the people have a predilection in favour of invest-
ment in real cstate, that gives them social prestige
and for jewellery because it can be easily concealed
and can be easily converted into cash in case of
need.

(iti) A substantial volume of savings in these
countries originates in the rural sector but these
people have no tradition of investment in trade and
industry. The rural saving cannot be mobilisd
effectively because rural incomes do not meve
through monetary channels. That is why most of the
financial institutions are concentrated in the urbin
areas. Also, agricultural intercsts are emenched
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strongly, politically and resist all proposals to tax
them,

(1v) The prevalence of very high rates of interest
militates against the flow of funds towards agricul-
tural improyements, savings accounts, government
bonds, small-scale industry or other channels of
investment where the yield cannot be so high,

(v) The response to government sccurities is also
pour because of rising prices which reduce the value
of the yield from government securitics.

Conclusion. But in spite of these difficulties and
limitations, public borrowing remains:a powerful
instrument of resource mobilisation. It is not only a
neeessary supplement to taxation but also very
desirable form of capital mobilisation.

Suggestions for the Success of Public Borrowing

(i) In order to mobilise financial resources
through public borrowing, the denomination of the
loans, rates of interest and the periods of maturities
should be adjusied to suit the preferences of differ-
ent kinds of investors.

(1i) Also, it is necessary to stabilise the prices of
government bonds so that public confidence in the
government bonds is retained and response 1o future
issues is encouraging.

(i) Financial institutions should be set up to
attract voluntary savings.

(iv) The facilities for deposit of savings should be
varied and widespread and casily accessible.

(v) A reasonable stability in the value of money-

(i.e, price level) must be assured, otherwise confi-
dence of the savers will be shaken and saving will be
discouraged.

(vi) Some under-developed countries have found
the lottery system very useful because, according to
this system, savings are allracted at lower rates of
interest. Thus, prize bonds have been issued to
attract savings into the public sector. )

(vii) A suitable monetary policy constitutes an
important factor in the success of the borrowing
programmes of governments in under-developed
countrics. The aim of the monetary policy is t©
maintain sufficient liquidity in the cconomy s a
pre-requisite of the success of the berrowing pro-
gramme. A growth-oriented monetary puolicy has
to be both regulatory and developmental.

Effects of Public Debt on Production, Consumption,
Distibution and Level of Income and Employment

In modern times, public borrowing is both exten-
sive and intensive. Almost all countries resort to
public borrowing and they get deeper and deeper
into it. Financial operations, which public borrow-
ing of modern dimensions involve, are bound to
alfect production, consumption, distribution and the
level of income and employment in the country,
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Effect on Production

Vast sums are raised through public loans by
modern governments both in the domestic capital
market and abroad. They are raised to finance
productive enterprises of various kinds, e.g., steel .
works, multipurpose projects, construction of ships,
railway lines and national highways, heavy electri-
cal and engincering works, and so on. Obviously,
such enterprises build up the economy’s production
base and, in course of time, make an enormous
increase in the country's output. Public borrowing
transforms inactive bank balances ol the pcople into
active capital. Repayment of loans also transfers
money {rom expenditure to savings. Thus public
borrowing stimulates the process of capital forma-
tion which increases the productive capacity of the
country.

Effect on Consumption

When people subscribe to government loans, they
generally have to curtail consumption. In'this way,
the propensity to consume is curbed. Since invest-
ment of funds raised by borrowing raises the level of
cmployment, and so increases people's incomes,
their consumption is increased. Much, however,
depends on the manner in which funds raised by
‘public borrowing are spent by the government.

Fifect on Distribution

Public loans transfer money from the rich to the
government. But the fiscal operations in modern
times are meant to benefit the poor primarily. Either
the incomes of the poor increase directly through
increased employment or it benefits them indirectly
through the enlargement of social services..In this
way, national wealth comes to be redistributed in
favour of the poor. In India, the Prime Minister's
20-Point Programme is aimed at reducing poverty.
To the extent it is financed by public borrowing.
public loans will have been used to change the
distribution of wealth in the country. The rich will
become less rich and the poor less poor. In this way,
the gull’ between the rich and the poor will be
narrowed.

Effect on the Level of Income and 'Employment

In modern times, public borrowing is resorted
to in order to raise funds for financing agriculture,
industry, extension of the means of transport and
communications or for construction of major irriga-
tion works. Sometimes local development projects
are launched to increase employment opportunities
in rural areas. In this way, not only are the economic
activities in the country multiplied but the volume
of employment is also increased and the level of
incomes goes up.
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DEFICIT FINANCING

In the face of a fall in private spending, the use of
deheit financing to maintain total spending or effec-
tive demand in the economy at the level required to
buy the full employment output at the current level
of prices, was an important discovery of the Depres-
sion Economics of nincteen-thirtics. To-day, it is a
major instrument in the hands of governments in the
advanced countries to ensure continued high levels
of economic activity. Lately, the under-developed
countrics have increasingly realised .its potentialities
for adding to the resources available for develop-
ment. India has made quite a liberal use of deficit
financing to carry her economic development plans
through.

Definition

It is not possiblc to give precise definition of
deficit financing applicable to all countries at all
times. The definition of deficit financing adopted by
the Plannihg Commission in India is that it is equal
to the nct increase in the purchasing power of the
cconomy .m-.mg out of the budgctary operation of
the government. Deficit financing is said to have
been practised whenever government expenditure
excecds the receipts from the public like taxes, fecs
and borrowings from the public. Such an excess of
government expenditure can be financed either by
drawing down the cash balances of the government
(held in the Rescerve Bank of India or in the State
Ireasurics) or by borrowing from the Reserve Bank
of” Indlia. Both these methods of financing the deficit
would have the cffect of expanding money supply
hekd by the public.

“The term deficit financing is used to denote the
dircct addition to ‘gross national expenditure
through budget deficits whether the deficits are on
revenuc account or on capital account. The essence
of such a policy, therefore, lies in government
spending in excess of revenue it reccives in the
shape of taxes, carnings of State enterprises. loans
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from the\public, deposits and funds and other
miscellaneous sources. The government may cover
the deficit either by running down its accumulated
balances or by borrowing from the banking system
mainly from the Central Bank of the country and
thus creating money.”

The pre-budget Economic Survey for 1974-TS
defines deficit financing as “the nct credit given to
the government sector by the Reserve Bank.”

Thus, deficit financing is that part of government
expenditure which is met either by drawing down
the cash balances of the government or._by resorting
to borrowing from the Reserve Bank of India. This
definition of deficit financing, thercfore, identifies it
with that part of govemment e¢xpenditure the
finance of which leads to a nct increase in money
supply with the public.

There is a difference in the method of deficit
financing practised by the developed countries and
the under-developed countries. In advanced coun-
tries, deficit financing takes place by the Govern-
ment borrowing from the banking system when the’
Government sclls govemment sccuritics cither to
individual bank depositors or directly to the banks.
In both cases additional credit is created by the
banking system. In the case of under-developed
countrics, where the banking habit is not fully
developed, deficit financing takes the form of the
government borrowing from the central bank in-
stead of the banking system in gencral. The central
bank issues paper currency in licu of the govern-
ment sccurities deposited with it. Thus, deficit
financing in the ultimate analysis means issuing of
more notes,

Deficit Financing and Deficit Budgeting. Defictt
financing may be distinguished from deficit budget-
ing. When current expenditure exceeds  current
revenue it is said to be deficit budgeting. In this case,
no item on capital acumnl is taken into considera-
tion.
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On the other hand, when we 1ake into considera-
tion it only current receipts but also receipts on
capital account, e.g., public borrowing, and we still
find a gap between receipts and expenditure, the
‘method of financing used to cover this gap is called
deficit financing. In other words, in the case of
deficit financing, the volume of deficit budgeting is
measured in terms of the overall budget deficit, i.e.,
the aggregate of the deficit on both the revenue and
capital accounts.

Uses of Deficit Financing

. There are three types of situations in which resort
to deficit financing becomes necessary

(a) For proseculing a war,

(b) for fighting depression, and

(c) for financing economic development. We shall
lcave out war and discuss the other two uses.

'Deficit Financing during the Depression

__We have discussed, in the chapter on Trade Cycle
(Ch. 47), the causes of unemployment in advanced
" and developed countries. There we observed that a
deficiency of effective demand is the major cause of
cyclical unemployment. In a situation like this, the
obvious remedy is to boost effective demand. The
‘government can assist in this process in a number of
ways. It can stmulate private corfsumption and
“investment.” It can do so by lowering the tax rates
-while maintaining its own expenditure. In :his case,
since the government is spending more than u raises
.in taxes, it is practising deficit financing, the deficit
.being covered by borrowing. -
~If, however, this method of stimulating economic
activity does not produce sufficiently effective
results, the governmeni can increase its own expen-
diture on public ‘works programme. The govern-
ment’s tax revenue remains constant butits expendi-
‘ture has gone up, the deficit once again being met by
‘borrowing. In this case, as government investment
rises, the level of national income and employment
also increases by multiplier times the increase in
primary government investment.

Thus, deficit financing can bs used to create
additional employment, when the economy is
suffering from a deficiency of effective demand. It is
an instrument of recovery after depression. It is used
to mitigate the severity of cyclical fluctuations. In
‘this context, it takes three forms, viz., pump priming,
cyclical deficit spending and secular deficit spending
to fill the inflationary gap. ‘

This line of approach was made fashionable by
‘the late Lord Keyries. Before him, there was a great
‘deal of prejudice against a government, practising
-deficit financing. The classical economists were
-against deficit financing, except for financing
productive enterprises. This opposition to deficit
financing, on their part. was based on the ‘assump-
tion that in a private enterprisc economy the level of
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activity had the tendency to be always full—an
assumption we discussed in an earlier chapter under
Say’s Law of Markets (Ch. 39). Obviously, if there is
already full employment in the economy, govem-
ment expenditure, financed by the created money, is
bound to create inflationary risc in prices. This fear
of inflation constantly haunted the classical econo-
mists, and this was their main argument against
deficit financing.

Lord Keynes, however, established it conclusively
that in a situation, where there was large-scale
unemployment of labour and excess capacity in the
stock of capital, the fear that deficit financing would
create inflation was baseless. For, when more em-
ployment was created by deficit spending on the pan
of the government, there would simultaneousty take
place an increase in the supply of output. When
there is depression, an increase in supply can be had
without any risc in avcrage and marginal costs of
production, so that additional demand creates addi-
tional supply of output without any rise in prices.

Thus, during depression, deficit financing can be
safely used to expand incomz, output and employ-
ment without any inflationary danger. Rather, in a
depression it is better to finance government expen-
diture by deficit financing than by increasing the
rates of taxation. The latter alternative will pot
stimulate economic activity as much as the fonaer,
for the raising of tax rales must produce some
adverse effects on private consumption and invest-
meat, and, hence will reduce the private effective
demand. Thus, the expansionary effect of govern-
ment cxpenditure will be partly neutralised by the
contractionist effect of higher taxation on private
investment and consumption. This adverse effect on
the private sector will not be there, if additional
government expenditure is financed by ‘created’
money and. thercfore, the expunsionary effect of
government expenditure will correspondingly be
greater. Increased spending offsets the deficiency of
effective demand and puts into motion the stagnant
wheels of the productive machinery. In this way,
deficit financing makes for economic stability.

ROLE OF DEFICIT FINANCING IN A
DEVELOPING ECONOMY

What scope is there for deficit financing to be used
as an instrument of economic development in the
under-developed countries like India? In the
chapter on ‘Determination of National Income’ (Ch.
40), we observed that the basic problem confronting
these countries is that of a population gro®ing much
faster than the rate of capital formation. If these
countries are to p{ovide full employment to their
labour force; they need huge amounts of capital
Unlike the advanced economies, the problem facing
under-developed countries is not one of deficiency
of effective demand but of deficiency of capital.

In the advanced capitalist countries, the task ~F
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capital formation is in the hands of private entrep-
renecurs; but, in poor countries there is a dearth of
people willing and able to undcrtake entrepreneur-
ial functions. Hence, if these countries are to deve-
lop rapidly, the responsibility must rest with the
government. .

Economic growth can be accelerated only by
increasing the rate of investment. This requires
additional resources and, in the absence of sufficient
foreign aid, they can come out only through in-
creased domestic savings, these being channelised
along productive lines. One way of increasing
domestic savings is through additional voluntary
effort on the part of the public through small savings
schemes. These savings add to the resources availa-
ble to the government. :

But, in a country, where a majority of people are
living at the subsistence level, the margin between
income and consumption is very low so that volun-
tary savings, howsoever welcome, cannot by them-
selves provide sufficient resources for development.
The government may also attempt to increase the
volume of resources by additional taxes. Yet,
because of extreme poverty of the great mass of the
people, additional taxation beyond a point raises
difficult problems, both economic as well as politi-
cal. )

“Due to the low levels of income and high
propensity to consume, aggregate savings in the
economy are low. Irvestment being inadequate as
compared to national requirements, the level of
production, incomes, savings and thus of investment
again, cannot increase sufficiently. It is, therefore,
necessary to break such a vicious circle of poverty in
these economies.”! Since investment expenditure
required for speedy economic development is too
large to°be financed through normal sources of
revenue, deficit financing becomes inevitable.

As pointed out already, deficit financing results in
the creation of new money. The increase in the
money supply tends to raise prices because the
supply of goods cannot be increased in the short run
in proportion to increase in the p2ople’s purchasing
power. As a result of risc in prices. entrcprencurs’
profits go up and there is an incrcase m the
inducement to-invest on’ their part. Thus, there is
increase in investment in the privale sectbr.

Investment increases in the public sector too.
Deficit financing puts in the hands of the govern-
ment huge amounts of money .with which they
launch public enterprises, carry out multipurpose
projects and build up the essential infrastructure. All
this accelerates economic development. Thus, deficit
financing gives the government command over
productive resources which are utilised more fully
and more fruitfully.

1. Kulkarni, R.G.—Deﬁci: Financing and Economic
Development, 1966, p. 32.
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In this way. deficit financing stimulates economic
development both in the public and private sector. It
also promotes economic development by reducing
consumption through a price risc.

In short, deficit financing accelerates economic
development,

(a) by building up social and cconomic over-
heads,

(b) by using unemployed or under-employed
resources and surplus labour more fully,

(c) by helping to create additional productive
capital, and

(d) by mobilising additional resources for deve-
lopment.

Precautions

There is inherent danger of inflation in deficit
financing which must be guarded against to ensure
economic growth with stability. To avoid this dang- -
er, it will be necessary to take the following precau-
tions in the use of deficit financing:

(i) Deficit financing should be used in moderate
doses only and for this purpose constant watch
should be kept over the price index.

(ii) The prices of consumers’ goods and of essen -
tial raw materials should be effectively controlled.

(iii) To ensure a corresponding incrcase in the
availability of goods, it will be necessary to concen-
trate on the quick-yielding projects.

(iv) In order to keep down the prices of food-
grains, food imports should be arranged well in time
and in adequate quantities.

(v) The rise in wages and salaries should be
checked lest the country should be caught in a
vicious circle,

(vi) To withdraw from the public excess purchas-
ing power, the excess money supply should be
mopped up through taxation and-borrowing and
through attractive small savings scheme.

(vii) Above all, it will be essential to provide
clean and efficient administration to ensure whole-
hearted co-operation from the people in tackling
the difficult economic situation resulting from a
liberal use of deficit financing.

DEFICIT FINANCING IN INDIA'S
FIVE-YEAR PLANS

Deficit financing was given a very important place

.in India’s five-year plans, rather too much reliance

on it. The following table gives the amount of deficit
financing in the five-year plans in India:

Owing to unduly big doses of deficit financing, the
Indian economy was really in a bad shape with
almost a stagnant growth rate and spiralling prices
annual inflation-rate reaching 32 per cent in Sept.
1974. That is why deficit financing was significantly

¥
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Deficit Financing in India’s Five- Year Plans
Plan of Year Deficit Financing
(Rs. Crores)

First Five-Year Plan (1951-56) 333
Second Five-Year Plan (1956-61) 948
Third Five-Year Plan 1,133
Three Annual Plans (1966-69) 1,006
Fourth Five- Year Plan (1969-74) 2,060
Fifth Five-Year Plan (1974-75—1977-78) 1,426
Sixth Plan (1980-85) 5,000

reduced in the Fifth Plan to Rs. 1426 crores for the
entire period of the Plan. 1974-78 (since it was
terminated a year earlier). In the Sixth Plan
(1980-85) Rs. 5,000 crores have been provided.

CONSEQUENCES OF PEFICIT FINANCING
The possible effects of deficit financing are:

(a) Increase in money supply with the public;
(b) the rise in the level of incomes; and
(c) the rise in the general price level,

Whether deficit financing is utilised for war pur-
poses or for bringing aboul recovery after depres-
ston or for initiating the process of economic
growth, the direct and immediate result is to in-
crease the volume of total money supply with the
public. However, the actual expansion of currency
will depend on the credit policy of the central bank
and the commercial banks and the balance of
payments position.

Defceit financing also results in the increase in the
level of incomes. Increase in government expendi-
ture facilitated by deficit financing adds to the
incomes of the people in the form of wages, salaries,
rent, interest payments, profits, ef¢e. Large amount of
public spending promotes business investment and
hence increases national income.

But the most striking effect of deficit financing is
on the price level. Since, as mentioned above, deficit
financing results in the expansion of money supply
with’ the public, it tends to be inflationary. We
discuss this effect in the section below.

Deficit Financing and Iﬁiﬂation

Deficit financing practised during the depression
in advanced countries does not generate inflationary
pressures, because of the elastic nature of the supply
curves of output. Additional government expendi-
ture leads to an increase in effective demand,
depending on the magnitude of the multiplier.
Similarly, when supply of output can be increased
easily to match additional demand, there need be no
inflationary pressures. In advanced countries, during

A 3
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the depression, there is lot of excess capacity in the

economic system, so that an increase in output
presents no difficult problems.

The situation in under-developed countries,
however, is different. Here. an increase in invest-
ment.does create additional demand, but a corres-
ponding increase in the supply of output cannot be
taken for granted. Firstly, an under-developed
country suffers from the dearth of capital, and there
Is no excess capacity to be utilised for creating
additional supply of consumers’ goods.

Besides, the basic wage-goods industry, i.e., agri-
culture, suffers from an inelastic supply curve, in the
short run. I a subsistence agriculture, when the
demand for agricultural products goes up, the
farmer often lacks the willingness as well as the
ability to increase his output.

The farmer’s demand for non-agricultural
consumers’ goods is limited so that when agricultur-
al prices rise relatively to the prices of industrial
products, the farmer can satisfy his needs with less
effort than before, and his reaction may well be 1o
work less in the next period. Moreover, even if he
wants to increase his output, his ability to do so is
very limited. His holding is a small one and often
lies scatiered all over the village. He lacks resources
to buy more and better seeds and manures; irriga-
tion facilities are also lacking so that even with the
best of wills in the world, unaided by any outside
agency, the farmer’s efforts to increase his output
may not bear fruit.

Thus, in the absence of an elastic supply of
consumers’ goods, a development plan carries wit
it a great inflationary bias, .

. In the earlier stages of development, the inflation -
ary danger is very real indeed. This is because of the
urgent need to invest large sums in the creation of
an adequate system of transport and communica-
tions. Such investments generate demand like ‘any
other investment outlays, yet they do not directly
add to the supply of consumption goods. For all
these reasons, deficit financing in under-developed
countries is full of inflationary potentialities and
these have to be watched carefully so as to keep
them under control,

‘Not Necessarily Inflationary

As already mentioned, deficit financing results in
a net increase in the money supply with the public.
Of course, there is no direct relation between an
increase in money supply and the inflationary rise in
prices. If; for example, the newly created money is
merely hoarded or saved, no inflationary pressure is
generated. But to the extent that new money is used
to offer additional employment to the hitherto
unemployed or the new recruits to the working
force, a large part of it will be spent and hence add
to the volume of effective demand.
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Similarly, if sufficiecnt additional supply of
consumers’ goods can be made available with the
help of additional investment, once again there need
be no inflationary pressures and supply and demand
may be in equilibrium at a higher level,

The inflationary impact of deficit financing also
depends on the extent of monetisation of an cco-
nomy. In case of a 100 per cent monetisation, the
impact of a given amount of deficit financing will be
less.inflationary than when it is only partly mone-
tised. In the case of non-monetised sector, the
increase in money supply is to be viewed against
that output which enters into monetary transactions.

The propensity to consume also affects the infla-
tionary impact of deficit financing. In case propensi-
ty to consume is low, the inflationary impact is
reduced, whereas a high propensity to consume
intensifies the inflationary pressure. Since propensity
to consume is constant in the short run,-the
inflationary impact cannot be managed through the
marginal propensity to consume. Conversely, the
inflationary impact of deficit financing will be less
when the marginal propensity to save is high, and
vice varsa.

Also, the inflationary pressure generated by deficit
financing depends upon the proportion which the
amount of deficit financing bears to the total nation-
al income. The lower this proportion. 1rrc<pc.cllve of
the amount, the lower will be inflationary impuct, In
other words, when the amount of national output
rises proportionately to deficit financing. the prices
too will behave proportionally and the inflationary
impact will be lower. If deficit finagcing leads to
utilisation of unused resources of the economy and
results in increase in output, it will neutralise the
inflationary impact.

The inflationary impact of deficit financing also
depends upon the nature of public expenditure. If
public expenditure only adds to money incomes
without an incrcase in output., the inflationary
impact will be higher. It will be lower if public
expenditure goes into production of goods and
services. On the whole, deficit financing gencrates
inflationary pressures unless supply of goods is
increased rapidly and suificiently.

The management of inflation d:..pcnds on the
effectiveness of government controls, public cooper-
ation and future outlook,

Minimising Inflationary Potential of Deficit Financ-
ing

The following measures will minimise the infla-
tionary potential of deficit financing:

(i) Fiscal Policy. Through a proper disinflation-
ary fiscal policy, the infationary pressures genérated
hy deficit financing can be controlled to some extent.
This involves raising taxes on income and consump -
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ton and reduction of non-essential government
expenditure. Through various tax measures, the
government can mop up a part of the increase in
incomes generated by the development expenditure.
All these measures will reduce the pressure of
demand on the available goods and services.

(ii) Monetary Policy. By adopting a ‘restrictive
monctary policy, non-essential private investment
can be kept under control,«thereby releasing
resources for the expansion of essential Investment.

(iii) Economic Controls, Through sclective credit
controls, physical and fiscal controls, the govern-
ment can influence the behaviour of private invest-
ment and channelise it into desirable lines. For
example, scarce materials can be rationed, building
activity can be controlled and controls imposed on
new Ldplld] issues by the companies.

(iv) Proper Allocation of Resources. All the
above measures have for their aim the reduction of
pressurc of demand. But attempts should be simul-
tancously made to increase the supply of output of
consumption goods. In this connection, a proper
balance must be kept between dgncu]lure and
industry and heavy and light industnes. Agriculture
15 the supplier of basic wage-good, ie. food.
Therefore, a programme of economic development
which fails to lay proper emphasis on the increase in
agricultural. production must run into inflationary
difficulties. Similarly, industries requiring small in-
vestment and maturing quickly should also receive
due emphasis.

(v) Developing Import Surplus. The supply of
gooyds can also be increased by having an import
surplus. In the Indian First Five-Year Plan. for
instance, there was a provisior. for drawing down
our sterling balances by Rs 290 crores'to finance
imports in order to dampen the inflationary effects
of deficit financing. (Actually, however, deficit
financing was much higher than anticipated and
withdrawal of sterling balances-was smaller than
expected). However, there is a limit to which a
country can have an.impart surplus. This is limited
by the availability of resources of [oreign exchange
previously accumulated or by receiving fresh foreign
loans. .

Thus, suitable fiscal and monetary policy can go a
long way in counter-acting the inflationary effect of
deficit financing. But beyond a limit, it is bound to
prove inflationary.

Conclusion .

The above discussion indicates alike the scope
and limitations of deficit linancing. Deficit financing
has a definite place in development finance but it is
desirable to keep it within “safe limits™, The extent
of deficit financing depends on our ability to control
inflationary pressures by keeping demand in check
as well as by simultaneous increase in production.
It is indeed gratifying that through discipline and
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hard work and realising the dangers of inflation, our
country has a unique distinction of having success-
fully controlled inflation and actually achieving a
negative rate of infiation. This has paved the way for
economic growth with stability.

Concept and Principles of Federal Finance

Federal Finance seeks to maximise total welfare.
The economic welfare of an under-developed
region in a federation can be increased by the
dixersion of resources from the developed regions.

The general principle to maximise economic wel -
fare is that each regional or State government
should try to equate marginal social benefit (MSB)
with marginal social cost (MSC). The federal
government will try to do so for the whole country.
Thus the principle of federal finance would be

MSBa = MSBb = MSBc and also
MSCa = MSCh = MSC¢
Here a, b and c are three regions or States.

Inter-Personal Equity: Equalising of marginal
sacial benefits and marginal social cost in the union
as well as the units would require a substantial
inter-arca transfer of resources in a federation for
achieving what Prof. Buchanan calls inter-personal
equity. Inter-personal equity means equal treatment
1o equals. Suppose the per capita in one federating
unit is higher than in another. If the same amount of
a tax is collected in both the federal units, (States)
and the same amount of expenditure is incurred in
both the states, the total tax collection and the total
expenditure made in the rich state will be higher
than in the poor state. The same amount of expen-
diture in both states would mean that a resident of
the rich state will be subject to less tax than his equal
income counter-part in the -poor state. A transfer
of resources will thus be necesary to achieve hori-
zontal equity. Also, the total benefits derived by the
individuals in the two units from public goods may
net be cqual, being more in the richer units than in
the poor ones. This incquality too must be removed
or minimised.

The two practical problems to be tackled in
federal finance are (a) the allocation of resources
between the different regional governments and (b)
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the balancing of resources with the needs of the
regions. For the solution of these two problems, the
following principles have been suggested. These
may be called the principles of federal finance:

1. Uniformity. The principle of uniformity implies
that there should be no discrimination in levying
laxes between one unit and another. That is why. for
instance. in India, income tax. central excise duties.
ctc. are levicd by the Central government and sales
tax, land revenue, ctc. by the state governments.

2. Independence or Freedom. The federal consti-
tution earmarks certain resources to the units in
which they are free to levy taxes and aiso free o
spend. There is no dependence on each other.and
the central government does not interfere. In this
way. each unit will try to develop resources assigned
toit.

3. Adequacy. It 1s also necessary that both the
Central government and the federal units have at
their disposal sufficient resources to carry on their
normal functions, so that there is no dependence of
one on the other.

4. Elasticity. The resources assigned both to the
Centre and the states should be capable of expan-
sion as the requirements increase. In India. this is
made possible by the appointment of a Finance
Commission every five years to recommend further
devolution of resources.

S. Efficlency. Federal finance should also provide
for efficiency or administrative cconomy. The taxes
should be so levied and collccted that there is
minimum evasion and minimum cost of collection.
Also. adverse effects on trade and industry should be
minimised, To ensure the observance of this princi-
ple. taxes of inter-state importance are collected by
the union government and taxes of state importance

by the States. ,
6. Grants-In Aid to Deficit States. Since usually

the State resources are compartively inelastic and
inadequate to meet their requirements it is neces-
sary that there should be a provision for grants-
in-aid to meet these dcficits. For instance. the
Indian Seventh Finance Commission recommended
a total transfer of Rs. 20.842 crores from the Centre
to the states [or the five-vear period 1979-84,

Conclusion. The basic fiscal problems in a federa-
tion relate to allocation. distribution and stabilisa-
tion and it is the duty of federal finance to offer
suitable solutions to these problems.
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APITALISM

1

There is hardly any country today which can be
called a pure free.enterprise or capitalistic economy.
Even the cconomies of the U.S.A. and the UK.,
which are called capitalistic economies, are exam-
ples of mixed cconomies. But basically, they are still
free market or capitalistic economies, because even
now major role in their economies is played by
private enterprise and capital. )

Definition

Under capitalism, all farms, factories and other
means of production are the property of private
individuals and firms. They are free to use them
with a view to making profit, or not to use them, if it
so suits them. The desire- for profit is the sole
consideration with the property-owners in the use of
their property Besides free and unfettered use of
their property, everybody is free to take up any line
of production he likes and is free to enter into any
contract with other fellow-citizens for his profit.

Although all modern States do impose certain
restrictions on economic freedom in the interest of
gencral welfare, yet cven these restrictions leave
much latitude to the propertied class to use their
property in any manner they like, to start any
business they think profitable to themselves, and to
enter into contracts they think necessary in their
own interest.

What to produce, how to produce and for whom
to produce—all these central problems of economics
are seltled by the frce working of the forces of
demand and supply. The economic development of
the US.A., the UK. and the Western European
countries took place under capitalism or under the
~ system of free enterprise. In the words of Prof.
Loucks, “capitalism is a system of economic organi-
sation featured by the private ownership and the use
for private profit of man-made and naturc-made
capital.”!

L. Loucks—Comparative Economic Systems.
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The definition of capitalism, given by the Webbs,
brings out the necessary implications of the systém.
They define it thus: “By the term ‘capitalism’ or the
capitalistic. system’ or as we prefer the ‘capitalist
civilisation’, we mean the particular stage in the
development of industry and legal institutions in
which the bulk of the workers find themselves
divorced from the ownership of the instruments of
production in such a way as (o pass into the position
of wage-earners whose subsistence, security and
personal freedom seem dependent on the will of a
relatively small proportion of the nation, namely,
those who own and, through their legal ownership,
control the organisation of the land, the machinery
and the labour forces of the community and do so
with the object of making for themselves individual
and private gains”.

Outstanding Features of Capitalism

A study of capitalism reveals several outstanding
features of this system:

(i) Right of Private Property. The most impor-
tant feature of capitalism is the existence of private
property and the system of inheritance. Everybody
has a right to acquire private property, o keep it,
and, after his death, to pass it on to his heirs. The
result of this system is that inequalities of wealth
distribution are perpetuated. The rich people
become richer and the poor become poorer.

Allied with this feature is another, viz, that
instruments for production are owned by private
individuals and they are managed by the owners of
farms and factories. They carry on the business of
agriculture, trade and industry for their own person-
al profit and not for the benefit of the society. The
result is that the lion’s share of the national dividend
goes to the powerful capitalist and the rich landlord.
The masses are exploited and do not get a fair return
on their labour. :

(i) Freedom of Enterprise. A very outstanding
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feature of the capitalistic order of the socicty is
cconomic  freedom. This freedom  implies three
things: (a) freedom of enterprise, (b) freedom of
contract, and (c) freedom to use jone's property.
Everybody is free to take up any occupation that he
likes or start any business he likes and to enter into
contracts or agreements with his fellow -citizens in a
manncr most profitable to him. Every citizen has the
freedom to form any firm or company and set up a
factory anywhere he likes provided he has the
requisite capital and abllny

Actually, however, there is no absolute freedom in
these respects: In the interest of general welfare,
certain restrictions are imposed by all States on
individual rights. Freedom to choose one’s occupa-
tion is only in name. Family influence, the resources
of an individual, prejudices, and other social restric-
tions stand in the way of a person choosing the
occupation that he likes. The result is that only
poorly-paid occupations are open to the poor.

(iii) Freedom of Choice by the Consumers. An-
other important feature of capitalism is that every
consumer enjoys a freedom of choice of the com-
modities and services that he wishes to consume.
He cannot be forced to consume any particular
commodity or scrvice nor can he be forced Lo give
up the use of any “ommodity or service. Under
capitalism the consumer is sovereign. Of coursc, the
consumer's sovereignty is limited by the consumer’s
income and the availability. of goods. It is the
consumer's likes and dislikes which determine the
magnitude and pattern of production. (We discuss it
more fully below).

(iv) Profit Motive. Still another characteristic of
capitalism is that the profit motive of indivi-
duals pgoverns business enterprise. It is the
profit motive which induces people to undertake
any productive activity. To make profit is the
primary motive of entrepreneurial activity and not
love of society or social service. Those commodities
and services are produced under capitalism which
are expected to yield maximum profit. Hence, what
to produce and how much to produce is determined
by individual profit rather than by social benefit. It
is the profit motive which induces businessmen to
make the optimum use of the factors of production.
Thus, profit motive is the mainspring of all econo-
mic aclivity under capitalism.

(v) Class-Conflict. From this arises another fea-
ture of this economic order, viz,, that there is class-
conflict. The society has been divided into two
classes, the “haves™ and the “have-nots™ which are
constantly at war with cach other. Conflict between
labour and capital is going on in all capitalistic
countries, and there seems to be no near solution of
this problem. One regards the other as its natural
encmy. It scems that this class conﬂuct is inherent in
capitalism.

{vix Un-co-ordinated Nature. A very remark-
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able feature of this economic order is its unco-
ordinated nature. There is no conscious regulation
or central direction of economic aclivity. Everything
seems to go on automatically. Production is con-
ducted as a result of the decisions of numerous
isolated entrepreneurs. It is lso at the same time
influenced by the vast army of individual consumers
who make their decisions without consulting one
another. The consumer is the king. It is consumers’
preferences (or aversions) which finally decide what
should be produced and  what should not be
produced. They furnish the demand side and the
unco-ordinated activities of the producers the
supply side. Somchow the demand and supply
adjust themsclves to each other. Price serves as the
sign-post or the signai Price influences the
consumers as well as the producers. That is why the
present s'ystcm has been described as a “government
by price.’

(vii) Entreprencurs Role. A prominent feature of
this economic order is the vital role which the
entrepreneur plays under this system. The entire
productive machinery of the country is" under his
direction. It is he who hires the other factors of
production and undertakes to pay them. He is the
sole agent of the community in the matter of
production. [t is difficult to sec how the present
system can work at all in the absence of lhc
entrepreneur. Everything hinges on him.

(viii) Control with Risks. We also notice another
feature of the present economic system, viz., the
control of business goes with risk. This has been
called the Golden Rule of Capitalism. He who risks
his money must also control the business. He who
pays the piper must call the tune. If capital belongs
to some other people and the control is vested in the
hands of those who have no stake in business, we
can imagine that the decisions will be made in a
very irresponsible manner.

(ix) Competition. This is another characteristic of
capitalism. The producers compete with one another
to get the consumer’s choice or in selling the
commodity as much as they can through advertise-
ment. They may cut the price or improve the quality
of the product or offer other concessions to the
purchasers. On the other hand, there is also compe-
tition among the buyers to obtain the commodity
who bid against one another and offer higher prices
for the purpose. Similarly, there is competition
among workers for jobs.

It may also be pointed out that pure or perfect
compeltition is rare in capitalism. In the real world,
there is imperfect or monopolistic competition. Pure
competition is only an exception. Also, the
producers generally combine to form monopolies or
oligopolies to maximise their profits by charging the
maximum prices they can.

We may also. notice that this economic order is
not only based on competition, but also on combin-
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ation or co-operation among ithe various inierests.
The buyers compete with buyers and the sellers with
sellers; the labourers compete with one another in
order-to get jobs but they also combine in trade
unions to fight the capitalists. Similarly, the em-
ployers not only compete among themselves but
they also combine to form associations to safeguard
their interests. Thus, under capitalism, combination
and competition go side by side.

(x) Importance of Price System. Capitalism is

=said to_be governed by price. It is the price-
mechanism which facilitates the functioning of capi-
talism. It is the price which equates the demand and
supply of commodities and factors o f production
For instance, if supply is short, price rises and
demand is cut to the size of supply. If supply is
large, the price comes down so that the extra supply
is taken off the market. Price is a signal which
guides the producers as to what to produce and what
not to producc. A higher price is also a warning to
the consumers to cut down their consumption.

(xi) Economic Inequalities. A feature of capital-
istic countries is the glaring incqualities of wealth
and income. A few are very rich indulging in all
sorts of conceivable luxuries, whereas the masses are
not able to get even two square meals a day. What
is more painful is that the gulf between the rich and
poor is ever widening. The inequalities arise. from
unearned incomes which are due to uneven distri-
bution of wecalth. Larger wealth yields higher in-
come.

- SOVEREIGNTY OF THE CONSUMER

Under capitalism or the system of free enterprise,
the consumer has been compared to a king. The
cntire productive machinery .is supposed to work
under his sovereign sway. His whims; prejudices and
desires seem to rule the world of production. The
cntreprencurs of modern industry are his bond
slaves and so many servants to carry out his com-
mands. If the consume: is pleased, the entrepreneurs
are happy and prosperous and if the consumer is
dissatisfied. the entreprenenrs’ fate is sealed. Thus,
the consumer is said to be the monarch of all he
surveys. _ .

In the past, the consumer’s rule was manifest. The
consumer placed the order, say, for shoes, clothes,
efc., and the market simply carried out the order
faithfully. The consumer got what he wanted. He
was undoubtedly the sovercign.

But the modern producer does not work to order.
He anticipates demand. It is the business of the
entrepreneur o make a shrewd guess as to what
would satisly the consumer the most. Here again,
the consumer’s preferences exert their full weight. If
the entreprencur is not sufficiently intelligent to
gauge rightly the requirements of th~ consumers, or
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if the prices fixed by him do not suit the pockets of
the consumers, his goods will not sell. .
In a capitalist economy, such wventuies will

“succeed as satisfy the consumers the most. Universal

consumption is something like universal suffrage; it
is a democratic m.ans of control. The only qualifi-
cation required for consumption is the poss2ssion of
income with which to acquire the desired goods. “In
economir elections, a consumer casts as many votes
as he has dollars to spend. If the economic electorate
decides to spend its money for baubles instead of
essentials, for shoddy goods instead of genuine
articles, for things that are ugly instead of things that
are beautiful, such things will be produced.
Consumer’s choice, whether it is wise or foolish,
guides the operations of our industrial system. It is
like closing an electric circuit and thereby tuming.on
a current that sets the wheel of the productive’
mechanism intq motion.”? :

Thus, the rationale of all economic activity 1s the
satisfaction of the consumer's wants.

Limitations

But the consumer is not so despotic a monarch as
he is supposed to be. At best his case may be one of
constitutional or limited monarchy. A constitutional -
monarch reigns but does not rule. There are some
serious limitations on the authority of our sovereign,
the consumer:

The most important check on his authority arises
from the size of his income. The things do not
move according to his command unless he uses the
money-whip. The consumer wants pure ghee but he
has to be content with Dalda for lack of means to
pay. Thus, the real wants of the consumers go-
unsatisfied under capitalism and only those wants.
can be satisfied which are expressed in money.

Further, the individual consumer does not count.
It is only the combined demand which rules.

The satisfaction of the consumer depends on the
goods actually available in the market, There are
physical limitations too. Actual production depends
upon technical knowledge at the moment, and the
development of technique may lag behind
consumer’s desires. We want noiseless trains but we
must wait till the technique develops. Consumer’s
preferences are generally ahead of what is available
at the moment.

High pressure salesmanship and persistent adver-
tisement modify the real desires of the consumers.
The propaganda machinery is directed to mould and
to control consumer’s tastes. They are thus induced
to buy something different from what they would
have purchased otherwise. Our sovercign, the
consumer, is impotent and helpless. That business-
man succeeds who does not merely satisfy the felt

2. Kiekhofer, W.H., Economic Principles, Problems and
Policies, 1936, p. 652.
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wants of the consumers, but who is able to direct the
consumers’ tastes towards his particular brand. Huge
amounts of money are being spent on advertisement
in every country. At every strategic corner on the
roadsides, on the railway platform, on the trunks of
trees and telegraph poles, on the houses and buses
and trams, a consumer is faced with attractive
advertisements.

According to Ely, “Expenses in the United States
for national advertising #one arc estimated to
average nearly 10 dollars for every man, woman and
child. The cost of advertising,in cach issue of
the Saturday Evening Post is nearly a million
dollars.”? Here is another estimate: “In the United
States alone about half a million persons are nor-
mally employed in advertising and that nation’s
annual adverusmg bill runs from 14 to 2 billion
dollars.”*

These amounts are not being spent to please the
consumer but to enrich the producer. Every rupee
spent on advertisement and salesmanship is a nail in
the coffin’of the consumer's sovereignty. We do not
agree with Benham when he says that a monarch
may be advised and cajoled as to some of his
activities even by his slaves, but he remains a,
‘monarch nonetheless. This is a case of nominal
sovereignly, a very poor specimen of monarchy
indeed.

Here 1s an evidence of the consumer’s helpless-
ness. “No doubt the public is spending a tremendous’
amount yearly—and it comes from thost who can
least afford it—for lamps that are both a fire and
health hazard, for toasters that we dare not touch
once they are heated up, for automatic irons that
burn and destroy fine rayon goods when set for the
lowest temperature. for curling irons, vibrators,
massagers which are so poorly insulated that only a
person totally ignorant to the potential shock of
110-120 volt supply would dare use such an ap-
pliance.” This is true of most lines of production. .

The monopolists too exercise contro} over ‘the
consumers. in modern times, there is a tendency
towards combination or cartelisation, and a few
firms or companies come to control the entire
output. They can easily dictate their terms to the
consumers, who have no say in the matter of price or
the range of production.

Then, there is the Government contrel with which

L9

we have now become well acquainted. Even in -

normal times the government either prohibits or
restricts. the consumption of certain articles, e.g.,
intoxicants. The Government can exert influence on
the trends of production. Besides, the Government
itself is the biggest consumer and is in a position to

3. Ely. R.T.—OQutlines of Economics, 1930, p 145.
4. Kiekhofer, op. cit.. p. 154.
5. Moore and Others—AModern Econonics.
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set the pace in the matter of price as well as the
quality of goods produced.

Consumer’s own habits bind him and he is

reluctant to make any departure from his set scales

of preferences. The freedom to choose, therefore, is
not exercised.

Environments and conventions of society also
exercise a restraining influence on the consumer’s
choice. Therefore, the unrestricted freedom of the
consumer is a mere myth.

The consumers are generally ignorant and do not
know what is best for them. Their blind choice does
not always accord with their sclf-interest. Lack of
knowledge, therefore, is another ‘hindrance in the
way of exercise of the consumer’s sovereignty. If
the consumer is a giant, he is surely a blind giant.

Production of standardised goods, irrespective of
the individual tastes, is a conclusive proof that the
modern economic system pays scant attention to the
consumers’ wishes. The consumers are bulked
together and treated en masse, not like a king but a
herd of sheep.

Conclusion

It is really very difficult to convince a poor
villager or a factory hand that he is the sovereign of
all he surveys and that factories are working, trains
and ships are moving and the businessmen sitting at
their shops or running to and fro in the market—
are all trying to serve him and satisfy him rather
than line their own purses.

The fact is that neither consumers nor producers

‘alone are sovereign. Economic prosperity of a

country lies in a proper balance between consump-
tion and production. In the words of Ely, “Progress
is dependent on alert and responsive consumers as
well as on prudent and efficient producers. Sluggish
consumers, sluggish producers.”

MERITS OF CAPITALISM -

That capitalism has survived for centuries and is
still going strong shows that the system must have
certain inherent merits. We may note below the
main merits:

(i) Automatic Working. One merit of capitalism
is that it does not require any central directing
authority for its functioning. It functions automati-
«ally through the price-mechanism as we have
expiained above. If al any time. there is some
disturbance in the economy, it is rectified through
price change. On the contrary, socialism can func-
tion only through active state intervention. Thou-
sands of people are employed in preparing a plan
for working of the system and crores of rupees are
spent in the formulation and implementation of the
plan. But capitalism functions automatically through
the price system without there being any need for

39-B



CAMITALISM f .
incurring such cxpenditure simply to make the
system work.

(ii) Higher Efficiency and Incentive to Hard
Werk. Arnother: merit of capitalism is that under
capitalism workers and entrepreneurs are encour-
aged to improve their efficiency and put in hard
work. The entrepreneurs are induced to work hard
and work more efficiently to earn higher profits.
Since the more efficient and hard working labour
can earn higher wages, they have the incentive to
improve their efficiency. Hence, under capitalism,
the entire manpower resources of the country (lab-
our and entrepreneur) work the hardest and most
efficiently. In this way, the national output increases
and economic development is accelerated.

(iii) Higher Rate of Capital Formation. As we
have already mentioned, people under capitalism
have the right to hold property and pass it on in
inheritance to their heirs and sucecssors. Owing to
this right, people save a part of their income so that
it can be invested to earn more income and leave
larger property for their heirs. The rate of capital
formation increases when savings are invested. This
accelerates economic growth,

(iv) Economic Development and Prosperity. The
supporters of capitalism point to the rich variety and
abundant supply of goods and services. The lure of
profit compels the entrepreneurs to take risks, and
to conquer new fields in production. Standard of
living has risen all round, comforts of life have
increased. and life has become richer and fuller.
This is the service rendered by capitalism to society.
As we have alrcady said, capitalism offers great
incentive for saving and large opportunities for
investment. [t encourages innovation and technolo-
gical progress and the optimum use of resources. It
is thus conducive to economic growth and prosperi-
ty.

(v) Optimum Utilisation of Resources. The
limited resources of the community are put -to the
most economical uses with as little waste as possible.
There is keen competition among producers and
entrepreneurs to produce and sell goods. Every
producer and entrepreneur tries to use Lthe produc-
tive resources at his disposal in the most economical
manner in order to make maximum profit. The
person responsible for the waste receives prompt
punishment for his miscalculation in the form of
losses or bankruptcy. In this way. capitalism encour-
ages the most cfficient use of the resources of the
country. ’ i

(vi) Just System. The richest reward under capi-
talism goes to the ablest. the most daring as well as
the most prudent entreprencur. A man who takes
the initiative and shows extraordinary resourcelul-
ness and pluck makes the highest profits. Nothing
seems to be more just than that the rewards should
be apportioned according to merit. ,

(vii) Democratic. The consumer's control gives

»i

“the system a democratic tinge. Nobody likes that his

consumption should be dictatec by some superior
authority. In the cupitalist economy, an attempt is
made to adjust production to the consumers’ wishes.
They consume what they like and not what is
supplied to them. That is, the consumers control
production. The consumers constitute the general
public, Hence, the system is democratic.

(viii) Encouragement to Enterprise and Risk-
taking. Another important merit of capitalism lies
in this that it encourages the entreprencurs o take
risks and adopt bold policies, because in this way
thcy can make higher profits. Higher the risk,
greater is the profit. They also make innovations in
order to cut their costs and maximise their profits.
These innovations result in the improvement of
production techniques and lowering of the costs of
production. Hence, capitalism brings about a great
technological progress in tne country.

(ix) Adaptability. Finally, if the survival of the
fitlest is any criterion of the soundness of a system,
capitalism is indeed sound and strong. So many
crises have overtaken the system, but it somehow
emerges, a bit crippled no doubt, but victorious. Its
adaptability to the changing economic conditicns is
indeed surprising. What greater proof do we need of
its toughness and resiliency than the wonderful
manner in which it has stood the strain of costly
wars?

DEMERITS OR CRITICISM OF CAPITALISM

But capitalism is now being assailed from all
directions. The following are the main grounds on
which it is attacked:

(1) Wasteful Competition. Competition, which is
the cardinal feature of capitalist cconomy, is a sheer
waste. Colossal expenditure is incurred on adver-
tisement and salesmanship simply to defeat a rival.
Resources employed by those who are defeated in
the race, go to waste. Cut-throat competition does
n confer any corresponding social benefit, though
it may be advantageous to the firms concerned.

Competition results in the production of too many
varieties. A reasonable variety is all right, because it
offers alternatives to consumers. But too much
varicty is wasteful, because a small variety, but cach
large in gquantity, can be more economically
produced.

There is no doubt that the efficiency of th.
capitalistic system depends on the existence of free
competition and the mobility of the factors of
production. But the existence of friction, legal, sucial
and economic. hampers free competition with the
result that the factors of production often lie idle.

(ii) Human Welfare Ignored. The supposed har-
mony between the interests of the consumers, i.e.,
the socicty. and those of the producers. does not
actually exist. Lack of free competition, deliberate
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deceit practised by unscrupulous producers and the
ignorance and the impotence of the individual
consumer turn the consumer-king into an abject
slave, a victim of exploitation. The economic deci-
sions made by individual entrepreneurs and
producers under capitalism are based on their

self-interest and not from the point of view of good .

of the society. The producers produce those com-
modities and in such quantities that the difference
between price and cost is the maximum so that their
profit is maximised. However necessary and useful
the commodity may be the producers will not
produce it if price does not exceed the cost, because
it is only the profit motive which drives them. Social
welfare is ignored altogether.

(1ii) Economic Instability and Unemploy-
ment. The recurrence of the trade cycles, due to
over-competition and over-saving resulting inover-
production, must be considered one of the bitterest
fruits of capitalism. Production is unplanned and is
being .augmented by ever increasing accumulation
of capital, while the bulk of the consumers are being
impoverished more and more. In these circum-
stances, it will be a miracle if there is a proper
balance between production and consumption. The
result is economic instability. Booms are followed
by slumps and when there is depression there is
large-scale unemployment. The workers, who con-
stitute the bulk of the nation, have to live under a
perpetual dread of losing their job. They have no
sense of security. There was mass unemployment
during the Great Depression of 1929-34 and even
political stability of certain States was threatened.
When there is boom, there is the danger of inflation
which also entails large-scale suffering especially of
the poor and fixed incomists.

(iv) Property Rights Take Precedence Over
Human Rights. Capitalism lays undue emphasis on
property rights as against human rights. Man, the
first of God’s creation, is treated like an ordinary
chattel. Money, not man, rules the world and
debases humanity.

(y) Class-Conflict. Capitalism has sown the
s¢eds of eternal social unrest by dividing the society
into two hostile camps of capital and labour, the
‘haves’ and *have-nots'. They look sullenly at each

other, and are ever on the look out for an opportun--

ity to fight. This is due to the fact that their intercsts
chntinually clash. The labour wants higher wages
and short working hours which is against the inter-
ests of capitalists. Strikes and lock -outs are inevita-
ble.

(vi) Social Injustice and Economic Inequity. The
extreme inequality of wealth distribution, which is
being accentuated as time goes on, is the most
galling outcome of capitalism. As G.D.H. Cole
remarks, “There is a world of difference in terms of
happiness between the high priest and the slaves in
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the temple of industry.”™ On the one hand, there-are
a few rich people and, on the other, the vast masses
fabulously steeped in abject poverty. The former are
enjoying a luxurious life cven without working, .
whereas the latter cannot get two squarc meals a day
even after putting in hard labour. They are clothed
in rags and live in hovels and their children often
die from lack of milk and medicine. whereas even
the rich man’s dogs are better fed. A system which
results in such social injustice and economic inequa-
lities deserves to be condemned,

Thus, capitalism is full of frustrating anomalies,
the few indulging-+n all conceivable luxuries and the
majority living under semi-starved conditions. The
crops are rotting while human beings are starving,
and machines are lying idle inside the factories.
while unemployment is raging in all its fury outside.

(vii) Misallocation of Resources. Capitalism is
also criticised on the groynd of the misallocation of
the productive resources of the country. Production
under capitalism is not undertaken mercly 1o sutisfy
the basic needs of the masses of pcople. The
productive resources are utilised for the production
of luxuries for the rich without producing sufficient
quantity of goods for mass consumption. It is true
that under capitalism production is carned on
according to the wishes of the consumers. But since
there are great inequalities in income and wealth.
and demand depends on the purchasing power of
the people, the rich people are able to exert greater
pull in the product market,

The producers take decisions about production on
the basis of market price, hence it is more profitable
for them to produce luxuries because the rich people
can buy them at higher prices. On the other hand,
sufficient quantity of consumer goods cannot be
produced for the poor because they cannot afford to
pay sufficient prices for such goods. The aggregate
satisfaction can be increased by using productive
resources in the production of goods for the poor
instead of for the rich. But this is not possible under
capitalism where production is governed not by the
wishes and needs of the poor but by market prices.
The market prices are not a correct index of the
wishes and needs of the general public, because the
rich people are able to influence the market prices
by their higher incomes.

(viil) Emergence of Monopolies and Conccnlm-
tion of Economic Power. It also happens - under
capitalism that perfect and free competition ceases
to prevail and instcad big combinations of powerful
producers and monopolies emerge aguinst whom it
becomes difficult for an ordinary entreprencur to
compete. These big monopolies come to control the
market on account of the huge resources that they
command. and small producers are squeeczed oul.

0. Principles of Lconomic Planning, 1935, p. 3.
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Thus, under capitalism free enterprise is merely
nominal; it is not free enterprise for all. Actually.
only those entreprencurs are able to undertake
business who command large resources. The mono-
polists produce small quantity but charge high prices
and thus exploit the consumers. Also, the big busin-
esses control many types of businesses and industrial
concerns at the same time. Hence, there is lot of
concentration of economic power in a few hands.
The concentration of economic power is considered
to be one of the major defects of capitalism.

(ix) Malpractices. In recent years, the image of
capitalism has been tarnished by sharp practices (or
malpractices) indulged in by big industralists and
businessmen. Such practices include payment of
handsome salaries to influential dircctors, the large-
scale evasion of fiscal laws, luxurious living at
nation’s cost and persistent generation of black
money through clandestine deals and surrcptitious
transactions. The scamy side of capitalism has been
thoroughly exposed by the scandals circulating
about the big business personalitics. For example,
the recent Lonrho affair rudely shook the U.K. by
the misdeeds of the British mining and trading
tycoons. In a debate in the House of Lords, even
Prime Minister Edward Heath conceded that the
malpractices ‘“‘constitute the unpleasant and unac-
ceptable face of capitalism.” The labour peers
warned that the system was “so uncivilised that it
gravely imperilled the future.”

Conclusion. These few points constitute a suffi-
cient indictment on the present system. Ruthless
exploitation of women and children, callous disre-
gard of the aged, the sick and the unemployed, and
the mercenary motives mainly governing human
relations have all pricked the social conscience, and
people are furiously looking round for an alterna-
tive. Already, the death-knell of capitalism has been
tolled over a large part of the globe. People now
proudly put forward their progressive views in
capitalist countries. As an cscape from the intolera-
ble conditions prevalent under capitalism, the chief
alternatives suggested are: Planned Capitalism,
Socialism and Communism. In the meantime, the
governments of capitalistic countries are taking
active steps to remove the glaring defects of capita-
lism like ccenomic instability, unemployment,
economic inequalitics by adopting appropriate fiscal
and monctary policies and by converting themsclves
into welfare states.

CHANGING FACE OF CAPITALISM:
TOWARDS THE WELFARE STATE

Capitalism has shown wonderful vitality, resi-
lience and adaptability to changing circumstances
and situations, No wonder that it has not merely
survived but has been flourishing and it has belied
the hopes and fears of those who predicted its
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disintegration and doom. What is rcmarkable 1s the
swift transformation which has come aboul in the
structure of capitalism, and the wclfare state has
emerged as an aspect ol capitalism. This is a
self-corrective step, The liberal constitutional tradi-
tion which built capitalism is now moulding it into a
concept of welfare state.

What is a Welfare State?

“The wellare state is a form of sociely character-
iscd by a system of democratic. government-
sponsored welfare placed on a new footing and
offering a guarantee of collective social care to its
citizens, concurrently with the maintenance of a
capitalist system of production™. (Piet Thoenes). It is
a system which puarantees to the citizens freedom
from want and [car. It looks after him lrom the
cradle to the grave. meeting all his vital and
reasonable requirements in the matter of education,
health, housing. employment. old-age pensions, etc.
It takes off all his wordly worrics as it were. Wellare
State may also be defined as under—

“A civil community in which the instrumentalities
and the authority of government are employed to
establish. maintain and guarantee Lo its citizens
certain specific conditions of physical and sociologi-
cal protection, benceficial services. and institutiona-
lised opportunities that arc considered to be essen-
tial to general public welfare of the State and to the
corresponding personal well-being of cach citizen.™!

This is the direction in which modern capitalism is
moving. It was duc to Keynes's strong advocacy of
State intervention and expansion of State activities
that this social revolution was brought about.

In England. the National Insurance Act of 1946
provides to every one in the country sickness benefit,
guardians’ allowance, death grant, maternity ben-
cfits, widows' benefits. un-employment benefit. ete.
Now children attending school run by local authori-
tics do not pay any fees and they get books and
cquipment free. They are also provided milk during
school hours free, Meals and milk on a modest scale
are provided in India too. A number of social
sccurity measures are on the statule book e.g.
Employces’ Provident Fund. Maternity Benefit Act,
Employees State Insurance Scheme. Social Security
for Old and Disabled. Family Pension Scheme.
Pension for widows. Tt is. however. a far ¢cry from
the comprehensive social security provided in the
west.

Thus the transformation of capitalism to a sort of
welfare capitalism is the most remarkable develop-
ment of modern times. It is due not only to the
working of democratic forces in the State, but what
is important to note s, that several capitalist enter-
prises have antroduced welfare schemes for their
workers,

1. Perspectives on the Welfare State edited by S. P. Aayar.
1966, p. 133.
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SOCIALISM

Definition

Socialism, as an alternative to capitalism, has the
widest appeal. A Swedish king once remarked 1o
his minister, “If one is not a socialist up to the age of
twenty-five, it shows that he has no heart; but if he
continues to be a socialist after the age of 25, he has

no head”. Socialism seems to have caught the-

imagination of youth all the world over.

For a long time, the definition of socialism as
given by the Webbs was accepted by a majority of
the socialists. Their definition runs thus: “A socia-
lised industry is one in which the national instru-
ments of production are owned by public authority
or voluntary association and operated not with a
view to profiting by sale to other people, but for the
dircct service of those whom the authority or
association represents”. This definition does not
correspond (o the present notion of socialism.
because it does not imply any idea of planning,

The definition given by Dickenson seems to be
better. According to him. socialism is an economic
organisation of society in which the material means
of production are owned by the whole community
and opcrated by organs representative of, and
responsible 1o, the community according to a gener-
al plan, all members of the community being
entitled to benefits from the results of such socia-
lised planned production on the basis of equal
rights. !

According to another definition which brings out
the implications of socialism more clearly, “Socia-
lism refers to that movement which aims at vesting
in society as a whole, rather than in individuals,
ownership and management of all nature-made and
man-made producers’ goods used in large-scale
production to the end that an increased national

I. UDickenson, H.D.—Economics of Socialism, 1939, p.
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income may be more equally distributed without
malerially destroying the individual's economic
motivatiorn or his freedom of occupational and
consumption choices.”” In Mornson’s words, “the
important essentials of socialism are that all the
great indwstries and the land should be publicly
or collectively owned, and that they should be
conducted (in conformity with a national economic
plan) for the common good instcad of private
profit.?

There is no complete agrecment as to what
socialism exactly is. It seems there are as many types
of socialism as there are socialists. Socialism has
been compared to a hat which has lost its shape
because everybody wears it. It has been aptly
remarked that “Socialism has been called many
things and many things have been called socialism.”

The kaleidoscopic nature of socialism has been
described by Shadwell thus: * It is both abstract anay
concrete, theoretical and practical, idealist and’
materialist, very old and entirely modern; it ranges
from a mere sentiment to a precise programme of
acting; different advocates present it as a philosophy
of life, a sort of religion, an ethical code, an
economic system, a historical category, a judicial
principle, it is a popular movement and scientific
analysis, an interpretation of the past and a vision of
the future, a war cry and the negation of war, a
violent revolution and a gentle revolution, a gospel
of love and altruism, and a campaign of hate and,
greed, the hope of mankind and the end of civilisa.:
tion, the dawn of the millennium and a frightful
catastrophe.” How paradoxical!

From the definitions given above, we are in a

2. Loucks and Weldon Hoot—Comparative Economic
Systems, 1948. -
3. Readings in E£conomics, edited by P.A. Samuelsoh,
Second Edition, p. 430. ’
4. The Quarterly Review. July 1924, p. 2,
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position to understand the basic idea/ideas underly-
ing socialism. In simple words. socialism implies
social ownership of means of production. But
besides social ownership of instruments of produc-
tion, socialism implies several other things. It im-
plies equality of incomes and equality of opportuni-
ty for all. Socialism does not mean that all produc-
tive resources should be owned by the State, only
the major- instruments of production should be
under the State control so that economy is run for
social benefit rather than private profit. Socialism
wants to change the old capitalistic structure of
society and replace it by a new economic order
based on equality and social justice. Instead of
special prerogatives and vested interests, socialism
lays emphasis on work and ability and equal oppor-
tunities for all regardless of caste, class and inherited
privileges.

Authoritarian Socialism versus Liberal Socialism

It may be instructive to distinguish between two
types of socialism: (a) Authoritarian Socialism, and
(b) Liberal Socialism. In authoritarian socialism,
State ownership covers all the means of production
and allocates them by planning for the production
of various goods. In this system, there is no sover-
cignty of the consumer nor any freedom for the
labour to organise themselves. What to produce,
how. to produce and how is output to be distributed,
how much is to be invested for economic develop-
ment—all these decisions are made by the govern-
ment. This authoritarian socialism is generally
called communism which is prevalent in countries
like Russia and China.

On the other hand, under Liberal Socialism, the
government lakes up the ownership of the means of
production, but the price system or market mechan-
ism is retained. The consumers are given the choice
of consumption. The managers of factories appoint-
ed by the government produce commodities consi-
dering the consumers’ demands and the prices of the
factors supplied by the government. The concept of
Liberal Socialism has been propounded by the
cconomists like Dickinson, Lange and Taylor.

MARXIAN SOCIALISM

Karl Marx, who wrote in 1867 his famous book
Das Kapital, the Bible of socialism, is considered to
be the father of scientific socialism. He tried to put
the theory of socialism on a scientific basis. His
theory led him to the conclusion that capitalism was
doomed to decay. -

Main Elements in Marxian Theory

The chief points of the Marxian theory are
discussed below:

(i) Materialistic Conception of History. Karl
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Marx seeks to explain every event of history on
economic ground. He gives an economic interpreta-
tion of history. All wars, riots and political move-
ments have their origin in cconomic factors.
There is an appropriate political organisation, cor-
responding to every cconomic stage. A capiltalist
economy, for example, will evolve a system of
government which perpetuates and supports
property rights.
* He goes on to explain how capitalism will gener-
ate conditions which will replace it by socialism. The
capitalists will grow in wealth as time passes, but
will become fewer and fewer, the bigger whales
swallowing the smaller ones. Monopolies will be
created, production will expand necessitating
scramble for markets abroad. This will lead to an
imperialist war, and one war will bc followed by
another more terrible than the preceding one till
capitalism perishes in the conflict. and the dictator-
ship of the proletariat is established.

(ii) Labour Theory of Value According to Karl

. Marx, value represents the human labour used in

production. In other words, the value ol a commo-
dity depends on the labour used in the production of
that commeodity. It is equal to the socially necessary
labour time. Marx defined valuc of a commoditty
“as the labour time required to produce an
article under the normal conditions of production
and with the average degree of skill and intensity
prevalent at the time.™$

Karl Marx has given the same definition of
capital as Ricardo has defined it on the basis of past
labour. As for differences in quality of labour, he
considered efficient labour as a form of intense
labour. According to him, a given quantity of skilled
labour is equal to a bigger amount of ordinary
labour. He said this deficiency is continuously being
made good. Whatever may be the amount of skilled
labour used in the production of a commodity but if
it is equated to a commodity produced by ordinary
labour, its price will represent only a given
quantity of ordinary labour. According to Marx,the
ratio of skilled labour and unskilled labour is fixed
by convention. In his view, skilled labour is more
valuahle because, as compared with unskilled
labour, it requires more time and labour

(ili) Theory of Surplus Value and Exploitation.
Marx propounded his theory of surplus value on the
basis of his theery of value. He said that in order to
enable labour to carry on the work of production, he
should have some instruments of production and
other facilities but he lacks these facilities. Hence, he
has to sell his labour to the capitalist. [t is, however,
not necessary for the capitalist to pay labour the full
value of the product produced by him. Here Karl
Marx supported his theory on the basis of a

5. Capital, Vol. | Chapter I, Sec. 1.
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ciassical theory, viz., the subsistence theory of value
according to which the level of wages is determined
by the subsistence of the worker. What happens is
that a worker ‘continues working even afler he has
eamed sufficient amount of money for his subsis-
tence. That is, he continues working even beyond
the time when he has put in labour worth its price.
Sometimes he works for 12 hours, whereas six hours’
labour was enough to compensate the capitalist,
Thus, work of labour force is not nierely to produce
value equal to its price but much more. This surplus
value is the difference between the market value of
the commodity and the cost of the factors used in
the production of the commodity. Karl Marx says
that the manufacturer gets for his commodity more
than what he has spent on labour and other costs.
The excess of market value over the costs is the
surplus value. By using this surplus value. the
capitalist can get still more surplus.

This surplus is the creation of labour. It is created
because labour is paid much less than is due to it.
He characterises the appropriation of the surplus
value by the capitalist as robbery and exploitation.
A commodity, according to him, is simply ‘crystal-
lised labour’ or ‘congealed labour’.’ In this way, the
capitalist class goes on becoming richer and richer
through exploitation of the working class. Thus,
Karl Marx propounded his theory of exploitation on
the basis of the theory of surplus value.

(iv) Capitalist Development and its End. ‘Accord-

ing to Karl Marx, the forces that operate in the
capitalistic system lead to greater and greater ex-
ploitation of labour. The capitalists compete against
one another to increase their profits. Like Ricardo,
Karl Marx asserted that in the long run wages have
a tendency to fall to the minimum subsistence level
In other words, according to Marx, excepting in the
short run, wages do not exceed the subsistence level.
But the reason put forward by Marx for the wage
being equal to subsistence level are different from
those given by Ricardo. According to Rirardo,

waces keep to the subsistence level owing to in-’

crease in population. But according to Marx, it is the
excess of current supply of labour over demand that
prevents the wages from rising above the subsistence
level.

Since the supply of labour continues to be in
excess of the demand for it, there is always in
existence a large supply of labour which Marx calls
the reserve army of labour. Hence, it is this large
reserve army of labour (ie. mass of unemployed
labour) which prevents wages from rising above the
subsistence level. The supply of labour exceeds the
demand for it because the capitalist entrepreneurs
are unable to absorh all the labour rendered jobless
by tihe destruction of handicrafts or when the
precapitalist cnirepreneurs are displaced by the
‘apitalist entrepreneurs owing to lower per capita
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productivity in the pre-capitalist period. So long as

tHe capitalist entrepreneur flourishes at the expense
of the pre-capitalist entreprencur, the supply of
wage earners exceeds the demand for them. :

Owing to wages continuing at the subsistence
level, the techniques of production which increase
productivity also increase the rate of exploitation. In
this way, the profits of the capitalists go up. Accord-
ing to Marx, the capitalists, who. are owners of the
physical means of production. compete against one
another so that they may be able to raise the rate of
cxploitation and thus maximise their profits. That is
why Prof. Patterson has ‘said that in the Marxian
theory, competition' among the owners of physical
means -of production for increasing the rate of
exploitation or the non-wage share takes the form
of a conflict or struggle.

There are three ways of increasing the rate of
exploitation or the sarplus value: (2) to increase the
rate of exploitation by increasing the length of the
working day. When the working hours are in-
creased. total output increases, but wages being
fixed. the rate of exploitation increases or the profits
extracted by the capitalists increasc. (b) surplus
value or the rate of exploitation is increased by the
more intensive use of labour. The working hours
arc not increased but the workers are made to
produce more. But the surplus value cannot be
substantially increased by these two methods;
(c) according to Marx. there is a third and more
important method of increasing surplus value, viz.,
to increase the physical productivity of labour by
technological progress. Technical progress implies
improvements in techaigues of production by which
labour is able to produce more, working the sume
number of hours as before or working with the same
intensity as before. The result is that the total-output
of labour increases. Since wages continue at the
subsistence level, the margin between the subsis-
tence output and the: improved technique output
widens. In this way, there is increase in surplus value
or the rate of exploitation.

But technical progress can be achieved only
through the accumulation of capital. The result is
that there is keen competition among the capitalists
to accumulate capital. But in the Marxian system, as
Kaldor says, the accumulation of capital is done not
for the lure of profit but it is thrust on the capitalists
by the competitive struggle among them.,

Thus, discussing the hidden motives of capital
formation, Kaldor observed that Ricardo explained
it as arising from the desire for higher rate of profit.
The capitalists of -their own desire accumulate
capital so long as the rate of profit from the
productive use of capital is more than the minimum
required for risk-taking. For Marx, capital accumu -
lation by capitalist entrepreneurs is not a matter of
their own choosing but a matier of necessity. This is

o
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due to a keen competition among the capitalists
themselves. This has been explained with the help of
economies of scale. There is an implicit assumption
that capital used by a particular capitalist is
governed by his own accumulation. Considering the
fact that larger the scale of operation, the more
efficient will be his production, every producer is
automatically led to an increase in his scale of
output by the reinvestment of his profits. He does so
because he does not want to lag behind in the
competitive racc.

Thus, we see that owing to technical progress and
stepping up of capital accumulation as capitalism
develops. the rate of exploitation or suplus value of
labour increases on account of compelitive struggle
among the capitalists, Conscquently, as capitalism
develops, the national income will rise but the
relative share of wages (i.e., share of labour) will fall
and the relative share of profit (or the share of the
capitalist) will go up.

Thus, the working of capitalistic system results in
the worsening condition of the working class. Marx
has called it the law of increasing misery of the
working class. According to this law, owing to
technical progress, increase in capital accumulation
and the consequent incrcase in national income
under capitalism, the relative share of wages in
national income is bound to fall and that of capital
is bound to go up.

It is thus clear that the conclusion at which Marx
arrives regarding the changes in the relative shares
in the national income, owing to the development of
capitalism, is contrary to that of Ricardo. Ricardo
thought that with the development of capitalistic
economy, the relative share of wages in the national
income would rise whereas the share of profits
would decline.

Prof. Patterson has rightly remarked that in the
Marxian model of income distribution, the funda-
menlal reason of the decline in the relative share of
wages is technical progress, the full benefits of which
go to the owners of physical means of production.
The increasing hardship of the working class is not
due to the declining level of real wages because. in
absolute terms, their hardship is not aggravated. The
reason is that there may not be any increase in real
wages along-with increase in productivity, yet there
is no decline either. This is the essence of Marxian
theory of distribution. Although Marx came to the
conclusion that, on the development of capitalism,
the relative share of profits will increase owing to
technical progress and the accumulation of capital,
but following Ricardo, he too accepted the view that
owing to the accumulation of capital the rate of
profit would decline. It may be speciaily noted that
according to Marx on the develvpment of capitalis-
ic economy when the relative share of profits goes
up there is a fall in the rate of profit. It looks
paradoxical but Marx fully explained the co-
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existence of these two trends, viz., the share of profit
and the rate of profit. But Marx did not explain the
declining rate of profit with the help of the law of
diminishing returns which Ricardo had emphasised.
Instead, Marx explained the declining rate of profit
on the basis of an increase in the organic composi-
tion of capital.

Surplus value is basic for profits and accumula-
tion. The aim of the capitalist is to increase surplus
value to the maximum. At first, when the supply of
labour is large, wage rate remains constant at the
subsistence level, but sooner or later, the demand
for labour exceeds the available supply and wages
rise, reducing thereby surplus value. With the loss of
surplus value, there is a ‘crisis’, as the capitalist has .
no incentive to invest, He also tries to create again a
surplus of labour by using labour-saving machinery
but this also is temporary solution as a too frequent
resort to this device will lower the rate of profit and
thereby reduce the capitalists’ incentive to accumu-
late.

Thus, capitalism is doomed to fail and give place
to socialism. This is the picture which Marx himself
gives of the end of capitalism; *“Along with the
constantly diminishing number of the magnates of
capital, who usurp and monopolise all advantages of
this process of transformation, grows the mass of
misery, oppression, slavery, degradation, exploita-
tion; but with this too grows the revolt of the
working class, a class always increasing in numbers.
and disciplined, united, organised by the very
mechapism of the proceéss of capitalist production
itself . . . . centralisation of the means of produc-
tion and socialisation of labour at last reach a point
where they become incompatible with their capita-
list integument. This integument bursts asunder.
The knell of capitalist private property sounds. The
expropriators are expropriated™.¢

Criticism of Marxian Theory

Marx has proved to be a poor prophet of future
events. Some of the predictions of Marx have
proved to be true while others have proved wrong,
His prediction regarding the increasing hold of
monopoly has been proved to be true by later
events. But his other prediction regarding conti-
nuous misrey forthe working class under capitalism
has proved to be wrong in countries where capita-
lism has been successful. In countries of Western
Europe and the U.S.A. the standard of living of the
worker has been steadily rising and not falling,

He had predicted that the relative share of wages
in the national income would dccline and the
cconomic condition of the workers would deterior-
ate. But this has not happened. Emperical rescarch
has shown that in the countries in the pre-capitalist

6. Readings in Economics edited by P.A. Samuelson
and others, Second Edition, p. 420.
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stage, labour’s share in the national income has
remained consant and, as Marx had said, there has
been no decline in this share either. In the capitalist
countries, labour has got sufficient share in the
‘increase in physical productivity which has taken
place on account of technical progress and capital
accumulation. As a result, there has been marked
improvement in the living conditions of workers.
That is why they are now less revolutionary than
before.

Besides, there is no evidence of decline in the rate
of profit. It is in view of the declining rate of profit
and concentration of purchasing power in the hands
of a few people that Marx had predicted that
capitalism’ would face crises off and on, and capita-

lism would utlimately come to an end. The actual

events have falsified the gloomy predictions of
Marx. It is true that trade cycles keep recurring in
the capitalistic economies. But in spite of short-
term ups and downs, the capitalistic economies
made a very rapid economic progress in the first 100
years and it is on account of this that these countries
became affluent. Prof. Patterson has rightly
remarked that Marx had thought that capitalism
would rapidly disintegrate on account of ever recur-
ring serious crises and it would finally and comple-
tely end on account of revolution by labour, and
cammunism would be ushered in this way. Marx
had not only wrongly predicted about the behaviour
of labour’s share in national income but also about
the long-term development of capitalism.
Moreover, there are several theoretical flaws in
the Marxian theory of declining rate of profit as a
result of a change in organic composition of capital.
Some writers have said that the law of declining rate
of profit cannot be derived from the law of increas-
ing organic composition of capital, Since Marx
assumed that the real wages of labour remained
stable :t the subsistence level, there will be great
increase in per capita productivity as a result of
increas: in the organic composition of capital owing
to capital accumulation and technical progress. The
rate ot profit will also increase on account of real
wage: remaining constant at the subsistence level
and rapid increase in the surplus value earned by
the capitalists. It is worth noting Prof. Kaldor's
views in this connection. He says: “Since, Marx

assumed that the supply price of labour remains .

unchanged in terms of commodities, when the
organic composition of capital and hence output per
head rises, there is no more peason to assume that an
increase in organic composition will yield a lower
rate of profit than a higher rate. For even if output
per man were assumed to increase more slowly than
t“constant” plus “variable™) capital perman, the

“surplus value™ per man (the excess of outpui per’

man over the costs of reproduction of labour) will
necessarily increase faster than output per man, and
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may thus secure a rising rate of profit even if there is
diminishing productivity to successive additions to
fixed capital per unit of labour.”?

Finally, Marx’s theory of income distribution s .
based on the labour theory of value which is not
accepted by modern economists. Marxian analysis
of surplus value or the exploitation of labour is
obviously bascd on the concept that aggregate value
is produced by labour, and capital only transfers its
value to the value of the commodity. Capital makes
a significant contribution to productivity and sub-
stantially adds value. To deny this is only to show
one’s bias. Besides, the labour theory of value is only
a form of the cost of production theory. As Marshall
had said long time back, only costs of production
(cost of labour together with cost of capital) do not
determine value. Price of a commodity also depends
on its marginal utility or demand for it. The price of
a commodity is' determined by the interaction of the
forces of demand and supply. Hence, Marx’s view
that the value of commodity is determined by that
labour time which has been used in making it is
wrong and the modern economists do not accept it.
Thus, if the labour theory of value is wrong, the
theory of surplus value or thecory of exploitation
based on it is also proved to be wrong.

SOME OTHER FORMS OF
SOCIALISM

Collectivism or State Socialism

The collectivists or the State socialists believe in
parliamentary democracy and nationalisation of the
means of production. They want to capture the
political machinery, strengthen it and use it for the
realisation of the socialists’ aims and ideals. The
powerful State engine is to be utilised for the
production of wealth and its equitable distribution.
State is to be all in all, and as soon as the socialists
have captured it, they have reached the goal. The
State will do for them all that they want. Private
enterprise will be put an end to. All production will
be carried on by salaried State officials and profits
will go to the State coffers and utilised for the uplift
of the masses. .

The only difference between capitalism and State
socialism is that under the latter, means of produc-
tion are owned and managed by the State instead of
the private entreprencur, otherwise the exchange
mechanism of capitalism, e.g., pricing, markeling,
ete., is retained.

Among the chief tenets of the socialist creed may
be mentioned (a) State ownership of roductive
resources, (b) redistribution of national income.

7. Robinson, Joan—An Essay on Marxian Economics,
pp. 75-80 and N, Kaldor—aA lternative Theories of Distribu-
tion,
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(¢) economic planning, and (d) peaceful and demo-
cratic cvolution of the economic system.

Guild Socialism

The guild socialists have no faith in the State
running economic activity. Unlike the collectivists,
the guild socialists do not believe that the State can
successfully usc the productive resources of the
community. According to the guild socialists, it is
necessary to do away with the private capitalists. But
they wanl the business organisations, factories and
productive resources, efc., to be handed over to
labour organisations for management and opera-
tion. In their view, guilds of the workers can best run
them. They want to put industries under the admin-
istration and control of these guilds. They want the
State merely Lo supervise, fix prices and look after
the quality of the products and thus safeguard the
interests of the consumers.

The basic principle is that the means of produc-
tion should be under the ownership of the State but
the actual implementation of this ownership should
be in the hands of the workers. The State should
only see that the consumers are not exploited or
cheated. The aim of the guild socialists is to avoid
the evils of excessive concentration of power and
inefficiency of burcaucracy in running the economic
activities. They claim that according to their system
decentralisation will usher in real democracy in the
world and improve the working capacity of indus-
tries.

Syndicalism

The syndicalists too, like gmld socialists, do not
consider political power as an appropriate weapon
for the achievement of socialist aims. Whatever the
type of political authority, it invariably has special
type of burcaucratic tendency. It can never under-
stand the aspirations of the workers. It has a bad
habit of dominating over others, Hence, according
to the views of the syndicalists. 1" the State is made
all powertul, it will produce many petty tyrants,
That is why the syndicaiists want to build up social,
political and economic structure on the foundation
of trade unions.

They have no faith that they can achieve their
aims through constitutional means. They know that
political authorities are very powerful. Heace. they
(i.e., the syndicalists) behieve in direct and violent
action. Strike is their main weapon. They believe
that even ir the strike is unsuceessful it gives the
workers an experience in cconomic warfait,
Through strikes, the workers become more strongly
organised and their hatred for the capitalists
becomes more bitter and this hatred should not be
allowed to diminish. Their strategy is that there
shouid be strike after strike and a long strike in the,
end to paralyse the administration and capture
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power. The syndicalists lay greal stress on the
destruction of existing economic and political struc-
ture. They deliberately do not throw any light on the
structure of society which they propose to create
after the revolution. Their policy is that «f destruc-
tion rather than construction,

Cominunism

The Communist Manifesto of 1845 lays down the
strategy that the communists want to adopt for the
achievement of their aims. The communists lay
stress on the formation of a network of communist
organisations all over the country and the world,
capturing key posts in other organisations and
carrying on their work silently udding to the number
of adherents. When the party has become sufficient-
ly strong, it attempls to capture government
machinery and lay the foundation of the proletariat
State. The State machinery is utilised to crush all
opposition and to expropriate the capitalists. The
aim is to create a classless society where there is no
distinction of high or low, rich or poor. When the
objective is achieved, the State is considered unne-
cessary. It will *wither away’.

As for the type of society which the Communists
envisage, some idea can be gathered from Plato’s
Republic or Well's New Worlds for Old. The Com-
munists propose to abolish all forms of private
property, not merely in the instruments of produc-
tion but also in the consumers’ goods. Those
consumers’ goods which are intimately connected
with the person of the consumer, eg., food and
clothing, are transferred to individuals and families
and those which are not so connected, e.g., houses,
are owned by society, only their services are trans-
ferred to the consumers.

People are supposed to work according to capaci-
ty and get according to need. Everybody is to be
assigned u definite job, He cannot choose his own
occupation. Nobody will have a house of his own or
a bank account. Everyone will be a government
employee; he will not be paid cash but he will get
his meals in the State kitchens and live in Govern-
ment quarters. He will be provided commodities
and services for consumption not of his choice but
what the State chooses to give according to produc-
tion al the time. The bringing up of the children,
their education and employment, will be the State
concern. The pricing system will disappear. The
State will control production, assign jobs. fix remun-
cration and prices of goods and services without
profit motive. A very alluring dream indeed! It is
nopian.,

fa the communist socicty, there will be no trade
cycles or ur.employment nor can there be differences
of the rich and the poor. The conflict between
labour and capit:! will disappear. This view is
undoubtedly imaginary and impractical. In the
beginning. the Russians tried to implement these
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ideas. They abolished money and exchange. But it
did not work. The money economy had to be
rc-established. In order to provide incentives for
efficiency and good work, different wages had to be
offered. .

Anarchism

The ultimate aim of the communists is to build a
social structure in which there will be no need for
the State. As we said above “the State will wither
away.” This is technically known as anarchy. In
ordinary language, anarchy means absence of
government rule and disorder. But in the socialist
phraseology it simply means ‘statelessness’ when the
administration has become superfluous and the
society regulates itself but there is no disorder. The
communists believe that when capitalism has come
to an end, all greed, selfishness, cheating, tyranny,
eic., generally associated with capitalism will disap-
pear from the world and in their place will be
established virtues of self-sacrifice, social service,
goodwill, erc. Instead of grabbing, the people will
adopt an attitude of sacrificing for others. Man will
have been so much uplifted then, that there will be
no need for the police. The courts will be closed. Is it
not surprising? Fahien tells about the ancient Indian
society that there were no thefts and no robberies
and people did not lock their houses. It is possible
that sometime the anarchists’' dream may come true.

The economic and social life will be organised
into self-regulating or self-governing institutions.
All the functions of the State will be automatically
carried out. Every individual will respect the rights
of others and there will be no difficulty of any type.
The State will be like an automatic traffic signal.
When the policeman is off the traffic duty, the traffic
regulates itself. This is how the society will itself
regulate its affairs in the absence of a government.
This is another sweet dream. We get an outline of
this plan from Prince Kropotkin. The anarchists say
that government is needed only to protect the
unjustly obtained wealth, undue profits and loot of
the capitalists. When capitalism goes, the govern-
ment will follow suit.

Fabian Socialists

Fabian socialists are men of literature. Bernard
Shaw was one of them. They sincerely believe that
socialism is a question of conviction. If the people
can only be convinced of the virtues of socialism, no
power on earth can prevent its coming about.
Through literary propaganda—novels, dramas, short
stories- .hey expose the evils of capitalism and
bring out the merits and necessity of socialism. It is
hoped that, it course of time, the world will come to
believe in socialism, and socialism will then come to
prevail. They may not be wrong.

SOCIALISM
GENERAL FEATURES OF SOCIALISM

Although there is a great diversity of vicws among
the socialists and there are as many types of
socialism as there are socialists, yet it is possible to
pick up a few general features of socialism.

(1) Social Ownership ‘of Means of Produc-
tian. The socialists believe in the aboliti of
private ownership in the instruments of production.
Land, factories, railways., mines and every other
means of production must be nationalised. Their
ownership and control are to be vested in the State
so that the State may provide work for everybody.

Socialisation of the means of production is so
important a characteristic feature of socialism that
some writers define socialism as social ownership of
the means of production. The means of production
arc the property of the State and not of private
individuals. The profits of all enterprises go to the
State exchequer to be utilised for the benefit of
socicty rather than for the benefit of a few private
individuals.

But it may be mentioned that it is not necessary to
nationalise all means of production to bring about
socialism. Generally, it is considered sufficient and
useful to nationalise only the principal means of
production like heavy and basic industries, mines,
banks, means of transport like railways, motor
transport, efc. However, State control -extends over
all means of production and the entire economy to
make sure that the economy functions to promote
the interests of the society as a whole. So far as Jand
is concerned, the actual tiller or a co-operative
society can be given the ownership. In fact, ‘land to
the tiller’ is the principal objective of socialism.
Several other land reforms are introduced so that
the tiller is actually made the owner of land and he
gets a proper reward for his labour. Besides, the
farmers are encouraged to form co-operative farm-
ing societics so that large-scale farming can be
undertaken.

(ii)) No Private Enterprise. Generally, there is to
be no private enterprise. Production is to be initiated
and conducted by the State which will pay wages
and other costs and keep profits to itself. Interest
and renl as payments respectively to the capitalists
and the landlords will disappear, for the State will
be the capitalist, landlord and entreprencur:
However, in agriculture, as mentioned above, co-
operatives may be permitted.

(iii) Economic Equality. Living on unearned in-
come is to be discouraged. Remuneration for work
is 10 be according to the nature of work and is not to .
be equal. Earnings will vary according to ability. A
limited operaticn of the law of demand and supply
in this'connection is envisaged.

There is, thus, no basis for the belief that under
socialism all would be equal cconomically. No
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economic equality is guarantecd. But there are to be
no glaring inequalities. All possible steps are taken
to reduce economic inequalities of income and
wealth. Since industrial and business enterprises
belong to the State, there is little possibility of
amassing wealth by private individuals. In other
words, perfect economic equality is not the aim of
socialism. However, it aims at social justice in the
distribution of national income. It, therefore, aims at
giving a fair share to all in the national income.
Some inequality in incomes is considered essential
to provide incentive for harder and better work.
Unless efficient workers are paid better no one will
try to be efficient in his work. Hence, workers will
not fully use their skill, ability and experience unless
they are better rewarded. Thus, in case of perfect
cguaiily of intomes, national output.will go down
and the nation is bound to suffer. The national
cconomy will suffer in performance if income equa-
lity is insisted upon. Thus, instead of perfect equali-
ty of incomes, the socialists aim at minimum practi-
cable inequality. As Douglas Jay observes, “Basic
aim of socialism is not literal or absolute equality
bu! the minimum equality that is workabl¢ if human
beings are actively to use their talents, not equal
share: but fair shares, not perfect equality but social
Jjustice.” System of inheritance which leads to un-
carned incomes is not permitted. Those factors of
production, e.g., land, capital which can yield un-
earned incomes are nationalised. But interest on
savings given to the government is permissible.

(iv) Equalify of Opportunity. Although, as we
have said above, socialism does not guarantee
perfect equality of income. it aims at providing
equality of opportunity. In fact, to provide equality
of opportunity is a basic objective of socialism.
Every individual, whether, he belongs to a rich
family or a poor family has an equal opportunity to
rise in life under socialism. Every young person is
given equal opportunity to receive education or
training according teo his aptitude so that he can
enter a profession ol his choice. Children of ‘poor!
parents have to face lot of difficulties in life. The
poor parents are not in a position to provide their
children basic minimum ineans to equip themselves
mentally or physically for life. They have no
resources at their disposal to give the necessary
education and training. Either they cannot afford to
send their' children to school or they have to
withdraw them from the school early to supplement
their income by putting them to a job. The inequali-
ty of opportunity starts from the birth itself. The
atmosphere in which these children are brought up
is suffocating and causes them intense worry. The
socialist society does not tolerate it.

Under socialism such steps are taken that every
child, whatever his family background, gets full
opportunity to develop his inbom and latent facul-
ties. To ensure equal opportunities for all, it is
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iessential to provide free education and health ser-
vices up to the secondary standard. At the university
level also, it is essential to provide talented students
a scheme of stipends and free ships. All these things
are provided under a socialist regime. .

(v) Economic Planning. The State 15 in charge of
both production and distribution. The allocation of
the productive resources. of the community will be
determined according to the direction of. a central
authority. In fact, economic planning is an egsential
feature of socialism. '

- Economic planning is most closely associated ~vith
the Russian system. Although now for some years,
economic planning has been adopted by capitai:st
countries too, yet it cannot be comprehensive anc
effective as under socialism, because under capita-
lism the means of production are under the control
of private individuals and the direction of produc-
tion and of productive resources is done through
price-mechanism. There can be only indicative
planning or planning by inducement under capita-
lism which does not prove so effective. Since under
socialism, the principal means of production are
owned and controlled by the State, it is possible to
direct the production of commodities and the utili-
sation of resources in the desired channels. If it is
desired to use the productive resources effectively
and to produce a certain set of commodities, econo-
mic planning is essential for socialism.

Under socialism, the place of price-mechanism is
taken by planning commission which is entrusted
with the work of laying down the objectives of
planning and to settle the targets and priorities of
planning. The planning commission formulates
five-year plans for economic development which are
implemented through the various governmental
agencies.

Economic planning ensures speedy economic
development. It ensures efficient and optimum allo-
cation of resources. In the underdeveloped coun-
tries, where without raising the level of national
income and wealth, socialism cannot be brought
about, economic planning is absolutely essential for
socialism, because without it the level of production
cannot be raised.

But under socialism, only increase in production
is not considered sufficient. The objectives of socia-
lism is also o ensure a fair distribution of gains in
production and income. Hence, economic planning
is required for socialism not merely to acceclerate
economic development but -also to ensure a fair
distribution of fruits of economic growth. In pur-
suance of the socialist objectives, economic planning
in India is not only to raise the level of national
income but also to reduce economic inequalities and
1o prevent concentration of economic power.

(vi) Social Welfare and Social Security. Another
important feature of socialism is that it is social
welfare consideration which guides productive acti-
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vity in the economy rather than private pradit.
Undecr capitalism, only production of such commo-
dities and sérvices is undertaken whick are expected
to yield maximum profit. It follows, therefore, that
under capitalism, luxury goods arc produced for the
rich rather than goods of mass consumption
required by the poor. The poor are thus deprived of
the necessaries of life while the rich arc cnabled to
lead a luxurious and wasteful life. This is so because
production of luxuries is more profitable than the
production of necessaries of life. In this way, prolfit
motive is the determining factor of economic activi-
ty under capitalism. But situation is entirely differ-
cnt under socialism. Commodities and services of
such type and in such quantities are produced which
are essential for promoting social welfare. The
motive power of economic activity under socialism
is social welfare and not private profit. The work
which is performed by market mechanism under
capitalism is performed by central economic auth-
ority under socialism, which determines and guides
all economic activity. Planning Commission keeps
social welfare uppermost in consideration,

Under socialism, the State devotes its attention to
ameliorating the lot of the common man by provid-
ing him and his family with adequate medical aid,
full and free education and ample means of recrea-
tion and entertainment. Freedom from want is
guaranteed and fear, born of insecurity, is to be
banned.

(vii) Classless Society. The socialists believe in a
classless socicty where the distinction belween the
rich and the poor and the ‘haves’ and the ‘have-nots’
has completely disappeared. Thus, the caste system
that prevails in India is repugnant to socialists. In a
socialist State, every individual enjoys equality of
opportunity regardless of caste, creed, family and
religion. A socialist state is really a secular state.

The prime objective of a socialist State is that the
society is not divided into two classes of labour and
capitalists as under capitalism. That is why big
zamidars and capitalists have no place under socia-
lism. Severe restrictions are imposed on the control
and ownership of private wealth. Every individual
gets a reward according to his work and ability, It is
in this way that class-conflict, which prevails under
capitalism, is put an end to under socialism and a
classless society is created.

CASE FOR SOCIALISM

The evils of capitalism have given birth to socia-
lism. Socialism has started as a reaction to industrial
revolution th .« took place in the Western European
countries. The industrial revolution of the Western
European countries made some people very rich in
the midst of poverty elsewhere, It resulted in the
exnlortation of labour, women and children by the
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capitalists. Above all, capitalism failed to maintain
economic stability. Periodically, the capitalist econ-
omy is engulfed in depression which is responsible
for large-scale unemployment of, and hardship to,
millions of people. Also, capitalism has given rise to
extreme inequalities of income and wealth. The
poor were deprived of social justice. Owing to the
domination of the individual profit motive, the
capitalistic economy witnessed a serious misalloca-
tion of resources. Socialism secks to rectify all these
evils and create a just social order. Socialists claim
the following merits for their system: —

(i) Secial Justice. The chiel merit of socialism is
that it assures of social justice. Under socialism, the
inequalitics of income are reduced to the minimum
and the national income is more equitably and
evenly distributed. The socialist principle provides
for a fair share for all. No one is permitted to have
unecarned income. Exploitation of man by man is
put an end to. Every individual is assured of equal
opportunity to develop his latent faculties through
proper education and training,

(i) Better Allocation of Resources. As compared
with capitalism, the productive resources of the
nation are more economically and optimally allo-
cated among the various productive uses. Owing to
extreme inequalities of income and the existgnce of
monopolics in the industral sector, capitalism is
incapable of a rational and cconomical allocation of
the productive resources of the community. Besides,
private entreprencurs do not take inwo consideration
social cests while deciding about the allocation of
resources. As a result, the productive resources of
the community are misallocated.

On the contrary, under socialism a central plan-
ning authority determines the allocation of resources
among the various uses whose sole aim is to
promote social welfare and social security. A plan-
ning authority is in a better position to assess the
basic needs of the people and the intensity of their
desires and to devote the resources to satisfy these
desires and meet these needs in the best possible
manner. It is wrong t6 say that socialism completely
ignores consumers’ preferences and demand for the
various commodities and services. In a socialist
economy, State can fix the prices of finished goods
and give to the consumers a frce choice of the goods
available in the market at fixed prices. The
consumers’ demand and preferences can be estimat -
ed from the purchases made by them in the market
and resources can be devoted to the production of
dommodities accordingly. But there is no harm also
in ignoring certain desires of the consumers if they
conflict with social welfare. Often a consumer is
unable to understand what is best for him.

Hence, the planning commission under socialism
has to strike a desirabl¢ balance beticeen social
wcifare considerations and the individual
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consumers’ preferences. Thus, the -allocation of

resources under socialism proves to be much better
and more rational. In the allocation of resources,
due consideration is given to human wants,
consumers’ preferences and social costs.

(iii) Rapid Economic Growth. Another important
benefit of a socialist State is that it promotes rapid
economic growth. The task of promoting economic
growth is not left in the hands of free private
enterprise or market mechanism. The free private
enterprise and the market forces cannot ensure
rapid economic growth. A socialist State adopts
economic planning as a means of promoting rapid
economic growth. Economic planning makes it
possible to use potential productive resources in the
most effective and fruitful manner and in this way
ensures rapid economic growth. A free market
economy functions in a defective planless and
disorderly manner. As against this, a planned socia-
list economy functions right according to the
programme and in a systematic and orderly fashion
and marches rapidly on the road to economic
progress. The rates of saving and investment can be
raised by economic planning which are absolutely
essential to accelerate economic growth. In the
words of late Pt. Jawaharlal, “it is only through
planned approach on socialistic lines that steady
progress can be attained.”

(iv) Improving Productive Efficiency. Another
important merit of socialism is that under it national
output can be significantly increased. This is due to
the fact that under socialism, the production is
undertaken to increase social welfare and not for the
benefit of any particular individual. Under social-
ism, improved techniques of production and scien-
tific research are made freely available to all organi-
sations that may need them. On the other hand,
under capitalism, improved production techniques
and results of scientific research, which are known
to certain firms, are generally kept absolutely secret
so that the competing firms cannot avail themselves
of them. And what is more, the monopoly concerns
under capitalism limit their output so that they may
raise the prices of their products in order to increase
their monopoly profits. This means that their output
is below the welfare level. But this canmot happen
under socialism because none can benefit from the
policy of reducing output. All major industries are
under complete social control and they are run for
social benefit. It is quite clear that the society cannot
benefit by reducing output, for the reduction of
output means reduction of national income and so
of social welfare. ‘

Under socialism, production techniques are also
improved because it avoids all wastes of competi-
tion. In a capitalist economy, large quantity of
financial resources arc wasted in competitive adver-
tisement. Different entrepreneurs compete against
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one another to attract consumers or purchasers of
goods. Besides, resources are wasted in the
production of unnecessarily large variety of goods.
Since, under socialism, the State controls produc-
tion, there is no need to waste resources on competi-
tive advertisement. However, under socialism, some
expenditure is incurred on information and educa-
live programme which is not wasteful. Also, under
socialism, concentrating production in big firms
results in improvement of production techni-
ques. Moreover, there is no idle capacity kept under
socialism as is usually the case under capitalism. A
socialist State, makes the fullest use of productive
activity.

(v) Social Security and Welfare. Socialism
provides social security for all citizens. The socialists
believe that people should be given protection
against uncertainties relating to income, work and
living conditions and the burden of this provision
should be borne by the entire society. That is why
modern socialists include in their programme
schemes of social insurance covering unemploy-
ment, accidents, sickness, old-age pensions, death
grants, efc. In fact, an individual is provided security
from cradle to the grave. Most of the things which
are considered essential for individual’s health and
training arc provided by the socialist State either
free or at cost of production. A socialist State can
provide free of cost milk for children, nursing,
cducation and medical aid. A’ socialist State is truly
welfare State.

(vi) Economic Stability. There is another advan-
tage of socialism, viz., it ensures economic stability.
Socialism eliminates trade cycles which cause a
great hardship to the people. We do not come across
depression, unemployment and idle productive
capacity .in socialist economies. In the capitalist
countries, absence of cffective demand causes
cyclical unemployment and business depression.
This absence of monetary effective demand is due to
the excess of people’s savings over investment °
expenditure. But since under socialism, the means of
production are owned and controlled by the State
the level of investment and the level of aggregate
demand can also be effectively determined. This
ensures economic stability. Sometimes in socialist
economies too there can be an imbalance between
aggregate demand and aggregate supply but it can
be effectively tackled. A socialist State can prevent
the imbalance between aggregate demand and
aggregate supply from creating trade cycles in the
economy and thus makes for economic stability.

DEMERITS OF SOCIALISM

The critics of socialism claim to have picked
numerous holes in the socialist fabric. Apart from
some silly objections, which have been exploded
since long—e.g., socialism would ban religiow, abo-



606

lish marriage and family life, and the dangling of
Malthusian bogey to frighten the simple and ignor-
ant minds—eamest efforts have been made to
understand socialism and point out some real dang-
ers and difficulties.

(i) Bureaucracy and Red Tapism. The most im-
portant set of arguments advanced against socialism
is one against the bureaucratic running of the
economic machinery. Bureaucracy is considered to
be inefficient in running a business. The civil servant
does not feel the same keen self-interest as the
employee of a private corporation, where his tenure
is not so secure. The civil servant knows that he will
get promotion by seniority; no amount of alertness
or extra work is going to push him up in the graded
list. His main concern is to let things go on somehow
without a positive breakdown. One thing that he
wams to avoid is public criticism. He will, therefore,
take no bold risks and will be content with a
moderate measure of success, being merely guided
by rule and precedentrInitiative and resourcefulness
are at a discount. The business policy will be timid
and unenterprising. There is routine and red-tape, a
place safe for men of mediocre calibre and no room
for extraordinary and dashing spints. No first-rate
work can be done by second-rate-men. Bureaucracy
will further mean bossism, loss of individual liberty,
gestapo, elc.

(ii) Not Saccessful in Business. A government
department cannot claim to score success in busi-
ness, where quick decisions have to be taken and
bold policies are called for. The government person-
nel is not such as can conquer new fields. The
government can, and does, attract able men but
conditions in government service are not congenial
for the display of extraordinary ability. The reward
is not consigered worth the trouble.

(iii) Insuflleient Resources. It is also urged that

government cannot raise the huge amounts of capi-

tal which are necessary for the efficient running and
expanding of all industries and trades.

(iv) Misallocation of Resources. Under socia-
lism, there will be no automatic indicator for the
most economical allocation of the resources of the
community among different industries. Under capi-
talism, there are consumers’ preferences which,
through price-mechanism, bring about an optimum
allocation of these resources. But, under socialism, it
will be all groping in the dark. Some commodities
will be produced in cxcess and wasted, whereas
there may be a shortage of others resulting in
unsatisfied demand. A chronic mal-adjustment in
demand and supply is feared. The task of organising
production, of allocating every acre of land to its

proper use, of setting every worker on the right job*

and of investing every rupee in the direction of
maximum benefit is to0o big to be performed by any
single authority.
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(v) Loss of Consumer's Sovereignty. Under capi-
talism, the consumer enjoys sovereignty. Of course,
this sovereignty is limited by his income, existence
of monopoly, etc., yet the domain is wide enough for
him to pick and choose. But, under socialism, he will
lose this sovereignty altogether, Consumption will
have to adjust itself to production. This loss to the
consumer is a real loss. He will not be able to
maximise his satisfaction.

The State will no doubt fix the prices, but it will
be all arbitrary. The price fixation will be rigid and
will lack the resiliency of market mechanism, which
is sensitive to even the. slightest change in the
consumers’ preferences.

(vi) Lack of Incentives. It is also feared that
incentive to hard work and stimulus to self-
improvement will disappear altogether when per-
sonal gain or self-interest is eliminated. People will
not give their best. Inventive ability, enterprising
spirit and the go-ahead attitude will languish, and
creative work will become impossible. It is remarked
that “a government could print a good edition of
Shakespeare’s works, but it could not get them
written.” ¥

(vii) Loss of Economic Freedom. There will be
loss of economic freedom under socialism. A serious
charge against socialism is that, when freedom of
enterprisc disappears, even the free choice of occu-
pation will go. Workers will be assigned certain jobs
and they cannot change them without the consent of
the planning authority. Every worker is dovetailed
in the scheme, and he must remain there. This loss
of freedom may be really galling.

(viii)) No'Economic Equality. Some people have
been disappointed in socialism, because in Russia,
where it has been in operation, it has failed to bring
about economic equality. The difference between
the rich and the poor is still there. The dream of a
classless society is far from being realised. The
workers under capitalism, e.g., in the U.S.A. and the
U.K., are not so worse off. They enjoy a high
standard of" living. They are not convinced that
under capitalism the poor go on becoming poorer.
The rich are no doubt getting richer but the lot of
the poor is also undoubtedly improving. It is thus
that some degree of scepticism in the efficacy of
socialism as a panacca for all social ills has grown
and damped the ardour of some enthusiastic socia-
lists.

(ix) Concentration of Power in the State. The
greatest danger of socialism is that too much power
is concentrated in the State. Under socialism, the
State is not merely a political authority but it also
exercises unlimited authority in the econamic
sphere. To the extent all power is concentrated in
the State; the danger is that the State is everything
and individual nothing. He may not count at all. He

8. Pigou—Capialism and Socialism, p. 80.
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i~ reduced o a cypher. After all. the human institu-
tions are for man and not man for these institutions.

(x) Loss of Personal Liberty. That under socia-
lism there is no unemployment is conceded, but the
critics retort by saying that there is also no unem-
ployment in a jail. They regard a socialist State as
one big prisonhouse and they do not think that
employment is any compensation for the loss of
liberty.

(x1) Not Scientific. It may also be pointed out in
the end that Marxian socialism is not so scientific
after all. Labour is not the only source of value and
has not the sole right to its appropriation. Few are
convinced of the accuracy of Marx’s materialistic

interpretation ol history, Leonomic motives are no -

doubt the strongest but they are not the only ones to
swiy human actions.

Criticism Answered ©

This looks a formidable array of "urguments
against socialism, but it is not so formidable as it
may seem. The strength of socialism lies in the
proved evils of capitalism. The world is periodically
plunged into depression causing much dislocation,
unemployment and suffering. Capitalism has not
heen able 1o cnsure stable economic conditions.
National resources have been exploitesd for person-
al profit. Human beings, especially women and
children, have been used as so many machines
simply to enrich the capitalists. Who can help
hearing the “Cry of the Children™?

How long, O cruel nation,

Will vou stand, to move the world, on a child’s

heart,—

Stifle down with a mailed heel its palpitation.

And tread onward to your throne amid the mart;

Our blood splashes upward, O gold heaper,

And your purpole shows your path!

: (Elizabeth Barret Browning)

The social conscience feels outraged at the sight of
a poor family working the hardest, yet not getting
two square meals ¢ Jday, dressed in rags, living in
dirty cells, and children dying because they cannot
get medical aid or milk. On the other hand, the rich
are rolling in luxuries, their horses and dogs are
better fed and housed than their fellow-human
beings. They perhaps think that the poor man is
not alter all a human being; he is some other specie!
A system which produces such iniquities and cal-
lousness stands self -condemned.

Look at the alternative. Socialism bans trade
depression and removes unemployment which, un-
der capitalism, always hangs over the worker’s head
like a Damocles’ sword, A great worry is off. Free
choice of occupation under capitalism 15 a farce,
Who can really choose his occupation? The choice is
limited by his parents’ means and influence. Some-
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times a man would like to get any work that he can
But there is no work. Capitalism throws him on the
scrapheap. Who would not like to be put on to a job
compulsorily rather than face enforced unemploy-
ment and starvation? A socralist State provides
permanent and pensionable job for eveybody ac-
cording to his aptitude and capacity.

A socialist State can allocate the resources of the
community among the various uses with the sole
consideration of social security and welfare.
Consumers’ wishes have to be replaced by higher
social valuations. It is possible that at one stage
there may be a shortage of some type of consumers’
goods, but this is deliberately done in the higher
interests of the society. Surely, there is no harm in
making . a temporary sacrifice so that we or our
children may be able to enjoy better standards later.
Only a socialist State can build up a solid founda-
tion for the country’s strength and prosperity. The
policy of a capitalist economy is a short-sighted one
guided by the immediate gains of the entreprenecur.

Under socialism, vast funds can be devoted to the
expansion of education of all types, for provision of
adequate medical facilities and for rationalisation of
industry and reorganisation of agriculture. The
result is that human and material resources of the
nation are immensely improved and fully utilised. A
socialist State can easily find resources to help the
poor, because the profits of industry, which, under
capitalism, go to enrich the already rich and surfeit-
ed, are pooled in the State treasury.

Many things, the consumption of which is consi-
dered essential for health and efficiency, may be
supplied free or below cost. No doubt, consumption
is regimented and it is curtailed in certain directions,
yet there need be no hardhip, for it may be
expanded in some other a..d more desirable direc-
tions. A socialist State can provide free milk for
children, free nursing, free education and free
medical aid. It can give free cinema. shows to the
workers and provide for them swimming pools,
recreational clubs, railway passes to week-end
resorts, and light refreshment in the factory gratis,
Such things are impossible in a capitalist economy,”
where lure of the lucre rules. A capitalist only looks
to his dividend.

Production of all types can be immediately in-
creased by a socialist State. The achievements ol
the Russian Five-Year Plans are a standing monu-
ment to what can be achieved under socialism by
people who not long ago were illiterate, ignorant,
backward, conservative’ and poor peasants, Russia,
too, like India, was a country of small farmers,
almost all illiterate. Now there is nearly cent per
cent literacy; and in production Russia has beaten
every other European country which started in the
race of industrialisgtion nearly one century ago. This
shows that it is oniy in a socialist State that planning
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can really be effective. This is all due to the fact that
all phases of economic life are under the central
State direction.

Dangers of bureaucratic management, have been
exaggerated. There is a lot of red-tapism in com-
pany'management even under capitalism. A socialist
State can also regulate credit and banking opera-
tions, so that financial maladjustments are eliminat-
ed.

As for incentive to hard work, a socialist State
can, by persistent propaganda and through instruc-
tion in the educational institutions, change the very
psychology of the people and create new scales of
values. It can offer production bonuses so that every
worker does his best. ‘

Who will do the dirty work? The socialists’ answer
is that most of it will be done by machinery.
Machinery is not being put to such tasks at present
simply because man is cheaper than machinery.
Thousands of semi-starving people are available
-under capitalism to do such jobs on a small wages,
because capitalism has impoverished the masses.
But a socialist State, not working for profit, will be
in a position to relieve man from all dangerous,
dirty and degrading jobs.

Socialism may not be able to make everybody
cconomically equal. This is due not to lack of
organising ability in a socialist State. The cause lies
in the innate inequalities among human beings.
Nature does not make everyone alike. Everyone
is endowed with varying degrees of intelligence and
working capacity. No State can Kelp it. It is not a
matter for legiblation. But a socialist State can
discover the aptitude and ability of each citizen and
develop them further by training and education so
that every citizen is enabled to make his best
«<ontribution to the welfare of the State. Real worth
will not be allowed to be suppressed or depressed by
poverty. The socialist State can pick up genius even
from the lowliest of families and provide it with the
fullest facilities and opportunities. If, therefore, the
attainment of economic equality is not considered
feasible, at least equality of opportunity can be
assured-to each, and this will be no mean achieve-
ment. There can also be a considerable levelling up
of the masses.

The balance seems to be heavily tilted in favour

~ of socialism.

Some Problems of Socialism

It will be of interest to know how Soviet Russia
has tackled the various economic problems:

Private property. Private property in the form of a
house, a car, a few animals and other consumers’
goods is allowed. A man is free to buy government
bonds or securities. He can keep a deposit in the
bank. Property up to the amount of 50,000 roubles
can be transmitted by inheritance. But living on
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unearned income is discouraged and all unearned
income is subject to very heavy taxation. Only
bourgeois property which is the result of exploita-
tion, is sought to be abolished.

Pricing System. Under the free-enterprise, com-
petitive and individualistic system, the pricing
system automatically solves the major economic
problems. Some economists, however, notably Mrs.
Hayek and Robbins, are of the opinion that rational
accounting is impossible under a socialist regime
and that it is all groping in the dark. But there are
other economists like Pigou who do not see any
difficulty in this. Dickinson and some other econo-
mists are of the opinion that the capitalist apparatus
of marketing and pricing can be retained in socia-
lism.

Russians have been able to fix prices of the goods.
Costs of raw materials and wages, transport and all
other costs are added and then a small percentage
for a little profit. This gives a sclling price. It is a
little arbitrary. The prices do not reflect the intensi-
ties of consumers’ demands, although some note is
taken of the relative scarcities. But, in a socialist
society, prices of goods will be low enough to clear
the available supplies and also high enough to cover
the socially necessary marginal costs of production.
The price under socialist planning need not be
market price as under capitalism. It is purely a
book-kecping or accounting price set by the plan-
ning authority.

In recent years, however, the crude quantitative
goods in the physical units are being replaced by
profitability criteria of performance. By this process
of economic valuation socialism seems to be moving
in the direction of capitalism.

Supply of Labour and Wages. There is now
freedom of choice of occupation. There are also
ample facilities for technical training. The Govern-
ment is prepared to bear the cost of training on the
condition that the trainees, after completing train-
ing, work in government factories for a term o f years
on conditions scttled beforehand. Money wages are
paid and there are variations according to ability,
efficiency and the nature of work.

Standard wages are fixed after a thorough
motion-study and time-study in order to ascertain
the standard time required for a job. Efficiency
premia are paid to better workers who take less
time. Wages are also supplemented by the payment
to the workers of a lump-sum social dividend
payment. This payment varies with the size compo-
sition and health status of the family. By means of
such payments, inequalities of income are mitigated.
If there is a comparative shortage of some type of
labour, higher wages are of course offered to attract
the right type and sufficient supply of labour.

Workers are assigned definite jobs. The workers
could also be transferred from one place to another
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just like government servants. The gevernment tries
to adjust supply to demand.

Finance. The Russians had repudiated foreign
debts and could not hope to secure foreign loans.
They relied, ‘therefore, mostly on created money.
Paper money was issued by the State in enormous
amounts. There was inflation with all the usual
consequences—exorbitant prices and a very high
cost of living, efc. They also raised loans from the
pcople. Later on, income from socialised industry
flowed in and helped to finance the later stages of
planning.

Rent. Even a socialist State cannot do away with
the concept of rent. Change of economic order from
capitalism to socialism will not turn scarce land into
an unlimited quantity. Rent as an index of producti-
vity will help in the best allocation of the available
land among its various types of land, the good land
being put a higher tag. P 5

As Samuelson puts it, “Only by putting a price
upon inert sweatless land are we using it, and
sweating breathing labour, most productively! The

rice or rent of land rises so as to ration its limited
supply among the best uses.”” Even a socialist State
will have to direct land from one use to another so
asto make its marginal productivity in all uses the
samie. This marginal productivity will be indicated
by rent. This is the only way to ensure a correct
allocation of valuable human or material resources,

Interest. The Russians have not abolished inter-
est altogether. The Government itself pays interest
on State loans. Interest shows an attempt to bring
the demand for,and supply of, capital into equili-
brium. The banks also pay'interest on personal
accounts. Interest as remuneration to the capitalist,
-i.e., paymegit to private owners of idle money, does
not occupy an important place in Russian economy,
since private capital has practically disappeared.
The State borrows and pays interest and appro-
priates the profit of industry.

What role does interest play in a sucialist State? In
a capitalistic State, we know that interest performs
three importart functions (a) It determines people’s
income from bonds and other assets; (b) it is a
necessary payment to induce people to part with
liquidity; and (c) it relates future and present
economic values, ie., it helps society to decide how
much of the national income should be invested in
capital formation and where should the capital be
used. ;

Now the firsi two functions have no bearing in a
socialist State. Since capital is no longer the property
of private individuals, interest as an income-
determining factor or as an inducement for
dishoarding does not exist. But whatever the form of
economy, interest must continue to perform the
third function, viz.,, to determine the allocation of
the cconomic resources of the community as

9. Leonomics, 1948, p. 598.
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between present and future and the allocation of
capital among different uses in the present.

The rate of interest acts like a sieve or a rationing
device. Capital is scarc~ and the uses for which 1t is
wanted are unlimited. The rate' of interest is the
indicator of the directions in which capital should
move. Obviously, enterprises with a prospective
yield at 12 per cent are to be undertaken in
preference to those yielding 10 per cent, “The rate of
interest must be used to allocale scarce capital
supplies optimally and to determine the order of
priority of alternative projects.”

‘Wages. The system of setting accounting prices on
labour, as in the case of other productive resources
will not do, for the amount of labour is not a fixed
quantity. People can choose their occupation and
they can also choose whether to work more or work
less, i.e., whether to prefer income or léisure. Hence,
it is essential ‘to have a system of actual market
wages rather than accounting wages. These rates will
vary according to the agreeableness or disagreeable-
ness of the job, possibility of supplementary earning,
training or skill required to do a job, productivity of
individual workers, efc. Marginal productivity will
determine the wage.

Thus, there will be no dead level of wages in a
socialist State. The wages will depend on the valua-
tion that-society places on the needs aad worth of
individual workers and the necessity for compensa-
tion to those who have to do dirty, irksome and
arduous jobs. Inequality of incomes will no longer
be accounted for by inequalities of property but by
such factors as mentioned above.

Allocation of factors of production. The State
planning authotity tries to estimate the amounts of
factors required for the targeted production in an
industry. and arranges for the supply. It is first
decided which industries have to be developed and
to what extent. The factors of production are
diverted in channels set by the State and according
to consumers’ preferences. For example, the Rus-
sians concentrated first on heavy industries. Natur-
ally, there was a shortage of consumers’ goods
whose prices shot up. In a capitalistic system, factors
of production would rush towards consumers’ goods
industries to make up for the deficiency. But a
socialist State does not allow this diversion. Shortage
would continue and rationing and price control
introduced. In Russia, the normal functioning of the
price-mechanism, which brings about an optimum
distribution of resources, as judged by the
consumers’ valuations, is nullificd by State action.

Thus, the resources are allocated, not according to
the valuation of the consumers but, according to the
valuation of the State. The State decides what is best
for the nation at a particular_period of its life and
arranges the distribution of Yesources accordingly.
The consumers must adjust their demands according
o production and the exigencies of the State:
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MIXED ECONOMY

Meaning

We have discussed in the preceding chapters the
Iwo economic systems, viz., capitalism and socialism,
But there is also a third one, viz.,, the mixed
economy. It is neither pure capitalism nor pure
socialism but a mixture of the two. In this system.
we find the characteristics both of capitalism and
socialism. As Samuelson observes, “Within the ad-
vanced countrics themselves, the scene was drasti-
cally changed from the Victorian days of laissez-
faire capitalism. Almost unconsciously, undiluted
capitalism had been evolving into a mixed economy
with both private and public initiative and control.
The clock of history sometimes.evolves so slowly
that its moving hands are never seen to move,™!

In the modermn world, what we find mostly are
mixed cconomies., Mixed economy means that it is
operated both by private enterprise and public
enterprise. That is, private enterprise is not permit-
ted to function freely and uncontrolled through
price -mechanism. On the other hand, the govern-
menl intervenes to control and regulate private
enterprise in several ways. It has been realised thata
free funcltioning of private enterprise Tesults in
several types of evils. For instance, free functioning
of private enterprise produces trade cycles, ie.,
sometimes depression and unemployment and at
other times booms and inflationary situation.
Besides, free functioning of private enterprise results
in extreme negnalities of income and wealth,
Under the laissez-faire policy pursued by the State
in the free enterprise economy, the weaker and
vulnerable sections of society as well as the indigen-
ous industrics do not get protection

It is also rcalised that in the under-developed
countries, hike India, economic development cannot
be achieved at the desired rate of growth without
any active government help and gwidance. Hence

[.  Samuelson, P.A,, Economics, Ninth Edition, p, 867.

the government in such countries actively partici-
pates in economic activities in order to minimise the
evils of unadulterated capitalism and to accelerate
economic gowth. That is why most of the capitalisiic
economies of the world have become mixed econo-
mies, because in all economies the economic func-
tions of the State have increased.

The laissez-fairc policy propounded by Adam
Smith and other classical economists has been
almost altogether abandoned and the economies
even of the U.S.A. and the U.K. have become mixed
economics. Eminent American economists like Prof.
Samuelson and Hansen call the American, English
and the French economics as “Mixed Capitalist
System™ or “Mixed Enterprise System™ because
their govemments interfere in the working of the
economy by controlling and regulating it and they
actively participate in cconomic activities.

Two Types. In one type, the means of production
arc owned by private entrepreneurs. But the govern-
ment directly controls and regulates the working of
the economy through its monetary and fiscal poli-
cies. For example, it institutes price control, licens-

.Ing system, import control, exchange control, control
over capital issues, erc. The government does not
take over the ownership of the means of production
to undertake production itself. Even if it undertakes
production directly, it is comparatively very little as
compared with the volume of production under the
control of private entrepreneurs. That is why such a
mixed economy is called ‘mixed capitalist system’. It
is predominantly capitalistic and the government
only influences its working and growth through
appropriate fiscal and monetary policies. It controls
and regulates private enterprise so that the evils of
free private cnterprise and of the price system are
avoided and some pre-determined objectives are
achicved.

In such mixed enterprise systems the government
confines its productive activity only to the produc-
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tion of defence equipment and provision of public
utility services like water, gas and electricity and
transport tacilities. Such a mixed economy is also
called ‘mixed capitalism’ or ‘controlled capitalism.”

Another type of mixed economy is one in which
the government does not merely control and regu-
late the privatc enterprise system by means of direct
controls and appropriate fiscal and monetary poli-
cies but it also plays vital role in the actual
production of commodities. In such a mixed econ-
omy, several basic and strategic industries are
owned by the State and their operation and man-
agement is in the hands of the govemment. The
remaining industrics are owned by private entrep-
rencurs and they operate and manage them. But the
government controls and regulates the private scctor
through direct controls and appropriate monetary
and fiscal policies.

The main difference between the mixed economy
of this type and of the former type is that in this type
of mixed cconomy. the government controls the
means of production in a much larger measure and
itself undertakes production. Whereas, the first type
of mixed economy is biased more towards capita-
lism, the latter type is biased more towards socia-
lism, the Indian economy is an example of this
second type of mixed economy.

In the Indian economy, both the public sector and
private sector are in operation. The foundations of
mixed economy in India were laid by the Industrial
Policy Resolution of 1948 which was modified by
the Industrial Policy Resolution of 1956. According
to these resolutions, the various industries were
divided between the two sectors, viz., the private
sector and the public sector. The responsibility for
the developlment of several basic, heavy and strate-
gic industries was assigned to the State and the
development of the rest of the industries was left to
the private sector. Even the private sector is con-
trolled and influenced by the Government of India
by mcans of direct controls or through appropriate
fiscal and monetary policics.

It is clear from the above that the mixed economy
is a mix@ure of capralism and socialism. The mixed
economy tries o avoid the two extremes of pure
capitalism and purc socialism and the evils associat-
ed with each. In other words, it strikes a middle path
between capitalism and socialism. We have men-
tioned above that in purc capitalism only private
sector establishes and runs industries -and the
government does not interfere in any manner. As
against this, under pure socialism all the means of
production, i.e., industries, agriculture, land, mines,
cic., arc owned and controlled by the State and the
State operales them. In the mixed economy, on the
other hand, both private and public sectors operalte.
Some industries are owned and manage! by the
State and other industries arc owned and managed
by the private sector. It is thus clear that. in a mixed
ceonomy. all imdustries are not pationahsed. Only
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those industries are nationalised and put under the

operation of the public sector whicn are vciy

essential tor the speedy economic development ol

the country but in which the private entreprencurs
are rcluctant to invest because either the return is

insufficient or long delayed. In a mixed economy,

the sphere of the two sectors, i.e., the private sector

and the public sector, are clearly demarcated, and

lhey combine and co-operalte in the work of econo-

mic development of the country.

As we have said already, the economies of the
US.A. and the UK. have also today become
mixed economics. But the Indian mixed cconomy is
different from them, because in the Indian econ-
omy, the public sector has been assigned a much
more extensive, more active, and more strategic role
1o play.

Main Features of Mixed Economy

Having understood the meaning of mixed econ-
omy, we are now in a position to bring out the main
featurcs or characteristics of such an economy. It
will also be clcar from these characteristics how a
mixed cconomy functions. The following are the
main characteristics of a mixed economy:

(i) Co-existence of the Public and Private Sec-
tors. The chief characteristic of a mixed cconomy is
that in this economy both public sector and the
private sector function together. They co-exist. The
industries of the country are divided into two parts.
In one part are the industries the resnronsibility for
the development of which is ena. «~ the State
and they are owned and managed by the State.
Other industries are left under the authority and
control of the private entrepreneurst The privalc
sector is free to develop them and start new enter-
prises in this sector. Generally. the basic and heavy
industries, the industries concerned with the
production of defence equipment, atomic encrgy.
heavy engineering industries, efc., arc put in the
public sector. On the other hand. the consumer
goods industries, small and cottage industries, agri-
culture, erc., arc generally assigned to the private
sector. It may be borne in mind that the government
does not work against the private sector. On the
contrary. the government helps and encourages the
privale sector by providing them several incentives
and facilities so that the industnes in the private
sector are able to develop properly and make the
country's cconomy efficient and strong,.

(ii) Role of Price System and Government Direc -
tives. Another characteristic of mixed cconomy is
that it is operaied both by the price system and the
government directives. So-far as the public sector is
concerned economic decisions relating to produc-
tion, prices and investment are made by the govern-
ment or authorities appointed by the government.
But the private sector in the mixed economy is
operated by price-mech nien In other words, gn
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the industries in the private sector, the decisions
regarding investment, production, prices, efc., are
made by private entrepreneurs—capitalists and in-
dustrialists—with the object of making maximum
profits ony the basis of the price system. It is clear
that in the mixed economy the allocation of produc-
tive resources is partly determined by the price
system and partly by the government directives.
(iii) Governmént Regulation and Control of
Private Sector. In a mixed economy, the govern-
ment adopts necessary measures to regulate and
influence the private sector, so that it may fanction
in the interest of the nation rather than exclusively
in the interest of the private entrepreneuys. For this
purpose, it introduces the licensing system accor-
ding to which government approval. or licence is
essential for setting up a factory. If the government
considers that in a certain industry already there is
cxcessivé investment Oor excess capacity, no new
licences are issued for setting up factories in that
industry. Licensing system is the instrument by
which the government controls and regulates indus-
trial investment and output. The government also
controls and regulates the private sector through
appropriatc monetary and fiscal policies. For this
purpose, the ggovernment gives rcbates ar  tax
concessions and credit facilities at low and reasona-
bl¢ rates so that the private entrepreneurs are
induced to invest in those industrial lines. .
{iv) Consumers’ Sovereignty Protected. In

- mixed economy, the sovereignty of the consumers is

protected. Like socialism, the mixed economy does
not put an end to consumer’s sovereignty. The
consumers are free to buy commodities: of their
choice and the private entrepreneurs produce com-
modities according to consumers’ demands or
preferences, although the government can control

. their prices in public interest so that they can be

prevented from rising unduly high. In fact, the aim
of price control is to protect the consumers from
exploitation by private producers and capitalists.

‘Besides, the government can also ration the commo-

dities in short supply so that the limited available
quantities can be fairly distributed. It is clear that, in
spite of some restrictions imposed by the govern-
ment. the consumers are free to purchase the goods
they like. It is their demand or preferences which
guide production in the private sector.

(v) Government Protection of Labour. In a
mixed economy, government protects the weaker
sections of society especially labour. That is, it saves
labour from exploitation by the capitalists. In the
developed countries, in the beginning of Industrial
Revolution, the greed and selfishness of the factory
owners inflicted untold hardships on male labour.
women and children. Social conscience was roused
on seeing ‘the pitiful and miserable working and
iiving conditions of such labour. The government
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realised its responsibility for protecting labour from
exploitation by industrialists and factory owners.
Now several factory Acts have been passed to
regalate the working conditions of labour. Mini-
muym wages and the working hours have been fixed.
Restrictions have been imposed on the employment
of small children in factories. Labour is paid com-
pensation for accidents while at work. The govern-
ment also takes necessary steps to prevent industrial
disputes. These things are, done cven in mixed
economies of ‘controlled capitalism’¢ype.

ivi) Reduction of Economic Inequalities. The
governments 1n mixed cconomies take necessary
steps for the reduction of inequalities of income and
wealth. Extreme inequalities of income and wealth
are socially unjust, politically undesirable and econ-
omically harmful. Extreme inequalities of income
reduce social welfarc. Income inequality Lreales
inequalities of opportunitics for education and
training in favour of high-income groups. The
extreme inequalities of income create class distinc-
tions and generate class-conflict which splits the
whole society into two warring camps—the rich and
the poor or the ‘haves’ and the *have-nots’. The rich
exploit the poor. Modern governments try to reduce
economic inequalities l'or promoting social justice.
and social stability and social welfare, increasing
production and for providing equal opportunities
for all. For this purpose, government levies
progressive taxation, wealth tax, death duties, gift
tax, etc. On the other hand, free education, free
medical aid and old-age pensions, for the poor,
stipends for poor students are some of the remedies
adopted for distributing the extra income of the rich
among the poor.

As a result of the above-mentioned measures,
which have been adopted by the govemnmepts of
different countries like the U.S.A., the U.K.,. Nor-
way and Sweden, inequalities of income and wealth
have been somewhat reduccd. The Government
India also has decided to introduce a socialistc
pattern of society and for that purpose reduce
inequalities of income and wealth. This is_a major
objective of our Five-Year Plans. But far the
Government has not succeeded in achieving this
desirable objective. In fact, it is said that in India
economic inequalities have increased instead of
decreasing in the planning era. Thé fruits of econo-
mic development are concentrating in the hands of a
few rich people. Our Government is now fully
seized of thg problem of growing economic inequa-
lities and it may be hoped that in future strong
measures will be adopied for reducing economic
inequalities. In this way, it will be fulfilling one of
the main purposes of a mixed economy.,

(vii) Control of Monopoly. In a mixed economy.,
the government tries to control and regulate mono-

“polies. A charge against monopolies is that they
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reduce output and raise prices in order’to get
maximum profit. The monopolist thus uses his
monopoly power to exploit the consumers. He fixes
a price which is above the marginal cost of produc-
tion and in this way reduces consumers’ welfare.
Such a price-output policy results in misallocation
of productive resources of the community. Besides,
the excessive profits made by monopolists result in
accentuating economic inequalities in the country.
Moreover, monopoly creates unemployment by
reducing output and thus hampers industrial deve-
lopment.

The government- tries to control and regulate
monopolies in order to remove the above evils and
make them function in public interest. It appoints an
ad hoc or permanent commission to fix a fair price
of the monopolised products. Only a reasonable
return is permitted on investments made by mono-

polists. In other words, a monopolist can earn only a .

fixed rate of dividend. Also, when the government
considers it necessary in public interest, it takes over
monopolies and operates them in public interest.
Moreover, some governments have passed legisla-
tion to prevent the establishment of business com-
binations which lead to the creation of monopolies.

Conclusion. We have studied above that in a
mixed economy public sector and private sector
operate side by side. In the public sector, the
development of industries is directly under the
government: hence it is possible to make sure of
their operation according to plan and with proper
organisation. In the private sector, however, there is
1eed for some controls and incentives so that they
are’ also developed according to plan, e.g, price
controls, influencing them by means of proper
investment, licensing of new industrigs control over
capital issues, control over imports, prevention of
concentration of economic power and creation of
monopolies, efc.

Critical Evaluation of Mixed Economy

Let us assess briefly the working of the mixed
economy system. Although, as we have said above,
all capitalistic economies have become more or less
mixed economics, yet we do not propose to make a
survey of the working of lhe system elsewhere. We
confine ourselves to the assessment of the workmg
of mixed economy in India, for, as India is the
biggest democracy, it is also the biggest experiment
in mixed economy.

We may notice two opposite views on the working
of mixed economy: one represented by the business
community or ‘big business’ properly speaking and
the other by the political leaders in the Government.
These views are usually given expression to in the
annual conference of the Chambers of Commerce
which are addressed usually by the Prime Minister
and other high government spokesmen: There is
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usually a wordy warfare between the two. The
business leaders are frankly critical of the govern-
ment and the government spokesman of the busi-
ness community. The government charges the busi-
ness of the community with blackmarketing, profi-
teering and not being patriotic enough to play a
proper role in the economy, whereas the business
leaders hold the government responsible for infla-
tion, economic stagnation and for the ills of the
economy and of trying to squeeze out the private
sector in a variety of ways.

For instance, in the annual meeting of the
Associated Chamber of Commerce and Industry
held in April, 1975, J.LR.D. Tata said that mixed
economy was dead or dying. He said, “our economy
will continue to stagnate while our population grows
and we shall end up before the turn of the century
under dictatorship or in a state of chaos and
violence.” The Prime Minister, on the other hand,
extolled the virtues of the public sector and harped
on its achievements. Mr. P. N. Haksar, Deputy
Chairman of the Planning Commission, addressing
the annual session of the Federation of Indian
Chamber of Commerce and Industry termed Mr.
Tata’s speech as a ‘funeral oration’ and said that this
oration would be justified if mixed economy was
really dead. He said that the problems of the
country could not be solved by “composing lyrical
passages on the death of mixed economy, raising
‘macabre’ vision of the hold of communists”. He
further said that it would be doing an injustice to
argue that the concept of mixed econemy obtained
only abroad and what obtained in India was
“mixed -up economy.”

These charges and counter-charges only blur the
true vision of mixed economy. The reality is that
despite the present ills of the Indian economy, the
marnage of the public and private sectors in Indian
economy is merrily going on and doing well. Both
sectors are making a valuable contribution to the
successful functioning of the Indian economy. As
pointed out by Mr. Haksar, the country produced in
terms of output 90% of the goods and services
through private economy. This bears ample testi-
mony to the vitality and virility of the private sector.
Far from being dead, it is alive and kicking. There is
little danger of its becoming extinct or being
swallowed up by the public sector. While private
sector was a part of the national economy, State
control is essential in the interest of mtegraled
growth of the economy. Mlxcd-;conomy in India is
a byproduct of the government involvement in the
task of economic development of the country. There
is no doubt that government has played a remarka-
ble role in developing infrastructural facilities and
sctting up big industrial units which have helped the
private sector a great deal in its functioning.
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The fact is that the public sector and the private
scctor are the two necessary limbs of the economy
and both must be in good health and functioning
properly. There should be cordial co-operation
between the two. Mixed economy cannot function in
a State of cold war. Besides, government regulation
is essential to bring about a proper co-ordination
between the two wings of the economy. It may also
be borne in mind that mixed economy cannot
function -in° a static framework. It is a dynamic
concept and the proper relationship between the two
sectors must go through a continuous evolutionary
process to cnsure that they do not work at cross
purposes. Both scctors must work in the inierest of
the economy as a whole rather than promote their
own scllish intcrests. “That mixed economy which
reflects the callous indifference of the omnipotent
burcaucratic machine of the public sector on the one
hand and massive proﬁh.cnng with unutilised capa-
cities and high prices of the private sector on the
other, stands totally condemned in the eyes of the
people. The amorphous opportunism of the
political elite and the greed of the private big
business stare us in the face every day.”2 This
situation must change so that the cconomy is
restored to full health and soundness.

MIXED ECONOMY IN THE CONTEXT
OF INDIAN ECONOMY

i In India. the commencement of the planning era
saw the beginnings of mixed economy. The First
Five Year Plan laid down that the State must not
only assume the responsibility for providing the
intrastructural facilities. but also enter directly in the
industrial ficld. It was recognised that the State must
undertake to develop basic and strategic industries.
It was rcalised that both public and private scetors
must join in the common task of accelerating econo-
mic growth, The concept of mixed cconomy envi-
saged the operation of both private and public
sectors. Barring certain Key industries and indus-
tries of strategic importance, over a large part of
economic activities, including not only the organised
industry but~also agriculture, small industry. trade
and commerce, individual e¢ffort and private initia-
live were considered necessary and desirable,

The Industrial Policy Resolutions passed in 1948
and 1956 gave 4 concrete shape to the concept of
mixed economy. According to the Industrial Policy
Resolution of 1948, industries in India were bl"(‘mdl)
divided into four categories: (i) Exclusive govern-
ment monopoly; (ii) Government-controlled
sphere; (iti) Industries subject to State regulation
and control: and (iv) the rest of the industrial ficld

2. Dr. J.D. Sethi, “Tragic Myth of Mixed Lconomy,”
The Tribune. April 17,1975, p. 4.
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which was to be the sphere of private enterprise
under gencral control of the State. In other words,
the whole industrial field was split up into two broad
sectors viz., public sector which was exclusively
reserved for the government and the private sector
in which private enterprise could operate freely. The
Industrial (Development and Regulation) Act. 1951
was the main instrument by which the Government
controlled and regulated private industrial enter-
prise ic. controlled the location, setting up and
expansion of private industrial undertakings.

In 1954, the Parliament accepted Socialistic Pat-
tern of Society as the objective of social and
cconomic policy. In order 1o realise this ohjective it
was considercd essential to accelerate the rate of
cconomic growth. to speed up industrialisation and
to expand the public sector. It was also necessary to
reduce disparities in imeeme and wealth and to
prevent private monoplies and concentration of
cconomic power in the hands of a small number of
individuals. Hence the State had 1o assume progres-
sively a predominent and direet responsibility for
setting up new industrial undertakings. All this
nccessitated a fresh statement of industrial policy
which was announced in 1956.

The main features of the 1956—industrial policy
were: —

(i) A new classification of industrics putting a
larger number of them in the public sector and thus
putting direct responsibility on the government for
the future development of industrics over a wider
area,

There was to be another category of industries
which were to be progressively statc-owned in
which therefore generally the State would take the
initiative in establishing new under-takings but in
which private enterprise would supplement the
effort ol the State. In the remainder of the industrial
seetor, the initiative and enterprise for development
would be with the private sector. The state would
simply encourage and facilitate the selting up new
imdustries.

Although a demand for the revision of industrial
policy was made from time to time.-but the 1956
resolution has continued to govern the industrial
policy of the government. Thus the frame-work of
mixed ¢cconomy has continted to be strengthened.
The Janata Governments' policy emphasised the
prevention of concentration of economic power
(which means the strengthening of the public sector)
and investment policy designed to improve the
eflicicncy of the public sector.

The working of the mixed cconomy in India
during the last few years has established the basic
soundness of the condept of mixed cconomy. The
structural transformation that has taken place in the
ficld of Indian industry would not have taken place

unless both private and public sectors contributed.
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We now pass from statics or comparative statics to
dynamic analysis. In static analysis, for example, we
discuss how equilibrium price is determined when
the demand and- supply curves are known and
remain unchanged. Static analysis helps us to an-

alyse a situation where consumers, producing firms,.

industries, etc., are in stable or static equilibrium at
certain levels of prices, output, income and employ-
ment. In comparative statics, we analyse a situation,
which has come about after a once-for-all change.
In other words, we compare the two stable equili-
bria—one before and the other after the change. For
example, suppose demand has permanently gone
up. Now there will be new equilibrium price or an
equilibrium different from the first.

But these methods of analysis have their limita-
tions and cannot analyse many important and
pressing problems, for example, the problems of
economic fluctuations—booms and slumps and the
problems of economic growth. In the study of
economic growth, instead of looking at the rates of
output per period of time, we look at the rates of
change in the rate of output between periods of
time. In static analysis, certain basic elements in the
economy (e.g., size and composition of the popula-
tion, natural resources, consumers’ tastes, produc-
tion techniques, efc.) are taken as given and fixed.
These basic factors determine the levels of income,
output and employment. In analysis of economic
growth, some or all these basic elements are sup-
posed to change and we have to.determine the rales
at which output is changing. We study the condi-
tions of steady growth rate or determinants of
economic growth.

Let us first study how the theory of £coromic
growth has emerged and has come 1o occupy the
attention of economists today.

Emergenee of Theory of Growth
In the course of the last twenty five years or so. a
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separate branch of economic theory has emerged
which studies the factors which contribute to in-
crease the level of national income and output of a
country and raise the standard of living of its people.
This new branch of economic theory is variously
levelled as ‘Economics of Grewth,” ‘Economics of
Under-development,” or ‘Economics of Develop-
ment.’ For our purpose here, we shall use the term
“Economics of Development.”

The factors determining economic growth were
discussed by Adam Smith, the father of political
economy, and other classical economists. But, after
the classical economists, owing to ascendency of
marginalism, the economists mainly concentrated
on the study of allocation of resources and deter-
mination of relative prices. In the beginning of the
present century, and especially in the early 1930’s,
when the Great Depression engulfed the capitalist
countries, the cconomists were largely engaged in
finding out suitable explanation of depression and
trade cycles. In 1936, Keynes’s General Theory of
Employment, Interest and Money, various aspects of
which have already been discussed, brought about a
revelution in economic thinking. Keynes explained
clearly the true nature of depression and economic
fluctuations.

But Keynesian theory on!y deals with the deter-
mination of income and employment in the short
run, on the contrary, economic development is a
long-run process. It is, therefore, widely recognised
that the Keynesian theory of income and employ-
ment has serious limitations when applied to un-
derdeveloped countries. The problem which Keynes
was out to solve in the nineteen thirties was cne of
economic instability and of low national output
brough about not by the dearth of capital but in
spite of the availability of capital. In under-
develdped countries, the main problem has been
one of insufficiency of capital. In these countries,
the problem essentially is one of narrowness of the
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margin over and above the consumption demand:

hiscd on the extremely low standards of living.

Since the end of World War I1, the economists
started taking lot of interest in economic devclop-
ment. The reason was that the capitalist countrics
like the U.S.A,, the U.K. and European countries
were keen on stabilising the conditions of full
employment. In this connection, economists like Sir
Roy Harrod in England and Evsey D. Domar in the
U.S.A., put forward models of steady economic
growth. According to them, in order to maintain full
employment, it is necessary to have steady and
continuous growth and increase in net investment.
Besides, the governments in under-developed coun-
tries—in Asia, Africa, Lalin America, and East
Europecan countrics—have increasingly become
devciopment-minded. A good many of these coun-
tries have embarked on development planning to
cross the nurdle of stationary equilibrium of under-
‘development. Their aim is to catch up with the
advanced and aighly developed nations of the world
in the shortest possible time.

Poverty, hunger, disease, illiteracy, and lack of
opportunity for self-development have been the lot
of a large majority of people in under-developed
countries. Poverty there is old but the awareness of
poverty and the hope that something can be done
about it are new. In fact, a “revolution of rising
expectations” is currently sweeping the under-
developed countries. In these vountries, many thcor-
ies were propounded about initiating and accelerat-
ing the process of economic growth.

Definition of an Under-Developed Economy

It is not casy to define an under-developed
cconomy, According to the United Nations experts,
an under-developed country is one “in which per
capita real income is low when compared with the
per capita real incomes of the U.S.A., Canada,
Australia and Western Europe.” ' This definition,
though it focusses atiention on a very important
characteristic of under-dcvelopment, viz.,, poverty,
can by no means be considered adequalte. A country
may be poor and yet not under-developed in
relation to its tesources, if the resources happen to
be scanty or inadequate. It may have fully deve-
loped its resources and yet be among the poorest
countries in the world.

According to Prof. Ragnar Nurkse, ‘under-
developed’ countries arc those which “‘compared
with the advanced countries, are under-eqdipped
with capital in relation to their population and
natural resources.” ? But this too is not a wholly
satisfactory definition. As Nurkse himself points out.

I. U.N.O. Measures for Economic Development of
i/nder-developed Countries, 1951, p. 3.

2. Nurkse, Ragnar: Problems of Capital Formation in
Under-developed Countries, p. 1.
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“Economic development has much o do wil
human endowments, social attitudes, political con
ditions and historical accidents. Capital is necessar
but not a sufficient condition of.progress.”

The Indian Planning Commission defines an
under-developed country as one “which is charac-
terised by the co-existence, in greater or less degree,
of unutilized or under-utilized manpower, on the
one hand, and of unexploited natural resources on
the other.” The existence of idle resources, as
stressed by this definition, is undoubtedly an impor-
tant characteristic of an under-developed economy.
But there is a snag in it: It does not clearly indicate
the causes of the existence of idle resources.
Resources may be, and are very often, idlc even in
the highly developed capitalist countries, particular-
ly in times of depression. But such countries cannot
be classed as ‘under-developed® on that ground. As
such, an acceptable definition of an under-
developed country must pinpoint the main factors
which lead to the existence of idle or under-utilized
resources in such an economy. If the resources are
idle because they have not been property exploited
or developed, it indicates a state of economic
under-development.

Hence, an economy will be considered under-
developed:

(a) if its per capita income is low.

(b) if the natural resources and manpower in the
country remain unutilised or under-utilised on ac-
count of lack of economic development; and

(c) if it is possible to raise its level of national
income and per capita income by properly utilising
its natural resources and manpower.

Prof. Viner observes: “A more useful definition of
an under-developed country is that it is.a country
with good potential prospects for using more capital
or more labour or more available natural resources,
or all of these to support its present population on a
higher level of living.” *

To Colin Clark, one of the pioneers in the studies -
of under-developed ¢conomics, economic develop-
ment consists in the progressive enlargement of the
proportion of tertiary occupations in the economy.
But under-developed economics arc those in which
primary occupations predominate., While it is
broadly true that, with rsing standards of Lving
there occurs a proliferation of the various kinds _f
persona] services (i.e., tertiary occupations), it has
been often observed that in ‘under-developed’
countrics the proportion of domestic servants is
usually quite large. And since domestic service also

3. [Ibid.p.2.

4, Viner. J.—"The Economics of Developmen:™ in /
Economics of Under-development. edited by AN, Agarw
and S.P, Singh. p, 12,
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falis in the category of iertiary occupations, this iesi
of tertiary occupations cannot, therefore; be regard-
ed as an unmistakable one.

From the above discussion, it is obvious that
defining an under-developed country is by no
means a simple task. In current discussion, all
low-income countries are generally classified as
under-developed. In general, all those countries
with per capita income less than 25 per cent of the
United States level or roughly less than 5500 per
year are included among under-developed coun-
triecs. There is 'also a broad agrcement among
economists that low-income levels are largely asso-
ciated with deficiency of capital.

CHARACTERISTICS OF
UNDER-DEVELOPED ECONOMIES

The general nature of an under-developed econ-
omy may be gathered from the common economic
characteristics of such an economy. It may be too
much to talk of common economic characteristics of
under-developed countries in view of the wide
diversity among under-developed countries, as
revealed by the numerous case-studies that have
been made. While it would be very difficult to locate
a representative under-developed country, it 1s
much easier to bring out some fundamental charac-
teristics common to under-developed countries,
which are considered below:

(i) Deficiency of Capital. The insufficient
amount of physical capital in existence is so charac-
teristic a feature in all under-developed economies
that they are often called simply ‘capital-poor’
economies. One indication of the capital deficiency
is the Jow amount of capital per head of population.
Shortage of capital is reflected in the very low
capital-labour ratio in the low-incole countries.
According to a survey by the United Nations
Department of Economic Affairs in 1949 real capital
per worker in Asia and Far East excluding Japan
was only 10 per cent of that of the (.S.A.*

Not only is the capital stock extremely small, but
the current rate of capital formation is also very low.
In most under-developed countries, investment is
only 5 per cent to 8 per cent of the national income,
whereas in the United States, Canada, and Westesrn
Europe, it is generally from 15 per cent to 18 per
cent.

The low level of capital formation in an under-
developed country is due both to the weakness of
the inducement to invest and to the low propensity
and capacity to save. In such an economy, the low
level of per capita income limits the size of the
market demand for .manufactured output, which
weakens the inducement (o invest. The fow level of

5. U.N. Development ol Ecanamic AfTairs-—Evanone
Survey of Asia and the Fur P2, 1949 (1950), p. 296
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investment alsc arises as a result of the lack of
dynamic entrepveneurship, which was regarded by
Schumpeter as-the focal point in the process of
economic development,

At the root of capital deficiency is the shortage of
savings. The level of per capita income being quite
low, most of it is spent in satisfying the bare
necessities of life, leaving a very low margin of
income for capital accumulation. Even with an
increase in the level of individual incomes in an
under-developed economy, there does not usually
follow 2 higher rate of accumulation, because of the
tendency to emulate the highér levels of consump-
tion prevailing in the advanced countries. Nurkse
has called this tendency “demonstration effect.” It is
usually caused through media like films, or through
foreign visits.

Generally, there exists a marked inequality in the
distribution' of incomes in under-developed coun-
tries. This should have resulted in a greater volume
of savings available for capital formation. But most
often the sector in which the greatest concentration
of income lies is the one which derives its income
primarily from non-e¢nturepreneurial sources, such
as uneamed rent and interest. The attitudes and
social values of this sector are often such that it is
prone o use its income for ‘conspicuous consump-
tion,’ investment in land and real estate, speculative
transactions, inventory accumulation and hoarding
of gold and jewellery. If these surplises were
channelled into productive investment, they would
tend to increase substantially the level of capital
formation.

As the capitalist sector, -either private or State,
constitutes a very small part of the economy of an
undcr-developed country, industrial profits consti-
tute a much smaller proportion of its national
income as compared with that in advanced coun-
tries, where they constitute a considerable propor-
tion of the national income. It was the increasing
volume of profits arising in the private capitalist
sector in England in the 19th century and in recent
times in the State capitalist sector in the U.S.S.R.
that played an important part in the accumulation of
capital in these countries.

(i1) Excessive Dependence on Agriculture. Most
under-developed countries are predominantly agri-
cultural. A great majority of population, usually
between 70 and 80 per cent, are engaged in agricul-
ture and allied occupations, whereas in the deve-
loped countries 15 per cent or even less draw their
sustenance from agriculture. This excessive depen-
dence on agriculture is due to the fact that non-
agricultural occupations have not grown at a rate
commensurale with the increase in population

owing to lack of sufficient investment outside
agriculture. Hence, a growing labour force has had
1o be absorbed in agriculture, With the aceclerated
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- growth of population in the last few dccades,'fhe-" :

pressure of population on the available land* has
become very great and has produced serious conse-
quences. The labour-land ratio being high. agricul-
tural holdings have become subdivided into small
plots, which do not permit the use of modern
mechanical methods of production. - .

Under-developed countries produce relanvely
large proportion of their national income in the
agricultural sector. However, the share of agriculture
in the national income is considerably smaller
than its share in the total employment in the
economy, reflecting low productivity per man in the
agricultural sector. For instance, in India, while
agriculture accounts for about 50 per cent of the
total national income, it employes no less than 70
per cent of the country’s total population.

Thus, though under-developed countries are
predominantly agricultural, they are nonetheless
much less efficient in agriculture than are the
industrial countries. As Prof. J.LK. Galbraith has put
it, “a purely agricultural country is likely to be
unprogressive even in its agriculture.” Prof. Gunnar
Myrdal explains this paradox thus: “Industrializa-
tion creates technology ‘which can then be applied to
agriculture, but not vice versa.” Too much concen-
tration on land and too low a ratio of capital per
worker explains the low productivity per worker in
the agrarian sector. Harvey Leibenstein observes:
“As long as industrial capital remains relatively
scarce and as long as the vast majority of the labour
force is engaged in agriculture, it would appear to be
reasonably safe to postulate that, under these cir-
cumstances and at least for the early stages of
development, the system is operating under dimin-
ishing returns with respect to labour.” ®

(iii) Irequalities of Income and Wealth. Another
distinguishing charactenstic of the under-developed
economies is the disparities in income and wealth
enjoyed by the rich and poor sections of society. The
lower national income of the economically back-
ward countries is more inequitably distributed than
in the advanced countries. According to Colin
Clark’s estimates, labour’s share of net income in the
rich countries, like the U.S.A., the U.K., Canada,
Australia, New Zealand and Switzerland was more
than 70 per cent in 1950, while in Chile and Mexico
it was below 60 per cent.” According to a recent
estimate, the share of wages and income of seif-
employed persons in India is 24 per cent of the total
national income.® In the under-developed coun-

6. Leibenstein, Harvey—Economic Backwardness and
Economic Growth, 1950, p. 56.

7.  Clark, Colin, Conditions of Economic Progress, 1957,
pp. 618-619.

8. Mukherjee, M., Papers on National Income and
Allied Topics, ed. Dr. V.K.R.V. Rao, 1962.
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tries, uneamned 1ncome of land-owners in the form
of rent forms a very higher proportion as compared
with the developed countries. But owing to adecline
in the share of property income,-there is tgndency
for the share of the incomes of the richest group in
advanced countries to go down. On the other hand,
the share of wages is gone up. ‘

Although, in the under-developed countries,
there is concentration of incomes in a few hands, yet
in absolute terms such incomes are too small to meet
the requirements of the economy. Besides, such
incomes are usually diverted to non-ecomomic in-
vestments such as jewellery and real estate or they
are dissipated in unproductive social expenditure,
e.g., on marriages and are, therefore, not available to
finance economic development.

(iv) Dualistic Economy. The under-devcloped
countries present sharp contrast in all walks of life.
There is the old and new, developed and under-
developed, the. educated and the illiterate, the rich
and poor existing side by side. It is both a bullock
cart and motor car economy. There are pockets ofl
extra rich and ultra modern people and vast masses
steeped in abject poverty. There are efficient
modern industries and the languishing indigenous
handicrafis. and so on.

(v) Lack of Entreprencurial Ability and Skilled
Technicians. In the under-developed countries
generally, there arc very few people, who can be
described as daring-and dynamic entrepreneurs.
There is also woeful lack ol technical know-how,

(vi) Inadequate Infrastructure. The under-
developed countries are also characterised by the
lack of sufficient economic and social overheads.
The means of transport and communication, irriga-
tion and power, the banking system, the educational
and medical facilities are all imperfectly developed
and they are utterly inadequate to serve the existing
population,

(vii) Foreign Trade Orientation. An under-
developed economy is generally foreign trade-
oriented. Traditionally under-developed countries
have exported raw materials and imported
consumer goods and machinery. The ratio of export
production to total output is normally high. Indeed,
some of the countries like Ceylon, Malaya, Burma
and Thailand can be called export economies in so
far as a significant part of the national eutput of
these countries is exported. In some countries like
Chile,” Egypt and Cuba, the cxport of only one or
two staple commodities accounts for a major part of
their foreign exchange earnings.

This excessive dependence on exports has certain -
ly deterimental consequences for an under-
developed economy Firstly, the economy becomes
biased towards production for exports to the com-
parative neglect of the other sectors of the economy.
Secondly, the eeonomy becomes unstable owing to
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frequent changes in foreign exchange earnings
caused by fluctuations in the international prices of
the export commodities. That is, the national in-
come of these countries is highly susceptible to
fluctuations resulting from varying trends in the
foreign markets for their products. Thirdly, it is
pointed out that of late there has been going on a
secular deterioration in the terms of  trade of
primary producing countries, so that the richer
developed countries are benefiting at the expense of
the poor under-developed countries. Fourthly, the
export-orientation of such economies has .stepped
up their marginal propensity to import.

(viii) Rapid Population Growth and Disguised’

Unemployment. The diversity among under-
developed economies is perhaps nowhere so much
in evidence as in. respect of the facts of their
population as regards its size, density and growtn.
While we have examples of India and China with
their teeming millions and galloping rates of growth,
there are the Latin American countries which are
very sparsely populated and whose total population
in son.e cases numbers less than the single metropo-
litan cities in India and China. In several newly
emerging countries of Africa too. and in some of
the Middle Eastern 'countries, the size of their
population cannot be regarded as excessive consi-
dering their large expanse. The South-east and
Eastern Asia, on the other hand, have swarming
populations. ' '

However, there appears to be a common featute,
namely, a rapid rate of population increase. This
" rate has been rising still more in recent years, thanks
to the advances in medical sciences -which ‘have
greatly reduced the mortality due to epidemics and
diseases. While the death-rate has thus fallen phen-
omenally, birth-rate does not yet show any signifi-
cant decline, so that the natural survival rates has
become much larger. In countries like India, Pakis-
tan and Burma, a veritable population-explosion is
feared. )

The great relevance of this important trend con-
sists in this that it sets at nought all attempts at
development inasmuch as the increased output is
swallowed up by the increased population.

One important consequence of this rapid rate of
population growth is that it throws more and more
people on land to eke out their living from agricul-
ture, since alternative occupations do not simultan -
cously develop and thus are not there to absorb the
increasing numbers seeking gainful employment.
The resultant pressure of population on land thus
gives rise to what has been called “disguised unem-

ployment.” Low land-labour and capital-labour -

ratios must result in under-employment and dis-
guised unemployment in agriculture, It means that
therc are more persons engaged in agriculture than
are actually needed, so that the addition of such
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persons does not add to land’s productivity: or
putting it ailenatively, given the technique and
organisation, even if some of the persons are with-
drawn from land, no fall in production will follow
from such withdrawal.

(ix) Under-utilisation of Natural Resources. The

‘natural resources in an under-developed economy

are either unutilised or under-utilised. Generally.
speaking, under-developed countries are not defi-
cient in land, water, minerals, forest or power *
resources though they be untapped. In other words,
these constitute only potential resources. The main
problem in their case is that such resources have not
been fully and properly utilised due to various
difficulties, such as their inaccessibility, shortage of
capital, primitive techniques, and the small size of
the market. This means that they have the potentia-
lities for development but the level and character of
their economic performance is too poor to take them
forward.

(x) Economic Backwardness of the People. The
people in under-developed countries are economi-
cally backward, that is, the quality of the people as
produetive agents is low. Instead of acquiring the
greatest possible control over their physical environ -
ment, the people have struck a balance with nature
at an elementary level. They have been relatively
unsuccessful in solving the economic problem of
man’s conquest of his material environment. Parti-
cular manifestations of this are low labour effi-
ciency, factor immobility, limited specialization in
occupations and in trades, and a lack of entrepren-
eurship, economic ignorance, and a value structure
and social structure that minimize the incentives of
economic change.

(xi) Poor Consumption Pattern. The low level of
earnings in the under-developed countries is
reflected in their low level of living. The bulk (nearly
60 per cent) of their income is spent on necessaries
of life, particularly food consisting mostly of cereals
and devoid of nourishing items like fruits, meat,
eggs, milk, erc. They are too poor to afford comforts
and luxuries. The proportion of expenditure on
housing and clothing is also very small. General
poverty. is also reflected in the very low standards of
consumption of industrial goods and services.

(xii) Peculiar Demographic and Social Charac-

‘teristics. There are certain demographic and social

characteristics typical of the under-developed coun-
trics. Leaving a few under-populated and under-
developed countries, the density of population is
very high considering the resources and employment
opportunities available. There is a very high propor-
tion of the population in the age-group 0-15, and a
lower proportion in the working group 20-60 years,
Average expectation of'life is low and infant morta-
lity is very high.



622

Summing up. The socio-economic characteristics
of under-developed countries have been compre-
hensively summarised thus: “Low aggregate and per
capila incomes, limited availability of land, natural
and capital resources per head; hence low producti-
vity of labour which explains the low earnings of
workers, the meagreness of savings and capital
formation; the dependence of the major part of the
population on agriculture and the extractive indus-
trics for earning a living, poor yield of agriculture
per capila as well as per unit of land; great disparity
in the distribution of income and wealth, concentra-
tion of large rental incomes in the hands of a few
property owners; low levels of consumption expen-
diture and predominance of the outlay on food
items; very unsatisfactory housing conditions and
negligible spending on the ordinary comforts of life;
great density of population and high rates of
growth; high infant mortality rate, uneconomic
distribution of population in the different age
groups, heavy dependency load, concentration of
population in urban centres; low standards of liter-
acy, inadequate medical facilities, poor healih stan-
dards and short expectation of life—all these are the
common economic and social characteristics of the
poor and backward countries of the world today.” *

A very apt and easily understandable description
of an under-developed country is given by Paul
Hoffman thus: “Every one knows an under-
developed country when he sees one. It is a country
characterised by powerty, with beggars in the cities
and villages eking out a bare subsistence in the rural
areas. It is a country lacking in factories of its own
usuaily with inadequate power and light. It usually
has insufficient roads and rail-roads, insufficient
government services, poor communications. It has
few hospitals and few institutions of higher learning.
Most of its people cannot read and write. In spite of
the generally prevailing poverty of the people, it
may have isolated islands of wealth with a few
persons living in luxury. Its banking system is poor,
small loans have to be obtained from money-
lenders who are little better than extortionists.
Among the striking characteristics of an under-
developed country is that its cxports to other coun-
tries usually consist almost entirely of raw materials,
ores or fruits or some staple product with possibly a
small admixture of luxury handicrafts™ '

DUALISM AND ECONOMIC
UNDER-DEVELOPMENT

Dualism is a major characteristic of an- under-
developed economy. Dualism refers to that condi- .

9. Bright Singh, D.—Economics of Development, 1966,
p- 26.

10. Quoted by Stephen Erke in Economie for Develop:
ment, p. 16.
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tion ol a country when two sectors (i.e. advanced or
modern sector and the backward or traditional
sector) exist side by side. For instance. we have
modern industrics and the old cottage industries
working side by side as well as modern farming and
medieval farming being practised at the same time.
In other words, in an under-developed country.
there is the bullock-cart economy and modern
transport operating at the same time. Usually,
modernisation is confined to the trade sector mainly
organised,» managed and financed by the foreign
capitalist. Along with this advanced sector, there is a
very large indigenous sector following traditional
modes of production and distribution.

Types. In technical language, it may be called
Technological Dualism as Benjamin Higgins men-
tions in his book Economic Development. Advanced
sector is capital-intensive and the backward sector is
labour-intensive.

There is also Social Dualism mentioned by J. H.
Bocke in his book Ecenomics and Economic Policy
of Dual Society. The Socicty in under-developed
countries is split into two parts, the upper and lower.
The upper strata of society are influenced by
modern ways of living and thinking. not tied by
customs, enterprising and purssing profits and hav-
ing unlimited wants, whercas the lower strata are
conservative, custom-ridden and follow the tradi-
tional modes of business and having himited wants,
high preference for leisure and lacking in enterprise.
In the under-developed sector, increase in wages
leads to leisure and absenteeism in industry. and
prices do not affect farming which is customary,
Agriculture, in short is not commercialised.

There are people, however, who would not accept
such sweeping generalisations, To some extent they
apply to certain sections of western society (00.
Rather. it has been amply demonstrated that in
under-developed countrics oo, therc are progres-
sive elements in which workers. by and large.
respond to increase in wages and farmers to in-
creased prices. For instance. it has been shown that
producers of rubber in Malaya and rice farmers in
Burma responded to the continously growing world
demand for, and rising prices of, their products. It is
the opportunity and the existence of infra structural
facilitics which matter. The fact is that in the
under-developed economies, people would respond
in the same way to opportunities available for
increasing income as in the advanced countrics.

There is another type of dualism, viz.. financial
dualism- modern banking institutions existing side
by side with indigenous banking. This type has been
discussed by H. Myvint in his books. The Economics
of Developing Countries. There exist a large unor-
ganised financial market and a small orgamsed
financial market working in isolation with one
another.



