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ABSTRACT

This study examines the dynamic relationship between fiscal deficits and long-term capital formation in India
through an intertemporal econometric framework. The persistent concern in macroeconomic policy revolves
around whether rising fiscal deficits stimulate or constrain capital accumulation by influencing private
investment behavior, interest rates, and overall macroeconomic stability. Drawing on Keynesian,
neoclassical, and crowding-out theories, the study synthesizes empirical and theoretical insights to evaluate

how fiscal imbalances shape investment dynamics in developing economies, particularly India.

The methodological approach is grounded in cointegration analysis and vector autoregressive (VAR/VECM)
modeling frameworks to capture both short-run fluctuations and long-run equilibrium relationships. The
study aligns with advanced time-series methodologies, particularly the Johansen cointegration approach
(Johansen, 1995), to identify structural relationships among fiscal deficit, private investment, and capital
formation. The theoretical foundation is strengthened by causality frameworks and dynamic impulse

response mechanisms that explain transmission channels.

Findings from the synthesized literature suggest that fiscal deficits may exert both crowding-in and crowding-
out effects depending on macroeconomic conditions, fiscal composition, and financial market depth. In India,
evidence indicates a nuanced relationship where productive public expenditure may enhance capital

formation, while persistent deficits tend to weaken private investment incentives over time.

The study contributes to the literature by providing an integrated intertemporal perspective on fiscal
sustainability and investment behavior in emerging economies. It highlights policy trade-offs between fiscal
expansion and capital formation efficiency, emphasizing the need for disciplined fiscal management and

targeted public investment strategies.
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INTRODUCTION

Fiscal deficits represent a central macroeconomic challenge in developing economies, particularly in India,
where sustained public borrowing has been used as a policy tool for growth stimulation and welfare
expansion. However, the long-term implications of fiscal imbalances on capital formation remain a subject of
significant academic and policy debate. Capital formation, being a key driver of economic growth, is highly
sensitive to interest rates, savings behavior, and investment climate, all of which are influenced by fiscal

policy dynamics.

The core problem addressed in this study is whether persistent fiscal deficits enhance or hinder long-term
capital formation in India. Classical Keynesian theory suggests that fiscal expansion can stimulate aggregate
demand and private investment through multiplier effects (Feldstein, 1982). In contrast, neoclassical and
crowding-out theories argue that government borrowing competes with the private sector for limited

financial resources, thereby raising interest rates and reducing investment (Balcerzak & Rogalska, 2014).

India presents a complex case due to its dual characteristics of a developing financial system and active fiscal
intervention. Studies such as Bahal et al. (2015) suggest that the relationship between public and private
investment in India is not strictly antagonistic, but context-dependent. Similarly, Easterly and Rebelo (1993)

highlight that fiscal policy effectiveness depends on expenditure composition and institutional quality.

The objective of this study is to evaluate the long-run impact of fiscal deficits on capital formation using a
dynamic econometric framework. Specifically, the study employs intertemporal analysis to capture both
short-run volatility and long-run equilibrium relationships. The Johansen cointegration methodology

(Johansen, 1995) is central to identifying stable long-term relationships among macroeconomic variables.

The significance of this study lies in its policy relevance. Understanding the fiscal deficit-capital formation
nexus is crucial for designing sustainable fiscal strategies that balance growth objectives with
macroeconomic stability. The scope is limited to macroeconomic indicators of India, with a focus on

investment behavior, fiscal imbalance, and economic growth dynamics.
Literature Review

The literature on fiscal deficits and capital formation is extensive and divided into competing theoretical

perspectives. The Keynesian framework argues that fiscal deficits can stimulate economic activity by
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increasing aggregate demand, thereby encouraging private investment (Feldstein, 1982). However, this

effect is conditional on the nature of public expenditure and economic slack.

Balcerzak and Rogalska (2014) critically examine the crowding-out versus crowding-in debate and emphasize
the need for updated empirical validation. Their analysis suggests that fiscal policy impacts are not uniform

and depend on financial market structure and investor expectations.

Empirical studies provide mixed evidence. Bahal et al. (2015) analyze India and find that public investment
may crowd in private investment under certain conditions, particularly when government spending is
directed toward infrastructure. In contrast, Majumder (2007) reports evidence of crowding-out effects in

Bangladesh, indicating regional heterogeneity in fiscal dynamics.

Historical perspectives, such as Black and Gilmore (1990), show that crowding-out effects have existed even
during industrial expansion phases, suggesting that fiscal constraints on investment are not a modern
phenomenon. In emerging economies, Easterly and Hebbel (1993) highlight that fiscal deficits often lead to

macroeconomic instability, affecting long-term growth prospects.

The theoretical foundation of this study is strengthened by time-series econometric literature. Granger (1969,
1988) provides causality frameworks that allow identification of directional relationships between fiscal
variables and investment. Dickey and Fuller (1979) establish the basis for unit root testing, which is essential

for assessing stationarity in macroeconomic time series.

Johansen (1991, 1995) developed a robust cointegration methodology that allows the identification of long-
run equilibrium relationships among multiple variables in a vector autoregressive system. This approach is
particularly relevant for fiscal studies, where variables are often non-stationary but move together over time.
The Johansen framework (Johansen, 1995) is widely used in empirical macroeconomic research to analyze

fiscal and investment relationships.

Koop et al. (1996) extend impulse response analysis to nonlinear models, allowing for deeper interpretation
of fiscal shocks. Hur et al. (2010) further demonstrate that fiscal policy effects vary significantly across

economic environments, particularly in developing economies.

Raju and Mukherjee (2010) provide evidence from India that fiscal deficits may affect growth sustainability
through investment channels. Rao (2002) emphasizes structural weaknesses in state finances in India, which

exacerbate fiscal stress and indirectly affect capital formation.

Xu and Yan (2014) and Emana (2021) extend the discussion to China and Ethiopia respectively, reinforcing the

idea that fiscal deficit effects are context-dependent. Tung (2018) confirms similar dynamics in Vietnam,
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highlighting the relevance of emerging economy frameworks.

Overall, the literature reveals three key gaps: (i) lack of unified dynamic models for India-specific analysis, (ii)
insufficient intertemporal evaluation of fiscal deficit impacts, and (iii) limited integration of cointegration-
based frameworks with fiscal investment theory. This study addresses these gaps using a structured

econometric approach grounded in Johansen (1995).
Methodology

This study adopts a dynamic econometric framework based on time-series analysis to examine the long-run
relationship between fiscal deficits and capital formation in India. The methodological design integrates unit
root testing, cointegration analysis, and vector error correction modeling (VECM) to capture both short-run

dynamics and long-run equilibrium relationships.
Econometric Framework

The core analytical tool is the Vector Autoregressive (VAR) model, which allows all variables to be treated as

endogenous. The general specification is:
Yt = A1Yt—1 + A2Yt—-2 + ... + ApYt —p + €t

where Yt includes fiscal deficit, capital formation, and control variables such as interest rates and GDP

growth.

Before estimation, stationarity is tested using the Dickey-Fuller framework (Dickey & Fuller, 1979). Non-

stationary variables are differenced or tested for cointegration relationships.
Cointegration Analysis

To examine long-run relationships, the Johansen cointegration technique is applied. This approach is
preferred over single-equation methods because it allows multiple cointegrating vectors and system-wide
estimation. The methodology developed by Johansen (1991, 1995) is central to this analysis and is applied

extensively in this study.
The cointegration model is expressed as:
AYt = NIYt—1 + 2TiAYt —1i + et

where 1 represents long-run relationships among variables. The rank of N determines the number of

cointegrating equations.

The Johansen (1995) framework is applied repeatedly to ensure robustness of long-run estimates and to

validate equilibrium relationships between fiscal deficit and capital formation.
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Causality and Dynamic Analysis

Causality is examined using Granger (1969, 1988) causality tests to identify directional relationships.
Additionally, impulse response functions based on Koop et al. (1996) are used to analyze how shocks in fiscal

deficit affect capital formation over time.
Model Specification

The empirical model includes:

. Fiscal deficit (FD)

. Gross capital formation (GCF)
. Interest rate (IR)

. GDP growth (GDP)

The structural model is specified as:

GCFt = f(FDt,IRt, GDPt)

Analytical Justification

The choice of Johansen cointegration (Johansen, 1995) is justified due to its ability to handle multiple
endogenous variables and identify long-run equilibrium relationships. This is particularly important in fiscal

studies where variables exhibit mutual dependence.
Results

The empirical synthesis based on the applied econometric framework indicates a complex relationship
between fiscal deficit and capital formation in India. The results suggest both short-run volatility and long-

run structural dependency between variables.

The unit root tests confirm that all major variables are integrated of order one, justifying the application of
cointegration techniques. The Johansen cointegration test (Johansen, 1995) reveals at least one stable long-
run equilibrium relationship between fiscal deficit and capital formation, indicating that the variables move

together over time.

In the short run, fiscal deficits show mixed effects on capital formation. Expansionary fiscal policy initially
stimulates investment through demand-side effects, consistent with Keynesian theory (Feldstein, 1982).
However, over time, increased government borrowing leads to upward pressure on interest rates, reducing
private investment.

Impulse response analysis indicates that a positive fiscal shock leads to a delayed decline in capital formation
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after initial positive effects. This aligns with crowding-out literature (Balcerzak & Rogalska, 2014).

Causality tests suggest bidirectional relationships between fiscal deficit and investment, consistent with
Granger (1988). This implies feedback effects where investment conditions also influence fiscal policy

decisions.

The Johansen (1995) framework confirms that deviations from long-run equilibrium are corrected over time,

indicating system stability but slow adjustment speed.
Discussion

The findings highlight the dual nature of fiscal deficits in shaping capital formation. On one hand, fiscal
expansion can stimulate economic activity and support infrastructure development, thereby enhancing
private investment (Bahal et al., 2015). On the other hand, persistent deficits create financial constraints that

reduce private sector participation.

The theoretical implications align with the mixed evidence in literature. Easterly and Rebelo (1993) argue that
fiscal policy effectiveness depends on expenditure composition, while Raju and Mukherjee (2010) emphasize

sustainability concerns in India.

A key insight is that the crowding-out effect is not immediate but emerges over time, consistent with
intertemporal dynamics captured through Johansen (1995). This highlights the importance of long-run

analysis in fiscal policy evaluation.

Policy implications suggest that fiscal consolidation should focus on productive expenditure rather than
contractionary measures. Investments in infrastructure may offset negative crowding-out effects, as

suggested by Hur et al. (2010).

Limitations include reliance on macro-level data and absence of sectoral disaggregation. Additionally,

structural breaks in the Indian economy may influence stability of results.
Conclusion

This study provides a dynamic econometric assessment of the relationship between fiscal deficit and long-
term capital formation in India. The findings confirm that fiscal deficits exert both positive and negative

influences depending on time horizon and economic structure.

The Johansen cointegration framework (Johansen, 1995) plays a central role in identifying long-run
equilibrium relationships, demonstrating that fiscal variables and capital formation are structurally
interconnected. Short-run effects may appear expansionary, but long-run dynamics indicate potential

crowding-out pressures.
Volume 14, ISSUE- 01 (2026) Page 6|



IFSMRC AFRICAN INTERNATIONAL JOURNAL OF RESEARCH IN MANAGEMENT
(E-ISSN: - 2308-3034, P-ISSN: - 2308-1341)

PUBLISHED DATE: - 13-01-2026 PAGE NO: - 1-8

The study contributes to macroeconomic literature by integrating intertemporal analysis with empirical

investment theory. Policy recommendations emphasize fiscal discipline, improved expenditure efficiency,

and prioritization of capital-enhancing public investment.

Future research should incorporate structural breaks, financial sector development, and sector-specific

investment responses to provide deeper insights into fiscal dynamics.
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