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THE GOVERNMENT: FUNCTIONS AND SCOPE 
In a mixed economy, apart from the private sector, there is the government which plays three distinct 

functions that operate through the revenue and expenditure measures of the government budget. 

Functions of Government 

1) Allocation Function: Certain goods, referred to as public goods (such as national defence, roads, 

government administration), as different from private goods (like clothes, cars, food items), cannot be 

provided through the market mechanism and must be provided by the government.  

2) Distribution Function: the government attempts to bring about a ‘fair’ distribution of income through 

its tax and expenditure policy. The government changes the personal disposable income of households 

by making transfer payments and collecting taxes to adjust the income distribution.  

3) Stabilization Function: The economy has a tendency to be affected by market fluctuations and may 

suffer from extended periods of unemployment or inflation. The overall level of employment and prices 

in the economy depends upon the level of aggregate demand which is a function of the spending 

decisions of millions of households and the government. In any period, the level of expenditures may not 

be sufficient for full utilisation of labour and other resources. Wages, prices and employment cannot be 

restored automatically. There is a need to raise aggregate demand. On the other hand, there may be times 

when expenditures exceed the available output under conditions of high employment and thus may cause 

inflation. In such situations, budgetary policy stabilises the economy.  

 

To understand why government has to provide public goods, it is necessary to distinguishes them 

from private goods. There are two major differences.  

1) Private Goods: Goods which benefit only those who pay for it are private goods. Only the person 

paying for the food enjoys the benefits of private goods. This private consumption stands as a rival 

relationship to the consumption of others for the same good. The person consuming a private good can 

deny the consumption of the same good by others as the person has paid for the good and has ownership 

right over the good.  

2) Public Goods: Any person can enjoy the benefits of public goods without reducing the benefits to 

others. It is impossible to exclude anyone who does not pay for the good can and from enjoying its 

benefits. Consumption of public goods is not ‘rivalrous’ as there is no possible way of excluding anyone 

from enjoying the benefits of public good. 

3) Free Rider Problem:  It is difficult or impossible to collect money for public good. These goods are 

provided or are made available free of cost using finance from government budget. This is called the 

‘free-rider’ problem. 

In a free rider problem, the link between the producer and the consumer is broken and the 

government must step in to provide for such goods. Public provision means that they are financed through 

the government budget and made available free of cost to public. 

 
IMPACT OF GOVERNMENT BUDGET  

The budget impacts an economy at three levels:  

1) Aggregate fiscal discipline level: Fiscal disciplines mean having control over expenditure and maintain 

a best balance between revenues and expenditures of the government. There must be control on 

expenditures since revenues of the government are limited.  

2) Allocation of resources: Government through its two important budgetary instruments of taxation and 

subsidies will allocate resources to those areas where society's welfare is maximum.  
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3) Effective and efficient provision of programmes: Effectiveness measures the extent to which 

government achieves its targets. Efficiency refers to the minimum cost per unit of goods and services 

provided.  

 

COMPONENTS OF THE GOVERNMENT BUDGET 
The Government budget is a statement of estimated receipts and expenditures of the government in 

respect of every financial year. The budget distinguishes expenditure on the revenue account from other 

expenditures. Therefore, the budget comprises of:  

(a) Revenue Budget: The Revenue Budget shows the current receipts of the government and the 

expenditure that can be met from these receipts. 

(b) Capital Budget: 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. 

 
BUDGET RECEIPTS 
Revenue Receipts 

Definition: This receipt does not either create a liability or lead to reduction in assets. Revenue budget 

takes care of the current receipts and running expenses like interest, dividends and profits. Revenue receipts 

are receipts under revenue account.  

Revenue receipts can be divided into tax-revenue and non-tax revenue.  

1. Receipts from Tax Revenue: A tax is a legally compulsory payment imposed by the government. 

Government imposes tax on income, manufacturing, sales, transportation, wealth, gifts, properties, 

exports, imports, etc. Tax revenues consist of the proceeds of taxes and other duties levied by the 

central government. There are two types of taxes:  

i) Direct Tax. When the liability to pay a tax and the burden of that tax fall on the same person, it 

is called a direct tax. For example, income tax is a direct tax because the liability of paying this 

tax is of the person on whose income it is levied and its burden also falls on him. The burden of 

this tax cannot be shifted on to others. Some other examples of direct tax are gift tax, wealth tax, 

corporation tax, etc.  

ii) Indirect Tax. When the liability to pay a tax and the burden of that tax can be on different 

persons, it is called an indirect tax. For example, sales tax is an indirect tax because the liability 

to pay sales tax is that of the shopkeeper but he shifts the burden of this tax on the customers. 

Some other examples are entertainment tax, tax on services, excise duty, etc.  

2. Receipts from Non-Tax Revenue: Non-tax revenue refers to the revenue receipts of the government 

from sources other than the tax. They are of following types:  

(a) Commercial Revenue. It is revenue received by the government by selling the goods and services 

produced by the government agencies. Examples: Payments for postage, toll and interest on 

funds borrowed from government credit corporations, etc. It also includes interest and dividend 

on investments made by the government.  
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(b) Administrative Revenue: It is revenue that arises from administrative function of the 

government. Examples:  

a. Fees: A payment to defray the cost of each recurring service undertake" by the 

government. It gives a special advantage to the fee payer, e.g. college fees, registration 

fees, etc.  

b. Fines and Penalties: A payment for infringement of Law 

c. Forfeitures: A penalty imposed by the court for non-compliance with orders. 

d. Escheat: A claim of the government on the property of a person who dies without having 

any legal heirs or without leaving a will 

The redistribution objective is sought to be achieved through progressive income taxation, in which 

higher the income, higher is the tax rate. Firms are taxed on a proportional basis, where the tax rate is a 

particular proportion of profits. With respect to excise taxes, necessities of life are exempted or taxed at low 

rates, comforts and semi-luxuries are moderately taxed, and luxuries, tobacco and petroleum products are 

taxed heavily. 

 

Capital Receipts  

Definition: Capital budget covers the creation and disposal of assets and liabilities. Capital receipts are 

receipts under capital account. Capital receipts include market borrowings, external loans, recoveries of 

loans and advances made by the government and provident fund. Capital receipt either creates a liability or 

leads to reduction in assets. In the budget, capital receipts are classified as: 

1) Recoveries of Loans. It includes recovery of loans granted by central government to state and union 

territory governments and other parties. It is a capital receipts because it reduces financial assets of the 

government.  

2) Borrowings and other Liabilities. Borrowing creates a liability. Therefore, funds raised from 

borrowings are treated as capital receipt. Government raises loans from the market, Reserve Bank of 

India, foreign governments and other bodies.  

3) Other Receipts. Other receipts include capital receipts other than the recovery of loans and borrowing. 

Funds raised from 'disinvestment' one such receipt. Disinvestment means selling a part or whole of the 

shares (i.e., equity) of the public sector enterprises held by government. It defined as with drawl of 

investment in a company. It is called capital receipt because it reduces the assets of the government.  

BUDGET EXPENDITURE  
Definition: Budget expenditure is the expense which the government incurs for its maintenance, for the 

society and the economy as a whole. Budget expenditure is defined as the expenditure of the central, state 

and governments on various social, economic and political activities in the country. The objective of such 

expenditure is to promote public welfare. Budget expenditure is mainly on such areas which help in 

achieving the objectives of fiscal policy.  

The two components of budget expenditure are: 

1. Plan and non-plan expenditure  

(a) Plan Expenditure: It is the expenditure to be incurred during the year on the programmes under 

the current five year plan. It is incurred on financing the central plan relating to different sectors 

of an economy. For example, the assistance provided by the Central Government for the plans of 

States and Union Territories is plan expenditure.  

(b) Non-Plan Expenditure: Expenditure other than the expenditure related to the current Five-Year 

Plan is treated as non-plan expenditure. Example: It is necessary to ensure that the capital stock 

created (example, building) does not become unusable. Thus, the expenditure on maintenance is 

non-plan expenditure. 

Both plan and non-plan expenditures are further subdivided into revenue and capital expenditures:  

2. Revenue Expenditure and Capital Expenditure  

(a) Revenue Expenditure. An expenditure which does not result in creation of assets or reduction 
of liability is treated as revenue expenditure. Such expenditures are incurred for the normal 

running of government departments and maintenance of services. For example: salaries, 

pensions, interest payments, subsidies, grants, etc.  
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(b) Capital Expenditure. An expenditure which leads to creation of assets or reduction in 
liabilities is treated as capital expenditure. For example, expenditure on purchasing land, 

building, shares, etc. It includes loans granted to the State and Union Territories, foreign 

governments, public enterprises and other parties. Repayment of loans is also capital expenditure 

because it reduces the liabilities of the government.  

3. Developmental and Non-Developmental Expenditure: Developmental expenditure is the 

expenditure that directly adds to country's flow of goods services. On the other hand, Non-

developmental expenditure does not add to country's flow of goods and services. Budget expenditure 

of a government, whether plan non-plan, revenue or capital, can also be classified into 

developmental non-developmental expenditure. 

(a) Developmental Expenditure. Expenditure on activities which directly related to economic 

and social development of a country is called developmental expenditure. For example: 

expenditure agriculture and industrial development, education, health, social welfare, 

scientific research, etc.  

(b) Non-developmental Expenditure. Expenditure on essential general services of the 

government is called non-developmental expenditure. For example: expenditure on defence 

and administration. Non-developmental expenditure is an essential part of the development 

process. While it does not directly contribute to the national prod it lubricates the wheels of 

economic development.  

The budget is not merely a statement of receipts and expenditures. The budget also reflects and 

shapes the country’s economic life. Along with the budget, three policy statements are commanded by the 

Fiscal Responsibility and Budget Management Act, 2003 (FRBMA). 

 

BALANCED, SURPLUS AND DEFICIT BUDGETS  
A budget may be unbalanced or balanced. They are explained as follows: 

1) Unbalanced Budget: In this, receipts are not equal to expenditures of the government. It of two kinds:  

(a) Surplus Budget: It is one where estimated revenues are more than estimated expenditures. It lowers 

aggregate demand. It is a good strategy to control inflation where the economy is in over-

employment equilibrium due to excess demand. It is a poor strategy to control deflation. 

(b) Deficit Budget: It is one where estimated revenue is less than estimated expenditure. It is a good 

policy to control recession when an economy is in an under-employment equilibrium level. It is not a 

sign of government inefficiencies. It is a planned strategy of the government to fight recession when 

the economy is in under employment equilibrium due to deficit demand. It is not desirable during 

periods of inflation when Aggregate Demand exceeds Aggregate Supply at full employment level. 

The multiplier effect of a deficit budget is more than that of the balanced budget.  

(c) Balanced Budget: It is one when estimated revenues are equal to estimated expenditures. In other 

words, amount of tax is equal to the amount of expenditure. This kind of budget leads to slight 

increase in aggregate demand. Balanced budget is a good policy which can bring an economy to a 

full-employment equilibrium level. It brings about financial stability.   

A comparison between the two types of budgets is as follows: 

Balanced Budget Unbalanced Budget 

It shows that government is not doing wasteful 

expenditures 

Surplus budget is used to correct the problem of 

inflationary gap since it lowers the AD.  

It reflects financial stability in the country.  Deficit budget is used to raise the level of AD. It is 

useful in a state of depression. 

Balanced budget theory states that an increase in government expenditure which is financed by equal 

amount of tax leads to an increase in income or aggregate demand) equivalent to the amount of government 

expenditure or tax). The balanced budget multiplier is defined as the ratio of increase in income to increase 

in government expenditure financed by taxes. Its value is always equal to unity.  
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BUDGET AND THEIR EFFECT ON AGGREGATE DEMAND  
1. Balanced Budget and Aggregate Demand: Balanced budget indicates that the estimated revenue of 

the government is equal to estimated government expenditure.  

Effects: - Taxes will reduce aggregated demand equal to MPC times of taxes. As expenditure is 

equal to tax revenue, decrease in aggregate demand will be MPC times of Government expenditure.  

Government expenditure increases AD by an equal amount because it directly enters into AD.  

Increase in AD due to government expenditure is greater than the decrease in AD due to taxation. 

Thus, AD increases even in the case of a balanced budget.  

2. Surplus Budget and Aggregate Demand: In surplus budget, estimated revenue is more the 

estimated expenditure of the government.  

Effects: - Taxes lower the AD by an amount equal to MPC times of tax revenue. Government 

expenditure will increase the AD by an equal amount.  

In surplus budget government expenditure is less than tax revenue so that decrease in AD due to 

taxation is more than the increase in AD due to government expenditure. Surplus budget lowers the 

AD in the economy.  

Surplus budget can be considered as a good measure to combat the excess demand or inflationary 

gap in an economy.  

3. Deficit budget and Aggregated Demand: In a deficit budget, expected expenditure is more than the 

expected revenue of the government.  

Reduction in AD due to taxes is MPC times of tax revenue. Increase in AD demand due to 

government expenditure is equal to the same amount.  

As government expenditure is more than the tax revenue, deficit budget will increase the AD. It 

increases the level of income, output and employment in an economy. Deficit budget is considered as 

a good measure to combat deflationary gap or deficient demand.  

 

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 their implications for the economy are: 

1. Revenue Deficit 
Meaning, Measurement and Implications  

Revenue deficits are defined as the excess of revenue expenditure over receipts. Mathematically, it is 

calculated as:  

Revenue Deficit = Revenue Expenditure - Revenue Receipts 
Where,  

Revenue Expenditure = Interest payments + Non-interest expenditure  (subsidies)  

Revenue Receipts = Net tax revenue + Non-tax revenue (interest + Grants-in-aid)  

Implications 

Revenue deficit is a reflection of the government's fiscal policy. The implication of revenue deficit is 

that the government is borrowing to maintain even its consumption expenditure. It shows that the country’s 

financial system is getting destabilised.  

 

2. Fiscal Deficit 
Meaning, Measurement and Implications 

Fiscal deficit is a wider concept. It is total borrowings and other liabilities of the government. It is 

calculated by the formula:  

Fiscal Deficit = Total Expenditure - Total Receipts other Borrowings and other 

Liabilities  

OR 

Fiscal Deficit = [Revenue Expenditure + Capital Expenditure - [Revenue Receipts + 

Capital Receipts other Borrowings and Other Liabilities  
Implications 
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Fiscal deficit is a measure of total borrowing requirements of the government. It shows the extent of 

dependence of the government on borrowings to meet the budget expenditure. Large fiscal deficit means 

large amount of borrowings and correspondingly large burden of interest payments in the future. The 

implications of fiscal deficit are as follows: 

(a) Causes Inflation. Government mainly borrows from Reserve Bank of India. This means there is 

printing of more currency notes to meet deficit requirements of the government (deficit financing). It 

raises the circulation of money and causes inflation.  

(b) Growing Indebtedness. Government borrows from rest of the world which raises its dependence on 

other countries. There is economic and political interference by the lender countries. 

(c) Reduces Future Growth and Development. Borrowing is a financial burden on future generations 

to repay loans and interest amount. It retards future growth and development prospects of the 

country. 

(d) Debt Trap. In order to repay huge interest amount, the government has to take further loans. A 

vicious circle sets in wherein the government takes more loans to repay earlier loans. The country is 

caught in a debt trap.  

The extent of fiscal deficit is an indication of how far the government is living beyond its means. 

Fiscal deficit is the amount of borrowings the government has to resort to meet its expenses.  

A large fiscal deficit means large amount of borrowings. This creates a large burden of interest 

payment and repayment of loans in the future. A large fiscal deficit may also be inflationary. 

3. Primary Deficit 
Meaning, Measurement and Implications 

Primary deficit is equal to fiscal deficit reduced by interest payments.  

Primary Deficit = Fiscal Deficit - Interest Payments 
Zero Primary deficits means that the government has to resort to borrowings only to make interest payments.  

Implications 
Primary deficit indicates borrowing requirements of the government to deficit net of interest payments.  

4. Budget Deficit 
Meaning and Measurement  

It is the excess of total expenditure over total receipts.  

Budget Deficit= Total Expenditure (Revenue + Capital) – Total Receipts (Revenue + capital)  

 

MEASURES TO CORRECT DIFFERENT DEFICITS  
A deficit may be financed by the following ways:  

1) Monetary Expansion or Deficit Financing:  It means that government can print currency notes to the 

extent of the deficit. It involves borrowing by the government from the Central Bank through the issue of 

treasury bills to the Central Bank. The Central Bank buys the treasury bills and the government gets cash 

to fund its deficit.  

2) Borrowing from the Public: The government may raise loans from general public by issuing bonds of 

various types. It involves the burden of interest payment, called 'public debt interest'.  

3) Disinvestment: The government may choose to sell its existing share in public sector enterprises. This is 

called disinvestment. The process can be used to fund deficits.  

4) Lowering Government Expenditure: Government should take all the necessary steps to reduce its non-

developmental expenditure.  

5) Raising Government Revenue: Government should take steps to restore balance between direct and 

indirect taxes. There is scope to have wider coverage in indirect taxes. 

 

FISCAL POLICY 
It is the expenditure and taxation policy of the government. It acts through the creating of surplus, 

balanced or deficit budget. Government influences the equilibrium level of income, output and employment 

in two ways:-  

It purchases goods and services thus increases Aggregate Demand through Government Expenditure (G)  

Taxes and Transfers affect the disposable income of the people available for consumption and saving (C)  

 


