Chapter 5 The Government: Budget and The Economy

Introduction
Three distinct functions of government.

1. The allocation function: The government has to provide public goods such as
national defense, roads, government administration. The public goods cannot
be provided through the market mechanism.

2. Distribution functions: The government affects the personal disposable income
of households by making transfer payments and collecting taxes.

3. Stabilization function: The government arrests the fluctuations in the economy
by influencing the aggregate demand.

Public goods versus private goods
Public goods are those goods which one having two distinct features.

1. Non-rivalry in consumption
2. Non-excludability

Examples for public googs include nations defense, roads, government
administrations etc.
Examples for private goods include clothes, cars, food items etc.
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Government Budget

The term budget is derived from the French word Bougette, meaning a small leather
bag. It was used by then French finance minister to carry his financial statements.
The annual financial statement with respect to the revenue and expenditure of the
government is known as budget. The financial year of India starts from 1st April to
31st March. The annual financial statement is the main budget document. A budget
statement shows the estimated expected income and expenditure of a financial year.
In India, the budget is presented as per Article 112 of the Constitution. As per this
Article, it is mandatory for the Government of India to present the estimated receipts
and expenditure before the Parliament.
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Components fo govt. budget can be represented in the following chart.
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The Revenue Account

The Revenue Budget shows the current receipts of the government and the
expenditure that can be met from these receipts.

Revenue Receipts: Revenue receipts are divided into tax and non-tax revenues. Tax
revenues consist of the proceeds of taxes and other duties levied by the central
government. Tax revenues, an important component of revenue receipts, comprise
of direct taxes — which fall directly on individuals (personal income tax) and firms
(corporation tax), and indirect taxes like excise taxes (duties levied on goods
produced within the country), customs duties (taxes imposed on goods imported into
and exported out of India) and service tax.

Revenue Expenditure: Broadly speaking, revenue expenditure consists of all those
expenditures of the government which do not result in creation of physical or
financial assets. It relates to those expenses incurred for the normal functioning of
the government departments and various services, interest payments on debt
incurred by the government, and grants given to state governments and other
parties.
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The Capital Account

The Capital Budget is an account of the assets as well as liabilities of the central
government, which takes into consideration changes in capital. It consists of capital






receipts and capital expenditure of the government. This shows the capital
requirements of the government and the pattern of their financing.

Capital Receipts: The main items of capital receipts are loans raised by the
government from the public which are called market borrowings, borrowing by the
government from the Reserve Bank and commercial banks and other financial
institutions through the sale of treasury bills, loans received from foreign
governments and international organizations, and recoveries of loans granted by the
central government. Other items include small savings (PostOffice Savings
Accounts, National Savings Certificates, etc), provident funds and net receipts
obtained from the sale of shares in Public Sector Undertakings (PSUS).

Capital Expenditure: This includes expenditure on the acquisition of land, building,
machinery, and equipment, investment in shares, and loans and advances by the
central government to state and union territory governments, PSUs and other
parties. Capital expenditure is also categorized as plan and non-plan in the budget
documents.
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Types of Budget

The budget can be classified into balanced budget and unbalanced budget. When
the revenue and the expenditures of the governments become equal, it is the case of
balanced budget. When government expenditure is not equal to its reveue, it is the
case of unbalanced budget. Unbalanced budget can be of deficit budget or surplus
budget.
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Measures of Government Deficit

When a government spends more than it collects by way of revenue, it incurs a
budget deficit. There are various measures that capture government deficit and they
have their own implications for the economy.

Revenue Deficit: The revenue deficit refers to the excess of government’s revenue
expenditure over revenue receipts
Revenue deficit = Revenue expenditure — Revenue receipts

Fiscal Deficit: Fiscal deficit is the difference between the government’s total
expenditure and its total receipts excluding borrowing.

Gross fiscal deficit = Total expenditure — (Revenue receipts + Non-debt creating
capital receipts

Primary Deficit: We must note that the borrowing requirement of the government
includes interest obligations on accumulated debt. To obtain an estimate of
borrowing on account of current expenditures exceeding revenues, we need to
calculate what has been called the primary deficit. It is simply the fiscal deficit minus
the interest payments.

Gross primary deficit = Gross fiscal deficit — net interest liabilities.
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Fiscal Policy

One of Keynes’s main ideas in ‘The General Theory of Employment, Interest and
Money’ was that government fiscal policy should be used to stabilize the level of
output and employment. Through changes in its expenditure and taxes, the
government attempts to increase output and income and seeks to stabilize ups and



downs in the economy. In the process, fiscal policy creates a surplus (when total
receipts exceed expenditure) or a deficit budget (when total expenditure exceeds
receipts) rather than a balanced budget (when expenditure equals receipts). In what
follows, we study the effects of introducing the government sector in our earlier
analysis of the determination of income.
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Fiscal Responsibility and Budget Management Act, 2003 (FRBMA)

In a multiparty parliamentary system, electoral concems play an important role in
determining expenditure policies. A legislative provision, it is argued, that is
applicable to all governments — present and future — is likely to be effective in
keeping deficits under control. The enactment of the FRBMA, in August 2003,
marked a turning point in fiscal reforms, binding the government through an
institutional framework to pursue a prudent fiscal policy, The central government
must ensure inter-generational equity, long-term macroeconomic stability by
achieving sufficient revenue surplus, removing fiscal obstacles to monetary policy
and effective debt management by limiting deficits and borrowing. The rules under
the Act were notified with effect from July, 2004. ol
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