
DIFICIT FINANCING 



• Deficit Financing = the total income of the government (revenue account + 

capital account) falls below its total expenditure.

• The government resorts to withdrawing money from its cash deposited in the 

RBI or orders the RBI to print new currency notes or borrows money from 

the public in the form of bonds and other securities.

• The deficit is financed by borrowing loans from the central bank, commercial 

banks, and even state governments through Ad-hoc Treasury Bills.



Need For Deficit Financing

• When sufficient resources are not available to carry out economic activities. 

Hence, deficit financing is undertaken to meet fiscal deficit targets.

• It is preferred as the price rise is considered to be a lesser evil and is therefore 

preferred over a lower growth rate.

• It also occurs when there is rapid growth in expenditures.

• Increased spending on unproductive and non-developmental activities can also 

lead to deficit financing.



Types of Deficit Financing

• Borrowing from Public and Foreign Governments:

Governments mostly borrow from their citizens or from foreign governments instead 
of withdrawing cash balances held with the RBI or borrowing from it. Borrowing from 
the public does not impact the money supply in the market as when the government 
borrows, there is a transfer in ownership of money held by people.

• Withdrawing Cash Balances held with the Reserve Bank of India (RBI):

This method of deficit financing increases the supply of money in the economy, which 
in turn can increase prices.

• Borrowing from the Reserve Bank of India (RBI)

Any amount of money that flows out of the RBI tends to increase the supply of money 
in the economy, which results in an increase in the prices in the domestic economy.



Impact of Deficit Financing

• It increases aggregate expenditure which in turn increases aggregate demand 
and hence the risk of inflation.

• Deficit Financing can also cause inflation.

• It also leads to the process of economic surplus which causes economic 
growth.

• In developing countries, it aids in meeting liquidity requirements.

• It can also cause the risk of high instability in the economy.



Advantages of Deficit Financing

• In deficit financing surplus money of the taxpayer is lent to the government 
and hence it does not bother the taxpayer.

• Here additional money is created by borrowing from RBI and interest 
payments associated with the borrowing are returned to the government.

• It increases the financial strength of the government.

• It leads to inflation which can prove to be beneficial under certain 
circumstances.

• It can have a multiplier effect on economic development as it encourages the 
government to utilize unemployed and underemployed resources.



Disadvantages of Deficit Financing

• It causes inflation and a rise in prices which can prove to be a vicious cycle.

• Individuals with fixed sources of income are not benefited and this can lead to 
income disparity.

• It disturbs the entire investment system as most of the investment is attracted 
towards the quick profit-yielding industries which are not beneficial for long-
term growth.

• In weaker nations, fewer employment opportunities are created due to the 
absence of other resources such as infrastructure, machinery, etc.

• The purchasing power of money can decrease leading to an outflow of capital 
from the country.


