ISSN: 2582-7219

International Journal of Multidisciplinary
Research in Science, Engineering and Technology

(A Monthly, Peer Reviewed, Refereed, Scholarly Indexed, Open Access Journal)

Impact Factor: 8.206 Volume 8, Issue 2, February 2025



© 2025 IJMRSET | Volume 8, Issue 2, February 2025| DOI: 10.15680/IJMRSET.2025.0802055

IBNNHPELYEPIRE | www.ijmrset.com | Impact Factor: 8.206] ESTD Year: 2018|

International Journal of Multidisciplinary Research in
Science, Engineering and Technology (IJMRSET)

IIMBSET (A Monthly, Peer Reviewed, Refereed, Scholarly Indexed, Open Access Journal)

Effect of Progressive Taxation on
Economic Growth

Sohini Biswas, Srikanth S, Suranjana, Surya S, Tamilarasu K E, Tejasvani D, Vaitheeshwar V,
Vanavarshini A S, Yedoti Tejaswi, Yuvan Shankar D, Dr. Batani Raghavendra Rao M.Com, PHD
MBA (Core Finance) Students, Faculty of Management Studies, CMS Business School, Jain Deemed to be University,
Bengaluru, India
Professor, Department of Finance, Faculty of Management Studies, CMS Business School, Jain Deemed to be

University, Bengaluru, India

ABSTRACT: Progressive taxation plays a crucial role in shaping economic policies by promoting income
redistribution and ensuring fiscal stability. This research examines the effects of progressive taxation on economic
growth, investment, employment, capital accumulation, and income equality using secondary data analysis. The study
highlights that moderate progressive tax policies contribute to sustained economic growth by generating higher
government revenues, which are then reinvested into public services, infrastructure, and social programs. India's GDP
grew from $2,870.5 billion in 2019 to $3,889.1 billion in 2024, alongside an increase in tax revenue from INR 20.80
trillion to INR 38.53 trillion, indicating a positive correlation between tax progressivity and growth suggest that
excessive tax burdens may discourage Foreign Direct Investment (FDI), as seen in the decline from $84.80 billion in
2022 to $26.17 billion in 2024. The Gini coefficient improved income equality, but a slight rise in 2024 suggests that
taxation alone may not be sufficient to sustain equity without additional policies. Countries like Sweden and Germany
demonstrate that progressive taxation, when coupled with efficient government spending, fosters both economic
expansion and social welfare. The study concludes that a balanced tax structure, combined with business incentives,
targeted public investments, and fiscal efficiency, is essential for maximizing the benefits of progressive taxation while
mitigating its potential drawbacks.

KEYWORDS: Progressive Taxation, Economic Growth, Income Redistribution, Fiscal Policy, Investment, Public
Spending, Tax Equity, Foreign Direct Investment (FDI), Income Equality, Government Revenue.

L. INTRODUCTION OF THE STUDY

Taxation lies at the critical point of economic development, serving as a major revenue source for governments and
shaping crucial macroeconomic factors. Among the different taxation systems, progressive taxation has received wide
debate in the literature of economics. In this system of taxation, the rate of taxes increases with the increase in income
of individuals, intending to encourage income redistribution and justice in economic affairs. Its proponents argue that it
reduces income inequality and increases social welfare, while critics argue that progressive taxation may discourage
investment and economic productivity. Its impact on economic growth, therefore, remains one of the crucial focuses in
public finance and policymaking.

Progressive taxation tries to make the economic structure fairer by imposing a higher tax burden on the higher-income
group. This agrees with the vertical equity principle, as everybody contributes according to his or her financial ability.
Accordingly, much empirical evidence from studies shows that well-structured progressive tax systems reduce income
inequalities and increase consumer demand, thus strengthening social cohesion. However, its effectiveness in driving
economic growth depends on factors such as tax rates, economic conditions, and the efficiency of government
spending. One of the most important benefits that progressive taxation may bring is an increase in aggregate demand.
Due to the higher marginal propensity to consume among lower-income households, redistributive tax policies can
increase overall consumption and economic activity. Therefore, this increases in disposable income for the lower-
income groups through progressive taxation may lead to sustained growth. It will enable governments to finance very
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vital public goods—such as education, healthcare, and infrastructure—that are crucial for long-term economic
development.

However, critics argue that progressive taxation may discourage productivity, savings, and investment. High tax rates
on top earners and corporations may reduce incentives for entrepreneurship and capital accumulation, potentially
slowing economic growth. Moreover, it may encourage tax avoidance and capital flight, as the wealthy and businesses
transfer their assets to lower-tax regions, undermining the effectiveness of the system. These concerns show how
important it is to construct fiscal policies in pursuit of equitable efficiency within economic terms. The existing
empirical literature addressing the impact of progressive taxation on economic growth shows quite inconclusive
findings. Some indicate that moderate progressive taxation supports sustainable growth to one level, advocating equal
distribution of income, but on the other hand, overly harsh tax policies undermine incentives to innovation and capital
investments. The efficacy thus rests upon the individual economic and institutional background of a country.

1.1 STATEMENT OF THE PROBLEM

The effect of progressive taxation on economic growth reflects a difficult trade-off between decreasing income
inequality, funding important public services, and discouraging work, savings, and investment due to high marginal tax
rates. While the progressive tax systems try to shift the tax burden onto those who have a greater ability to pay, critics
argue that if tax rates rise beyond a certain level, often illustrated by the Laffer curve, it may reduce economic activity
and result in lower overall revenue, thus stifling growth. Although the empirical evidence remains mixed, with some
studies showing modest negative effects of growth and other context-dependent studies, policymakers, in an almost
impossible situation, are duty-bound to negotiate in tax policy designs that support fairness in income distribution and
ongoing dynamism in economic affairs.

1.2 OBJECTIVES OF THE STUDY

e Impact of Progressive Taxation on GDP Growth

e  Effects of Progressive Taxation on Income Redistribution

o Influence of Progressive Taxation on Investment and Entrepreneurship
e  Comparison of Cross-Country Taxation Models

1.3 SCOPE OF THE STUDY

The study tries to establish a relationship between progressive taxation and economic growth through an analysis of
theoretical concepts and empirical data from various economies. The focus of the study would be to find out the impact
of progressive tax policies on some key macroeconomic indicators like GDP growth, investment, and income
distribution. Looking into the data from both developed and developing nations, the research offers a comparative
analysis of fiscal policy outcomes. This is exclusively a study on progressive taxation, therefore excluding other
taxation regimes such as regressive or flat tax, just to make the argument clear.

II. REVIEW OF LITERATURE

1. Tax Policy and Long-Term Growth in Advanced Economies

Chen and Zhang (2024) examine the long-run implications of progressive tax policy on growth in advanced economies.
They found that high tax rates may be growth-retarding in the short term but, in the longer term, foster growth by
promoting fair distribution of wealth and financing crucial investments.

2. Social Mobility and Progressive Taxation

Zhang (2024) examines the impact of progressive taxation on the social mobility of developed nations. His hypothesis
is that since progressive taxes are normally coupled with public services, they increase opportunities for upward
mobility that in turn lead to long-run economic growth.

3. Relationship Between Tax Progressivity and Environmental Sustainability

This 2024 study by Patel et al. is at the juncture of progressive taxation and environmental sustainability. They can
argue that increased tax on polluting industries may finance environmental initiatives to drive green economic growth.
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4. Taxation, Economic Growth, and Welfare States

Ballard and Osborne 2023 offer a fully comprehensive analysis of the interaction between tax systems and welfare
states, with special emphasis on how progressive taxation underpins both the social safety nets and economic resilience.
They put forward the argument that countries with higher progressivity experience more balanced growth.

5. Taxation, Innovation, and Economic Growth

This is a 2023 literature review by Harrison (2023) covering the impacts of progressive taxation on innovation. He
finds that the effects of progressive taxation are quite mixed, but tax credits and research deductions lower the negative
impact of high tax rates on innovation.

6. Taxation and Entrepreneurship in Emerging Markets

A Progressive Impact Analysis Kumar and Agarwal, 2023, examine the progressive impact of tax on entrepreneurship
in emerging markets; while higher taxes may act as a barrier to entrepreneurship for some, tax incentives related to
innovation and startups may offset the effects to achieve more economic growth.

7. The Role of Taxation in Sustainable Growth

This 2022 study by Thompson and Johnson examines the role of progressive taxation in fostering long-term sustainable
economic growth. They argue that nations with progressive tax policies have more robust social safety nets, which
support growth during downturns.

8. How Progressive Taxation Affects Entrepreneurial Activity

The 2022 study by Lee and Yang provides some indication of the way in which, though progressive taxation can
increase government revenues, it may similarly discourage entrepreneurial risk-taking, have an effect on long-term
economic growth, lower innovation, and decrease job creation.

9. The Role of Taxation within the Economic Development of Latin America

This 2022 study by Fernandez and Garza tries to establish the relationship between progressive taxation and economic
development in Latin American countries. They find that progressive tax systems lead to growth by uplifting education
and infrastructure but caution about excessive tax burdens on investment.

10. Progressive Taxes and Growth in the European Union

The 2022 study by Martin and Dupuis tries to assess the relationship between progressive taxes and growth among EU
member states. They find that progressive taxation promotes growth, since it encourages investment in human capital
and technology, while at the same time reducing wealth concentration.

11. Tax Progressivity and the Labour Market in Latin America

Rodriguez and Silva 2022 find out the nexus between tax progressivity and the labour market of Latin America
outcomes. Their result suggests that more progressivity always brings about unemployment and wage inequalities at a
relatively lower level that indirectly boosts the level of growth.

12. Progressive Taxation and Economic Growth in Developing Countries
In a 2021 study, Ayala and Rivera investigate the impact of progressive taxation on economic growth in developing
countries. They find that higher income inequality, often stemming from inefficient tax systems, dampens economic
growth. Progressive taxes help reduce inequality and foster inclusive growth.

13. Corporate Taxation and Growth Dynamics in the EU

This 2021 study by Weber looks at the impact of progressive corporate taxes in the EU. They find that while corporate
taxes can reduce investment, a moderate level of progressivity encourages businesses to innovate, benefiting overall
economic growth.
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14. Effects of Tax Progressivity on Economic Recovery Post-Recession

Martinez (2021) discusses the role of progressive taxation in post-recession economic recoveries. She shows that
countries with progressive tax reforms had faster recoveries due to higher public investment and a more equal
distribution of income.

15. Progressive Taxation and the Labour Market

This paper by Patterson and Cook (2021) examines the impact of progressive taxation on the supply of labour. They
show that high tax rates on high-income earners may reduce incentives to work but ultimately lead to higher levels of
human capital investment and productivity growth.

16. The Impact of Taxation on Capital Flows in Developing Countries

Lopez and Ruiz (2021) analyse how progressive tax systems affect capital flows of developing economies. They
establish the fact that tax progressivity restrains capital flights since it is invested domestically in activities that could
yield growth

17. Progressive Taxation, Income Inequality, and Economic Growth

In the paper, Smith (2020) discusses the relationship between progressive taxation, income inequality and economic
growth. The study concludes that progressive taxation lowers income inequality, however, the significance that it
imposes on growth is very sensitive to the overall tax burden and efficient government spending.

18. Wealth Taxation and Growth

In a 2020 study, Gupta and Soni conducted a cross-country analysis to evaluate the effects of wealth taxes on economic
growth. Their findings suggest that moderate wealth taxes have a positive impact on reducing inequality without
harming economic performance, as long as they are reinvested into public services.

19. The Political Economy of Progressive Taxation

This study by Roberts and Sutherland (2020) examines the political economy behind progressive taxation policies.
They show that progressive tax systems tend to stabilize economies and promote growth by reducing social unrest and
income disparities.

20. Progressive Taxation and Public Investment in Infrastructure

Johansson and Svensson (2020) argue that progressive taxation can be an effective tool to finance public infrastructure
investments, which in turn boost long-term economic growth. They provide evidence from Scandinavian countries
where public investment has been funded through taxes on high incomes.

III. RESEARCH METHODOLOGY

This study adopts a descriptive research design to analyse the impact of progressive taxation on economic growth,
investment, employment, capital accumulation, and income equality. The objective is to assess the relationship between
taxation policies and key economic indicators while drawing insights from successful implementations worldwide.

Data Collection

The research primarily relies on secondary data sources, collected from reputable sources such as:
e  Government reports (e.g., Ministry of Finance, Reserve Bank of India, Economic Surveys)
Published research papers and journal articles

Policy documents from international organizations (e.g., IMF, World Bank, OECD)

Financial statements and tax reports from government agencies

Statistical data from databases like the National Statistical Office (NSO) and World Bank
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IV. ANALYSIS AND INTERPRETATION

1. How does progressive taxation influence economic growth in different economic settings?

Progressive Taxation and Economic Growth (India, 2019-2024)
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Analysis type: Trend and Relationship Analysis

Interpretation: If both GDP and tax revenue increase proportionally, it indicates that progressive taxation does not
hinder economic growth. However, if GDP slows down while tax revenue rises, it may suggest that higher taxation
could be limiting economic expansion.

2. What are the short-term and long-term effects of progressive taxation on investment, employment, and capital
accumulation?

Investment, Employment, and Capital Accumulation (India, 2019-2024)
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Analysis type: Impact Analysis

Interpretation: A decline in FDI inflows alongside an increasing unemployment rate may indicate that high taxation
reduces investor confidence and job creation. Conversely, stable or growing FDI with declining unemployment
suggests that progressive taxation does not negatively impact capital accumulation and labour markets.
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3. To what extent does progressive taxation contribute to income equality without negatively affecting growth?

Progressive Taxation and Income Equality (India, 2019-2024)
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Analysis type: Income Distribution Analysis

Interpretation: A decreasing Gini coefficient suggests that progressive taxation is effectively reducing income
inequality. However, if the Gini coefficient remains constant or increases, it may imply that taxation alone is
insufficient to improve income distribution.

4. What lessons can be learned from countries that have successfully implemented progressive tax policies?

Tax Revenue and Public Spending (India, 2019-2024)
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Analysis type: Comparative Fiscal Analysis

Interpretation: If government expenditure grows in proportion to tax revenue, it suggests that tax policies are funding
development initiatives. However, if tax revenue rises but government spending does not increase correspondingly, it
may indicate inefficiencies in fiscal policy or fund allocation.
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V. FINDINGS AND SUGGESTIONS

e  GDP Growth: India's GDP increased from $2,870.5 billion in 2019 to $3,889.1 billion in 2024, indicating steady
economic growth despite fluctuations.

e Tax Revenue: Tax revenue rose from INR 20.80 trillion in 2019 to INR 38.53 trillion in 2024, suggesting higher
government earnings through progressive taxation.

e FDI Inflows: Foreign Direct Investment increased from $50.60 billion in 2019 to $84.80 billion in 2022, but
declined to $26.17 billion in 2024, possibly due to taxation impacts.

e Government Expenditure: Increased from INR 26.86 trillion in 2019 to INR 45.03 trillion in 2024, suggesting that
tax revenues are being reinvested into public services and infrastructure.

e Gini Coefficient: Declined from 0.38 in 2022 to 0.31 in 2023, before rising to 0.35 in 2024, indicating that
progressive taxation initially improved income equality but might require additional policy interventions to sustain
long-term effects.

e  Government Expenditure Growth: Increased consistently, indicating that India is using tax revenues to fund public
services similar to successful models like Sweden and Germany.

o  FDI Decline (2023-2024): Suggests that an excessive tax burden without investor-friendly policies may discourage
long-term capital inflows, as seen in some over-taxed economies.

SUGGESTIONS

1. Balanced Taxation Policies

Maintain moderate progressive taxation rates to ensure wealth redistribution without discouraging investment and
innovation.

2. Encouraging Investments

Introduce tax incentives for businesses and entrepreneurs to offset any negative effects of higher taxation on
investments.

3. Efficient Government Spending

Ensure that increased tax revenues are directed toward productive areas such as infrastructure, education, and
healthcare for sustainable growth.

4. Monitoring Income Inequality

Implement policies alongside taxation, such as wage regulations and social security programs, to effectively reduce
inequality.

VI. CONCLUSION

Progressive taxation plays a crucial role in income redistribution and economic stability by ensuring that higher-income
earners contribute more to government revenues. This system helps reduce income inequality while funding essential
public services such as education, healthcare, and infrastructure. The study finds that progressive taxation in India has
successfully increased tax revenue and government expenditure, leading to economic stability. However, its long-term
impact on economic growth, investment, and employment depends on how effectively tax revenues are utilized.

While GDP and tax revenue have grown together from 2019 to 2024, a decline in Foreign Direct Investment (FDI)
inflows after 2022 suggests that excessive taxation may discourage investors. This highlights the importance of a
balanced tax policy that promotes both economic equity and business growth. Countries like Sweden and Germany
have effectively used progressive taxation by reinvesting revenues into social programs and infrastructure, ensuring
long-term economic benefits.

Efficient government spending is key to maximizing the benefits of progressive taxation. Tax revenues should be
allocated to high-impact areas that enhance human capital and productivity. Additionally, business-friendly policies,
such as tax incentives for startups and investment in research and development, can help counteract any negative effects
of high taxation.
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