The income of the government through
all the sources is called public income or
public revenue. Public Receipts:
Considering public income in wider
sense, it includes all the incomes or
receipts which a public authority may
secure during any period of time. ...



_/'Main Sources of Public Revenue

( Modem governments collect their revenue from a wide variety of

sources. These are taxation, fees, special assessments, fines, prices and
the earnings of public enterprises.

(i) Taxation: The main source of revenue for the State is taxation.
All of us know that a ‘tax’ is a compulsory levy made by the government
and collected from the people in order to defray the expenses of the
government in the common interest of all. The government can impose
various kinds of taxes and realise the revenue required. We are familiar
with land tax, income tax, sales tax, etc. We shall read in greater detail
about taxes and their classifications afterwards. It should be understood
that the kinds of taxes, the quantum of taxes and the manner of collection
of taxes have varied from time to time depending upon the nature of the
government and society.

(ii) Fees: Another source of revenue for the government is the levy
of fees from the public for specific purpose. A fee is a payment for the
service rendered by the State. It is defined as “a payment to defray the cost
of each recurring service undertaken by the government primarily in ..
public interest, but conferring a measurable special advantage on the
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(iv) Fines: The government may rcalis:_: fevenue in the Cour
imposing ‘fines’ on the public fos.' acts of n?g.hgencc or derelictiop WS; of
or for non-compliance of formalities as enjoined in the rules, regy).. . uty
and Acts of the State in various spheres of activity. Fines imposeg i:ﬂﬂs
court of law or by any competent authority will be crediteq (O the Duth
treasury. In this context, it should be understood that fine should oy ic
strictly considered as a source of revenue to the government. |y i, on?c
incidental. The ultimate object of imposing fine is only 3 'Cﬂr“recuvy
measure’ and not ‘revenue realising measure’, However, the So?cmmcnt:

gets revenue by way of fines.

(v) Special Assessment: The government may also reg;s,
revenue through ‘special assessment’. This is also in the nature of 5 lax
imposed on beneficiaries of certain type of special service or treatmen;
particularly in the case of benefits resulting to property owners. For
example, if a ‘park’ is opened in an area, the adjoining house owners or
real estate owners will reap certain benefits. The value of their property
will increase and the rental values will also increase. It is but proper thai
these groups of people are asked to Pay a “special tax’ for incurring the
expenditure in maintaining the park. The imposition of this type of tax is
called ‘Special Assessment’. In England this is called ‘betterment tax” and
in India this is called ‘betterment levy’.

Special assessment is made particularly when the capital value of the
land is enhanced by the introduction of some projects in the nearby arca.
Irrigational levy is also a good example coming under this category.
When the construction of an irrigation channe] renders benefit to the land
owners, they can be asked 1o Pay a ‘special levy’.

There are certain special features in the case of Special Assessment-
They are:
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(a) It represents an exercise of taxing power by the State.
(b) There should be an element of public purpose.

(c) The benefit should be capable of apportioning for purposes of
special levy.

(d) It relates to only special local improvements where a group of
people are the beneficiaries.

(¢) When it is levied, the government performs a definite particular act
in return. '

Considering all these points, special assessment can be defined as
follows:

“Special assessment is a levy to defray the cost of a particular
improvement and is theoretically in proportion (o, but never in excess of,
the resulting benefit accruing to the property against which it is levied.”

(vi) Earnings of public enterprises: The eamings of public
sector enterprises are called ‘Commercial revenues’. These are the prices
paid for government produced goods and services. Every efficiently run
public sector undertaking is expected 10 contribute to the general revenues
of the government out of their eamings.

Besides these, there are other minor sources of public revenue. They
are Forfeitures, Escheat, Gifts and Grants. Forfeitures of bails of bonds
refer to the penalties imposed by courts for the failure of individuals to

in the courts, to complete contracts as stipulated, etc. Escheat
refers to the claim of the government o the property of a person who dies
without having any legal heir or without keeping a will. Thus, bank
balances and other properties of such persons will pass on to government.
Under the rights of escheat, the government may also acquire the
unclaimed property of dissolved trusts. All these sources of income are
very insignificant.

Besides these, the government may get gifts and grants from the
patriotic minded people or organizations for specific purposes during
times of war or natural calamities like cyclone, flood or earthquake, etc.
These are not very significant in the modern revenue system.

Classification of Public Revenue

In modern financial literature, it is customary to deal with
classification of public revenue. This helps us in studying the sources of
public revenue in a scientific manner. But opinions differ on the subject
of classification of public revenue. Prof. Seligman has remarked, “among






Objectives of Taxation:

The primary purpose of taxation is to
raise revenue to meet huge public
expenditure. Most governmental
activities must be financed by
taxation. But it is not the only goal. In
other words, taxation policy has some
non-revenue objectives.

Truly speaking, in the modern world,
taxation is used as an instrument of
economic policy. It affects the total
volume of production, consumption,
investment, choice of industrial
location and techniques, balance of
payments, distribution of income, etc.



Economic development of any
country is largely conditioned by the
growth of capital formation. It is said
that capital formation is the Kingpin
of economic development. But LDCs
usually suffer from the shortage of
capital.

To overcome the scarcity of capital,
governments of these countries
mobilize resources so that a rapid
capital accumulation takes place. To
step up both public and private
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Objective # 2. Full
Employment:

Second objective is the full
employment. Since the level of
employment depends on effective
demand, a country desirous of
achieving the goal of full employment
must cut down the rate of taxes.
Consequently, disposable income will
rise and, hence, demand for goods
and services will rise. Increased
demand will stimulate investment
leading to a rise in income and
employment through the multiplier
mechanism.



By raising the existing rate of taxes or
by imposing new taxes, the process of
capital formation can be made
smooth. One of the important
elements of economic development is
the raising of savings- income ratio
which can be effectively raised
through taxation policy.

However, proper care has to be
taken, regarding investment. If
financial resources or investments
are channelized in the unproductive
sectors of the economy the economic
development may be jeopardized,
even if savings and investment rates
are increased. Thus, the tax policy
has to be employed in such a way that
investment occurs in the productive
sectors of the economy, including the
infrastructural sectors.



-/ 1tion is economic development.
Economic development of any
country is largely conditioned by the
growth of capital formation. It is said
that capital formation is the Kingpin
of economic development. But LDCs
usually suffer from the shortage of
capital.

To overcome the scarcity of capital,
governments of these countries
mobilize resources so that a rapid
capital accumulation takes place. To
step up both public and private
investment, government taps tax
revenues. Through proper tax
planning, the ratio of savings to
national income can be raised.



Objective # 4. Control of
Cyclical Fluctuations:

Fourthly, control of cyclical
fluctuations—periods of boom and
depression—is considered to be
another objective of taxation. During
depression, taxes are lowered down
while during boom taxes are
increased so that cyclical fluctuations
are tamed.



Objective # 5. Reduction of
BOP Difficulties:

Fifthly, taxes like custom duties are
also used to control imports of certain
goods with the objective of reducing
the intensity of balance of payments
difficulties and encouraging domestic
production of import substitutes.
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(i) Canon of Equality

The fu“st canon of Adam Smith is the canon of equality. This is also
Qe 'ablhty 10 pay’ principle on taxation. This means that taxation
should be imposed on people according to their capacity to pay taxes.
Poor persons whose income is low, should be taxed less and rich persons
should be taxed more. This object of the canon connotes equal sacrifice
on each tax payer. The basis of this principle is that all men are equal
and each should contribute towards public expenditure in such a measure
as is within the capacity. This canon involves the principle of justice.
Adam Smith while enunciating this says, “The subject of every State
ought to contribute towards the support of the government, as nearly as
possible in proportion to their respective abilities, i.e., in proportion to
the revenue which they respectively enjoy under the protection of the
State.”

Smith’s first canon of taxation has become the very definition of a
tax. In the definition, the expression ought emphasises the duly on the
part of the citizens to pay taxes. Support 'of government signifies the
political object of taxation. The expression proiection of the State
notifies the services rendered by the State to its people, and ability to pay
indicates equitable sharing of the tax burden. . il

Considering all these, the first canon of taxation of Adam Smith t:h
the canon based on Justice in equitable sharing of the cost of running the
State. The other three canons are called ‘administralive precepts .
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/ The Second canon is called the canon of Cc_nainly. “The tax whj
aakh inftividual it hound to pay ought to be certain and not arhitr.. ©h
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(if)_Canon of Certaintyled o o S

-' B canon is cal c . Y. “The tay o, .
caQ[l_Tr:disv‘;((:i:ﬁis bound to pay ought to be :‘;rlam an’d not arh; wt"th
time of payment, the manner of payment, the quantity to be pg;
all to be clear and plain to the contributor and to every other
The canon of certainty is ensured through thf:: publicity of the budge, )
the discussions in the Parliament or chlslzilture on every detai] o
taxation. So, everyone comes to know certainly about the pg,, tix

imposed and the rate of the taxes, elc.

But on a deeper analysis, we can find that Smith’s canon of Certaip,,
signifies something more than this. Not only should the tax payer yp
the tax to be paid; when to be paid, and how much to be paid, by 4, e
should be certain about the rate of the tax for a fairly long perioq ¢, take
up investment decisions. Frequently tinkering with tax rates, changip
the base and rates annually in the budget will create an air of Uncertginy,
among the tax-payer. Supplementary budgets, mini-budgets, changing
the structure of the taxes envisaged in the main budget wil] shake the
confidence of the tax-payer.
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(iii) Canon of Convenience

:?‘Evcry tax ought to be levied at the time or in the manner i which
it is most likely to be convenient for the contributor to pay ji» The
object of this canon is to reduce the psychic burden and the inconvenience
of paying the tax. \The income tax is usually collected at source; the sales
tax is collected at the time of sale of the commodity, and the import duty
is collected at the time of importing the goods into the country, so that
payment might be convenient and less burdensome to the tax payer,

(iv) Canon of Economy

“Every tax ought to be so contrived as both to take out and keep out
of the pockets of the people as little as possibke over and above what it
brings into the public treasury of the State.” 'The canon of economy
signifies that the cost of collecting the revenue should be kept at the
minimum possible level. The process should not impair the productive
powers of the community. The tax laws and procedures should be simple
so that the people might easily understand them and might not have to

Incur a heavy expense to maintain their accounts and fill in the tax
returns,

.Of 'thc four canons of laxation, the most important is the first one
which is a rule of 1axation and

S i o s . others are only rules of administratior.
Fom_eumes, IL1s very difficult for a tax to conform to the four principles.
or Instance, customs dll[y is a convenient tax, but it is neither equiwbli‘

Canon sof Taxation ) |‘

~eamic, The InCome tax carioe . o 45
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The above canons of taxation are considered ag f,
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jon. But owing 1o the need
fmxnlml.\ s of the mode
avolved in them, the canons of Adam Smig, n:; State and the problem
in rules, most of which shoylq
fy cortish . uld be treated as coraliar:
canons f wxation. The folloving adiion principles r::l;oéll(‘: eri
3 ( A
@ Simplicity

A system of taxation should be simple Plain and intelljgj
: ; ntelligible
common und.erstandmg of the tax Pa}’el‘SEThc incidence and Effcct :f -
should be easily traced) i i tax

() Elasticity

/" The tax §ystem should yield adequate revenue which should be capable
of being adjusted to the annual needs of the State. Without making any
major structural changes, the tax system should yield more revenue.

() Stability

<" Taxes should not be frequently changed. This will bring about an

unsettled condition among the producers and would not give them time to

adjust their programmes in the light of the tax policy of the State. This

does not mean that the tax system should not be flexible. It should be
stable, as well as flexible.

_d) Equity
~ The most desirable characteristic feature of tax is that it should be fair.

Two classes of equity are distinguished. The first one is horizonial equity.
This refers to equal treatment of equal people. For example, people with
equal incomes should be asked to pay the same amount of income tax.
The second one is vertical equity which refers to the treatment of tax
payers with unequal incomes with the appropriate degree of inequality in
the rate structure. In modern days, this type of equity cannot be achieved
in practice.

_f¢) Beneficial

Taxation should not interfere with the process of production in the
economy. It should not take away the incentive to save, and should not
adversely affect the capital formation.

Neutrality

"' The tax imposed should avoid distorting the working of the market
mechanism. An individual when he wants to buy a commod_nty is
expected to institute a comparison of the benefits of his purchase with the

Fiscal



_(d) Equity i
-
The most desirable characteristic feature of tax is that it should be fair.

Two classes of equity are distinguished. The first one is horizontal equiry.
This refers to equal treatment of equal people. For example, people with
equal incomes should be asked to pay the same amount of income tax.
The second one is vertical equity which refers to the treatment of tax
payers with unequal incomes with the appropriate degree of inequality in
the rate structure, In modern days, this type of equity cannot be achieved
in practice.

_/€) Beneficial

" Taxation should not interfere with the process of production in the

economy. It should not take away the incentive to save, and should not

adversely affect the capital formation.

Neutrality

The tax imposed should avoid distorting the working of the markv._:t
mechanism. An individual when he wants to buy a commod.ity is
expected to institute a comparison of the benefits of his purchase with the
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cost involved. Any taxation which is related to any economic ;
clearly distort this comparison of costs and benefits. The distortic
which is involved in the process of taxation is known as the ex
of taxation.
(g) Economic Efficiency

Kaldor holds the view that the principle aim of taxation i
private expenditure and the success of the tax should be judg
angle. The expenditure restraining effect of tax is “economic
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Chapter 11

I this chapter and &0 the succeeding ¢hi nle L
shaut ihe various (ypes of Laxes. These
variogs categonies, viz., Taxation of Income an
Captal; Commadity taxation; and Agricultural 1

(i) Persong! Income-tax: (i) Corporation
and (v) Excess profit L,
Ii!_?rmmﬂ Income-Tax

Income-tax is a perfect example of &
income of the tax-payer, whether an |




a developing economy. Wi _ e 2
an increase in public expenditure 0n dl.ffﬂrmlt
income-tax is of great importance. 'I'here is
income-tax, because of which ever increasing

mel
5. Economic stability is another advantage:-an

tax, Income-lax can ACL S @ counter-cyclical me
the economy from the evils of inflayonary
pressiires. When there is a need for reducing the
elfective demand or increasing disposable income
the progressive incomestax can help (o a great ex|
6. Control of consumption is another merit
anderdeveloped country, the propensily 10 consume
the income increases due (o planning, the peopl
savings of increased income. On the contrary,
The income taxation can help in taking away §
and reduce their consumption. Conspicuous
could be prevented by means of progressive |
7. This tax is very convenient and also |
convenient to pay and collect. Every one knows

the tax. Since these taxes are collected at the
involved in collection. This is eco
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~ Shifting

 tax is imposed by the authorities, the payer

\::;nmc burden OF q,c tax. He may shift the %édc:ro?cmmmm
no:ncon‘ﬁ else. Hence, 1L 1S necessary to know who bears the immed =
f:;rdcﬂ of the 1ax and who bcafs the ultimate burden of the tax _1;::
e of determining the ultimate burden of tax is the problelrn of

P ning the incidence of tax. In this connection, we meet with some

m .
?:;:15 which have 10 be understood in detail.

(acidence of 8 T&X

The term incidence of
idual or class of persons who cannot pass on the

the 18X upon an indiv .

purden of the tax further. It actually decides the problem of who bears the

money burden of a tax ultimately. For example, a tax on petrol will be
{0 service stations which pass on the burden to car owners and

on
ers. In their turm, the taxi owners may pass on the burden to the

in the form of increased taxi fare.

tax is applied to the ultimate resting place of

taxi OWNers:
ysers of taxi

Impact of & Tax

An Impact of @ 1ax refers to the question of who pays the tax in the

st instance. The impact of import duty will be on the merchant

importing the commodity. But the merchant will shift the burden to
retailers and the shopkeepers in their tum will shift the burden 1o the
consumers of the imported commodity.

Shifting is a process by which a tax is passed from one person to
another. The shifting of burden could be done in the form of increased
pﬁces of commodities and services. The wholesaler by increasing the
price may shift the burden L0 CONSUMETS. This is forward shifting. Or the
original tax payer, may reduce the price for purchase of raw materials and
other connected prices and shift the tax backwards to producers of raw
materials, This is backward shifting of the burden of the tax.
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Thuy, tn public finance relating (O 1Axes, the expression i,
refers to final rexting place of the tax where the burden of the 1
Impuct’ refers to the orginal collecting agent who pays the (x

(he government as in the case of sugar, petrol, ek

R.A. Musgrave points out that “the concept ol incidence uy |
(he ultimate burden of a tax starts from the false premise thay

such has an ultimate burden which is not the case.

Sometimes a distinction 1s drawn between ‘formal incidence'
‘effective incidence’. By ‘formal incidence’ 18 meant the money by
taxes as resting with the subject on whmn. the burden s intended
taxing authority to fall. For example, 1t may be assumed )
incidence of direct taxes rests with those who ?nllnally pay the {
effective incidence, we mean the real or final dtslrnbulmn of tax |

after its shifting, in consequence of changing demand and .
conditions of the taxed commodity or service.

Pressure of Taxation

When the price of a commodity is increased by the tax amoy
tax is completely shifted. Though the consumer bears the entre b
the tax pressure will have its reacuons on the seller in the fo

decreased sales and lesser profit. In this respect, the pressure of ta
will be felt on all sides.

THEORIES OF TAX SHIFTING

We know that shifting of a tax refers to the process by whi
money burden of a tax is transferred from one person to an
Whenever there is shifting of taxation, the tax may be shifted forw,
backward. Thus, a tax imposed upon the producer may be shifted
consumer, or a seller may shift the tax to the producer.

There are a few theories regarding the shifting of the tax burder
is the problem of who pays the tax in the final analysis, and how
lone. The theory of shifting owes much of its development 1o /

ymith and Ricardo who treated taxation in relation to the problei
alue and distribution.



