
What is Fiscal Deficit?

The difference between the total revenue and total expenditure incurred by the government is the fiscal deficit of an economy. 
In simple terms, fiscal deficit is the total amount spent in excess of income received by the government and is calculated as a 
percentage of Gross Domestic Product (“GDP”). 

For the Indian economy, it has usually been the case of a Fiscally Deficit economy.

How is it calculated?

In the first edition of the Macro Deep Dive on GDP, we became familiar with the following calculation

GDP = C + I + G + (X-M)

The fiscal deficit, as defined above, can be expressed as below

Fiscal Deficit = Total expenditure of the government – Total income of the government
          (Capital expenditure + revenue expenditure)      (Revenue receipts + recovery of loans + other receipts)

How is the Fiscal Deficit different from the Revenue Deficit?

Listed below are a few important differences between the fiscal deficit and the revenue deficit:

  Revenue deficit is a part of the overall fiscal deficit and is an indicator of the inability of the government to meet its 
regular expenditures through its Income

  Fiscal deficit arises either due to  revenue expenditure or capital expenditure by the government which are not financed 
by the current revenues of the government

Fiscal deficit can be Inflationary in nature especially if the revenue deficit constitutes a bigger part of the overall fiscal deficit as it means 
that  the major part of the government’s expenditure is not creating any productive asset.

Effects of the Fiscal Deficit

Fiscal deficit has a direct impact on Capital markets. When an economy is slowing down or in a recession, the government 
usually spends more while tax revenue growth becomes muted in line with slowing growth rate of economy, thereby increasing 
the fiscal deficit. Thus, higher borrowing of funds by the government tends to reduce the amount of funds available for private 
sector Investment which drives up interest rates (other things such as money supply remaining the same). Apart from the 
absolute number of the fiscal deficit, the quality of the Fiscal deficit is very Important. Capital expenditure leads to creation of 
productive assets which increases the potential growth rate of the economy in the long term whereas revenue expenditure is 
unproductive in nature and should be kept in check.

There are certain other aspects of the discussion on fiscal deficit which are as follows:

  Automatic stabilizing

  Multiplier effect

  Propensity to spend or save
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In a situation where the economy is slowing, there is a decrease in tax receipts. Hence, even if the government makes no 
changes to its tax policy or spending plans, the fiscal deficit can increase.

Further, during periods of downturns the government can increase spending which can also act like an automatic stabilizer as 
the higher government spending can neutralise the lower private sector spending, thus stabilising the economy in a downturn.

Every unit of money spent by the government flows through the economy and is transferred from one intermediary to the other, 
hence magnifying the stimulus provided by that incremental unit. This applies to every unit of reduced spending in the 
economy too. Hence, the effect of the increase or decrease in the tax and / or spending plan is magnified and is known as the 
fiscal multiplier effect and may accordingly affect the quantum of fiscal deficit.

Lastly, the tendency to spend and to save also has a deep impact on the fiscal deficit. For instance, if the government reduces 
taxes to encourage consumption and aggregate demand, so as to stimulate economic growth but instead the households save 
the money rather than spend it, the aggregate demand will not rise and neither will the investment. This may tend to dampen 
the effect of the strategy deployed by the government to manage the fiscal deficit.

Fiscal Deficit and the Capital Markets: 

Forecast and Conclusion 

Fiscal deficit is one of the most potent tools in macro economic management in the hand of the government. This tool is a 
double-edged sword which should be used judiciously in the long-term interest of the economy. The quality of the fiscal deficit 
should be high and the revenue expenditure should be kept under check. From India’s perspective, there is a structural issue 
in terms of the credibility of the real fiscal deficit as lots of liabilities of the government are off balance sheet which has been 
a continuous feature over the last 15 years though governments have changed.

On the positive side the government has recognised the need to not only reduce the fiscal deficit but also to improve its quality. 
In the Medium Term Fiscal Policy and Strategy Statement for FY20, the government has projected revenue deficit at 1.7% 
(current 2.3%) for FY22 and the central government’s debt to be at 44.4%(current 48.4%) by FY22. 

As long as investors notice an adherence to path of fiscal consolidation, the term structure of Interest rates will come down and 
the “crowding out” effect will be replaced with “crowding in”.
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