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MODEL SOLUTIONS – DISCLAIMER 
 

 

INTRODUCTION 
 

 

The Model Solutions are provided to students for clear understanding of relevant 

subject and it helps them to prepare for their examinations in organized way. 
 

 

These Model Solutions are prepared only for the guidance of students that how they 

should attempt the questions.  The solutions are not meant for assessment criteria in the 

same pattern mentioned in the Model Solution. The purpose of Model Solution is only 

to guide the students in their future studies for appearing in examination. 
 

 

The students should use these Model Solutions as a study aid. These have been 

prepared by the professionals on the basis of the International Standards and laws 

applicable at the relevant time. These solutions will not be updated with changes in 

laws or Standards, subsequently. The laws, standards and syllabus of the relevant 

time would be applicable. PIPFA is not supposed to respond to individual queries 

from students or any other person regarding the Model Solutions. 
 
 

DISCLAIMER  
 
 

The Model Solutions have been developed by the professionals, based on standards, 

laws, rules, regulations, theories and practices as applicable on the date of that 

particular examination. No subsequent change will be applicable on the past papers 

solutions. 
 

 

Further, PIPFA is not liable in any way for an answer being solved in some other way 

or otherwise of the Model Solution nor would it carry out any correspondence in this 

regard. 
 

 

PIPFA does not take responsibility for any deviation of views, opinion or solution 

suggested by any other person or faculty or stake holders. PIPFA assumes no 

responsibility for the errors or omissions in the suggested answers.  Errors or 

omissions, if noticed, should be brought to the notice of the Executive Director for 

information. 
 

 

If you are not the intended recipient, you are hereby notified that any dissemination, 

copying, distributing, commenting or printing of these solutions is strictly prohibited. 
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Q.1. 
(a) 

Government Budget: A government budget is a financial plan that outlines anticipated 

revenues and proposed expenditures for a specific period, typically a fiscal year. It serves as 

a crucial tool for fiscal management and resource allocation. 

Surplus vs. Deficit Budgets: 

 Surplus Budget: Occurs when government income exceeds expenditures. It reflects a 

positive financial state, enabling activities like debt reduction or reserve building. 

 Deficit Budget: Arises when expenditures surpass income. It indicates a negative 

financial state, often necessitating borrowing to cover the fiscal gap. The choice 

between surplus and deficit budgets depends on economic conditions and policy 

priorities 

 

   
Q.1. 
(b) 

Development Expenditures: 

1. Purpose: Focused on fostering economic growth, improving infrastructure, and 

making long-term investments for overall development. 

2. Nature: Primarily consists of capital expenditures, involving spending on assets that 

contribute to the country's economic progress. 

3. Examples: 

 Investments in infrastructure projects like roads, bridges, and airports. 

 Funding for education, healthcare, and research and development. 

Non-Development Expenditures: 

1. Purpose: Geared towards the day-to-day functioning of the government, covering 

operational costs and routine maintenance. 

2. Nature: Mainly comprises current expenditures, addressing ongoing administrative 

and service delivery needs. 

3. Examples: 

 Salaries and wages for government employees. 

 Costs associated with utilities, maintenance, and debt servicing. 

In summary, Development expenditures aim for long-term growth through capital 

investments, while non-development expenditures address routine operational costs essential 

for daily governance. 

 

 

Q.2. 

 
Benefit-Received Theory of Taxation: The Benefit-Received Theory posits that individuals 

should contribute to the cost of government services based on the benefits they receive from 

those services. In other words, taxpayers pay taxes in proportion to the value or benefits they 

derive from public goods and services. This theory implies a direct relationship between the 

taxes paid and the services or benefits received. For instance, those who use more public 

services or facilities, such as highways, schools, or public safety services, should contribute 

more through taxes. 

Merits of Benefit-Received Theory: 

1. Fairness: It aligns with the principle of fairness, as individuals pay taxes in 

proportion to the benefits they enjoy from public services. 

2. User-Pays Principle: Reflects the idea of the "user-pays" principle, where those who 

directly use or benefit from public services bear the associated costs. 

3. Economic Efficiency: Promotes economic efficiency by linking tax payments to the 

consumption of public goods and services, encouraging efficient resource allocation. 
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Ability-to-Pay Theory of Taxation: The Ability-to-Pay Theory asserts that individuals 

should contribute to government revenue based on their ability to pay taxes, regardless of the 

specific benefits they receive. This theory emphasizes the principle of equity, suggesting that 

those with higher incomes should bear a higher tax burden. The idea is that individuals 

should contribute to the common good according to their capacity to pay, ensuring a more 

equitable distribution of the tax burden. 

Merits of Ability-to-Pay Theory: 

1. Progressive Taxation: Supports progressive taxation, where individuals with higher 

incomes contribute a higher percentage of their income in taxes. 

2. Reduced Income Inequality: Helps address income inequality by placing a greater 

burden on those with more financial resources. 

3. Social Justice: Aligns with principles of social justice, ensuring that the tax burden is 

distributed fairly among individuals in society. 

Stability: Provides a stable source of revenue for the government, as it is less dependent on 

specific benefits received by taxpayers. 

 

Q.3. Public debt plays a crucial role in times of economic crises, serving as a tool for governments 

to respond to and manage the impact of recessions or pandemics. Here are several key 

aspects of the role of public debt in such situations: 

1. Fiscal Stimulus: During economic recessions, governments often experience a 

decline in economic activity, leading to lower tax revenues. Public debt allows 

governments to implement fiscal stimulus measures, such as increased public 

spending and tax cuts, to boost demand, support businesses, and stimulate economic 

growth. 

2. Emergency Funding: In the face of pandemics or other public health crises, 

governments may need to rapidly deploy resources to address healthcare needs, 

support affected industries, and provide financial assistance to individuals. Public 

debt enables governments to secure the necessary funds promptly to respond to 

emergencies. 

3. Social Safety Nets: Economic crises often result in job losses and increased social 

challenges. Public debt allows governments to fund social safety net programs, 

unemployment benefits, and other forms of assistance to protect vulnerable 

populations from the economic fallout of a crisis. 

4. Maintaining Public Services: During recessions or pandemics, the demand for 

public services, particularly in healthcare and education, may increase. Public debt 

helps governments maintain essential services and prevents significant cutbacks that 

could exacerbate the impact of the crisis on citizens. 

5. Supporting Businesses: Governments may use public debt to establish programs that 

provide financial support to struggling businesses, preventing widespread 

bankruptcies and preserving jobs. These initiatives can include loans, grants, or 

guarantees to stabilize key sectors of the economy. 

6. Monetary Policy Coordination: Public debt management is often coordinated with 

monetary policy. Central banks may implement accommodative monetary measures, 

such as lowering interest rates, to make it more feasible for governments to service 

their debt during crises. 

7. Investment in Infrastructure: Public debt can be used to fund infrastructure projects 

that stimulate economic activity and create jobs. These investments contribute to both 

short-term recovery and long-term economic growth. 
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While public debt is a valuable tool during economic crises, it's crucial for governments to 

manage it prudently to avoid long-term fiscal instability. Sustainable borrowing, transparent 

debt management practices, and a commitment to fiscal responsibility are essential for 

ensuring that public debt effectively serves its purpose in times of economic turmoil. 

 

Q.4. Richard Musgrave, an influential economist, made significant contributions to the field of 

public finance. His work, particularly in his seminal book "The Theory of Public Finance" 

(1959), outlines the functions of public finance. Musgrave divided the functions of public 

finance into three main categories: allocation, distribution, and stabilization. 

1. Allocation Function: 

 Resource Allocation: Public finance plays a crucial role in allocating 

resources efficiently. Government intervention is necessary when markets fail 

to allocate resources optimally. For instance, the government may provide 

public goods like national defense, which private markets may not supply 

efficiently. 

 Market Correction: Public finance can correct market failures, such as 

externalities (positive or negative impacts of economic activities on third 

parties), by imposing taxes or subsidies to internalize external costs or 

benefits. 

2. Distribution Function: 

 Income Redistribution: Governments use taxation and expenditure policies 

to address income inequality. Progressive taxation, social welfare programs, 

and transfer payments aim to redistribute income and promote a more 

equitable distribution of wealth. 

 Wealth Redistribution: Public finance can also address wealth disparities 

through inheritance taxes and other measures targeting the accumulation and 

transmission of wealth across generations. 

3. Stabilization Function: 

 Economic Stability: Public finance is employed to stabilize the economy by 

managing aggregate demand and controlling inflation or deflation. Fiscal 

policies, such as changes in government spending and taxation, can be used to 

counteract fluctuations in the business cycle. 

 Unemployment Control: Government expenditures on public projects during 

economic downturns and unemployment benefits are examples of measures 

that stabilize the economy and mitigate the adverse effects of recessions. 

Musgrave emphasized the interdependence of these functions, recognizing that policies 

addressing one function may have implications for the others. For example, a fiscal policy 

aimed at economic stabilization may impact income distribution, and a redistributive policy 

may affect resource allocation. 

 

Q.5. 
a 

Positive Externalities: 

Positive externalities occur when the actions of a person or entity result in benefits to others 

who are not directly involved in the transaction or activity. In other words, the spillover 

effects are positive and contribute to the well-being of society. 

Examples of positive externalities include: 

 Education: When individuals receive education, they acquire knowledge and skills 

that not only benefit themselves but also have positive effects on society.  

 Vaccinations: When people get vaccinated, they not only protect themselves from 

diseases but also contribute to herd immunity. 
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Negative Externalities: 

Negative externalities occur when the actions of a person or entity impose costs or negative 

effects on others who are not directly involved in the transaction or activity. These 

externalities can lead to market inefficiencies and societal costs. 

Examples of negative externalities include: 

 Pollution: Industrial activities, such as emissions from factories or vehicles, generate 

pollution that affects air, water, and soil quality. The costs of pollution, such as 

adverse health effects and environmental degradation, are borne by society as a 

whole. 

 Congestion: In urban areas, increased traffic and congestion can cause delays, wasted 

time, and increased fuel consumption. The negative effects of congestion, such as 

reduced productivity and increased pollution, impact both individuals and businesses. 

 

Q.5. 
b 

(i) Crowding Out Effect: Crowding out is a situation where increased government 

spending or borrowing leads to a decrease in private sector spending or investment, 

typically due to rising interest rates that make borrowing more expensive for 

businesses and individuals. 

(ii) Expansionary Fiscal Policy: Expansionary fiscal policy involves deliberate 

government actions to increase aggregate demand and stimulate economic activity. 

This is achieved through measures such as higher government spending, tax cuts, and 

deficit spending, with the goal of fostering economic growth and reducing 

unemployment during economic downturns. 

(iii) Zero Based Budget: A zero-based budget is a budgeting method in which each 

expense must be justified from scratch for each budgeting period, starting with a base 

of zero. Unlike traditional budgeting, there is no automatic rollover of existing 

expenses, and every item must be individually justified and approved based on its 

necessity and alignment with organizational goals. 

 

 

Q.6. 
a 

 
 

 

The canon of economy, also known as the canon of thrift, is one of the canons or principles 

of taxation. It emphasizes the importance of minimizing the costs and inefficiencies 

associated with tax collection and administration. The canon of economy holds that tax 

systems should be designed and implemented in a way that minimizes the burden on 

taxpayers and maximizes the efficiency of tax collection processes. 

The significance of the canon of economy in taxation is as follows: 

 Minimizing Compliance Costs: By adhering to the canon of economy, tax systems 

aim to reduce the compliance costs borne by taxpayers.  

 Promoting Efficiency: Efficient tax systems ensure that resources are not wasted in 

the process of collecting taxes, thereby enhancing overall economic efficiency. 

 Encouraging Voluntary Compliance: By ensuring that tax systems are economical, 

the canon of economy can promote voluntary compliance.  

 Enhancing Economic Growth: By minimizing the economic burdens associated 

with taxation, such as compliance costs and administrative inefficiencies, the tax 

system can provide a conducive environment for business investment, 

entrepreneurship, and overall economic activity. 
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Q.6. 
b 
 

Non-Developmental Expenditures: Non-developmental expenditures refer to government 

spending that is not directly associated with economic development or capital investment 

projects. These expenditures are recurrent in nature and often involve operational or 

maintenance costs, as opposed to expenditures aimed at infrastructure development, poverty 

reduction, or other long-term growth initiatives. Non-Developmental Expenditure of 

Government of Pakistan are: 

 Administrative Expenses. 

 Debt Servicing 

 Defense Expenditures 

 Law and Order 

 Subsidies 

 Public Sector Enterprises 

 Pensions 

 Social Protection Programs 

 Utilities and Operating Expenses 

 Grant and Transfers 

 Miscellaneous Expenditures 

 

 

Q.7. 
 

Public expenditures play a crucial role in modern economies, serving as a key instrument for 

governments to pursue economic development, address societal needs, and enhance overall 

well-being. The role and significance of public expenditures in contemporary economies can 

be understood through various perspectives: 

1. Economic Development: 

 Infrastructure Investment: Government spending on infrastructure like 

roads and utilities boosts productivity and facilitates economic activities. 

 Education and Skills Development: Funds allocated for education contribute 

to a skilled workforce, essential for innovation and economic growth. 

 Research and Development: Public investment in research drives 

technological advancements, fostering economic competitiveness. 

2. Social Well-Being: 

 Healthcare Services: Public healthcare spending ensures access to medical 

services, improving overall public health. 

 Social Safety Nets: Expenditures on social programs create a safety net for 

individuals facing economic challenges. 

 Affordable Housing: Investment in housing addresses shortages and 

enhances living conditions. 

3. Stabilization and Countercyclical Policies: 

 Fiscal Policy Tools: Public spending aids economic recovery during 

downturns, serving as a tool for countercyclical fiscal policies. 

 Unemployment Benefits: Expenditures on benefits stabilize incomes during 

economic uncertainties. 

4. Redistribution of Income and Wealth: 

 Progressive Taxation: Taxes on higher incomes contribute to income 

redistribution, reducing economic disparities. 
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 Social Programs: Public spending on education and healthcare helps address 

social inequalities and supports upward mobility. 

5. Environmental Sustainability: 

 Green Initiatives: Public funds directed towards sustainability efforts, such 

as renewable energy, contribute to an eco-friendly economy. 

6. Public Goods and Services: 

 National Defense: Expenditures on defense ensure national security and 

stability. 

 Public Utilities: Investments in utilities contribute to community well-being 

and support societal development. 

In summary, public expenditures serve as a multifaceted instrument for governments to drive 

economic development and enhance societal well-being. Through strategic allocations, 

governments can address various challenges, promote inclusive growth, and create a 

foundation for a prosperous and equitable modern economy. 
 

 

Q.8. The Distribution of Revenue and Grants Order (DRGO) 2010 is a complex framework 

outlining revenue sharing between the federal government and Pakistan's provinces. 

Analyzing its effectiveness requires scrutinizing its impact on: 

1. Economic Stability: 

Positive aspects: 

 Devolution of resources: DRGO empowered provinces to manage a larger share of 

their resources, potentially enhancing regional economic development and reducing 

dependence on the federal government. 

 Fiscal responsibility: Incentives for provinces to increase their own revenue base 

through improved tax collection and efficiency. 

Negative aspects: 

 Unequal distribution: Critics argue the formula allocates a larger share to wealthier 

provinces like Punjab, potentially exacerbating economic disparity. 

 Vertical imbalances: Insufficient federal transfers might leave resource-poor 

provinces struggling to provide basic services, hindering overall economic stability. 

2. Social Services: 

Positive aspects: 

 Increased provincial spending on social services: DRGO aimed to allocate resources 

based on population and poverty levels, potentially improving access to education and 

healthcare in underserved areas. 

 Direct service delivery: Provincial control over social services could potentially 

enhance accountability and responsiveness to local needs. 

Negative aspects: 

 Uneven service provision: Varying provincial capacities and priorities can lead to 

disparities in the quality and quantity of social services across regions. 

 Underfunding: Concerns exist that increased reliance on provincial resources might 

not translate into adequate funding for key social programs, particularly in poorer 

provinces. 

3. Fiscal Sustainability: 
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Positive aspects: 

 Reduced federal fiscal burden: By sharing revenue with provinces, the federal 

government's fiscal pressure might be eased, allowing for better management of 

national debt and budget deficits. 

 Improved tax collection: Provincial ownership of revenue generation incentivizes 

efficient tax administration and potentially expands the overall tax base. 

Negative aspects: 

 Uncertainty and volatility: The complex formula and discretionary grants can create 

uncertainty for provinces in planning long-term investments. 

 Inter-provincial conflict: Competition for resources and the potential for misuse of 

grants can lead to friction and instability between provinces. 

DRGO's effectiveness remains a subject of debate. While it has empowered provinces and 

potentially boosted regional development, concerns regarding unequal distribution, 

underfunded social services, and fiscal uncertainty pose challenges. 
 

 

 

************************* 

 


