Public Debt

Public debt refers to loans raised by a government within the country or outside the
country to finance its deficits. Unlike taxes, it is not exactly a form of revenue; but the
amount borrowed by the government during any given year is considered to be a part of
the income of the government for that year. The basic difference between public debt
and other sources of revenue is that while public debt has to be repaid by the
government other types of income are not to be paid back. Public debt is usually
incurred by the government because of the following reasons:

(i) To fill the gap between the revenue received by the government and the

proposed expenditure for a given year.

(i)  Torescue the economy from an economic depression.

(iii)  To curb inflation.

(iv)  To finance economic development of the country.

(v) To meet unprecedented expenditures.

(vi)  To finance public enterprises.

(vii) To achieve better allocation of resources.

There are two major sources of public borrowing - internal and external. Internally the
government can borrow from individuals, commercial banks, financial institutions and
the central bank of the country. Externally, the government can borrow from

individuals, banks, international financial institutions and foreign governments.

Public debt can be both productive as well as unproductive. Productive debts are those
which add to the productive capacity of the country, e.g, debts incurred for railway
construction, irrigation and power schemes, establishment of heavy industries, etc.
Unproductive debts are those which do not yield any income, e.g, debts raised to finance
war, provide famine relief, etc. Debts can also be classified as redeemable and
irredeemable debts. Redeemable debt refers to those loans which the government
promises to pay off at some future date. As against this, irredeemable debts are those in
which the principal amount is never returned by the government although it pays the

interest thereon regularly. There can be several other classifications of public debt.



The impact of public debt on an economy is generally measured by the debt-to-GNP
ratio. Sometimes it may so happen that debt-to-GNP ratio is falling although the amount
of debt is increasing. A combination of rising debt and declining debt-to-GNP ratio can
be explained in large part by inflation. As prices rise, so does the level of money income,
but the par value of the outstanding debt is fixed in money terms, so that the ratio of

debt to GNP declines, and so does its real value.

There is a lot of debate in economics literature regarding the burden of public debt, i.e,,
the sacrifice and effects on the community as a result of debt servicing through a rise in
taxation. According to Dalton, the burden of internal public debt is not much significant
and it merely involves a transfer of resources from the public to the private sector. The
burden of internal public debt can be explained as follows:

(i) Direct money burden of an internal debt is measured by the amount of goods
and services sacrificed by the people due to rise in taxes. However, this is
nothing but a transfer of purchasing power from the tax-payers to the bond-
holders. Here it is to be noted that if the tax-payers and bond-holders belong
to different groups, then there may occur a change in the distribution of
income among the people. If it so happens that bond-holders belong to the
richer class while tax-payers belong to the relatively poorer class, then there
will occur a transfer of resources from the poor to the rich which is not at all
desirable.

(i)  When loans taken by the government are spent on development projects, it
results in an increase in demand for several goods and services which leads
to inflation. This imposes an indirect money burden on society. Moreover, an
increase in taxation as a result of debt can adversely affect people’s incentive

to work and save thus leading to a fall in national income of the country.

The burden of external public debt is as follows:

(i) In an effort to pay the loan and the interest, the debtor nation is often
deprived of certain goods and services. Moreover, since repayment has to be
done in terms of foreign exchange, money flows out of the country.

(i)  Sometimes the debtor nation pays interest in terms of goods and services to

the creditor country. This means that the debtor nation has to export large



amounts of certain goods and services to the creditor nation. As a result,
domestic prices of these goods and services go up. This results in loss of

economic welfare.

Another important issue that is often raised is whether or not debt service imposes a
burden on future generations. It is argued that if resources are fully employed, an
increase in the production of public services shifts resources from the private sector to
the public sector that adversely affects the production of private goods. In this narrow
sense, the burden of today's public expenditures must be borne by today's generation.
But the ultimate effect depends on whether resource withdrawal from the private
sector has an adverse impact on consumption or on capital formation. In the first case,
the welfare of the present generation, as measured by its consumption, is reduced and
the income of the future generation is unaffected. In the second case, the consumption
and welfare of the present generation is untouched while the future generation will
inherit a smaller capital stock and thus enjoy lower income. In this sense, the future
generation is burdened. However, the nature of the expenditure to be financed is also of
crucial importance. If the debt is used for financing capital expenditures, the benefits
will extend into the future, and so transfer of burden to future generations ensures

intergeneration equity.

If there is no generation overlap, reduced private capital formation is the only
mechanism by which the burden of domestic borrowing can be transferred to a future
generation. However, it may so happen that two generations overlap in time. Let us
suppose that generation I lives from year 1 to year 50, while generation II lives from
years 25 to 75. Let us further assume that all taxes come from consumption. Now
generation I, in year 1, may be called upon to pay taxes of $200,000 to sustain the cost of
a government building which has a life of fifty years. It must do so at the cost of reducing
its own consumption by this amount. But it is possible that in years 25 to 50 the
government collects taxes of $100,000 from generation II in order to refund generation
[, thus involving a shift in private consumption from generation II to generation I. In this
way generation [, while initially assuming the entire burden, can transfer part of it to
generation II. The government might give generation [ a promise of repayment in the

form of bonds, to be redeemed later out of taxes imposed on generation II. Such a



transfer among overlapping generations can function even though there is no effect on

capital formation in the private sector.

Having considered the role of domestic borrowing, we now turn to that of borrowing
from outside sources. The mechanism of burden transfer through foreign borrowing
differs in several respects. A first difference is that there is now no need for generation I
to reduce its expenditures. Outlays in the private sector can remain intact because the
additional resources needed for the public outlay are acquired from foreign sources.
Loan finance now imposes a burden on generation II not by leaving it with a reduced
capital endowment at home, but by binding it with an obligation to service the foreign
debt. Taxes must now be paid to finance interest paid to foreigners rather than to
domestic holders of the debt. Generation II no longer owes the debt to itself. This
foreign debt burden replaces the loss of capital income which generation II would have
suffered had there been domestic loan finance and a resulting reduction in capital

formation.



