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MEC-106 (Public Economics) —
Solutions

Assignment Questions

Answer the following questions in about 700 words
each. Each question carries 20 marks.

1. Distinguish between equity and
equality? Critically examine the
Rawal’s theory and Nosick’s theory of

justice in this regard.

Justice debates often revolve around the concepts of equality and equity, which,
though related, imply very different approaches to fairness in society. The
theories of justice proposed by John Rawls and Robert Nozick provide two

contrasting philosophical frameworks to understand these concepts.
gp p p

Equality vs Equity

Equality refers to treating everyone the same, irrespective of differences in
circumstances, needs, or starting positions. It emphasizes uniform distribution
of resources, rights, or opportunities. For example, giving every citizen the same
amount of income support or access to education reflects equality. Equality is

rooted in the idea of sameness and non-discrimination.
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Equity, on the other hand, focuses on fairness rather than sameness. It

recognizes that individuals start from unequal positions due to differences in
social background, abilities, or historical disadvantages. Equity therefore
supports differential treatment to achieve just outcomes. For instance,
affirmative action or progressive taxation aims at equity by compensating for

structural disadvantages.

In short:

* Equality = same treatment, same share

* Equity = fair treatment, adjusted share based on need or disadvantage

This distinction is central to understanding Rawls’s and Nozick’s theories.

Rawls’s Theory of Justice

John Rawls, in A Theory of Justice (1971), proposes “justice as fairness”, a

framework that strongly aligns with the idea of equity.

Core Principles

Rawls develops his theory using two key conceptual tools:

Original Position
Individuals choose principles of justice from a hypothetical situation where
they are placed behind a veil of ignorance—they do not know their class,

gender, talents, or social status.
Two Principles of Justice
* First Principle (Liberty Principle):
Each person has an equal right to basic liberties (freedom of speech,

conscience, association).

* Second Principle:

Social and economic inequalities are permissible only if:
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* (a) they are attached to positions open to all under fair equality of

opportunity, and

* (b) they benefit the least advantaged members of society (the

Difference Principle).

Equity in Rawls’s Theory

Rawls rejects strict equality of outcomes. Instead, he allows inequalities only
when they improve the position of the worst-off. This is a clear endorsement of
equity rather than mere equality. For example, higher salaries for doctors are

justified if they lead to better healthcare access for everyone, especially the poor.
Critical Evaluation

Strengths

® Morally attractive and intuitive
* Protects individual liberties while addressing inequality

* Justifies welfare policies, progressive taxation, and social safety nets
Criticisms

* Opverly idealistic and abstract
* Difficult to implement the Difference Principle in practice

® May reduce incentives for productivity if redistribution is excessive

Despite criticisms, Rawls provides one of the strongest philosophical

justifications for equity-based public policy.

Nozick’s Theory of Justice

Robert Nozick, in Anarchy, State, and Utopia (1974), presents a radically

different view rooted in libertarianism, emphasizing individual rights and



https://maec.plusdelta.in
equality before the law, not equity of outcomes.

Core Principles

Nozick proposes the Entitlement Theory of Justice, consisting of three

principles:

Justice in Acquisition — How people initially acquire holdings
Justice in Transfer — Voluntary exchange and gifts

Justice in Rectification — Correcting past injustices

If these conditions are met, any resulting distribution—no matter how unequal

—is just.
Equality in Nozick’s Theory

Nozick strongly opposes redistributive justice. He argues that taxing the rich to
help the poor violates individual property rights and is akin to forced labor.
Justice, for Nozick, lies in procedural equality, not in equal or equitable

outcomes.

He famously critiques patterned theories (like Rawls’s) by arguing that free

choices will inevitably disturb any equal distribution.

Critical Evaluation

Strengths

* Strong defense of individual liberty and freedom
* Respects voluntary choice and market processes

e Minimal state reduces coercion
Criticisms

* Ignores structural and historical inequalities
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* Provides little concern for the poor or disadvantaged

* Assumes fair initial acquisition, which is unrealistic in real societies

Nozick’s theory aligns with formal equality but largely rejects equity.

Comparative Assessment

Aspect

View of Equality

View of Equity

Role of State

Concern for Least Advantaged

Policy Orientation

Rawls

Equal basic liberties

Central (Difterence Principle)
Active, redistributive

Strong

Welfare state

Nozick

Equality before law
Rejected
Minimal
Minimal

Laissez-faire

Conclusion

The distinction between equality and equity is crucial in evaluating theories of
justice. Rawls’s theory prioritizes equity, arguing that inequalities are justified
only when they improve the condition of the least advantaged. In contrast,
Nozick’s theory emphasizes equality of rights and procedures, rejecting

redistributive measures and equity-based interventions.

In real-world policymaking—especially in developing economies like India—
Rawls’s framework offers a more practical and ethically compelling basis for
addressing poverty and inequality. However, Nozick’s emphasis on liberty serves
as an important caution against excessive state intervention. A balanced
approach often requires synthesizing concerns for both equity and individual

freedom.
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2. What do you mean by the term
“stabilization”? Explain the role of
various instruments of fiscal policy to
achieve the objectives of low
unemployment and price stability?

Meaning of Stabilization and the Role of Fiscal Policy
Instruments in Achieving Low Unemployment and Price

Stability

In macroeconomics, stabilization refers to deliberate government actions aimed
at reducing excessive fluctuations in the economy. These fluctuations typically
appear in the form of business cycles, characterized by periods of boom (high
growth, inflationary pressures) and recession (low growth, unemployment). The
primary objective of stabilization policy is to maintain steady economic growth,

low unemployment, and price stability by counteracting cyclical disturbances.

Stabilization policy mainly operates through fiscal policy and monetary policy.
In this answer, the focus is on fiscal policy and how its instruments are used to

achieve the twin objectives of low unemployment and price stability.

Meaning of Stabilization

Stabilization implies maintaining macroeconomic balance by smoothing out

fluctuations in:

e National income

* Employment
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® DPrices

* Aggregate demand

An unstable economy suffers from problems such as inflation during booms and

unemployment during recessions. Stabilization policy aims to:

* Stimulate demand during recessions to reduce unemployment

* Restrain demand during inflationary periods to control prices

Thus, stabilization is essentially counter-cyclical in nature.

Fiscal Policy as a Tool of Stabilization

Fiscal policy refers to the use of government expenditure, taxation, and public
debt to influence aggregate demand and overall economic activity. Keynesian
economics strongly emphasizes the role of fiscal policy in stabilization, especially

when markets fail to self-correct.

The major instruments of fiscal policy include:

Government expenditure
Taxation

Budgetary policy (deficit/surplus)
Public debt

Transfer payments and subsidies

Automatic stabilizers

Each of these instruments contributes differently to achieving low

unemployment and price stability.

Fiscal Policy and Low Unemployment
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Unemployment usually arises due to insufficient aggregate demand, particularly

during recessions. Fiscal policy combats this through expansionary measures.

1. Government Expenditure
An increase in public spending on:

e Infrastructure
e DPublic works

e Education and healthcare

directly creates employment and indirectly stimulates private investment
through the multiplier effect. For example, road construction generates jobs not

only in construction but also in related industries such as cement and steel.

Higher government expenditure raises aggregate demand, output, and

employment.

2. Taxation Policy

Reduction in direct taxes (such as income tax):

* Increases disposable income

° Encourages consumption

Lower indirect taxes reduce production costs and can stimulate output and

employment. Tax incentives to firms also encourage investment and job creation.

3. Budget Deficits

During recessions, governments may deliberately run deficit budgets. The excess
of expenditure over revenue injects additional demand into the economy,

helping to revive production and employment.
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Deficit financing is especially useful when private investment is weak.

4. Transter Payments

Unemployment benefits, pensions, and welfare payments sustain consumption
levels of vulnerable groups. This prevents a sharp fall in aggregate demand and

helps stabilize employment.

Fiscal Policy and Price Stability

Price instability, especially inflation, arises due to excess aggregate demand
relative to supply. Fiscal policy aims to control inflation through contractionary

measures.

1. Reduction in Government Expenditure

Cutting non-essential public spending during inflationary periods reduces

aggregate demand and relieves pressure on prices.

2. Taxation Measures

Increasing taxes:

* Reduces disposable income

* Curbs consumption demand

Higher corporate taxes and indirect taxes reduce profit margins and demand-
pull inflation. Selective taxation can be used to discourage speculative or luxury

consumption.



https://maec.plusdelta.in

3. Budget Surpluses

Running a surplus budget (revenue exceeds expenditure) withdraws purchasing

power from the economy. This helps to dampen inflationary pressures.

4. Public Debt Management

Issuing government bonds absorbs excess liquidity from the public. By
encouraging people to save rather than spend, public borrowing helps control

inflation.

Automatic Stabilizers

Automatic stabilizers are fiscal mechanisms that operate without deliberate

policy changes, such as:

° Progressive income tax

* Unemployment benefits
During booms:

® Tax revenue increases

* Transfer payments fall

—> This reduces aggregate demand and controls inflation.
During recessions:

e Tax revenue falls

e ‘Transfer payments increase

—> This boosts demand and employment.
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Automatic stabilizers are especially effective because they work quickly and

continuously, unlike discretionary fiscal measures which sufter from time lags.

Limitations of Fiscal Policy in Stabilization

Despite its importance, fiscal policy has certain limitations:

e Time lags in formulation and implementation

Risk of public debt accumulation

Political constraints and populist pressures

Inflationary bias in deficit financing

Limited effectiveness in supply-side inflation

Therefore, fiscal policy must be coordinated with monetary policy for effective

stabilization.

Conclusion

Stabilization refers to the use of macroeconomic policies to maintain economic
stability by controlling unemployment and inflation. Fiscal policy plays a crucial
role in stabilization through instruments such as government expenditure,

taxation, budgetary policy, public debt, and transfer payments.

Expansionary fiscal policy helps achieve low unemployment during recessions by
boosting aggregate demand, while contractionary fiscal policy ensures price
stability during inflationary periods. Although fiscal policy faces certain
limitations, it remains an indispensable tool for macroeconomic stabilization,

particularly in economies facing structural rigidities and demand-side shocks.

Answer the following questions in about 400 words
each. Each question carries 12marks.
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3. What is market failure? What kinds

of state intervention are required to
address the problem of externality and
imperfect information?

Market Failure: Meaning and the Role of State
Intervention in Externalities and Imperfect Information

Market failure refers to a situation in which the free market mechanism fails to
allocate resources efficiently, leading to a loss of social welfare. In such cases, the
price system does not reflect the true social costs and benefits of economic
activities, and therefore outcomes are not Pareto-optimal. Market failure

provides the primary justification for state intervention in an economy.

Two major and commonly discussed sources of market failure are externalities

and imperfect information.

Meaning of Market Failure

In an ideal competitive market, prices act as signals that guide producers and
consumers toward efficient outcomes. However, when certain conditions such as
perfect competition, complete information, and absence of external effects are

violated, markets fail to deliver socially optimal results.

Market failure can arise due to:

e Externalities
* Imperfect or asymmetric information

* Public goods
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* Monopoly power

* Missing markets

This answer focuses on externalities and imperfect information.

Externalities and State Intervention

An externality exists when the action of an individual or firm affects the welfare
of others without corresponding compensation or payment. Externalities can be

positive or negative.

Negative Externalities

Examples include pollution, traffic congestion, and industrial waste. In such

cases, social cost exceeds private cost, leading to overproduction.

Positive Externalities

Examples include education, vaccination, and research and development, where

social benefit exceeds private benefit, leading to underproduction.

State Intervention for Externalities

Pigouvian Taxes and Subsidies
Following the ideas of Arthur Pigou, governments can impose:
* Taxes equal to the marginal external cost for negative externalities (e.g.,
carbon tax)
* Subsidies equal to marginal social benefit for positive externalities (e.g.,

education subsidies)

Regulation and Standards

The state may impose legal limits such as pollution standards, emission

caps, or safety norms to restrict socially harmful activities.
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Creation of Property Rights
Assigning clear property rights (as suggested by Coase) allows affected
parties to negotiate and internalize externalities, though this works best

when transaction costs are low.

Public Provision
In the case of strong positive externalities, the government may directly

provide goods such as public education or healthcare.

Imperfect Information and State Intervention

Imperfect information arises when buyers and sellers do not have full or equal

information. This often leads to adverse selection and moral hazard.

Examples include:

e Insurance markets
e (Credit markets
e Healthcare services

e Labor markets

State Intervention for Imperfect Information

Disclosure Requirements
Governments mandate firms to disclose accurate information through

labeling laws, financial reporting standards, and consumer protection laws.

Quality Standards and Certification

Licensing of doctors, engineers, and financial institutions ensures minimum

quality and protects consumers from fraud or low-quality services.

Regulation of Insurance and Financial Markets
Rules related to capital adequacy, compulsory insurance, and monitoring

reduce risks arising from asymmetric information.
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Public Provision and Social Insurance
Governments provide services such as public healthcare, education, and

social security to overcome market exclusion caused by information gaps.

Conclusion

Market failure occurs when markets fail to allocate resources efficiently,
necessitating state intervention. Externalities distort prices by creating a
divergence between private and social costs or benefits, while imperfect
information leads to inefficient and unfair market outcomes. Through tools
such as taxes, subsidies, regulation, information disclosure, and public
provision, the state plays a crucial role in correcting these failures and improving

social welfare.

4. How does quantity of public goods
and its distribution to the consumers is
determined? Explain the Samuelson’s
pure theory of public expenditure in

this regard.

Determination of Quantity and Distribution of Public
Goods: Samuelson’s Pure Theory of Public Expenditure

Public goods are goods that are non-rival and non-excludable in consumption.
Non-rivalry means one person’s consumption does not reduce availability for
others, while non-excludability implies that no one can be prevented from using
the good once it is provided. Examples include national defence, street lighting,

and public parks. Because of these characteristics, the market mechanism fails to
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determine both the optimal quantity of public goods and their distribution

among consumers. This problem is addressed by Paul Samuelson in his pure

theory of public expenditure.

Determination of Quantity of Public Goods

In the case of private goods, efficiency requires the equality of marginal social
benefit (MSB) and marginal social cost (MSC), where MSB is obtained by
horizontal summation of individual demand curves. However, this rule does not

apply to public goods.

For public goods, since all consumers enjoy the same quantity simultaneously,
the relevant condition for optimal provision is obtained by vertical summation

of individual marginal benefit (MB) curves.

Samuelson Condition

Samuelson stated that the optimal quantity of a public good is determined

where:
S MBi=MC\sum MB_i = MCS MBi=MC

That is, the sum of marginal benefits of all individuals from an additional unit

of the public good must be equal to the marginal cost of providing that unit.

For example, consider a public park. Each individual derives some marginal
benefit from an extra unit of park area. Since everyone consumes the same park,
their willingness to pay is added vertically. The government should provide the
park up to the point where the combined willingness to pay equals the cost of

provision.

This condition ensures Pareto efﬁciency in the provision of public goods.
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Distribution of Public Goods among Consumers

Unlike private goods, public goods cannot be distributed in different quantities
to different individuals. Every consumer receives the same quantity, regardless of
their preferences or income. Hence, the issue of distribution arises not in terms

of quantity but in terms of sharing the cost (tax burden).

Samuelson argued that:

* Individuals should pay for public goods according to their marginal

valuation (benefit principle of taxation).

* Those who derive higher marginal benefit should bear a larger share of the

Cost.

However, in practice, individuals have an incentive to understate their true
preferences to avoid paying taxes, leading to the well-known free-rider problem.
Because of this, markets cannot reveal true demand for public goods, and

government intervention becomes necessary.

Significance of Samuelson’s Theory

* Provides a clear efficiency condition for public goods provision
* Explains why market prices cannot determine public goods supply

* Forms the theoretical foundation of modern public finance and cost—

benefit analysis

Criticisms and Limitations

* Assumes that individual preferences can be known or revealed truthfully,

which is unrealistic

* Ignores political and administrative constraints



https://maec.plusdelta.in

* Difficult to measure marginal benefits in real-world policy decisions

Conclusion

The quantity of public goods is determined not through market demand but
through the Samuelson condition, where the sum of individual marginal
benefits equals marginal cost. Distribution does not occur through differential
quantities but through tax-financed cost sharing among consumers. Samuelson’s
pure theory of public expenditure provides a fundamental framework for
understanding why public goods require collective decision-making and state

provision, despite its practical limitations.

5. Distinguish between collective
decision making and individual
decision making? Explain with
examples how individual decision
making is a case of general
equilibrium?

Collective Decision Making vs Individual Decision Making
and Individual Choice as a Case of General Equilibrium

Decision making in economics can broadly be classified into individual decision
making and collective decision making. The distinction is important because the
mechanism, objectives, and outcomes differ significantly. At the same time,
modern economic theory shows that individual decision making, when

aggregated through markets, leads to a general equilibrium outcome.
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Individual Decision Making

Individual decision making refers to choices made by consumers or firms based

on self-interest, given prices, income, and constraints.

* Consumers decide how much to consume of different goods to maximize
utility
* Firms decide how much to produce to maximize proﬁt

* Decisions are guided by market prices

* No explicit concern for social welfare

For example, a consumer chooses between rice and wheat based on preferences

and prices. A firm chooses labor and capital to minimize cost.

These decisions are decentralized and coordinated through the price mechanism.

Collective Decision Making

Collective decision making involves choices made jointly by society, usually

through political or institutional processes.

Decisions are made by governments or public authorities

Outcomes reflect voting, bargaining, or consensus

Prices alone cannot guide decisions

Often concerned with public goods and redistribution
Examples include:

* How much to spend on national defence
® Whether to provide free education

* Setting tax rates or subsidies
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Collective decision making becomes necessary where markets fail—especially in

the presence of public goods, externalities, or equity concerns.

However, collective choices face problems such as preference aggregation and

strategic behavior, highlighted by Kenneth Arrow in his Impossibility Theorem.

Individual Decision Making as a Case of General
Equilibrium
In economic theory, individual decision making is formally analyzed within the

framework of general equilibrium, developed by Léon Walras.

Meaning of General Equilibrium

General equilibrium refers to a situation where:

* All consumers maximize utility
* All firms maximize profit
* All markets clear simultaneously

* Prices adjust to equate demand and supply in every market

How Individual Decisions Lead to General Equilibrium

Consumers’ Decisions
Each consumer chooses a consumption bundle that maximizes utility

subject to a budget constraint:

max U(zy, xy,...,x,) subjectto Zpiwi =Y

Firms’ Decisions
Firms choose output levels and factor inputs to maximize profit given

prices.
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Price Adjustment (Tatonnement)

Prices adjust in response to excess demand or supply until all markets clear.

Equilibrium Outcome
The interaction of all individual choices results in a mutually consistent set

of prices and quantities—this is general equilibrium.

Example

Consider a simple economy with:

* Two consumers
* Two goods (food and clothing)

* Competitive markets

Each consumer independently maximizes utility. Firms independently maximize

profits. Yet, through price adjustments, the economy reaches a point where:

* Total demand equals total supply in both markets

* No individual has an incentive to change their decision

Thus, individual decision making becomes a system-wide equilibrium, even

without central coordination.

Conclusion

Individual decision making is decentralized and price-driven, while collective
decision making is centralized and institution-driven. Although individual
agents act independently, their decisions are interconnected through markets.
General equilibrium theory demonstrates that individual optimization, when
coordinated by prices, leads to an economy-wide equilibrium outcome. This

makes individual decision making a fundamental case of general equilibrium,
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whereas collective decision making operates outside the market mechanism and

follows different rules of coordination.

6. What is ‘deficit financing’? Explain
how is it met?

Deficit Financing: Meaning and Methods of Financing the
Deficit

Deficit financing refers to a situation in which the government’s expenditure
exceeds its revenue, and this gap is met by borrowing or creation of new money
rather than by taxation. In simple terms, when a government spends more than
what it earns through taxes and other receipts, it runs a budget deficit, and

ﬁnancing this deficit is known as deficit financing.

Deficit financing is an important instrument of fiscal policy, especially in
developing countries, where governments need large resources for economic

development, infrastructure creation, and welfare expenditure.

Meaning of Deficit Financing

Traditionally, deficit financing was defined narrowly as financing government
expenditure through creation of new money (printing of currency). However, in

modern public finance, the concept is used more broadly.

At present, deficit financing includes:

* Borrowing from the central bank
* Borrowing from the public

e External borrowing
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Thus, deficit financing means mobilizing resources to cover the budget deficit

through non-tax sources.

It is commonly used during:

* Economic recessions (to stimulate demand)
* Development planning (to finance capital expenditure)

* Emergencies such as wars, pandemics, or natural disasters

How is Deficit Financing Met?

The government meets deficit financing through the following methods:

1. Borrowing from the Central Bank (Creation of New
Money)

This is the classical method of deficit financing.

* The government borrows from the central bank (e.g., RBI)
* The central bank issues new currency or credits government accounts

* This increases money supply in the economy
Merits

* Easy and quick source of funds

* Useful during emergencies and recessions
Demerits

® Excessive use leads to inflation

* Reduces purchasing power of money
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This method is inflationary in nature and therefore must be used cautiously.

2. Borrowing from the Public (Internal Borrowing)

The government borrows from individuals, banks, and financial institutions by

issuing:

¢ Government bonds
* Treasury bills

* Savings certificates

People lend money to the government and receive interest in return.

Merits

* Non-inflationary compared to money creation

* Encourages saving habits
Demerits

* Increases public debt

* Interest burden on future budgets

Internal borrowing is widely used as a relatively safer method of deficit

ﬁnancing.

3. External Borrowing

The government may borrow from:

° Foreign governments

* International institutions (IMF, World Bank)
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Merits
* Provides access to large funds

* Helpful for development projects
Demerits

* Creates foreign debt
e Involves repayment in foreign currency

® May lead to dependence on external agencies

4. Use of Cash Balances

Sometimes the government uses its accumulated cash balances or reserves to

meet part of the deficit. However, this source is limited and not always available.

Conclusion

Deficit financing arises when government expenditure exceeds revenue and must
be financed through borrowing or money creation. It can be met through
borrowing from the central bank, borrowing from the public, external
borrowing, or use of cash balances. While deficit financing plays a crucial role in
economic development and stabilization, excessive reliance on it—especially
through money creation—can lead to inflation and debt problems. Therefore,
deficit financing must be used judiciously and productively, particularly in

developing economies.

7. Write short notes on the following:
(i) Nash Equilibrium (ii) Finance
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Commission (iii) GST (iv) Incentive
regulations

(i) Nash Equilibrium

Nash Equilibrium is a key concept in game theory proposed by John Nash. It
refers to a situation in which each player chooses an optimal strategy given the
strategies chosen by others, and no player can improve their payoff by
unilaterally changing their strategy. In a Nash equilibrium, strategies are
mutually best responses.

For example, in a duopoly market, if both firms choose output levels such that
neither can increase profit by changing output alone, the outcome is a Nash
equilibrium. It helps explain strategic behavior in oligopoly, auctions,

bargaining, and public policy.

(ii) Finance Commission

The Finance Commission is a constitutional body in India constituted under
Article 280 of the Constitution. It is appointed every five years to recommend
the distribution of tax revenues between the Union and the States and among
the States themselves. It also suggests principles governing grants-in-aid to states.
The Finance Commission plays a crucial role in promoting fiscal federalism,
reducing regional disparities, and ensuring financial stability of states while

maintaining the overall fiscal discipline of the country.

(iii) GST (Goods and Services Tax)

Goods and Services Tax (GST) is a comprehensive indirect tax introduced in

India in 2017. It replaced multiple central and state taxes such as VAT, excise
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duty, and service tax with a single unified tax system. GST is destination-based

and levied on value addition at each stage of production and distribution.
Its objectives include removal of cascading effects of taxation, creation of a
common national market, simplification of the tax structure, and improvement

in tax compliance and revenue efliciency.
t 1 d fficiency

(iv) Incentive Regulations

Incentive regulation is a regulatory approach where firms are encouraged to
improve efficiency and performance through rewards and penalties, rather than
strict cost-based controls. It is widely used in utilities such as electricity, telecom,
and transport.
Examples include price-cap regulation and performance-based regulation, where
firms can retain profits from cost savings but are penalized for inefficiency or

. . . . . 9 . .
poor service quality. Incentive regulation aligns the firm’s profit motive with

social objectives like efficiency, innovation, and consumer welfare.
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