
Public Expenditure



Multiple Choice 1

• Fiscal policy involves changes in both
a) the budget balance and the balance of 

payments
b) interest rates and the supply of credit
c) the money supply and the exchange rate
d) government spending and tax revenue

 Can you explain your answer?



Multiple Choice 2

• Which one of the following is an example of 
expansionary fiscal policy?
a) A reduction in interest rates
b) An increase in the budget deficit
c) An increase in the money supply
d) An increase in tax rates

 Can you explain your answer?



Multiple Choice 3

• All other things being equal, a substantial cut 
in the rate of income tax in the short run is 
most likely to reduce
a) inflation
b) unemployment
c) spending on imports
d) the government budget deficit

 Can you explain your answer?



Multiple Choice 4

• Which one of the following is the best example of fiscal 
policy having a direct supply-side effect?
a) An increase in the money supply leading to greater 

output
b) A reduction in income tax boosting consumption and the 

supply of consumer credit from banks
c) A reduction in interest rates boosting investment and the 

productive potential of the economy
d) Government expenditure on retraining schemes 

increasing factor mobility

 Can you explain your answer?





UK Government Spending



How government spending and taxation can 
affect the pattern of economic activity

• Public expenditure entails government spending to pay for 
the needs of society such as health, education, infrastructure 
etc. 

• We can distinguish between:

• Current expenditure – short-term spending on day to day 
running of the country e.g. wages, consumables etc.

• Capital expenditure – long-term spending on assets e.g. 
hospitals, schools, roads, infrastructure etc.

• Transfer payments are a redistribution of income for which 
no good or service is provided in return e.g. benefit 
payments



Reasons for the changing size and composition 
of public expenditure in a global context

• Changing incomes, such as demand for many state-
provided services is income elastic 

• Changing age distributions – ageing populations in 
many developed countries result in increased demands 
on healthcare 

• Changing expectations – new technology in services 
such as health and education results in increased 
expectations 

• The financial crisis – this has led to an increased 
proportion of public expenditure being spent on debt 
interest in many countries.



Undesirable outcomes of public 
expenditure

• Crowding out – two types may be identified: resource or 
financial crowding out. 

• Resource crowding out occurs when the economy is 
operating at full employment and the expansion of the 
public sector means that there is a shortage of resources in 
the private sector. 

• Financial crowding out arises when the expansion of the 
state sector is financed by increased government 
borrowing. This causes an increased demand for loanable 
funds which drives up interest rates and crowds out private 
sector investment. 



Undesirable outcomes of public 
expenditure

• Low productivity and a low rate of economic growth – this 
occurs because the state sector is not motivated by the profit 
motive and so there may be little incentive to increase 
efficiency. 

• An increase in the national debt – if there were successive 
years in which there was a budget deficit, this would increase 
the size of the national debt. In turn, this would result in 
increased interest payments on the national debt in the 
future which may mean that less public expenditure is 
available for spending on public services such as new schools 
and hospitals. On the other hand, if there is increased public 
expenditure on infrastructure, transport, the health service 
and on education






