
Fiscal Policy & 
Business Environment

India's Fiscal policy and its Various Techniques, components.

Disclaimer : This information has been presented for educational purposes only and 
collected from various referred and online materials



Fiscal policy is defined as a set of principles
and decisions of government in setting the
level of public expenditure and the way of
financing it.
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Fiscal Policy

• Fiscal policy is defined as the
government’s measures to guide
and control spending and taxation.

• The traditional view is that fiscal
policy performs three main
functions: Allocation, Distribution,
and Stabilization.

• It consists of the fiscal and revenue
policy of the government.

• Macro and microeconomic
objectives include mobilization and
allocation of resources, equitable
distribution of income, etc.
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1. Economic Growth
2. Increasing National Income
3. Price Stability and Control of Inflation
4. Economic Development with Stability
5. Equity and Justice
6. Employment Generation
7. Capital formation
8. Balanced Regional Development
9. Encouraging Investment
10. Reducing Deficits in Balance Of Payments
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OBJECTIVES



The Government’s role assumes importance in the provisioning of public
goods due to the failure of markets.
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Government’s role assumes importance in the provisioning of public
goods due to the failure of markets.
Public goods are characterised by “nonexcludability” and “non-rivalry”
of consumption.
Non-excludability is a condition under which no individual can be
excluded from the consumption of a public good.
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➢Budget of a government usually refers to a statement of its receipts and
expenditures for a particular year.
➢Budget as a major policy statement is to necessarily reflect the ongoing
national and global macroeconomic changes to make it an effective
policy tool.
➢There has been a general consensus on the allocation, distribution and
stabilization functions of government.
➢Government’s role assumes importance in the provisioning of public
goods due to the failure of markets. Public goods are characterised by
“nonexcludability” and “non-rivalry” of consumption.
➢Non-excludability is a condition under which no individual can be
excluded from consumption of a public good.
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The government budget is a statement of resource and spending proposals for a
specified period of time.
As per the Indian Constitution, the Central government (Article 112) and state
governments (Article 202) are mandated to present their Annual Financial
Statement (AFS) before the Parliament and State Legislatures, respectively.
Budgets are instrumental in translating the socio-economic development goals
of the governments into reality by way of resource provisioning for the
professed development.
Translation of policy goals into reality is largely dependent on how well the
planning process, resource allocations, and execution of schemes
synchronize with one another.
Public budgeting has undergone dramatic changes over the years with the
diverse roles assumed by governments from time to time, as a fall out of which
the scale and nature of public spending have been undergoing major changes.
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Principles of  Taxation

@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Criteria for a Good Tax System
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Fiscal policy measures may be grouped into two:
(i) Non-discretionary- or Automatic or built-in stabilizers:
• It is an endogenous component that changes along with business
fluctuations.

• Here, there is an automatic change in tax receipts and expenditures with
the changes in income.

• During the depression, as unemployment rises, income declines. As a
result, tax receipts of the government decline. On the other hand,
government expenditures rise.

• Public expenditure increases automatically in a downturn.
• Many Govt. have employment guarantee programmes that provide
employment and unemployment benefits.

• During downturn and recession
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Fiscal policy measures may be grouped into two:
(ii) Discretionary fiscal policy:
• Initiated by the authority. It is exogenous to the system and emerges
from the deliberate policy actions of a government.

• Here, there is a deliberate policy change to influence the level of
economic activities

• Discretionary fiscal policy entails a change in the government
budget. The government deliberately alters tax schedules and various
expenditure programs.

FISC
A

L PO
L

IC
Y

INTRODUCTION



Expansionary Policy
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• In pursuing expansionary policy, the government increases spending, 
reduces taxes, or does a combination of the two. 

• Since government spending is one of the components of aggregate 
demand, an increase in government spending will shift the demand 
curve to the right.

• A reduction in taxes will leave more disposable income and cause 
consumption and savings to increase, also shifting the aggregate 
demand curve to the right.



Contractionary Policy
• A contractionary fiscal policy is implemented when there is demand-pull 

inflation. It can also be used to pay off unwanted debt. 
• In pursuing contractionary fiscal policy the government can decrease its 

spending, raise taxes, or pursue a combination of the two. 
Contractionary fiscal policy shifts the AD curve to the left. 

• If tax revenues exceed government spending, this type of policy will 
lead to a budget surplus.
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Principles of  Taxation

@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Tax Base



Progressive Tax

Taxes are progressive, proportional or regressive.
1. Progressive Tax System- A progressive tax is one which takes a
higher percentage of the income or wealth of the rich. As taxable
income or wealth rises, so does the rate of taxation.
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Proportional Taxation

In the case of a proportional tax, the percentage paid in tax stays the 
same as income or wealth change. 
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Regressive Taxation
With a regressive tax, the percentage paid in tax falls as income or wealth rises. 
So in this case, people with higher incomes pay a smaller percentage of their income 
in tax than the poor do. 
Low-income individuals pay a higher amount of taxes compared to high-income 
earners under a regressive tax system. That's because the government assesses tax as 
a percentage of the value of the asset that a taxpayer purchases or owns. FISC
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Degressive Taxation

The degressive tax is progressive to a fixed point. But after this point
these taxes becomes proportional. In present time developing economies
are using these taxes more.

FISC
A

L PO
L

IC
Y



FISC
A

L PO
L

IC
Y



Tax Impact
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Tax Impact
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• Income distance: Income distance is the distance of a state’s income from the state with the highest income.
Income of a state has been computed as average per capita GSDP during the three-year period between
2016-17 and 2018-19. A state with lower per capita income will have a higher share to maintain equity
among states.

• Demographic performance: The Terms of Reference of the Commission required it to use the population
data of 2011 while making recommendations. Accordingly, the Commission used 2011 population data for
its recommendations. The demographic performance criterion has been used to reward efforts made by
states in controlling their population. States with a lower fertility ratio will be scored higher on this
criterion.

• Forest and ecology: This criterion has been arrived at by calculating the share of the dense forest of each
state in the total dense forest of all the states.

• Tax and fiscal efforts: This criterion has been used to reward states with higher tax collection efficiency. It
is measured as the ratio of the average per capita own tax revenue and the average per capita state GDP
during the three years between 2016-17 and 2018-19.

• All Finance Commissions since the FC-X have used area as a criterion in the devolution formula on the
grounds of need –larger the area greater is the expenditure requirement for providing comparable services.
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Suggestions for necessary 
reforms in fiscal policy

• Progressive taxes
• Checking tax evasion
• Increasing reliance of direct taxes
• Raising the profitability of PSUs
• Reduction of non-developmental expenditures.



Canons Of Taxation
Canons of Taxation Adam Smith has described the following cannons of Taxations
1.The Canon of Equality: - Canon of equality or equity is the first canon presented
by Adam Smith. According to this, “The citizens of every state must contribute for the
aid of government in proportion to their ability, means in proportion of that income
whose enjoyment; they receive in security of state.
2. Canon of Certainty: -Second canon of Adam Smith is canon of certainty.
According to this, “Every individual who pays taxes, must be certain. The time of
payment of tax, method of payment and amount of payment etc., must be clear to
taxpayer and each other individual.
• In the matter of tax, the payment which is paid to any individual, its certainty is very
important that on the basis of experience of all countries, but my view is that the
inequality of large amount is not so dangerous so that the certainty of less amount.”
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3. Canon of Convenience: -The third canon of Adam Smith is canon of
convenience. According to this canon, “Every tax must be paid at such
time and according to such ritual that the payment of this is more
convenient for the taxpayer.”
4. Canon of Economy: -The fourth and last canon of Smith is canon of
economy. According to this, “Every tax must be imposed and received in
such a way so that the money which comes by it in the treasure of state,
people must have to pay less for it.”
The objective of this canon is that the administrative cost of tax payment
must be kept minimum, means there must be minimum difference
between the money coming from the pocket of people and money
deposited in treasure.
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Canons  of Public Expenditure
Findlay Shirras gave cannons of public expenditure.
1. Canon of Benefit:
• According to Prof. Findlay Shirras public expenditure should bring with 

it important social advantages such as increased production, equitable 
distribution, social justice and maximum social welfare.

• This canon implies that public expenditure should be planned in such 
a way as to yield maximum social advantage and social welfare to the 
community as a whole and not to a particular group of the commu-
nity.
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2. Canon of Economy:
• Canon of economy also implies that government expenditure should 

not generate any adverse effect on production. 
• Shirras, in this context observed that “economy means protecting the 

interests of the tax payer and not merely in effecting economies in 
expenditure but in developing revenue”.

3. Canon of Sanction:
• This canon requires that the public authorities should spend money, 

only after obtaining prior sanction from the concerned authority for the 
specified purpose. 

• This is done as a safeguard against the possibility of unwise and reckless 
expenditure.
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4. Canon of Surplus:
• The government should always aim at a surplus of income over ex-

penditure. Shirras observes “public authorities must earn their living and 
pave their way like ordinary citizens”.

5.Canon of Neutrality:
• Canon of neutrality implies that public expenditure should have no adverse 

effect on production and distribution activities of the economy.
• Public expenditure should only result in increased production, reduced 

inequality of income and wealth and increased economic activity.
•
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Effects of Public Expenditure

Public expenditure is considered by the economists as an indicator that 
shows the course of economic development as well as the 
administrative skill of the government in a country or a governing body.
1. Effects on Production:
• the effect of public expenditure depends upon three facts:
• Ability to work, save and invest
• Willingness by people to work save and invest
• Allocation of economic resources as between different use and 

localities
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2. Effect on Distribution:
Public expenditure affects the distribution in the following ways:
• Regional Inequality
• Distribution of dividends of Industrial Development
• Benefits to the Weaker Section
• Increase in the ability to work of the poor
3. Effect on Economic Stability:
• At the Time of Depression- Compensatory principle and Pump priming 

Expenditure
• At the time of Inflation- Increase in production and Reduction in 

Consumption
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4. Effect on economic growth:
• The most important factor in developing countries such as ours that 

has led to a phenomenal increase in public expenditure is the 
expansion in developmental activities of the Government.

• In countries like India which have socialistic tendencies the public 
sector plays an important role in promoting economic growth and 
development.
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Ujjwal DISCOM Assurance Yojana (UDAY) is the financial turnaround and revival package for electricity
distribution companies of India initiated by the Government of India with the intent to find a permanent
solution to the financial mess that the power distribution is in.



Principles of  Taxation

@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Measuring the Fairness of Tax Systems

Fairness is an important concern and elusive goal.

• Two key features of any tax system:

o Marginal tax rate: The percentage that is paid in taxes of the next dollar 
earned.

o Average tax rate: The percentage of gross income that is paid in taxes.



Principles of  Taxation

@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Learn by Doing: Practice Question 1 (Answer)

Suppose a nation has a tax rate of 10% on the first $10,000 of taxable income,
then 15% on the next $20,000, then 20% on the next $30,000, and 30% on all
taxable income above $60,000. There is a $4,000 exemption per family
member.

Anand’s family has eight members and earns $80,000 per year.

What is statutory marginal tax rate?



Principles of  Taxation

@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Learn by Doing: Practice Question 1 (Answer)

Suppose a nation has a tax rate of 10% on the first $10,000 of taxable income,
then 15% on the next $20,000, then 20% on the next $30,000, and 30% on all
taxable income above $60,000. There is a $4,000 exemption per family
member.

Anand’s family has eight members and earns $80,000 per year.

What is effective marginal tax rate?
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@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Learn by Doing: Practice Question 1 (Answer)

Suppose a nation has a tax rate of 10% on the first $10,000 of taxable income,
then 15% on the next $20,000, then 20% on the next $30,000, and 30% on all
taxable income above $60,000. There is a $4,000 exemption per family
member.

Anand’s family has eight members and earns $80,000 per year.

What is tax base?
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@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Learn by Doing: Practice Question 1 (Answer)

Suppose a nation has a tax rate of 10% on the first $10,000 of taxable income,
then 15% on the next $20,000, then 20% on the next $30,000, and 30% on all
taxable income above $60,000. There is a $4,000 exemption per family
member.

Anand’s family has eight members and earns $80,000 per year.

How much total taxes to be collected?
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@ Grubder, J. Public Finance and Policy: Musgrave and 
Musgrave-Public Finance: Theory and Policy

Learn by Doing: Practice Question 1 (Answer)

Suppose a nation has a tax rate of 10% on the first $10,000 of taxable income,
then 15% on the next $20,000, then 20% on the next $30,000, and 30% on all
taxable income above $60,000. There is a $4,000 exemption per family
member.

Anand’s family has eight members and earns $80,000 per year.

What is his family’s effective average tax rate?



TAXATION POLICY
• The taxation system in India is such that the taxes are levied by 

the Central Government and the State Governments.
• The structure of tax rates has to be varied in the context of conditions 

prevailing in an economy.
• During depression tax policy should encourage 
private consumption and investment
• While during inflation, tax policy must curtail 
consumption and investment.
• Taxes determine the size of disposable income
in the hands of general public and therefore,
the quantum of inflationary and deflationary gaps
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Tax policy
• Direct tax- Are one that are paid by the people or organization on
whom they are imposed.

• Capital gain tax
• Corporate tax
• Inheritance tax
• Personal income tax
• Poll tax
• Property tax
• Wealth tax
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Tax policy
• Indirect tax- Are collected from someone other than the person 

presumably responsible for paying the tax.
• Countervailing duty
• Custom duties
• Excise duty
• Value added tax
• GST
• Stam duty
• Sales tax
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Types of GST
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Types of GST
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Implications for business managers

• Fiscal policy is one of the important drivers of business environment and overall
macroeconomic stability of a country.

• The levels of government expenditure, taxes and deficit affect both the demand and the
supply side of an economy and have profound impact on economic and business decisions
as summarized as follows:

• The government expenditure is one of the important components of aggregate demand.
In a recessionary situation, when the deficiency of demand is the problem, the government
consumption and investment expenditure boost up the level of aggregate demand and
encourages business firms to produce or supply more.

• The government expenditure also affects the supply side as investment expenditure leads
to an improvement in physical and social infrastructure which supports business activities
and creates an enabling environment for business in general.
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Implications for business managers
• Taxes also affect the demand and supply side of an economy. Taxes affect the disposable income
and purchasing power of individuals and business units. Thus, they affect private consumption and
investment expenditure which is important for business organizations to plan their production
activities.

• Taxes affect the supply side as they largely direct the procurement, production. employment.
investment and diversification decisions of business organizations. Taxes, by affecting the relative
prices, and thus, the relative profitability of producing different commodities, also affect the
allocation of resources by business units in favour of those commodities that are taxed less.

• Taxes also guide business enterprises in deciding the location for setting up their units. The level of
fiscal deficit also affects the overall macroeconomic and business environment Fiscal deficit affects
inflation in the country, especially when there is no excess capacity and the deficit is financed
through printing domestic currency.

• Fiscal deficit, if financed from borrowing from the domestic market participants, affects the
average level of interest rates. Both inflation and interest rates are important variables in business
decisions. These variables affect the production. investment and financing decisions of business
organizations and private producers.
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Implications for business managers
• For these reasons, business firms and private producers closely watch
budget announcements and fiscal developments.

• They continuously monitor the trends in the ratio of fiscal deficit to
GDP proportion of revenue deficit in total deficit, share of interest
payments in total expenditure of the government, and the share of
capital expenditure in total expenditure, debt to GDP ratio to ascertain
whether the fiscal operations are sustainable.
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Thank You…
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Disclaimer : This information has been presented for educational purposes only and 
collected from various referred and online materials. Please use this material for 
your study purpose only.


