HE RECENT HEADLINES
about government support
for Vodafone Idea highlights
an enduring fiscal paradox—
public money is routinely
used to prop up inefficiency. This is not a
one-off event. Over the years, govern-
ments have repeatedly stepped in, offer-
ingbailoutsandrelief packages tostrugg-
ling companiesandeven entireindustries
using taxpayers’resourcesinthename of
protectingjobs,investors,or systemicsta-
bility. While well-intentioned, such inter-
ventions often keep inefficient and even
unviable businesses afloat, undermining
marketdisciplineand sidesteppingrobust
stress-resolution frameworks like the
Insolvency and Bankruptcy Code.

Consider two firms, A (efficient) and B
(inefficient), each deploying resources
worth100 to produce thesame product.
Firm A produces 100 units, while firm B
produces 80.If A seeks a profit of 20, it
would sellitsunitsat¥1.20 eachtoearna
total revenue of ¥120.At this market price,
B earns only 96, incurring a loss of 34,
and should exit the market, allowing re-
sources to flow to more efficient uses.
Thus,marketlogic rewardsefficiencyand
weeds out waste.

Now, introduce taxation. Suppose A
pays 209% tax on profits. To maintain its
post-taxreturn, it raises its priceto 1.25
per unit, earning 125 in total. At this
higher price, B earns ¥100, breaks even,
and survives without paying any tax.The
tax on efficiency effectively shelters inef-
ficiency.Scarceresources remain trapped
inunproductiveuse and the market’snat-
ural corrective mechanism is blunted.

Take thelogic further.If Areinvests its
profits in research and development, it
may produce 125 units with the same
resources.Tomaintainits ¥20 profit after
tax,itwould sellat X1 perunit.At this price,
Bincursaloss of ¥20 and should exit the
market.Butifthe government,usingtaxes
levied on efficient firms, subsidises B by
320, it continues to survive. The efficient
firm contributesmoretonationalincome,
employment,and technological progress.
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Yet, it bears a higher tax burden merely
becauseit succeedsindoingso.The ineffi-
cientfirm,which misuses scarce resources
and addslittle tonational wealth,escapes
thisburden entirely.

Ineffect,thetaxsystem,byforcing effi-
cient firms to raise prices, protects ineffi-
cient ones from competitive pressure.
Instead of rewardingenterpriseand inno-
vation, it dullstheir edge.Instead of push-
ing out the inefficient, it keeps them
afloat.The outcome is a market cluttered
with firmsthatsquanderscarceresources
anddrag down productivity.
Thissystem sendsa perverse
message—being efficient
attracts penalties, while
inefficiency invites protec-
tion.This runscounter tothe
very grain of the market,
causing deep market failure
and leaving both costs and
prices higher.

Variousjustificationsare
advanced for such fiscal dis-
tortions—public interest,
national security, the need
for competition,or systemic
stability. Some of these considerations
may have merit, especially on strategic or
essentiality considerations or during
depressions. But they often amount to
throwing good money after bad. Since
determining genuine casesof national or
economic necessity involves complex
political-economy choices, the benefit of
doubt tends to go to inefficiency. More-
over, there are ways to address most of
these concerns; forinstance,competition
concernswith competitionlawand policy
rather than fiscal distortions.

|
Efficient firms
should be
empowered to
expand and
innovate, while
inefficient ones
must not linger as
protected wards
of the state
|

This paradox extends to personal
income tax as well. An individual who
earns more—often by being more pro-
ductive, innovative, or risk-taking—parts
with a larger share of income through
highertaxrates.Thehigherthe efficiency,
the greater the share of income surren-
dered to the exchequer.In extreme cases,
asseen historicallywith marginal taxrates
touching 90% in some countries, such
confiscatory systems have stifled enter-
priseand creativity.The message is unm-
istakable—efficiency does not pay; con-
formity does.

Recognising these dis-
incentives, many modern
economies have reduced
marginal tax rates to allow
individuals to retain a fair
portion of the gains from
theirproductivity.Yet,even
with lower rates, progres-
sivetaxationstillimposesa
cost on efficiency, while
profit taxes dissuade firms
from expanding margins.
Both forms of taxation
extracta price from those
who contribute most to economic growth.

These paradoxesillustratehowthe fis-
cal system often distorts markets rather
than enablingthem.Despitebeing one of
the oldest tools of statecraft, taxation still
struggles to balance fairness, simplicity,
and efficiency. Modern states have drif-
ted far from the once-celebrated princi-
plesof neutralityand transparencyin tax-
ation—principlesaimed atfinancing only
core sovereign functions. By embracing
an ever-expanding notion of welfare,gov-
ernments have ended up taxing effi-

ciencyand using the proceeds to sustain
inefficiency,all in the name of equityand
redistribution.

Amodern approach must break this
cycle.With a robust insolvency regime
now in place, India has the institutional
tools to let market forceshandle business
stress. Fiscal policy must therefore be
reimagined toalignwith competitionand
innovation. The efficient should not be
penalised for success; rather, they should
be encouraged to reinvest, expand,and
innovate. Conversely, inefficient firms
should vacate space so that more capable
enterprises can use the same resources
more productively.

Acoherent economicframeworkmust
integrate taxation,competition,and inno-
vation into a single, reinforcing design.
The goal should be to reward the creation
of value, not the mere existence of firms.
Tax and subsidy policies should focus on
encouraging efficiency, perhaps by mod-
estly taxing the cost of sales across all
firmsregardlessof profits while lowering
taxrates forsuccessful ones.

Welfarism of the state is both under-
standable and essential when directed
toward the genuinely deprived. Those
disadvantaged by circumstance deserve
support for a life of dignity. But compa-
nies are not deprived; they operate in
markets open to all, and their fortunes
depend on their competence, efficiency,
and integrity. When the state extends
welfarism to them, it effectively rewards
inefficiency and perpetuates waste,iron-
ically financed by taxes collected from
the efficient.

Tofosterlong-term growth, fiscal pol-
icy must reward efficiency, not punish it.
Efficient firms should be empowered to
expand and innovate, while inefficient
ones must notlingeras protected wards of
the state.Only then can India’s economy
realise its full potential,driven by produc-
tivity, disciplined by competition, and
shapedbyincentives that promote rather
than impede progress. Taxing efficiency
tofundinefficiencymust end to sustaina
market economy.



