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Introduction; 

 Indian and government all over the world have entered and are entering into a 

great number of public project, such as social security, protection and other 

services of public utilities like railways,heavy-electricals, atomic energy. Etc.  

Meaning;  

Public finance also deals with the problem of adjustments of income and 

expenditure of the government. The methods of expenditure of public bodies and 

the income of public bodies as well as borrowing by public bodies are known as 

operation of public finance. 

Definition;  

Prof.Dalton defined public finance as’’It is concerned with the income and 

expenditure of public authorities and with the adjustment of one to another.’’ 

CharlesF.Bastable ; ‘’Public finance deals with expenditure and income of public 

authorities of the state and their mutual relation as also with financial 

administration and control.’’ 
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THE SCOPE AND IMPORTANCE OF PUBLIC FINANCE 

Public authorities; (a) taxation (b) borrowing (internal and external)(c) foreign 

aid (d) creation of new money or resort to deficit financing. Government 

expenditure is incurred in providing service or the satisfaction of social wants free  

or otherwise, making welfare payment, purchase of factor service and purchase of 

goods and services produced by others. 

(a) The functions of the state 

(b) The effects of fiscal operations economic life, 

(c)Subject matters of public finance. 

(a) The functions of the state; 

       Adam smith the ‘’Duties of the sovereign’’ fall in the three class; (a) 

defending the society from the violence and injustice of others independent 

societies, (b) the second is that of securing internal justice between citizens,(c) 

smith defines his third duty as erecting and maintaining those public institutions 

and works, which though they may be in the highest degree advantageous to a 

great society, could never repay the expenses to any individual. 

    ‘’Keynes demonstrated that it was possible through fiscal activities of the state 

to increase employment and to maintain it at high level. The emphasis on the state 

participation in economic life is continuously increasing.’’ 

     The concept of the state and function of the state are gradually changing. It is 

now universally agreed that the object of a state is to maximize the welfare of the 

community as a whole. such a view of the state has however, extended its 

functions, and it has to make provisions for medical facilities, education, poor 

relief and sanitation and various other service of public utility, so as to increase the 

welfare of the community as a whole. Today ,a modern state helps the people to 
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raise their productive power by constructing infra-structure ,i.e..railways, road, 

power, post and telegraph, etc. it takes steps for reducing inequalities in 

distribution of income, it control the production and distribution of scarce 

commodities. It control the prices of essential commodities it takes steps to prevent 

or counteract inflation and depression. In times of war, it has to mobilize and 

control the entire resources of the nation in order to face it successfully. 

       Governments of advanced countries are committed to the maintenance of 

stable and expanding level of employment and their goal is that the economy 

should function at the full employment level as far as possible. They are actively 

engaged in programmers’ that increase national income and    enable the economy 

to maintain a continuous growth. In the case of under-developed or developing 

countries. The government is committed to a programme of accelerated economic 

development. It may plan the entire resources of the country. 

Functions of the modern state; 

1. Security both external and internal and involving outlays for military, police, 

and other protective service. 

2. Justice, or the settlement of disputes. 

3. The regulation and control of economic enterprise, including such service as 

coinage, weights and measures, the regulation of business practice and state 

ownership and operation of certain enterprises. 

 n simple layman terms, public finance is the study of finance related to 

government entities. It revolves around the role of government income and 

expenditure in the economy. ... However in the modern day context, public 

finance has a wider scope – it studies the impact of government policies on the 

economy. 
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As such, we have four major divisions (traditionally set) in the study of public 

finance: 

 

1. Public Revenue, which deals with the method of raising funds and the principles 

of taxation. Thus, within the purview of public revenue, we take up the 

classification of public revenue, canons and justification of taxation, the problem 

of incidence and shifting of taxes, effects of taxation, etc. 

2. Public Expenditure, which deals with the principles and problems relating to the 

allocation of public spendings. Here we study the fundamental principles 

governing the flow of public funds into different channels; classification and 

justification of public expenditure; expenditure policies of the government and the 

measures adopted for general welfare. 

3. Public Debt, which deals with the study of the causes and methods of public 

loans as well as public debt management. 

4. Financial Administration, under this the problem of how the financial machinery 

is organised and administered is dealt with. 

The Scope of Public Finance: 

      The scope of public finance is not just to study the composition of public 

revenue and public expenditure. It covers a full discussion of the influence of 

government fiscal operations on the level of overall activity, employment, prices 

and growth process of the economic system as a whole. 

Importance of public finance ; 

       The importance of public finance in an advanced country is to stabilize its 

growth rate. For this, the government changes its expenditure and taxation policies 
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to produce good effects and avoid bad effects on national income, production, 

employment and price. 

Importance Of Public Finance In An Economy; 

      The importance of public finance was not so recognized in the 19th century as 

the Government in those days confined itself to the maintenance of law and order 

situation in the courtyard to the defense of the country from external aggression. 

The Government in those days did not intervene in economic But in the 20th 

century, every Government ensures ‘Social Welfare‘ to its citizens and therefore, 

the scope of governmental activities has been increasing day by day. Modern 

Governments do not only confine themselves to law and order situation but they 

also actively intervene in economic matters to justify themselves as, ‘Welfare 

States’. The Governments require money to spend it on the welfare of citizens. 

Hence, the importance of public finance has increased greatly in recent years. 

The importance of public finance can be justified on the following grounds- 

(1) Protection to Infant Industries. The Government of an underdeveloped 

country protects its infant Industries against foreign competition through various 

public finance activities like imposition of heavy tariff duties on imports, putting 

restrictions on imports, giving subsidies to keep the cost low etc. The objective of 

such operations is to enable these industries to stand on their legs against foreign 

competition. 

(2) Planned Economic Development. Public finance renders valuable help in the 

planned economic development of the country. The planning authorities fix the 

priorities of expenditure for the plan period. The Government raises the necessary 

funds to implement the plans through direct and indirect taxation. The government 

takes necessary action to achieve the plan objectives, through fiscal measures. 

https://en.wikipedia.org/wiki/Public_finance
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3) Regulating Consumption Habits. Public finance regulates the consumption 

habits of the people. It imposes taxes on items of consumption, the use of which is 

to be discouraged such as wine, cigarettes, tobacco and bidi, and allows 

concessions and rebates in taxes if it likes to encourage the consumption of any 

commodity. In practice, it can be seen that through tax-policy, Government is able 

to encourage or discourage the demand on various commodities. 

 (4) Reducing Inequalities. Public finance also plays a vital role in reducing social 

inequalities, through its fiscal policies. The Government can levy Heavy taxes on 

the richer sections of the society because they have capacity to pay, and spend the 

income so received on providing various facilities to poorer sections of the society 

such as providing free medical facilities, educational facilities, cheap housing, 

Cheap rations through fair price shops etc. Thus. on the one hand it reduces the 

purchasing power of the richer sections and on the other hand, increases the 

purchasing power of the poor sections of the society. 

 (5) Maintaining Balance or Trade: The Government always restricts the imports 

only to the essential items: hence imports of non- essential items are taxed heavily. 

On the other hand, the Government encourages the exports of its surplus 

production. It reduces the burden on export items and also supports them with 

subsidies and grants. These operations restricting imports and encouraging exports 

of the Government maintain the balance of trade. 

(6) Industrial Development. Public finance helps industrial development of the 

country as follows-           . 

 (i) Governments grant Subsidies and grants to various industries these days to 

enable them to increase the production of different essential items. These subsidies 

and grants have special place in the Government expenditure of underdeveloped 
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and backward countries. On the other hand, Governments want to discourage the 

production of non-essential or harmful commodities, they may impose heavy taxes 

on such items. 

(ii) Public finance induces the investment during the time of depression through its 

taxation policy by allowing tax-rebates for investments in desired direction. 

Through tax-policies, the Government can also discourage the investment in 

certain industries producing non-essential or harmful items of consumption. 

During boom or inflation, the Government regulates the flow of investment to anti-

social operations. 

(iii) The role of public finance in under-developed countries is to bring economic 

stability to keep the level of consumption and investment quite up to the level of 

production. It requires continuous trimming of the investment process to keep the 

productive process in the same speed. Through the help of public policies, the 

public, expenditure and individual demands can be tempered and turned according 

to the need of the economy. 

(iv) To strengthen the economic development in developing countries, it is 

essential to give highest priority to capital formation because industrial 

development cannot be imagined without capital. For this purpose, there must be 

policies in the store of the government to encourage people to save more by cutting 

their wasteful expenditure. The capital formation, its speed and quantum will 

ultimately affect the economic development of the country. 

(v) Industrial development of a country will bring in more employment 

opportunities to people especially in under-developed countries. The government 

may also provide more jobs through the deficit budget which is an indispensable 

measure to increase the volume of employment during depression. 
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The role of public finance in development; 

        Most developing countries have faced a fiscal crisis of one sort or another 

during the past decade. Until 1982 public sector deficits rose to unsustainable 

levels almost without regard to economic structure and income level: oil exporters, 

oil importers, middle-income countries, low-income countries, commercial 

debtors, aid recipients, and planned and market economies all followed the same 

course. When the external economic shocks of the early 1980s made it impossible 

to finance these deficits, a period of severe fiscal retrenchment became inescapable 

(see Figure 2.1). The reduction in deficits since then has been remarkable, but 

many countries still deprived of external financial resources need to do more.  

 

         For them the dilemma is how to cut deficits further without sliding even 

deeper into recession. The urgency of this problem has distracted attention from 

the Froader role of public finance in development. The short-term imperative has 

been to contain fiscal deficits through some mixture of reduced expenditure and 

higher revenues. The concern for the longer term is that such changes be carried 

out in ways that promote, rather than hamper, growth. Indeed prudent control of 

fiscal deficits is just one aspect of sound public finance in the widest sense. Among 

other things this means confining (or extending) public expenditure to those areas 

in which the public sector can act efficiently; it also means raising the necessary 

revenues in ways that distort prices as little as possible.  

 

       This chapter introduces the broad perspective within which deficit reduction 

should be viewed. Governments everywhere play an essential role in allocating 

resources in influencing what gets produced, how it is produced, who receives the 

benefits, and who pays. They do so both directly and indirectly. For instance, all 

directly provide defense and social infrastructure; most supply power and 
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telephone services; a few produce industrial and agricultural goods. Often 

governments create state-owned enterprises (SOEs) to carry out these functions. 

But governments also indirectly influence the production and allocation of 

privately produced goods through subsidies, taxes, and a wide range of regulatory 

tools such as price controls and quantitative restrictions. In centrally planned 

economies governments rely mainly on direct intervention; in market economies 

they tend to favor the indirect approach. Both modes of intervention involve public 

spending and revenue and are thus equally subject to the strictures of sound public 

finance. Public finance affects economies in many different ways. Revenue, 

expenditure, and the publk sector deficit they imply are essential tools for 

macroeconomic stabilization: they help to determine the inflation rate, the current 

account deficit, the growth of the national debt, and the level of economic activity. 

They also affect adjustment and growth by influencing the rates of consumption, 

savings, and investment in both physical and human capital. At the microeconomic 

level, taxes, subsidies, and government purchases of commodities encourage the 

production and consumption of some goods and discourage the production and 

consumption of others. Public finance policies can, in principle, affect all sectors of 

the economy, and they typically do so in developing countries as in industrial 

countries.  

Scope of Public Finance (Subject Matter of Public Finance) 

The scope of public finance: 

1. Public Revenue 

2. Public Expenditure 

3. Public Debt 

4. Financial Administration 

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

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

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

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

various resources of public revenue into taxes, fees and assessment etc. 

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

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

fundamental principles that govern the flow of Government funds into various 

streams. 

3. Public Debt: In this section of public finance, we study the problem of raising 

loans. Public authority or any Government can raise income through loans to meet 

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

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

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

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

under financial or fiscal administration, we are concerned with the Government 

machinery which is responsible for performing various functions of the state. 

5. Economic Stabilization: Now –a-day’s economic stabilization and growth are 

the two aspects of the Government economic policy which got a significant place 

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

economic policies and other measures of the government to bring about economic 

stability in the country. 
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DIFFERENCES BETWEEN PUBLIC AND PRIVATE FINANCE 

1.  Income and Expenditure Adjustment in Public and Private 

Finance 

The government adjusts the income according to the expenditure budget. The 

private sector including individuals and private businesses adjust their expenditure 

according to the income or future estimates. The government first creates an 

outline for the expenditure then devices means of acquiring the monetary budget 

needed. Private finance involves cutting your coat according to your cloth. 

2. Borrowing in Public vs. Private Finance 

The government can borrow from itself, it can simply go back to the people to ask 

for loans in whichever financial asset e.g. bonds, when shortages arise. However, 

an individual can’t borrow from itself. 

3. Currency ownership in Public vs. Private Finance 

The government is in charge of all aspects related to currency. This involves the 

creation, distribution and monitoring. No one in the private sector is allowed to 

create currency, this is illegal and most countries classify it as a capital offense. 

4. Present vs. future Income 

The public sector is more involved with future planning and making long-term 

decisions. The government makes decisions that will bear fruits in the long-term 

even ten years. These investments could include building of schools, hospitals and 

infrastructure. The private industry makes financial decisions on projects with a 

shorter returns waiting time. 

5. Objective Difference in Public and Private Finance 

The public sector’s main objective is to create social benefit in the economy. The 

private industry seeks to maximize on personal or profit benefits. 
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6. Coercion to Get Revenue 

The government can use force to get revenue from individuals. This could involve 

the use of force to get taxes. The private sector however, doesn’t have this 

authority. 

7. Ability to Make Huge and Deliberate Changes 

The public finance sector has the ability to make huge decisions on income amount 

without much consequences. For example, it can effectively and deliberately 

increase or decrease the income amount instantly. Businesses and individuals can’t 

make these decisions and implement them immediately. 

8. Surplus Budget Concept 

Excess income or surplus budgets is a great virtue in the private sector, this is 

however not the case in public finance. The government is expected to only raise 

what is needed for a fiscal year. Of what use would it be to have surplus budgets? 

It would be much easier to offer tax reliefs to the tax-payers so as to off-set the 

surplus. 
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PUBLIC VS PRIVATE FINANCE: COMPARISON TABLE TO SHOW 

THE DIFFERENCE BETWEEN PUBLIC AND PRIVATE FINANCE 

 

 
 
 
 

SUMMARY: OF PUBLIC VERSES PRIVATE FINANCE 

• The public sector comprises of all the government owned agencies, 

companies and state offices. The private sector comprises of businesses, 

companies and the individuals. 

• The public sector’s main objective is to create social benefits while the 

private is to make profits. 

• The overall benefits acquired for the public sector’s strategies is the citizens 

themselves, however the beneficiary of the private finance strategies are the 

owners, shareholders or the individuals themselves. 
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• Despite having all these differences both the public and private finance 

sectors have some similarities. Both face the issue of scarcity, need for 

borrowing and the importance of precedence of income. 

• Both the public and private finance contribute towards a country’s economy 

and are co-dependent neither can exist without the other. 

DIFFERENCES BETWEEN PRIVATE AND PUBLIC FINANCE; 

1. The pattern and volume of expenditure of an individual is influenced by his total 

resources — income and wealth — but in case of government expenditure 

determines income. Moreover, government expenditures determine peoples 

income. If government spends money on road construction, some employment is 

automatically generated. 

2. Private individuals or firms are mainly concerned with private consumption or 

profits. The government aims at promoting the welfare of society rather than that 

of the individual. The individual (or a firm) is mainly concerned with his (its) 

present gains and prospects, not with that of distant future. The government has to 

serve society generation after generation. 

Thus, it is said that, in private finance, the coat is cut according to cloth available, 

but, in public finance the size of the coat is determined first and then the authorities 

try to collect the necessary cloth — through sale of goods and services, taxation 

and borrowing. 

6. An individual can borrow from another individual. But a government can 

borrow either internally or externally (i.e., from a foreign country). 

 

The principle of maximum social advantages. 

           The Principle of Maximum Social Advantage is the principle that governs 

the operation of public finance (financial activities of the government) to maximize 
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the economic welfare of the society as a whole. ... Government should collect 

money and spend it to maximize the welfare of people. 

  According to J.B. Say “the very best of all plan of finance is to 

spend little and the best of all taxes is that which is least in amount”. But today 

even theorists embracing capitalism could not accept the views of J.B. Say as 

valid. 

                   The theory of Optimum Social Welfare stipulates that the transfer of 

resources affected by the state through operation in public finance should 

maximize the welfare of the community. The best system of public finance is that 

which secures the maximum social advantage from the operations which it 

conducts (Dalton). 

                 According to this principle state should collect revenue and spend the 

same money to maximize the welfare of the people. When a tax is imposed it 

creates disutility to the taxpayers. 

EXTENT OF PUBLIC REVENUE AND EXPENDITURE ACTIVITY: 

Prof. Dalton has suggested the manner and extent in which public expenditure and 

revenue should be incurred and collected. 

According to him “public expenditure in every direction should be carried just so 

far that the advantage to the community of a further small increase in any direction 

is just counter-balanced by the disadvantage of a corresponding small increase in 

taxation or in receipt from any other source of public income. This gives the ideal 

total both of public expenditure and public income”. 

Raising resources through taxation or borrowing creates disutility, for those 

individuals who are compelled to part with their resources to government. 

Spending resources by government creates utility for those who stand to gain from 

government expenditure policies. The point of optimum social welfare is that at 
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which the disutility caused by the marginal unit of money raised is equal to the 

utility caused by the marginal unit of expenditure. This is the optimum limits of 

states public finance utility. 

Distribution of Resources: 

The principle of maximum social advantage is derived from the principle of equi-

marginal utility. Thus if it is found that marginal utility from public expenditure on 

medical and public health measures is greater than the marginal utility derived 

from the same amount spent on provision of unemployment benefit, then the 

government should transfer the public funds from the later to the former activity. 

This will help to maximize social advantage. In this context, Prof. A.C. Pigou 

points out that “the expenditure be distributed between battleships and poor relief 

in such a way that the last shilling devoted to each of them yields the same return 

of satisfaction”. 

Musgrave’s Approach to Maximum Social Advantage: 

Prof. R.A. Musgrave states that the principle of maximum social advantage is a 

logical extension of the Pigouvian Welfare approach to taxation incorporated in the 

theory of minimum aggregate sacrifice. 

Musgrave is of the opinion that optimum size of the budget should be determined 

at a point where the marginal net benefit is zero. Fundamentally there is not much 

difference between the approach of Prof. Dalton and Musgrave. 

Musgrave re-designate Dalton’s principle of maximum social advantage as the 

maximum welfare principle of budget determination. Even though Musgrave 

pursued the line of reasoning advocated by Dalton and Pigou, his treatment is 

based on valuation of individual preferences. 
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Musgrave’s approach is illustrated in the following diagram: 

 
In the above figure the size of the budget is measured on the horizontal axis. The 

marginal social sacrifice and the marginal social benefits are shown separately on 

the vertical axis. The marginal utility of successive dollars of public expenditure 

allocated optimally between public uses is shown by the line MSB in the figure. 

MSS indicate the marginal disutility of taxes, imposed so as to cause least total 

sacrifice. The line NSB shows the net social benefit curve. It is derived by 

deducting MSS from MSB. Hence it indicates the net social benefits derived from 

successive expansion of the budget. 

The following three fundamental principles of budget operations help the 

state to achieve the principle of maximum social advantage: 

1. The marginal social benefit of public expenditure and the marginal social 

sacrifice of taxation must be equal. 

https://cdn.accountingnotes.net/wp-content/uploads/2016/07/clip_image004.jpg
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2. The resources of the state should be so distributed on different heads of 

expenditure in such a way that the marginal return of satisfaction from each of 

them is the same 

3. The tax burden should be so distributed that the marginal social sacrifice of 

taxation to each tax payer should be equal. 

Objective Test of Social Advantage: 

     How far we to apply this doctrine of optimum social welfare in the field of 

actual administration of financial policies. Dalton prescribes two practical tests that 

should be achieved by the Finance Minister who pursue his policies in accordance 

with the concept of optimum social welfare. 

These two tests are: 

(a) Political test, and 

(b) Economic test. 

1. Political Test: 

Preservation of the community: 

     The first test is the provision for defense against external aggression and the 

maintenance of internal law and order. That is to preserve the community and to 

ensure confidence and promote the economic life of citizens, thereby enhancing 

the social advantage. 

     These duties must be performed by every government, apart from other 

considerations. It is therefore essential to maintain army, police and judiciary to 

meet the external threat of the enemy successfully. 

     Economic life would be difficult if not possible, in the absence of a sense of 

security in the minds of the people. For this reason, adequate sum spent on the 

armed forces, the police and judiciary may be justifiable. 
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At the same time, as Dalton points out, a peaceful and just policy must be followed 

both at home and abroad. 

A belligerent foreign policy should increase the dangers of the war and thus 

necessitates increased expenditure on defense. 

Similarly an unwise political, economic and social policy may perhaps necessitate 

increased expenditure on the maintenance of law and order. 

2. Economic Test: 

The Second test-Economic Test is divided into two: 

(i) Improvement and expansion in the production of Wealth and 

(ii) Reduction in economic inequalities. A sound financial policy should serve the 

fundamental purpose of better production and distribution. 

(a) Improvement in Production: 

It means increase in the amount of wealth produced per head. This in turn 

necessitates optimum utilization of all factors of production. 

It also implies minimization of the wastage of resources, resulting from 

misdirection and unemployment. It also means improvements in the composition 

or pattern of production, so as best to serve the needs of the community. 

(b) Improvement in Distribution: 

Another important consideration is that the distribution of wealth should be 

improved. The operation of public finance can bring about changes in the 

distribution of wealth, if the purchasing power is taken away from tax payers and 

transferred to others in the shape of public expenditure. 

If this transfer takes place from the relatively rich to the relatively poor sections of 

people the distribution of wealth can be made more equal. Taxation and public 

expenditure can be very useful instruments for bringing about redistribution. Hence 

proper distribution of income and wealth is essential for increasing the economic 

welfare. 
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According to Dalton improvement in distribution resolves them-selves into: 

(1) Reduction in the glaring inequality, which is found in most civilized 

communities, in the incomes of different individuals and families and 

(2) A reduction in the great fluctuations, between different periods of time, in the 

incomes of particular individuals and families especially among the poorer sections 

of the community. 

3. Other Conditions: 

(a) Stability and Full Employment: 

Still another consideration is the maintenance of stability in the level of economic 

activity and full employment. Instability is the fundamental feature of free 

economy and is a cause of much misery and sufferings. 

Boom and depression should be properly controlled. The social advantage to the 

community can be enhanced if business conditions in the country are stable and 

when all fluctuations are eliminated. 

Less fluctuation means more stability, through time, in the economic life of the 

community, and particularly in the income and employment of individuals. More 

stability is another aspect of the better organization of production. 

However it should be stability at a high level of employment, not merely a less 

fluctuations around a lower level. Full employment is now generally accepted as 

one of the first economic aims of a well-organized society. It is favored, because it 

helps to increase production and to promote a greater equality of income. 

(b) Provision for Future: 

Finally as Dalton has pointed out, another important criterion is the effect on future 

generations. Individuals are mainly concerned with the present only and not with 

the future. 
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The state is a permanent association and is concerned with the welfare of future 

generations. Therefore the operation of public finance should be such as to safe-

guard the interest of the future generation also. 

In the words of Dalton “it should be added that the statesman is a trustee for the 

future, no less than for the present. Individuals die, but the community, of which 

they form part, lives on. The statesman, therefore, should prefer a larger social 

advantage in the future to a smaller one today”. 

 

Limitations of the Principle of Maximum Social Advantage: 

➢ There is no doubt that the principle of maximum social advantage occupies a 

pivotal position in the domain of states fiscal activities. 

➢ Its theoretical significance cannot be under estimated. Yet there are certain 

difficulties in the application of this principle. 

➢ It has to be noted that a fiscal operation promoting production and better 

distribution cannot be easily reconcilized with one another. A policy that 

favours investment and increased production might not be promoting the 

welfare distribution. For example, taxation that encourages investment, 

profit and risk taking cannot be progressive to a sharp extent. 

➢ At the same time inadequacy of progressive taxation widens economic 

inequalities and hampers distribution of income and wealth. Similarly a 

policy that favours distribution might be inimical to production. 

➢ For example, steeply progress we taxes on income and wealth discourages 

capital formation and investment, though it helps distribution of wealth and 

income. A lot of practical difficulties may emerge in the execution of this 

principle in governments fiscal operations. 
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The important difficulties are summarized below: 

1. It is impossible to make a comprehensive estimate of the resources that will have 

to be raised and spend by government, before it obtains the point of optimum 

social welfare. The theory of optimum social welfare is no doubt attractive, but it 

does not suggest a practical code of conduct, for a government in its financial 

activity 

2. The point of optimum social welfare is an elusive concept. Even if this point is 

wanted to become a tangible reality, it is a moving point subject to endless 

fluctuations. Therefore the finance minister is not comfortably placed to formulate 

his policies on the basis of such a rapidly variable factor. 

3. It is very difficult for the state to measure and balance the marginal utility and 

marginal disutility arising from expenditure and taxation policies. Utilities as we 

know are highly subjective phenomenon, which cannot be measured precisely. 

It is very difficult to compare and measure the marginal utility and disutility of so 

many individuals in a society. Likewise it is not possible to measure social benefit 

and social sacrifice in fiscal operations of the state. 

4. Seligman doubts the wisdom contained in the concept of optimum social 

welfare. He points out that war and other emergencies may compel a country to use 

up a larger amount of her resources that it can normally afford. 

A government may be given by circumstances to increase its allowances to certain 

spending department at the expense of other departments, whose place may be not 

less important, but may not be so urgent. The conception of a point of maximum 

social advantage is thus relative to the prevailing circumstances and it is admitted 

by in our present state of knowledge more of theoretical than of practical 

significance. 
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But Dalton himself realizes the practical difficulties inherent in the process of 

determining the point of optimum social welfare. But this difficulty, Dalton points 

out, does not take away the substance of truth from the theory. 

Dalton quotes the old Greek saying “it is not the easy thing, but the difficult things, 

which are beautiful”. Therefore whatever might be the practical difficulty in regard 

to the implementation of the theory of optimum social welfare, it provides an 

excellent basis for the conduct of the financial activities of the government. 

Musgrave’s version of Maximum Social Advantage. 

The principle of Maximum Social Advantage has been interpreted by economist 

Richard Musgrave who termed it as Maximum Welfare Principle of Budget 

Determination. According to Musgrave, the principle explains that taxation and 

public expenditure should be carried out up to that level where satisfaction 

obtained from the last unit of money spent is equal to the sacrifice from the last 

unit of money taken in terms of taxes. In other words, it should be carried out up to 

the point where marginal social benefit is equal to marginal social sacrifice. To 

illustrate his interpretation, Musgrave used Fig. in which, the size of the budget 

(level of taxation and public expenditure) is shown on the X-axis. On the positive 

part of Y-axis MSB is measured and on the negative part, MSS is measured. 
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      The curve EE, in the first quadrant, represents the marginal social benefit 

(MSB) of successive units of money spent as public expenditure, allocated 

optimally between different public uses. It falls from left to right because as public 

expenditure increases, MSB declines. The curve TT, in the fourth quadrant, 

represents the marginal social sacrifice (MSS). As additional units of taxation are 

raised from the people, MSS increases. Accordingly, the curve SS slopes 

downwards from left to right in the fourth quadrant showing rising MSS.  

 

           The curve NN measures Marginal net benefits (MNB) which is derived 

from successive addition to public budget. MNB is calculated by deducting MSS 

from MSB. The vertical distance between EE curve and TT curve measures MNB 

at different sizes of the budget. The optimum size of the budget is determined at 

OM, where MNB is zero. At this size of the budget, the marginal social benefit MP 

is equal the marginal social sacrifice MQ (MSB = MSS). Since MSB and MSS are 

measured in opposite directions, marginal net benefit is zero at M(MSB-MSS = 0). 

At this point the MNB curve NN cuts the X-axis. At any point to the left of M, say 

M1, MSB will be greater than MSS and MNB will be positive. It is beneficial to 

increase size of the budget as long as MNB is positive. So there will be a tendency 

to move from M1 towards M. If the budget size exceeds M, say M2, than MSS will 

exceed MSB and MNB will be negative. Therefore it will be beneficial for the 

government to cut down the size of the budget and move from M2 towards M. 

According to Musgrave the optimum size of the budget is given by the point where 

the marginal net benefit is zero. This point corresponds to the point of maximum 

social advantage, as at this point MSB = MSS. 
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 According to Musgrave the optimum size of the budget is given by the point 

where the marginal net benefit is zero. This point corresponds to the point of 

maximum social advantage, as at this point MSB = MSS 

 

Limitations of Maximum Social Advantage. 

          The principle of maximum social advantage has been criticized on various 

grounds. The main practical difficulties in following the principle of maximum 

social advantage are as follows: 

 

          i) Difficulties in Measuring Social Benefits: The principle of maximum 

social advantage is theoretically explained with the help of the marginal utility 

analysis. The Marginal benefits of public expenditure and the marginal disutility 

on sacrifice of public revenue are concepts, the objective measurement of which is 

extremely difficult. 

 

           ii) Unrealistic Assumptions: It is unrealistic to assume that government 

expenditure is always beneficial and that every tax is a burden to society. For 

example, taxes on cigarettes or alcohol can provide a  benefit to society, 

expenditure on social overheads like health care will give rise to social benefit 

whereas unnecessary increase in expenditure on defence may divert resource from 

productive activities causing loss of welfare to society. 

 

           iii) Neglect of Non – Tax Revenue: The principle says that the entire public 

expenditure is financed by taxation. But, in practice, a significant portion of public 

expenditure is also financed by other sources like public borrowing, profits from 

public sector enterprises, imposition of fees, penalties etc. Dalton fails to take into 

account all such other sources. 
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           iv) Lack of divisibility: The marginal benefit from public expenditure and 

marginal sacrifice from taxation can be equated only when public expenditure and 

taxation are divided into smaller units. But it is not possible practically.  

           v) Large Budget Size: The financial operations of the government involve 

collection of large sums of money from taxation and other sources and the 

disbursement of large amounts by way of public expenditure. The effects of small 

additional amounts of these on the community are difficult to measure. Therefore, 

in practice, the public authorities are not in a position to estimates the marginal 

benefits and the marginal sacrifices 

 

           vi) Change in Condition: Conditions in an economy are not static and are 

continuously changing. What might be considered as the point of maximum social 

advantage under some conditions may not be so under some other. For example, in 

times of war government expenditure and revenue must increase, and the increase 

is to the advantage of the community. What is optimum at one level of national 

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

point of maximum social advantage. 

          vii) Different Periods: The impact of many public projects is felt over the 

long period by both the present and the future generations. In order to determine 

maximum social advantage it becomes necessary to calculate social benefits from 

public expenditure in short period and in long period.  

          viii) Conceptual differences: Taxes are paid by individuals and the sacrifice 

involved is felt at an individual or micro level. Whereas, public expenditure gives 

rise to public goods that are jointly consumed by all in a community. The benefits 

therefore are felt at a macro level. Many economists argue that it is neither possible 

nor desirable to compare micro and macro concepts by using the same criteria.  
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          ix) Misuse of Government Funds: The principle of Maximum social 

advantage is based on the assumption that the government funds are utilized in the 

most effective manner to generate marginal social benefit. However, quite often a 

large share of government funds is misused for unproductive purposes which so 

not provide any social benefits. 

 

           x) Contra – Cyclical Measures: The Government has to undertake contra – 

cyclical measures to Control inflation, Overcome recession, Reduce increasing 

level of unemployment, etc. In such a situation, the concept of Maximum social 

advantage cannot be adopted. For instance, to control recession, the government 

may introduce certain measures such as reduction in taxation in order to increase 

effective demand. Also, during inflationary periods, the government may increase 

tax rate in order to reduce demand and increase interest rates, so as to encourage 

savings on the part of people. 
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PUBLIC ECONOMICS 

MULTIPLE CHOICE QUESTIONS 

 1. Scope of public finance includes:  
(a) Public revenue (b) Public debt (c) Public expenditure (d) All of these 
 

2. Public Authorities Include: 

 (a) Central Government (b) State Government (c) Local Government (d) All of these 

 
3. Which is the main point on the basis of which public finance can be separated from   privatefinance?  

(a) Price policy (b) Borrowings (c) Secrecy (d) Elasticity in income 
 

4. The principle of Maximum Social Advantage have been suggested by 

 (a) Pigou (b) Dalton (c) Musgrave (d) Adam Smith 
 

5. In the following which is the characterstic of a tax 

 (a) Compulsory (b) optional (c) forced (d) nationality 
 

6. Which is the main objective of a tax: 

 (a) Increase in consumption (b) increase in production (c) Raising public revenue (d) reduction 

in capital formation 
 

7. Among the following canons of taxation which one has been given by Adam Smith:  

(a) Canon of Uniformity (b) Canon of productivity (c) canon of diversity (d) canon of equity 
 

8. The Indian tax system is: 

 (a) Proportional (b) Progressive (c) Regressive (d) Degressive 
 

9. The burden of direct taxes is borne by : 
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 (a) Rich person (b) poor person (c) on whom it is levied (d) none of these 
 

10. Indirect taxes have an element of : 

 (a) Equitable (b) certainity (c) economical (d) encourage honesty 
 

11. Direct taxes have the element of :  

(a) Evasion (b) convenient (c) progressive (d) economy 
 

12. In proportional tax system, the rates of tax remain: 

 (a) Constant (B) increasing (c) decreasing (d) zero 
 

13. Expenditure Tax for India was recommended by: 

 (a) Kaldor (b) Colin Clarke (c) Adam Smith (d) Adolph Wagnor 
 

14. Corporate Income tax is the tax levied on: 

 (a) Corporations (b) Municipalities (c) Co –operative societies (d) Companies 
 

15. Which of the following is the major source of revenue in India: 

 (a) Direct tax (b) Capital Levy (c) Grants in aid (d) Indirect tax 
 

16. Which of the following is not a Commodity Tax: 

 (a) Excise duty (b) Customs Duty (c) Coporation Tax (d) Octroi 
 

17. A duty levied on goods when they entering a town 

 (a) Income tax (b) Octroi (c) Agricultural tax (d) Professional tax 
 

18. Special Assessment means: 

 (a) A tax on special benefits (b) General tax on all people (c) A periodical tax (d) Gift tax 
 

19. Non-exclusion principle is related to: 

 (a) Private goods (b) Public goods (c) Merit goods (d) Mixed goods 
 

20. Education is an example of: 

 (a) Public good (b) Merit good (c) Social good (d) Club good 
 

21. Public Goods are:  

(a) Excludable (b) Non – excludable (c) Marketable (d) All of these 
 

22. Who is the father of Public Finance: 

 (a) Dalton (b) Pigou (c) Smith (d) Musgrave 
 

23. Incidence of tax means: 

 (a) Direct money burden (b) indirect money burden (c) actual tax burden (d) none of these 
 

24. Which is the tax shifting; 

 (a) To bear the tax burden himself (b) to shift the tax burden on others 9c) to bear some part of 

the tax himself and shift the rest on others (d) none of these 
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25. The equity principle of taxation was propounded by: 

 A) Adam Smith B) Dalton C) J.B. Say D) Marshall 
 

26. “The government which taxes the least is the best”, is the belief of: 

 A) Mercantilists B) Physiocrates C) Modern D) Classical 
 

27. According to Laffer, when the tax rate is 100 per cent , the tax revenue will be: 

 A) 100% B) 50% C) Zero D) 10% 
 

28. Incidence of a tax refers to the--------------burden of tax:  

A) Initial B) Ultimate C) Intermediate D) None 
 

29. In the case of regressive tax, the rate of tax---------------------as income increases: 

 A) increases B)remains constant C) Decreases D) None 
 

30. Advolorum duties are levied on: 

 A) Length B) Weight C) Utilities D) Value 
 

31. Tax avoidance is: 

 A) Illegitimate B) Legitimate C) Punishable D) None 
 

32. The VAT was first introduced in: 

 A) India B) Britain C) USA D) France 
 

33. Customs duties are imposed on commodities as they cross: 

 A) State boundaries B) District boundaries C) National boundaries D) Muncipal boundaries 
 

34. Contra-cyclical fiscal policy was popularized by: 

 A) Adam Smith B) Dalton C) J.B. Say D) Keynes 
 

35. Deficit financing as a tool of fiscal policy was suggested by:  

A) Keynes B) Dalton C) J.B. Say D) Marshall 
 

36. Keynes popularized: 

 A) Monetary policy B) Fiscal Policy C) Income policy D) Price policy 
 

37. A budget where there is excess of expenditure over revenue is called: 

 A) Surplus B) Deficit C) Balanced D) Zero-based 
 
 

38. The balanced budget principle was advocated by:  

A) Keynesians B) Mercantilists C) Classical school D) Neo-Classical school 
 

39. Which one of the following is not a tax base? 

 A) Income B) wealth C) Utility D) Consumption 
 

40. Equals treated equally in taxation leads to: 

 A) Vertical equity B) Real equity C) Horizontal equity D) None 
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41. Which one of the following is not a public utility? 

 A) Electricity B) Water supply C) Gas service D) Tourism 
 

42. The largest component of revenue expenditure in India is: 

 A) Pension B) Interest payments C) Education D) Health 
 

43. The Classical economists asserted that public expenditure is: 

 A) Unproductive B) Productive C) stagnant D) All of these 
 

44. Wagner’s Law is related to: 

 A) Public revenue B) Public expenditure C) Public debt D) Budget 
 

45. The largest component of revenue expenditure in India is: 

 A) Pension B) Interest payments C) Education D) Health 
 

46. .Adolph Wagner was a-----------------Economist: 

 A) French B) German C) Indian D) American 
 

47. Who is the exponent of Law of Increasing State Activities? 

 A) Dalton B) Pigou C) Smith D) Wagner 
 

48. The Displacement effect hypothesis was formulated by: A) Peacock and Wiseman B) Pigou 

C) Smith D) Musgrave 
 

49. The financial year in India starts from: 

 A) 1st January B) 31st March C) 1st April D) 1st July 
 

50. Salaries and pensions paid by governments are called: 

 A) Capital expenditure B) Development expenditure C) Revenue expenditure D)Plan 

expenditure 
 
 

PUBLIC ECONOMICS 

 MULTIPLE CHOICE QUESTIONS 

 Answer Key 

1. (d) All of these 2. (d) All of these 3. © Secrecy 4. (b) Dalton 5. (a) Compulsory 6. (c) Raising 

public revenue 7. (d) Canon of equity 8. (c) Regressive 9. (c) on whom it is levied 10. (a) 

Equitable 11. (c) Progressive 12. (a) Constant 13. (a) Kaldor 14. (d) Companies 15. (d) Indirect 

tax 16. (c) Corporation Tax 17. (b) Octroi 18. (a) A tax on special benefits 19. (b) Public goods 

20. (b) Merit good 21. (b) Non – excludable 22. (a) Dalton 23. (b) indirect money burden 24. (b) 

to shift the tax burden on others 25. (a) Adam Smith 26. D) Classical 27. C) Zero 28. B) Ultimate 

29. C) Decreases 30. D) Value 31. B) Legitimate 32. D) France 33. C) National boundaries 34. 

D) Keynes 35. (a) Keynes 36. B) Fiscal Policy 37. B) Deficit 38. C) Classical school 39. C) 

Utility 40. C) Horizontal 41. D) Tourism 42. B) Interest payments 43. A) Unproductive 44. B) 

Public expenditure 45. B) Interest payments 46. B) German 47. D) Wagner 48. A) Peacock and 

Wiseman 49. C) 1st April 50. C) Revenue expenditure 
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