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ABSTRACT

Fiscal deficit and public debt are central issues in macroeconomic management, particularly in developing
economies where governments face the dual responsibility of promoting growth and maintaining fiscal
sustainability. In India, public expenditure plays an important role in infrastructure development, social
welfare, health, education, rural development, and economic stabilisation. However, persistent fiscal deficits
can lead to rising public debt, higher interest obligations, crowding out of private investment, inflationary
pressures, and reduced fiscal flexibility. This paper examines the causes, trends, and consequences of fiscal
deficit and public debt in India, with particular emphasis on their relationship with economic growth and
macroeconomic stability. The study adopts a descriptive and analytical approach based on secondary sources
including government reports, Reserve Bank of India publications, international databases, and academic
literature. The paper argues that fiscal deficits are not necessarily harmful when they finance productive
public investment, but persistent deficits used primarily for current expenditure may create long-term
sustainability problems. The study concludes that India requires a growth-oriented fiscal consolidation
strategy focused on expenditure quality, tax efficiency, debt management, transparency, and prioritisation of
capital formation.

Keywords: Fiscal Deficit, Public Debt, Economic Growth, Fiscal Policy, Macroeconomic Stability,
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1. INTRODUCTION

Fiscal policy is one of the most important instruments available to governments for influencing economic activity.
Through taxation, public expenditure, borrowing, and transfers, the government can affect aggregate demand,
investment, employment, income distribution, infrastructure, and social welfare.
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In a developing country such as India, public expenditure is particularly important because private investment
alone may not provide adequate infrastructure, education, healthcare, rural development, and social protection.
However, government expenditure must be financed.

When government expenditure exceeds government revenue, a fiscal deficit arises. Governments typically
finance such deficits through borrowing.

Borrowing can be economically beneficial when it supports productive investment. For example, borrowing to
build highways, irrigation systems, electricity networks, schools, or hospitals may increase future productive
capacity.

Nevertheless, sustained high deficits may cause public debt to accumulate.

Public debt creates future interest and repayment obligations. If debt grows faster than national income for a
prolonged period, concerns about fiscal sustainability may emerge.

Thus, the central policy issue is not whether governments should ever run deficits, but rather:

How large should the deficit be, how should it be financed, and what should borrowed funds be used for?
This paper analyses these questions in the context of the Indian economy.

2. OBJECTIVES OF THE STUDY

The major objectives of the study are:

. To explain the concepts of fiscal deficit and public debt.

. To examine the major causes of fiscal deficits in India.

. To analyse the relationship between fiscal deficit and economic growth.

. To study the implications of rising public debt for macroeconomic stability.

. To examine the role of government expenditure in development.

. To analyse the impact of fiscal deficit on private investment, inflation, and interest rates.
. To assess the importance of fiscal sustainability.

. To suggest policy measures for improving fiscal management in India.
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3. RESEARCH QUESTIONS
The study addresses the following questions:

- What are the main causes of fiscal deficit in India?
- Under what circumstances can fiscal deficits contribute to economic growth?
- How does public debt affect future government finances?
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- Can high fiscal deficits crowd out private investment?
- What is the relationship between fiscal deficit and inflation?
- How can India achieve fiscal consolidation without weakening development expenditure?

4. RESEARCH METHODOLOGY

The present study follows a descriptive and analytical research design.
4.1 Nature of the Study

The study is based primarily on secondary data and established macroeconomic theory.
4.2 Sources of Data

Information may be drawn from:

- Government of India's Union Budget documents;

- Economic Survey;

- Reserve Bank of India reports;

- Controller General of Accounts;

- Ministry of Finance;

- International Monetary Fund,;

- World Bank;

- academic journals;

- books on public finance and macroeconomics.

4.3 Method of Analysis

The study uses conceptual interpretation, fiscal indicators, theoretical discussion, and review of previous
literature.

4.4 Limitations

Fiscal indicators may differ depending on whether analysis considers the central government, state governments,
or general government. Off-budget liabilities and contingent liabilities may also complicate assessment of the true
fiscal position.

5. MEANING OF FISCAL DEFICIT

Fiscal deficit represents the excess of total government expenditure over total non-borrowing receipts.

It may be expressed as:
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Fiscal Deficit = Total Expenditure — Total Receipts Excluding Borrowings
The fiscal deficit therefore indicates the amount the government must borrow during a financial period.

A higher fiscal deficit generally implies greater borrowing requirements.

However, the economic impact depends significantly on the reason for the deficit and the quality of expenditure
financed.

6. REVENUE DEFICIT AND PRIMARY DEFICIT

Fiscal analysis also uses other indicators.

6.1 Revenue Deficit

Revenue deficit occurs when revenue expenditure exceeds revenue receipts.

Revenue Deficit = Revenue Expenditure — Revenue Receipts

A high revenue deficit may indicate that the government is borrowing partly to finance current expenditure.
6.2 Primary Deficit

Primary deficit is the fiscal deficit excluding interest payments.

Primary Deficit = Fiscal Deficit — Interest Payments

It provides information about the current fiscal imbalance independent of the burden created by previous
borrowing.

7. MEANING OF PUBLIC DEBT

Public debt refers to the accumulated borrowing obligations of the government.

Governments borrow from domestic and external sources.

Domestic borrowing may include government securities, treasury bills, small savings, and other instruments.

External public debt may be obtained from international financial institutions, foreign governments, or other
external sources.

A widely used indicator of debt sustainability is the debt-to-GDP ratio:
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Debt-to-GDP Ratio = (Total Public Debt / Gross Domestic Product) x 100
The ratio measures public debt relative to the size of the economy.

8. WHY GOVERNMENTS RUN FISCAL DEFICITS
Fiscal deficits can arise for several reasons.
8.1 Development Expenditure

Developing economies require substantial public investment in roads, railways, electricity, water systems,
education, and healthcare.

8.2 Economic Recession

During an economic slowdown, tax revenues may decline while welfare expenditure increases.
Governments may deliberately increase spending to support demand.

8.3 Social Welfare Programmes

Subsidies, pensions, food security, rural employment programmes, and other transfers create significant
expenditure commitments.

8.4 Defence and Security

Defence expenditure can represent a substantial part of the budget.

8.5 Interest Payments

Previous borrowing creates continuing interest obligations.

8.6 Natural Disasters and Emergencies

Pandemics, floods, earthquakes, conflicts, and other emergencies may require exceptional expenditure.

9. FISCAL DEFICIT AND KEYNESIAN ECONOMICS

Keynesian economics provides an important justification for fiscal deficits during periods of weak demand.

When private consumption and investment decline, aggregate demand may become insufficient to maintain full
employment.

North Asian International Research Journal Consortiums www.nairjc.com

33



North Asian International Research Journal of Social Science & Humanities ISSN: 2454-9827 Vol. 12, Issue 8, Aug. 2026
<< >

Government expenditure can offset this decline.
The national income identity can be expressed as:

Y=C+I+G+(X~-M)

Where:

- 'Y = national income;

- C = consumption;

- | = investment;

- G = government expenditure;

- X = exports;

- M = imports.

An increase in government expenditure can directly raise aggregate demand.

Through the multiplier effect, the final increase in output may exceed the initial increase in government spending.

10. FISCAL MULTIPLIER

The fiscal multiplier measures the change in national income resulting from a change in government expenditure
or taxation.

A simplified government expenditure multiplier can be expressed as:
Multiplier =1/ (1 — MPC)
Where MPC represents the marginal propensity to consume.

If households spend a large proportion of additional income, public expenditure can generate secondary rounds of
spending.

However, actual fiscal multipliers depend on many factors including monetary policy, economic capacity,
imports, financial conditions, and consumer expectations.

11. FISCAL DEFICIT AND ECONOMIC GROWTH
Fiscal deficits can support growth under appropriate conditions.

Public investment in infrastructure can increase productivity and reduce costs for private firms.
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Government spending on education and healthcare can improve human capital.
Social protection can stabilise household consumption during economic downturns.

However, deficits may become harmful when they remain persistently large or finance relatively unproductive
expenditure.

The effect of fiscal deficit on growth therefore depends on:

- size of the deficit;

- composition of expenditure;
- method of financing;

- stage of the business cycle;
- interest rates;

- debt level,

- institutional quality.

12. CAPITAL EXPENDITURE VERSUS REVENUE EXPENDITURE
The distinction between capital and revenue expenditure is central to fiscal policy.
12.1 Capital Expenditure

Capital expenditure creates assets or increases productive capacity.
Examples include:

- highways;

- railways;

- irrigation projects;

- power infrastructure;

- public buildings;

- investment in productive assets.

Such expenditure can support long-term economic growth.

12.2 Revenue Expenditure

Revenue expenditure includes recurring expenses such as salaries, pensions, subsidies, administration, and
interest payments.

Revenue expenditure is often necessary, especially in healthcare, education, and welfare.
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However, persistent borrowing primarily for routine expenditure may weaken fiscal sustainability.
13. PUBLIC INFRASTRUCTURE AND GROWTH

Public infrastructure investment can generate significant positive externalities.

Better roads reduce transportation costs.

Reliable electricity improves industrial productivity.

Digital infrastructure supports communication and commerce.

Irrigation can improve agricultural productivity.

Public infrastructure can also crowd in private investment.

When firms gain access to better transport, electricity, and markets, private projects may become more profitable.
Therefore, borrowing for productive infrastructure can produce long-term economic returns.

14. CROWDING-OUT EFFECT

One concern associated with high fiscal deficits is the crowding-out of private investment.

When the government borrows heavily from domestic financial markets, demand for available funds increases.
This can contribute to higher interest rates.

Higher borrowing costs may discourage private investment.

The mechanism can be represented as:

Higher Government Borrowing — Greater Demand for Funds — Higher Interest Rates — Lower Private
Investment

However, crowding out is not inevitable.

During economic downturns, when private investment is weak and financial resources are underutilised,
government borrowing may have limited crowding-out effects.

Public investment may even crowd in private investment by improving infrastructure and demand conditions.
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15. FISCAL DEFICIT AND INFLATION
Large fiscal deficits may contribute to inflation under certain conditions.
If deficit-financed expenditure increases aggregate demand faster than productive capacity, prices may rise.

The inflationary effect can be stronger when deficits are monetised or when the economy is operating near
capacity.

However, not every fiscal deficit is inflationary.

If government spending increases productive capacity or occurs during a recession, inflationary pressure may
remain limited.

Thus, the relationship depends upon economic conditions and financing methods.
16. FISCAL DEFICIT AND INTEREST RATES

Government borrowing can influence interest rates.

Large borrowing requirements may increase the supply of government securities.
Investors may require higher yields to absorb additional debt.

Higher sovereign yields can affect borrowing costs elsewhere in the economy because government securities
often serve as reference rates.

Consequently, fiscal management can influence corporate borrowing, housing loans, and financial-market
conditions.

17. PUBLIC DEBT AND INTERGENERATIONAL EQUITY
Public debt has an intergenerational dimension.

Current generations may benefit from government spending financed by borrowing, while future taxpayers may
contribute to interest and repayment.

Borrowing may still be fair across generations when it finances long-lived assets.
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For example, if future generations use highways, universities, or electricity infrastructure constructed today,
sharing financing costs across generations may be reasonable.

In contrast, persistent borrowing for current consumption may transfer obligations without creating equivalent
future benefits.

18. DEBT SUSTAINABILITY

Public debt is sustainable when the government can meet its obligations without requiring unrealistic future tax
increases, expenditure cuts, monetary financing, or default.

One important relationship is between the interest rate on government debt and the growth rate of the economy.

If nominal GDP grows faster than the effective interest rate on debt, maintaining a stable debt ratio becomes
easier.

Conversely, when interest costs rise substantially above economic growth, debt dynamics can become more
challenging.

Fiscal sustainability therefore depends not only on the level of debt but also on growth, interest rates, primary
balances, and investor confidence.

19. INTEREST BURDEN

As public debt increases, interest payments can absorb a larger proportion of government revenue.
This creates an opportunity cost.

Resources used for interest payments cannot simultaneously be spent on:

- healthcare;

- education;

- infrastructure;

- agriculture;

- social protection;

- research.

A high interest burden therefore reduces fiscal flexibility.

Governments must balance current spending needs against future debt-service obligations.
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20. FISCAL FEDERALISM AND STATE FINANCES

India has a federal fiscal structure in which both the Union and state governments undertake significant
expenditure.

States are responsible for many services closely related to citizens, including health, education, agriculture, local
infrastructure, and public administration.

Therefore, analysis of India's public finances must consider both central and state government debt.

Fiscal transfers, tax-sharing arrangements, centrally sponsored schemes, and borrowing limits influence state
fiscal positions.

Strong state finances are essential for overall macroeconomic stability.

21. TAX REVENUE AND FISCAL SUSTAINABILITY

One way to reduce fiscal deficit is to increase government revenue.

However, higher taxation must be designed carefully.

Excessively high tax rates may discourage investment, consumption, entrepreneurship, or compliance.

A more sustainable strategy involves broadening the tax base, improving compliance, reducing evasion, and
simplifying tax administration.

Digitalisation can improve revenue collection by strengthening transaction records and reducing administrative
Ccosts.

A fair and efficient tax system supports fiscal sustainability while maintaining economic incentives.

22. GOODS AND SERVICES TAX AND FISCAL MANAGEMENT

The introduction of the Goods and Services Tax represented a major reform in India's indirect tax system.
GST aimed to create a more integrated national market and reduce the cascading of indirect taxes.

Over time, improved compliance and administrative efficiency can strengthen public revenues.
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However, tax policy must also consider the compliance burden on smaller businesses.

Fiscal reform should seek a balance between revenue mobilisation and ease of doing business.
23. SUBSIDIES AND FISCAL DEFICIT

Subsidies are an important component of public expenditure.
They may support food security, agriculture, energy access, and vulnerable populations.
Well-targeted subsidies can improve social welfare.

However, poorly targeted or inefficient subsidies can increase fiscal pressure without producing proportional
benefits.

Reform does not necessarily mean eliminating all subsidies.
Instead, policy should focus on:

- better targeting;

- reducing leakages;

- improving transparency;

- periodic evaluation;

- protecting vulnerable populations.

Digital transfers can help improve targeting in certain programmes.
24. FISCAL POLICY DURING ECONOMIC CRISIS
Economic crises often require temporary fiscal expansion.

During a severe recession or public-health emergency, households may lose income and firms may experience
financial distress.

Government intervention can prevent a deeper economic contraction.
Emergency measures may include:

- cash transfers;

- food support;

- wage assistance;

- credit guarantees;

- public-health expenditure;
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- infrastructure stimulus.

Such policies may increase deficits temporarily.
The key issue is whether fiscal policy returns gradually toward sustainability once the emergency passes.

25. FISCAL RESPONSIBILITY FRAMEWORK
Fiscal rules seek to improve discipline by establishing targets or limits for deficits and debt.

India introduced the Fiscal Responsibility and Budget Management framework to promote prudent fiscal
management.

Fiscal rules can increase credibility and reduce excessive borrowing.
However, rigid rules may be inappropriate during exceptional shocks.
Well-designed frameworks therefore allow temporary flexibility while preserving medium-term fiscal discipline.
26. CHALLENGES TO FISCAL CONSOLIDATION

Fiscal consolidation means reducing deficits and stabilising debt.
India faces several challenges.

First, development needs remain substantial.

Second, social-sector expenditure must be maintained.

Third, interest payments consume significant resources.

Fourth, tax revenue can be affected by economic cycles.

Fifth, sudden expenditure cuts can weaken growth.

Therefore, successful consolidation should focus primarily on improving expenditure efficiency and revenue
quality rather than indiscriminate reductions in public spending.

27. FISCAL DEFICIT AND PRIVATE SECTOR CONFIDENCE

Fiscal policy also affects investor expectations.
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A credible medium-term fiscal framework can strengthen confidence by reducing uncertainty regarding taxes,
inflation, and borrowing costs.

Conversely, perceptions of uncontrolled debt can increase risk premiums.
However, investors also value strong infrastructure and public services.

Therefore, the goal should not simply be the lowest possible deficit.

The goal should be a sustainable fiscal position that supports productive economic activity.
28. POLICY RECOMMENDATIONS

28.1 Protect Productive Capital Expenditure

Fiscal consolidation should not disproportionately reduce infrastructure investment.

28.2 Improve Expenditure Efficiency

Government programmes should be regularly evaluated for cost-effectiveness and outcomes.
28.3 Broaden the Tax Base

Greater compliance and digital administration can increase revenues without relying exclusively on higher tax
rates.

28.4 Rationalise Subsidies

Subsidies should be targeted toward genuine beneficiaries and regularly reviewed.

28.5 Strengthen Debt Management

Debt maturity, interest-rate risk, and refinancing requirements should be carefully managed.

28.6 Improve Fiscal Transparency

Comprehensive reporting of liabilities, guarantees, and off-budget commitments can strengthen accountability.
28.7 Encourage Public-Private Investment

Appropriately designed partnerships can supplement public infrastructure investment.

28.8 Strengthen State Finances
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Coordination between Union and state governments is essential for overall fiscal sustainability.

28.9 Adopt Countercyclical Fiscal Policy

Government should allow temporary expansion during severe downturns while rebuilding fiscal space during
stronger growth periods.

28.10 Focus on Growth-Enhancing Expenditure

Public spending should prioritise infrastructure, human capital, technology, healthcare, and other areas that raise
long-term productive capacity.

29. MAJOR FINDINGS
The major findings of the study are:

. Fiscal deficits are an important tool of macroeconomic and development policy.

. Deficits are not inherently harmful; their impact depends on expenditure quality and economic conditions.
. Borrowing for productive capital formation can support long-term growth.

. Persistent borrowing for current expenditure can create fiscal sustainability problems.

. High public debt increases future interest obligations.

. Excessive government borrowing can potentially crowd out private investment.

. Fiscal deficits may contribute to inflation when they generate demand beyond productive capacity.

. Public investment can also crowd in private investment by improving infrastructure.

. Strong revenue mobilisation is essential for sustainable public finances.

10. Fiscal consolidation should protect essential social and capital expenditure.

11. Transparent debt management improves investor confidence.

12. A credible medium-term fiscal framework can balance development needs with macroeconomic stability.
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30. CONCLUSION

Fiscal deficit and public debt are unavoidable components of modern public finance. For a developing economy
such as India, public borrowing can play a constructive role by financing infrastructure, human capital, social
protection, and countercyclical economic support.

The key distinction is between productive and unsustainable borrowing.

Borrowing that creates assets, raises productivity, and strengthens future economic growth can improve the
government's future capacity to service debt.
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Conversely, persistent deficits that finance inefficient or recurring expenditure without raising productive capacity
can result in rising interest burdens and reduced fiscal flexibility.

India therefore requires a balanced approach to fiscal policy.
The objective should not be deficit reduction for its own sake. Excessively rapid consolidation can weaken
demand, public investment, and employment.

At the same time, continuously rising debt cannot be ignored.
The appropriate strategy is growth-oriented fiscal consolidation.

This approach should emphasise capital expenditure, efficient taxation, targeted subsidies, transparent debt
management, improved expenditure quality, and stronger coordination between the Union and state governments.

Ultimately, fiscal sustainability and economic development are complementary rather than contradictory goals.

A government that maintains credible finances has greater capacity to respond to future crises, invest in
development, protect vulnerable citizens, and support stable long-term economic growth.
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