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DEFICIT SPENDING :
A MULTIPLICITY OF CONCEPTS

’ * H.L. BHATIA*

In this article the authorhighlights the fact that the concept of a budgetary

deficit admits of many definitions and measures. Each one of them has its

theoretical and policy relevance and enables us to assess some dimen-

sions of the fiscal performance of the government.

Every modern Government, irrespective of its ideology and other features,
suffers from an irresistible temptation to increase its expenditure. Spending
is an inherently pleasant task while raising revenue resources for financing
it an unpleasant one. This fact, therefore, leads to the widespread phenom-
enon of deficit spending. An evidence of this' is the mounting internal
indebtedness of many governments.

Economic growth implies increasing monetisation of the economy

coupled with a corresponding need for money and credit supply..Further-
more, economic growth can be sustained only if it is backed by a sound
financial system. Public debt is indispensable in ensuring that the credit
instruments in the financial system are adequate in-both volume and variety.
By implication, deficit spending can be used in accelerating economic
growth. Further, the government can use deficit spending for shifting
productive resources of the economy into'basic and key industries as also
for providing necessary infrastructure.

However, the concept of deficit spending is a hazy one and admits of
several definitions. Its beneficial effects, if any, as alsoits tolerable doses aré |
obviously related to the way it is defined and sources of its financing.
Ordinarily speaking, a fiscal or budgetary deficit should mean ari excess of
expenditure over revenue. This excess, in turn, may: be financed through .
borrowings, sale of public assets and drawing down of cash balances. In
India, however, a budgetary deficitis officially defined in a very narrow sense
of the term. All'long-term borrowings including those from the RBI (that is,
loans with a maturity of 12 months or longer at the time of issue), all ‘floating
loans' like receipts from small savings, provident funds, etc. all external
borrowings and all grants are included in ‘revenue’ and budgetary deficit is-

. the excess of public expenditure over ‘revenue’ defined in this manner.
’ Accordingly, budgetary deficit is defined as that part of public expenditure
which is met by ‘short-term' borrowings (more precisely, through the sale of
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91-day treasury bills to the RBI) and drawing down of cash balances. This
measure of budgetary deficit is usually referred to as the ‘uncovered deficit’
in official circles.

The official stand for defining budgetary. deficit i in this narrowway is that
this term showuld have an economxc rather than an accounting basis. By
implication,’ onlythat pdrtlon of public expendxturethchaddsto‘{he effective
money supply and is therefore pro-inflationary should be included in a
measure of budgetary deficit. However this reasoning is defective because
all borrowings from RBI (including the longer-term ones) do add to money
supply in the country. Similarly, borrowings from other banks add t6 their
liquidity and hence to their capacity to create credit. "

The Chakravarty Comnittée appomted by”the’ RBI poirited sut the
defects in the existing official measure of budgetary deficit and thé need to
include the entire t\et RBI credit torthe government in it. However, the official
measure of budgetary deficit continues'to be the same. In addition, the
amount of net RBI credit to the goverpment is also 'shown arid terméd
mone’glzed deficit. Further, we are also provided a measure of fiscal deficit
which is the excess of public expenditure over publlc revénue (excluding
borrowings of all kindsJ, In addition the deficit on reveriue account of the
budget is also highlighted. This last measure should nof bé confliséd with
current account deficit which is a part of balance of payments and covers
items other'than capital flows.

Budgetary deficit as defined above implies creation of extra purchasing
power in the hands.of the Government without corresponding production of
goods and services. There'is, therefore, an increase in aggregate demand
and prices. This leads to twq results:

(1) The private sector loses a part ¢f its real resources to the government
and is effectively taxed through budgetary deficit.

(2) The inflationary forces are further fed by the demand behaviour of
profit earners and the investment pattern of the authorities.

An ill-effect of the price.rise is the income and wealth inequalities. This is
normally coupled with an increase by profit earners in their consumption of
luxuries and other nonessential goods. Apart from this, the authorities
usually invest their resources in projects'with long gestation periods. The
production from these investments starts coming to the market with lapse of
sometime. The process ofinvestment expenditure, on the other hand, brings
about pyrchasing power into the hands of the public and adds to demand
immediately. All told, unless deficit financing is within the limits set by the
expansion of monetisation and expansion of output, inflationary pressures
develop.
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TABLE : Government of India Receipts and Disbursements for 1991:92 » |
(Rs. in Crores) ‘?
1. 'Revenue Réceipts <+ * . 66,047 it
(a) Tax-Revenue 50,070 :
t (b) Non-Tax Revenue 15,977
v i) Interest- 10,922 b
{ii} Non-Interest 4,108 d
i (i) Gratits 947
Il. Capital Receiptsr -~ - 38,528
-~ (a) Recoverigs 6,021
(b) Borrowings, otherthan through 91-day T. bills 27,527
(c) Other Capital Receipts 1,942
(d) Sale of Public As'sets 3,038
. Total Receipts 104,575
IV. Expenditure on'Revenue-Account : 82,308
(a) Interest Payments 26,563
{(b) Non-Interest Expenditure 55,745
V. Expenditure on Capital Account 28,122
(a) Loans and Advances 11,678
(b) Capital Qutlay 17,444 -
VI. Total Expenditure - 111,430
VIil. Borrowings Through 91-day T. Bills and
Drawing Down of Cash Balances 6,855
1. Reveniue Deficit (IV-1)- is,261.
2. Deficit on Gapital Account (V-II) ; ()9, 406
3. Budgetary Deficit [(VI-1)]= (1+2) 6,855
‘4. Fiscal Defigit [VI-{l+! (@)+1l (d)]} ,
©oor L1 (b)Yl (c)+ V] 36,324
5. Net Fiscal deficit [Fiscal Deficit-V (a)] 24,646
6. Primary Deficit
(a) [ Fiscal Deficit- 1V (a) + | (b) (i}] 20,683
(b) Fiscal Deficit- V' (a) 9,761
7. NetPrimary Deficit .
(a) [ Primary Deficit -V (a) ]
dr FD-V (a)-1V (a)+ | (b).(i) 9,005

(b) FD-V-(a)-IV (a) (-) 1,917

Y

CONCEPTS OF DEFICIT -~

;

.

Before we take-up alternative measures of deficit spending and illustrate
them, it would be useful to present a break=up of the rt/eceipts and disburse-
ments of GOl into televant categories and sub-categories in an appropriate
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and usable form. (See Table).

! (aj

[ (b) (iii)
I (a)_

Il (b) &
Il (c)

1t (d)

This item represents Centre's share out of the tax revenue
collected by it. It is therefore gross tax colléction less share of
States less Assignments of UT taxes to local bodies.

This item represents interest received’on loans extended by the
Centre to various parties like State Governments, Railways, P &
T, Government employees, Foreign Govérnments, etc.

This item includes dividends and profits, receipts in the process
of performing various governmental duties and functions and
exercising of sovereign rights, non-tax revenue. of UTs without
Legislature, and income fromfiscal services. The last component
{fiscal serv'\ces) represents profit on creation of government
currency, that is, the excess of the face value of government
currency during the year over its cost of production.

This itemis self-explanatory. ltincludes grants ffom abroad also.
This item represents repayment of loans to the Centre by its
debtors. This item, however, does not include recoveries of

(i) Ways and Means Advances to States;.
(i) Loans for Agricultural Inputs; and
(i) Loansto Government Servants, etc.

Gorrespondingly, therefore, all estimates of deficit (except that of
Revenue Account) are affected by this omission.

These components represent all varieties of borrowings by GOI
except those through the sale of 91-days treasury bills [borrow-
ings through 182-days and 364-days bills are included in item i
(b)]. These borrowings are net amounts, that is, gross borrow-
ings minus repayments by the GO on its outstanding loans. For
this reason, the portion ‘Securities Issued to International Finan-
cial Institutions' (These securities are deposited with RBI by the
Centre) gets totally omitted because it represents simultaneous
capital receipts and disbursements of equivalent amounts.
This represents sale proceeds of some assets sold by the
Centre. More specifically, this came into existence on account of
disinvestment of some equity share holdings in PSUs in the wake
of new policy of liberalisation. The Centre claims that the sale of
these assets reduces its budgetary deficit by an equivalent
amount. Many analysts and the World Bank do nct agree with this
view. However, the viewpoint of the Government can be defend-
ed by pointing out that additions to Government assets through
its capital expenditure and through extending loans to other
parties are not deducted from total expenditure (of the Govefn-
ment) while estimating Fiscal Deficit or Primary. Deficit. So why
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should the sale of assets be treated differently? In other words,
? payments on capitalaccountare takento add to a deficit while the
) ’ acquisition of assets is not taken tq reduce it. Extending this

reasoning to sale of assets, it follows that the sale proceeds of-
assets should meanareductionin a deficit, while the correspond-
ing loss of assets should be ignored. The remaining items in the
Table are self-explanatory. It only néeds reiteration that repay-
ments of loans by GOI do not appear in ‘Expenditure on Capital
Account' because the ‘Borrowings' in capital receipts have al-
ready been reduced to ‘net' of repayment figures.

\ However, it should be noted that ‘Recoveries' of loans{item Il (a) ] from the
debtors of GOl are includedin item Il (Capital Receipts). Forthis reason, item
V (a) [Loans and Advances in Expenditure on Capital"Account]. includes
gross {and not net) amounts of loans extended by the GOI to other parties
like State Governments, Foreign Governments, Government Employees,
etc.

The foregoing break-up of GOl budget enables us to define (and
therefore estimate) a few concepts of deficit, namely, the following:

1. Deficit on Revenue Account (RD)
2.  Deficit.on Capital Account " (CD)
3. Budgetary Deficit (BD)
4.  Fiscal Deficit . (FD) or (GFD)
5.  Net Fiscal Deficit . (NFD) -
6. Primary Deficit (PD) or (GPD)
. 7. NET Primary Deficit (NPD)
Some additional concepts of deficit, which may be estimated inde-
pendently, are
8.  Monetized Deficit (MD)
9. Public Sector Borrowing Requirements (PSBR)
10,  Structural Deficit (SD)
11,  Operational Deficit (OD)

ELABORATION OF THE CONCEPTS
1. Deficit on Revenue Accdount (RD)

The excess of expenditure on revenue account over receipts on revenue
» account measures Revenue Deficit. From the Table, it would be

ftem IV— item |
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Receipts on revenue account include both tax and non-tax revenue as also
grants. Tax révenue'is net of States share as also net of- assignments of UT
takes to Local Bodies. Note that receipts of UT taxes normally exceeds the
assignment of UT taxes to Local Bodies and the excess forms part of the
Receipts on Reveriue Account. Non tax revenue intludes interest receipts,
dividends, and profits, and non-tax revenue receipts of UTs: Grants include
grants from abroad also.
= ~Expenditufe on revenue account intludes both Plan and Non-Plan
components. Thus the Plan components includes Central Plan.and Central
Assistance for State and UT Plars. 'Non-Plan expenditure includes interest
payments, defence expenditure on revenue account, subsidies, debt relief
to’'farmers,: pésgal‘deficit, bolice, pensions, other general services,, soeial
services, economic services, non-Plan revenue grants:te -States and-UTs,
exXpenditifre on UTs withdut legislature, and-grants to foreign governments.
L) v ]

2. Deficif on Capital Account (CD) - T

‘The excéss of capital disbursements oter capital receipts measures the CD.

Plan capital disbursements include those'on Central Plan and Assistange for
States and UTs. Non-Plan capital disbursements include defence expendi-
tures on capital account; other non:Plan capital outlay; loans to public
enterprises, States and UT governments, foreign governments and others;
and non-Plan capital’éxpenditure of UTs without Legislature. The item of
capital receipts, already discussed above, includes ‘recoveries' of loans
extended by the Ceritre‘itself, butonly ‘net' receipts of loans raised by it. From
the Table, we have . -

CD = Item V— Item Il
t
Note that receipts on account of sale of 91-days treasury bills and drawing
down of cash balances do not form a part of capital receipts. However, net
receipts on account of sale of 182-days and 364-days treasury bills andsale
of Government asséts are included in-capital receipts. '

3. Budgetary Deficit {BD)
It is the sum total of RD and CD. Fromthe Table, v -
BD = (IV—I) + (V)= (IN+V)—(l+l}= VIe|ll <« oy

"BD is-also exactly equal to item VI, that is, it is that-portion of Government
expenditure which is financed through the sale of treasury bills and drawing
down of cash balances.

. It should be noted that in' economic literature and to a certain extent by
international institutions, the term BUDGETARY DEFICIT is used to repre-
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sent ‘Fiscal Deficit' (FD) discussed below. FD is a wider concépt while BD;
as used in Indian official documents, is a narrower concept.

What i§ the Justlfrcatron for having a definition of BD which i$ at variance
withits lnternatlonally accepted version? Officially, this justification is detivéd
from the expected effect 6f government expendituré on aggregate dematd
and prlces in the country. It is majhtdined thHat BD'should represent a'het
addition to aggregate purchasing power in the hands of the economy and not
just a transfer théreof from the private to-the public sector. It is becauge
borrowings taken fromRBI (except through the sale of 91-days tredsury bills)
are excluded from BD even though such borrowings also add to the' supply
of money and credit in the economy.

4. Fiscal Deficit (FD)

o

This may also be called Gross Fiscal Deficit (GFD). It measures that portion
of Government expenditiire which i$ financed by borrowings and drawing
down of cash balances. It should be noted that in India, borroWwirigs ate net
amounts, (that is, gross borrowings less repayments). Similarly, loans
extended by GO are-included on the expenditure side of capital account
while ‘recoveries' are included on the receipts side. Therefore, the amount
ofloans and advances by GOlis also reducedtca ret figate. Fromthe Table,
. FD !

1

VI—{+ 11 {a) + N {d))]
H(b) +Tilc) % ViI B ’

In other words, FD is (Total Expendlture less Revenue Receipts plus
Recoveries plus Sale of Public Assets). It is also equal to the sum of three
items, namely (i) borrowings, otherthan those through 91- -daystreasury bills,
(||) sale of public assets, and (iii) BD.

Itis often stated that FD measures an addition to the liabilities of GOl
(whether backed by acquisition of some assets or hof). This, we should
remember, is true only if the item ‘drawing down of cash balancés”is zéro.
Mostly, itis a small item and, therefore, by and large, the above-méntioriéd
statement may be accepted in practical decision-making.

o oer 48
o~

5. Net Fiscal Deficit (NFD)
This measure-of deficit is “dbtained when FD is reducéd by ‘Loaris-and
‘advances component [V( a} of ‘Expendlture on Capital Account’]. In ‘other
words, this measure éonsrders the fact that somé payments by the Govern-
ent are not part of spendmg away"Butfor acqursmon of asséts. Howaver,
this reasoriing’is not carried toits Ioglcal conclusion. While assets acquitéd
through giving loans to 6thers are accounted for, those acquired through
‘capital outlay’ [a part ofitem V(b )] are rgnored




. = w.!l I "

14 Business Analyst
6. Primary Deficit (PD)

This measure is alsoreferred to as Gross Primary Deficit (GPD). Measures
of deficit described above (Except CD) include payments and receipts of
interest. These transactions, however, reflect a consequence of past actions
of the Government, namely, loans taken and given in years prior to the one
under consideration. Exclusion of interest transactions would, therefore,
enable us to see the way the Gevernment is currently conducting its financial
affairs. According, PD is defined as .

FD less net interest payments, (that is, less interest payments plus
interest receipts), so that

PD FD — [Iv{a)} — l(b){i}]
FD — IV(a} + I(b)(i) (a)

nu

However, in GOl budgetary docum.é'nts, interest receipts are ignored so as
to get a smaller measure of PD. That is,

PD = FD—IV(a) (b)
7. Net Primary Deficit (NPD)
This measure of deficit is obtained by subtracting ‘Loans and Advances’

(tem V(a)} from Net Fiscal Deficit. It is also equal to FD less interest
payments plus interest receipts less loans and advances. Thus

NPD = FD—IV(a)+ (b)(i()—V(a) (a)
and :
NPD = FD=IV(a)— V(a) (b)

This brings us to those concepts of deficit which cannot be estimated from
the information given in the Table and have to be made available by the
Government directly.

8. Monetized Deficit (MD)

It is defined as increase in net RBI credit to the Central Government. The
rationale for this measure of deficit flows from the inflationary impact which
a budgetary deficit exerts on the economy. Our Budgetary Deficit (BD)
discussed above cannot meet this test. The Chakravarty Comrnittee recom-
mended that in addition to the existing measure of BD (namely, borrowings
through 91 days treasury bills from the RBI plus drawing down of cash
balances), it should include all forms of borrowings from the RBI by the
Government. Since borrowings from RBI directly add to money supply,
therefore, this measure is termed Monetised Deficit. It is obvious that MD is
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only a part of FD, Also it should be noted that even MD is not a perfect
measure of the inflationary impact of the budget. Loans from banking sector
also add to the liquidity and inflationary forces in the economy.

4

9. Public Sector Borrowing Requirement (PSBR)

Itmay be termed consolidated Public Sector Deficit, and represents net claim
on (that is net use of) the resources of the economy by the entire public
sector.. It is the most comprehensive measure of deficit and covers all the
Government entities.

‘In brief, PSBR = (Total Expenditure - Revenue Receipts) for all Govern-
ment entities. italso equals (New Borrowings less Repayments less Drawing
Down of Cash Balances).

Note that expenditure includes wages of public employees, expenditure
on goods and services, fixed capital formation, interest on debt, transfer
payments and subsidies. However, it excludes amortization payments on
government debt and accumulation of financia! assets. Similarly, revenue
includes taxes, fees, fines, rates, user ¢harges, interest on public assets,
transfers, operating surplus of public enterprises and sale of public assets.
It, however, excludes drawing down of cash balances.,

10. Structural Deficit (SD)

When the borrowing requirement of the public sector (PSBRY)is adjusted fg
occasional or temporary:measures for reducing deficit and-raising resouyt-
es, it is tetmed Structural Deficit (SD). It is a measure of deficit which is
expected to persist unless longterm corrective measures are adopted bythe
authorities. For example, if the government raises resources by ‘salée of
government assets’ and through ‘amnesty schemes’, PSBR should be
adjusted for these amounts to arrive at SD: " - “

11. Operational Deficit (OD)

PSBR adjusted(that is reduced) forinflationary price rise gives us Operation-
al Deficit (OD). Obviously, for arriving at OD, choice of an appropriate price
index is of great relevance. However, itis very difficult to select an ideal price
index. Another problem arises from the fact that while indirect-taxes add to
the revenue receipts of the Government, they are also inflationary in nature.
Similarly, many PSUs included in the-estimation of PSBR may resort to
raising of user charges. This act-would also simultaneously add to both the
revenue of the Government sector and the inflationary forces at the same
timse.




