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Introduction:

Fiscal policy plays a central role in shaping inflation dynamics in developing countries because
government spending, taxation, public borrowing, and budget deficits directly influence aggregate
demand, money supply, production costs, and public expectations. Unlike many advanced economies,
developing countries often operate under limited fiscal space, narrow tax bases, weak institutions, high
public debt, supply-side constraints, and dependence on imported food, fuel, and industrial inputs. These
structural characteristics make inflation more sensitive to fiscal decisions and reduce the ability of
governments to maintain price stability while simultaneously supporting economic growth,
employment, poverty reduction, and infrastructure development. Expansionary fiscal policy can
stimulate economic activity by increasing public expenditure, social transfers, subsidies, and investment.
However, when government spending rises faster than the productive capacity of the economy, excess
demand may place upward pressure on prices. Inflationary effects become stronger when fiscal deficits
are financed through central bank borrowing or rapid monetary expansion. In many developing
countries, limited access to domestic and international capital markets encourages governments to rely
on monetary financing, which can weaken confidence in the national currency, increase inflation
expectations, and contribute to exchange-rate depreciation. Fiscal policy also affects inflation through
supply-side channels. Government investment in transport, energy, agriculture, education, and
healthcare can improve productivity and reduce production costs over time. In contrast, inefficient
spending, corruption, weak public investment management, and poorly targeted subsidies may increase
fiscal burdens without expanding productive capacity. Tax increases can also influence prices when
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businesses transfer higher indirect taxes, import duties, or production charges to consumers. Therefore,
the inflationary impact of fiscal policy depends not only on the size of government expenditure and
revenue but also on their composition, timing, financing method, and effectiveness. Developing
countries are also highly vulnerable to external shocks, including fluctuations in global oil and food
prices, exchange-rate movements, natural disasters, political instability, and disruptions in international
supply chains. Governments frequently respond to these shocks through subsidies, tax reductions, price
controls, and emergency spending. Although such measures may temporarily protect households, they
can widen fiscal deficits and create long-term inflationary pressures when they are not properly targeted
or financed. Persistent fiscal imbalances may further increase public debt, raise borrowing costs, and
reduce the credibility of both fiscal and monetary authorities. The relationship between fiscal policy and
inflation is therefore complex and differs across countries according to institutional quality, monetary
policy credibility, debt sustainability, exchange-rate arrangements, and economic structure. Effective
coordination between fiscal and monetary authorities is essential for controlling inflation without
weakening development objectives. This study examines the major channels through which fiscal policy
influences inflation in developing countries and highlights the importance of fiscal discipline, efficient
public expenditure, stronger revenue systems, sustainable debt management, and credible economic
institutions in achieving long-term price stability.

Theoretical Framework of Fiscal Policy and Inflation:

The theoretical foundation linking fiscal policy to inflation is primarily grounded in Keynesian and
Monetarist schools of thought. The Keynesian perspective posits that government spending and taxation
significantly influence aggregate demand. When fiscal policy is expansionary Taxation and Inflationary
Effects Taxation significantly influences inflationary dynamics, especially in developing economies
where indirect taxes form the bulk of government revenue. Indirect taxes—such as sales tax, excise
duties and value-added tax (VAT)—tend to increase production and distribution costs, which are
subsequently transferred to consumers in the form of higher prices. This leads to cost-push inflation, as
firms attempt to maintain profit margins amid rising input costs. In contrast, direct taxes (like income
and corporate taxes) generally have a less immediate effect on prices but can reduce disposable income
and consumption, thereby moderating demand-pull inflation. The problem in many developing countries
lies in an imbalanced and inefficient tax structure, where heavy reliance on indirect taxes
disproportionately burdens low-income groups and fuels inflationary pressure across essential goods and
services. In Pakistan, for instance, the tax system heavily depends on consumption-based taxes, which
amplify inflation when commodity prices are already high due to global or domestic shocks. Frequent
increases in fuel taxes or electricity tariffs ripple through the economy, raising transportation and
production costs. Additionally, weak tax administration and a narrow tax base compel governments to
increase rates on existing taxpayers rather than reform the system, further aggravating inflationary
tendencies. Structural tax reforms such as broadening the tax base, improving co mpliance, and reducing
dependence on regressive indirect taxation are essential for mitigating the inflationary effects of fiscal
policy while ensuring equitable revenue generation and macroeconomic stability.

Through increased public expenditure or reduced taxes it stimulates demand, raising output and
employment in the short run. When the economy approaches full capacity, this demand-pull pressure
leads to inflation, as too much money chases too few goods. Fiscal multipliers measure of how
government spending affects overall economic output play a vital role in this process. In developing
countries, where supply-side constraints and production bottlenecks are common, high fiscal multipliers
can intensify inflationary pressures rather than stimulate sustainable growth. In contrast, the Monetarist
viewpoint, particularly articulated by Milton Friedman, emphasizes that inflation is “always and
everywhere a monetary phenomenon.” Monetarists argue that when fiscal deficits are financed through
monetary expansion such as central bank borrowing or money printing the resulting increase in money
supply directly fuels inflation. They stress the importance of fiscal discipline, arguing that unrestrained
government borrowing destabilizes price levels. Furthermore, modern macroeconomic theories like
the Fiscal Theory of the Price Level (FTPL) assert that fiscal imbalances can independently determine
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inflation if monetary policy accommodates fiscal expansion. In essence, both perspectives converge on
the notion that fiscal behavior profoundly affects inflation dynamics, particularly in developing
economies where institutional weaknesses and policy misalignments magnify these effects.

Fiscal Deficits and Inflationary Financing:

Fiscal deficits occur when government expend inures consistently exceed revenues, forcing authorities
to rely on borrowing or monetary expansion to bridge the gap. In developing countries, persistent fiscal
imbalances are often financed by central bank borrowing or domestic credit creation, which directly
injects liquidity into the economy. This process increases the money supply, amplifies aggregate
demand, and ultimately triggers demand-pull inflation. When governments resort to deficit financing
through money creation rather than tax reforms or efficient debt management, it leads to an overheated
economy and rising prices, especially in sectors with inelastic supply such as food and energy. Large
fiscal deficits undermine investor confidence, leading to currency depreciation and higher import prices
further intensifying cost-push inflation. In economies like Pakistan, where fiscal deficits have
historically remained above 6-7% of GDP, inflationary financing has weakened monetary control, as
central banks often accommodate government borrowing to avoid liquidity crises. This erosion of
monetary independence fuels inflation expectations, reduces purchasing power, and creates a vicious
cycle of fiscal expansion and price instability. Therefore, achieving fiscal discipline through efficient
expenditure management, broadening the tax base, and limiting monetary financing is crucial to
breaking the link between fiscal deficits and inflationary pressures in developing economies.

Public Debtand Interest Rate Dynamics:

Public debt accumulation plays a pivotal role in shaping inflationary pressures through its direct
influence on interest rate behavior and market expectations. When governments in developing countries
consistently borrow to finance fiscal deficits, the resulting rise in public debt heightens the demand for
funds in the financial market. This “crowding-out effect” forces interest rates upward as the government
competes with the private sector for available capital. Elevated interest rates not only increase the cost
of borrowing for businesses but also contribute to a surge in production costs, which are eventually
passed on to consumers in the form of higher prices. Additionally, as debt levels rise beyond sustainable
thresholds, investor confidence weakens; prompting concerns about fiscal solvency and repayment risks.
In such situations, governments may resort to inflationary financing printing money to meet debt
obligations which further erodes the value of the domestic currency and accelerates inflation. In
developing economies like Pakistan, where debt servicing consumes a substantial portion of fiscal
resources, monetary authorities often adjust interest rates to control inflation expectations. However,
excessive tightening can dampen growth, creating a policy trade-off between stabilization and
expansion. Therefore, maintaining an optimal balance between debt management and interest rate
control is crucial for curbing inflation while sustaining economic development. Sound fiscal
governance, transparent debt strategies, and credible monetary frameworks are essential to breaking the
cycle of rising debt and inflationary expectations.

Government Expenditure Patterns:

Government expenditure plays a fundamental role in shaping inflationary trends, especially when
spending is directed toward non-productive sectors or poorly managed development projects. In
developing economies, excessive government spending on subsidies, administrative overheads, and
defense often crowds out investment in productive areas such as education, health, and infrastructure.
This misallocation of fiscal resources generates structural inflation, as it fails to expand the economy’s
productive capacity while increasing aggregate demand. Non-productive expenditures such as politically
motivated subsidies or overstaffed public enterprises raise fiscal deficits and put pressure on monetary
authorities to finance them through credit expansion, further fueling inflationary spirals. Unplanned
development spending tends to be inflationary because it is often implemented without corresponding
increases in output or efficiency. For example, short-term populist projects launched before elections
can overstretch fiscal budgets and distort resource allocation. Subsidies on fuel, electricity, and food
items, although politically expedient, create long-term fiscal burdens and reduce the incentive for
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efficient production and consumption. In Pakistan, recurrent expenditure on energy subsidies and loss-
making state-owned enterprises has historically widened fiscal gaps, leading to higher inflation rates.
Therefore, shifting fiscal priorities toward productive investments such as infrastructure
modernization, industrial capacity building, and human capital development can help mitigate
inflationary pressures while promoting sustainable economic growth.

Taxation and Inflationary Effects:

Taxation significantly influences inflationary dynamics, especially in developing economies where
indirect taxes form the bulk of government revenue. Indirect taxes such as sales tax, excise duties, and
value-added tax (VAT) tend to increase production and distribution costs, which are subsequently
transferred to consumers in the form of higher prices. This leads to cost-push inflation, as firms attempt
to maintain profit margins amid rising input costs. In contrast, direct taxes (like income and corporate
taxes) generally have a less immediate effect on prices but can reduce disposable income and
consumption, thereby moderating demand-pull inflation. The problem in many developing countries lies
in an imbalanced and inefficient tax structure, where heavy reliance on indirect taxes
disproportionately burdens low-income groups and fuels inflationary pressure across essential goods and
services. In Pakistan, for instance, the tax system heavily depends on consumption-based taxes, which
amplify inflation when commaodity prices are already high due to global or domestic shocks. Frequent
increases in fuel taxes or electricity tariffs ripple through the economy, raising transportation and
production costs. Additionally, weak tax administration and a narrow tax base compel governments to
increase rates on existing taxpayers rather than reform the system, further aggravating inflationary
tendencies. Structural tax reforms such as broadening the tax base, improving compliance, and reducing
dependence on regressive indirect taxation are essential for mitigating the inflationary effects of fiscal
policy while ensuring equitable revenue generation and macroeconomic stability.

Fiscal-Monetary Coordination:

Effective coordination between fiscal and monetary authorities is essential to maintain a balance
between economic growth and price stability. In developing economies, fiscal policy decisions such
as government spending and borrowing directly affect the money supply, aggregate demand, and
inflation expectations. When fiscal authorities adopt expansionary measures without consulting the
central bank, it can undermine monetary policy objectives, making it difficult to control inflation.
Conversely, a contractionary monetary stance aimed at curbing inflation can neutralize the growth
effects of expansionary fiscal policy, leading to policy inconsistency. Alignment between these two
policy arms ensures that the goals of macroeconomic stability, sustainable growth, and low inflation
are jointly achieved. In the context of Pakistan and similar economies, weak fiscal-monetary
coordination has historically led to policy conflicts. For instance, when the government runs large
budget deficits and finances them through borrowing from the central bank, it increases the monetary
base and fuels inflationary pressures. Meanwhile, the central bank is forced to raise interest rates to
control liquidity, which in turn raises the cost of debt servicing and worsens fiscal imbalances a classic
policy dilemma. A coordinated policy framework, where fiscal prudence is complemented by credible
and transparent monetary management, can mitigate such contradictions. Regular policy consultations,
shared macroeconomic targets, and institutional independence of central banks are critical mechanisms
to achieve this coordination. Ultimately, fiscal-monetary harmony strengthens investor confidence,
anchors inflation expectations, and promotes long-term macroeconomic resilience.

Pakistan and South Asian Economies:

Anempirical review of fiscal policy trends and inflation outcomes in Pakistan, India, Bangladesh, and
Sri Lanka (2010-2024) reveals significant regional similarities and contrasts in macroeconomic
management. Throughout this period, most South Asian countries experienced expansionary fiscal
policies driven by population growth, infrastructure demands, and social welfare commitments.
However, the fiscal sustainability of these policies varied, influencing inflationary trends differently. In
Pakistan, persistent budget deficits averaging around 6—7% of GDP, combined with reliance on central
bank borrowing, have been major contributors to double-digit inflation, particularly during periods of
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energy price hikes and currency depreciation. The lack of fiscal discipline and political instability has
further compounded inflationary pressures. In India, while fiscal deficits remained relatively controlled
through strong tax reforms such as the introduction of the Goods and Services Tax (GST), inflation has
been moderated by an independent monetary policy framework and improved fiscal transparency.
Bangladesh, on the other hand, has maintained moderate inflation by prioritizing export-led growth and
keeping fiscal deficits below 5% of GDP. Its success reflects consistent revenue mobilization and
targeted subsidies that minimize inflationary financing. Conversely, Sri Lanka’s experience
underscores the risks of unrestrained fiscal expansion: post-2019 tax cuts and pandemic-related
expenditures led to a debt crisis and hyperinflationary episodes by 2022.the regional data suggest that
fiscal discipline, tax efficiency, and central bank independence are the key determinants of inflation
control. Countries that pursued coordinated fiscal-monetary policies such as India and Bangladesh
maintained single-digit inflation rates, while those with chronic fiscal imbalances, like Pakistan and Sri
Lanka, faced persistent inflationary cycles. The case study highlights the need for institutional reforms,
fiscal prudence, and transparent policy coordination across South Asian economies to achieve long-
term price stability and sustainable growth.

Fiscal Deficit vs Inflation Rate in Developing Economies (2010-2024)
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Summary:

This study highlights that inflation in developing countries is not merely a monetary phenomenon but is
deeply influenced by fiscal policies. Fiscal deficits, excessive borrowing, and inefficient spending
directly amplify aggregate demand, causing sustained inflationary pressures. The analysis emphasizes
that fiscal consolidation, improved tax administration, and productive public investment are critical for
price stability. Policy synchronization between fiscal and monetary institutions enhances economic
resilience against global shocks. Sustainable inflation control requires not only macroeconomic
prudence but also political will to reform fiscal structures in developing economies like Pakistan.
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