FISCAL DEFICIT


What exactly is the Fiscal Deficit?
The fiscal deficit is the difference between the government's total expenditure and its total receipts (excluding borrowing). The elements of the fiscal deficit are (a) the revenue deficit, which is the difference between the government’s current (or revenue) expenditure and total current receipts (that is, excluding borrowing) and (b) capital expenditure. The fiscal deficit can be financed by borrowing from the Reserve Bank of India (which is also called deficit financing or money creation) and market borrowing (from the money market, that is mainly from banks).
 
Does a Fiscal Deficit Necessarily Lead to Inflation?
No. Two arguments are generally given in order to link a high fiscal deficit to inflation. The first argument is based on the fact that the part of the fiscal deficit which is financed by borrowing from the RBI leads to an increase in the money stock. Some people hold the unsubstantiated belief that a higher money stock automatically leads to inflation since "more money chases the same goods". There are, however, two flaws in this argument. Firstly, it is not the "same goods" which the new money stock chases since output of goods may increase because of the increased fiscal deficit. In an economy with unutilized resources, output is held in check by the lack of demand and a high fiscal deficit may be accompanied by greater demand and greater output. Secondly, the speed with which money "chases" goods is not constant and varies as a result of changes in other economic variables. Hence even if a part of the fiscal deficit translates into a larger money stock, it need not lead to inflation. 
The second argument linking fiscal deficits and inflation is that in an economy in which the output of some essential commodities cannot be increased, the increase in demand caused by a larger fiscal deficit will raise prices. There are several problems with this argument as well. Firstly, this argument is evidently irrelevant for the Indian economy in 2002 which is in the midst of an industrial recession and which has abundant supplies of foodgrains and foreign exchange. Secondly, even if some particular commodities are in short supply, rationing and similar strategies can check a price increase. Finally, if the economy is in a state which the proponents of this argument believe it to be in, that is, with output constrained by supply rather than demand, then not just fiscal deficits but any way of increasing demand (such as private investment) is inflationary.

FISCAL DEFICIT AND REVENUE DEFICIT
Is a fiscal deficit necessarily bad? Deficits imply a larger borrowing by the government, a higher inflation rate, higher interest rates thereby crowding-out private investment. More importantly, they create an inter-generational debt burden for the future. This is most certainly avoidable. Let us now consider a different and a more benevolent role that fiscal deficits might play. 
Fiscal deficit is defined as follows:
Fiscal Deficit= Total Expenditure (Revenue + Capital) - (Revenue Receipts + Non-debt Capital Receipts).
If the deficit occurs due to excessive capital expenditure, it is most certainly welcome, as this type of expenditure augments the productive capacity of the economy, like spending on infrastructure projects, which in fact can invite private investment in the economy, via a crowding-in effect. However, if the deficit is attributable to excessive revenue expenditure, which essentially is unproductive expenditure like interest payments, subsidies, and administrative expenses, then the deficit is surely undesirable. 
A revenue deficit implies that the government is unable even to cover its expenditure on maintaining itself through the tax and non-tax revenues that it mobilizes, and has to resort to borrowings. This surely does not augur well for a developing economy for which capital expenditure is of critical importance, on the contrary the revenues generated are insufficient even to finance the revenue expenditure. In 2000-01 the revenue deficit of the economy was as high as 4%.
