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Role of Govexnment
in Ewnemic gystem

v

The government does not expect the economy to function automatically; rather it

4 Such_intervention on the part of the government is based on the belief that the objective

public finance function
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l Resource allocation refers to the way in which the available resources or factors of

Rﬁgo“(‘Cﬁ production are allocated among the various uses to which they might be put.
(4
Alocatio

It_determines how much of the various kinds of goods and services will actually be produced

in_an economy.

Resource allocation is a critical problem because the resources of a society are limited in

supply, whereas the wants of the members of the society are uwlimited. In addition, any

given resource can_have many alternative uses.
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In_the real world, resource allocation is determined by both market and the government.
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Tn Rta\'\l—y Mavkeb are nobt pexfeckly Competitive.
Imperfect competition and presence of wmonopoly power

_Incomplete markets;

Common property resources

Externalities

Factor immobility

Imperfect information

Inegualities

Market failures provide the rationale for government’s allocative function
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little production of certain other goods.

The allocation responsibility of the governments involves suitable corrective action when

private markets fail to provide the right and desirable combination of goods and services.




Alocation funchon
detexmine

_(a)  who and what will be taxed?

(b) __ how wmuch and on what the government revenue will be spent?

(c) _ the process by which the total resources of the economy are divided among various

uses?

(d) __ the optimum wmix of various soclal goods (both public goods and merit goods)?

(e) _ the level of involvement of the public sector in the national economy?

(f) __ the reallocation of society’s resources from private use to public use ?
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LONNATPA-

would be a conflict between _efficiency and equity. In other words, governments’

re_likely to

have efficiency costs or deadweight losses.

For example, greater equity can be achieved through high rates of taxes on the rich; but

high rates of taxes could also act as a disincentive to entrepreneurship and work, and

This in_turn will have negati n for mi vity and growth

of the economy.

_ v Consequently, the potential tax revenue wmay be reduced in future and the scope for

government’s welfare activities would get seriously limited.

As such, an optimal budgetary policy towards any distributional change should reconcile the

In_other words, redistribution measures should be accomplished with wminimal efficiency

_costs by carefully balancing equity and efficiency objectives.

Equity of the cost of Efficiency
18 Deadweignt (oss.



—

St&b“'lty saiyd to exist

ihen tion
Economy's Tnflatl
oubput \z\o.’cc\ncs / \ 1s Low and
ks Prodyction Sskobl\e
capacity

Economy's Economy's
Total SPtnd'Ma Lobous ~cesouces
Matches its xve Fully
Tote| putPut employed.

Theovetical Rattonale
Fac stabilizatisn Function

v The theoretical rationale of the government is derived from the Keynesian proposition that a

market economy does not automatically generate full employment and price stability and

therefore, the governments should pursue deliberate stabilization policies.

v The _market system has _inherent tendencies to create business cycles. The market

mechanism_is limited in_its capacity to prevent or to resolve the disruptions caused by the

fluctuations in economic activity.

v The government and the country’s central bank promote full employment and price stability

through prudent fiscal policy and monetary policy.

v In_the absence of appropriate corrective intervention by government, the instabilities that

occur in the economy in the form of recessions, inflation etc. may be prolonged for longer

periods causing enormous hardships to people, especially the poorer sections of the society.
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The _stabilization function is one of the key functions of fiscal policy and aims at

eliminating macroeconomic fluctuations arising from suboptimal allocation of resources.
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BPansiona\ry Contraction ary

Fiscal I:oh'cy Fiscal PD\(cy
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If there is high inflation the government may decrease government spending, raise

taxes, and/or reduce the money supply

If there is high unemployment the government might increase government spending,

reduce taxes, andfor increase the money supply




