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Foreword

The Discussion Paper on Government Subsidies brought out by the
Ministry of Finance in May 1997 led to a countrywide discussion on
subsidies in which academicians, parliamentarians, auditors and
accountants, journalists, and public at large, participated at length. Among
the various issues that caught the attention of the discussants in relation to
the multi-faceted subject of subsidies in general, and the Discussion Paper
in particular, were those that pertained to alternative definitions of
subsidies, their classification into merit and non-merit categories, the
methodology of estimating budgetary subsidies, and the implications of
inefficiency costs that were embedded into the subsidy estimates. However,
the seriousness and significance of the issues was acknowledged by all
concerned.

In an analytical review, A. Vaidyanathan (The Hindu, September 1,
1997) observed: “These figures should dispel any doubt that a large and
growing magnitude of the unrecovered cost of goods and services provided
by the government is a major factor contributing to the deteriorating fiscal
health of the governments at both levels”. In a panel discussion organised
by the PHD Chambers of Commerce and Industry (PHDCCD), it was
reported (Times of India, July 4, 1997) that a consensus had emerged that
government subsidies should be gradually phased out.

At the technical level, however, various methodological issues were
discussed. In a commentary on the Discussion Paper, the Economic and
Political Weekly (May 31, 1997) wrote that the paper failed to take
cognizance of the significance of “dynamic externalities” in the entire range
of social and economic services. The EPW write-up asserted that the “the
incidence of subsidies is estimated to have gone up” because of “extraneous
elements such as the average interest costs which have been arbitrarily
pushed up by public policies”. Other methodological issues related to
estimation of depreciation rates. It was suggested that the capital
expenditure on projects under construction should not include depreciation
for the first few years as the assets had not yet begun to yield services.
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A second dimension of the debate related to classification issues.
Many people questioned whether a particular subsidy should be classified as
“merit subsidy”. Most cited the example of higher education. In the
Discussion Paper, elementary educaticn, however, had been counted on the
side of merit subsidies. In this context as well A. Vaidyanathan (The
Hindu, September 1, 1997) observed: “While in principle a society is free
to decide this, its freedom is constrained by the availability of resources”.
Classification into merit and non-merit categories was bound to be disputed.
A.C. Tiwari (Financial Express, June 4, 1997) wrote: “The classification
of services into “merit’ and “non-merit’ can be highly subjective and
reaching a consensus will be difficult”.

There was hardly any disagreement as to the fact tnat most
subsidies were poorly targeted. Kirit S. Parikh (Economic Times, June 23,
1997) suggested “If we and our politicians really care for the poor, we
would drastically trim all non-targeted subsidies ... and of course, spend
twice as much on elementary education and make it compulsory”. G.K.
Nair (June 17, 1997) observed “The purpose of subsidising merit
goods/services would be served only when the benefits reach the targets and
enhance their ability to earn and produce more for the economy”.

Although, the paper had provided a blueprint for recasting the
subsidy regime, it stopped short of providing a concrete action plan. In the
May 19-June 1, 1997 issue of Business India, N. Chandramohan (p- 53)
wrote: “A white paper on subsidies reveals the extent of the subsidy
problem, but tiptoes around any solution”. There was also the complaint:
“The problem it skirts around however is getting the government, any
government, to bell the cat”.

While this debate continued, the Parliamentary Committee attached
to the Ministry of Finance met twice to discuss the issues that were raised in
the Discussion Paper. The present study arose primarily out of the
concerns expressed in the meetings of the Parliamentary Committee that in
classifying subsidies into merit and non-merit categories, it may sometimes
be necessary to go to sub-major or minor heads rather than dealing with
expenditures only at the level of major budgetary heads. The study updates
subsidy estimates with reference to the Union Government Finances for
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1995-96 and 1996-97, whereas the earlier estimates pertained to 1994-95
onlv. It examines the issue of classifying subsidies into merit or non-merit
services at a more disaggregated level. Furthermore, the issue of excess
subsidisation with reference to certain exogenous norms pertaining to the
desired degree of subsidisation for different categories of services is
examined.

The working out of excess subsidisation requires magnitudes of
elasticities of demand with respect to private and social demand curves, and
elasticities of supply. A general equilibrium framework also needs to take
into account inter-sectoral elasticities. As information on these is not readily
available, some broad norms with respect to the recovery rates, keeping in
view a broad judgement regarding relevant externalities, needs to be taken.
The study works out the scope of additional recoveries by applying average
desirable or normative recovery rates on three categories of services,
namely, Merit I, Merit II, and Non-Merit. While in the Non-Merit case,
recoveries should be near hundred percent, at least of the current or
variable cost, for Merit I category, a high degree of subsidisation may be
justified.

The study was undertaken at the instance of the Ministry of
Finance, Government of India. However, the opinions expressed here are
those of the authors only.

In the completion of the study, we had the opportunity of discussing
various issues with a number of officials in the Department of Economic
Affairs, Ministry of Finance, and colleagues at NIPFP who contributed
with important materials and views. ~We would especially like to
acknowledge the help received from Shankar N. Acharya, Tarun Das, and
Arvind Kumar from the Department of Economic Affairs, Ministry of
Finance. At the NIPFP, Amaresh Bagchi, Emeritus Professor, and A.
Lahiri, Director, helped with valuable suggestions and constant
encouragement. We consulted Tapas K. Sen from ume to time in view of
his expertise in the matter. Bhujanga C. Rao and T.S. Rangamannar
provided relevant materials and useful suggestions. ~ We gratefully

aowledge their help and take the responsibility for any errors that may
yet remain undetected.
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R. S. Tyagi provided adept secretarial support. The editorial and
production team at NIPFP comprising Rita Wadhwa, Jagmohan Singh
Rawat, and Jagan Mohini have transformed the manuscript in its present
format.



I Subsidies: Concepts and Issues

Introduction

Apart from the unduly large volume of subsidies (at more than 14
percent of GDP), the subsidy regime in India was critiqued in the
Discussion Paper (DP) on Government Subsidies in India (May, 1997), as
being non-transparent, inefficiently administered, poorly targeted, and
regressive, leading to misallocation and waste of resources, while keeping
government budgets in persistent imbalance. While the states accounted
for the bulk of these subsidies (more than 2/3rds), the remaining subsidies
emanated from the central budget. Although more than two and a half
years have elapsed since the publication of DP 1997, attempts at reducing
unwarranted subsidies have been few and far between.

A successful reform of the subsidy regime calls for evolving a
consensus among policymakers. One write-up, among several that
commented upon the DP 1997, had appropriately concluded by quoting
Prof. Sukhamoy Chakravarty: "Societies which have grown fast during the
recent period have done so not because the sum total of problem solving
effort has been vastly greater in any measurable sense (than ours), but

w2

because they could succeed in evolving a broad consensus on priorities”.

The present paper revisits the subsidy issue but focuses on the
central budgetary subsidies. In the context of subsidies, the three pertinent
questions, viz., what to subsidise; how to subsidise; and how much to
subsidise; are addressed here. Its main features are: (i) reclassification of
subsidies within the merit and non-merit categories using information on
expenditure heads upto sub-major and minor heads, where necessary; (ii)
modification in the methodology * of calculating depreciation costs;* (iii)
estimation of implicit and explicit central budgetary subsidies for 1995-96
and 1996-97; estimation of ‘excess’ subsidisation by grouping
goods/services into three broad categories deserving high, intermediate,
and low subsidisation; (iv) quantification of the scope of subsidy reduction
under alternative assumptions; and (v) identification of the ways and means
for subsidy reduction.
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The main findings of the study are: subsidies explicit and implicit,
emanating from the centra' budget are estimated at Rs. 43,000 crore in
1995-96, and Rs. 48,000 crore in 1996-97. This amounts to about 40
percent of centre’s net revenue receipts. The recovery rates are as low as
8.36 percent of costs for social services and 16.58 percent for economic
services. Of the total subsidies, nearly 60 percent are in the non-merit
category deserving little subsidisation. The category where a high degree
of subsidisation may be considered desirable account for only 4 to 6
percent of the total subsidies. Using a sensitivity analysis, making
alternative assumptions about the average degree of subsidisation for
different categories, it would appear that excess subsidisation is about 70
percent of total subsidies. Subsidies, can thus be cut down to nearly 30
percent of their present level while maintaining a desirable degree of
subsidisation in the relevaut categories.

The Case for Subsidies

To recapitulate, the issue of subsidy arises in the context of the
provision of a service/good, where a user/beneficiary is identifiable, and
the extent of his consumption, measurable. To the extent that the cost of
providing a good, financed by the government budget, is not paid for by
the user, it is paid for by the taxpayer. Such a subsidisation by the
taxpayer may become justifiable when the benefit of the good/service is
spread beyond the user or the direct beneficiary. Economists often refer to
this phenomenon as positive externalities. For example, when an individual
is educated, he may have benefited himself. But by his education, his
neighbours, and the society at large would also benefit, if he turns out to
be sociable and a law abiding citizen as a result of his education. In such
circumstances, the market leads to a less than socially desirable level of
consumption. This is because, individuals express their demand for a
certain good taking into consideration their private benefits and their
ability to pay. Their demand reflects benefits to themselves and not to the
society as a whole. Since the benefits to the society are additional, the
society may try to induce a higher level of demand through subsidies. Such
extended benefits may relate both to consumption and production
activities.
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Budgetary subsidies arise when the government fails to recover the
cost of providing the service from the users by such means as fees, tariffs,
and user charges. Subsidies also arise when government procures a
commodity from the sellers, and then sells it at prices that do not cover the
procurement price and the cost of storage, handling, transmission, etc.
Such is the case for food subsidies in India. Apart from being costly and
cumbersome, widespread intervention by the government in the market
impedes the ability of the market to respond to changing situations.

Although the issue of equity and efficiency has to be considered
keeping in view the impact of the entire fiscal and regulatory system
(taxes, subsidies, fiscal deficit, government expenditures, administered
prices), subsidies in India have a significant impact on the equity and
efficiency of the fiscal regime because of their size and spread. If excess
subsidisation is financed through distortionary taxation, efficiency of the
system is doubly compromised. An appropriate degree of subsidisation
may lead to better alignment of market prices to the structure of social
demands; but excessive subsidisation would distort their alignment leading
to waste of scarce resources, and regressive outcomes. Achieving the
right balance is, therefore, the key question in achieving the equity and
efficiency objectives of fiscal intervention.

Considering the draft on account of subsidies on budgetary
resources and also the effects of subsidies on the economy, there seems to
be need for prescribing, even at the initial stage, a duration or time limit
for the continuance of a subsidy. This may help in forewarning the
consumers/beneficiaries so that they may look for suitable alternatives for
their consumption profile.

Classifying Government Expenditures and Subsidies

Government expenditures in India are broadly classified into two
categories: non-developmental and developmental. In the non-
developmental category, expenditure heads like organs of state, fiscal and
administrative services are included. These services are in the nature of
public goods. They are not supplied by the market. Nor can they be
charged to individuals according to the extent of their consumption. They
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are appropriately paid for by taxation. The issue of subsidisation is not
relevant in these cases.

Public goods are identified by the twin characteristics of rivalry
(consumption by one user reduces the quantity available for another) and
excludability (consumption by one can be distinguished from consumption
by another). In modern economies, there are many goods/services that do
not clearly fall into the exclusive categories of purely public or purely
private goods. Both the characteristics of rivalry and excludability are
matters of degree, and often there are some goods which can be seen as
characterised by different degrees of “publicness’ and therefore fall in an
intermediate category. One such category is that of “club’ goods which
relate to goods that are non-rival for small groups but become rival when
the group of users becomes large. Examples are swimming pools and
roads.

Governments in India, both central and of states, however, actively
participate in the provision of a range of private goods under the head of
social and economic services. Budgetary subsidies arise when the
budgetary cost of providing the good/service is more than the recovery
made by the user/beneficiary of the service, the difference being financed
by taxpayers. Clearly, some subsidies are less justified than others. How
far can a service be subsidised through taxation is the critical issue.

The criterion of “externality’ determines whether the concerned
service should also be subsidised and to what extent. In the earlier DP a
classification of subsidies into merit and non-merit categories was
proposed. Many goods fell into the non-merit side, and since budgetary
subsidies have continued on these items for a long time, it has been
difficult to reduce them. As part of the phasing out strategy, it may be
desirable to have an intermediate category which can distinguish between
such expenditure categories as elementary education and higher education.
While both may require subsidisation, the degree of subsidisation may be
much higher for elementary education.  With more disaggregated
information being used, subsidies and related service categories may be
divided into three categories, viz. (i) Merit 1; (ii) Merit 2 and (iii) Non-
Merit. These broadly refer to categories of services with desired high,
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intermediate and low (or zero) degrees of subsidisation. The distinction
between them may be made on the basis of the extent of externality
associated with the service. The exact degree of subsidisation may
ultimately need to be determined, service by service. Determining the right
degree of subsidisation depends on the elasticities of social and private
demand, the extent of externalities, the associated cost (supply) functions,
and the relative preferences (weights) given by the society to distributional
objectives. Since quantifying the relevant parameters often proves to be
difficult, the society has to exercise a collective judgement. The desired
degree of subsidisation may be broadly indicated as: Merir 1 (80 to 100
percent), Merit 2 (50 to 70 percent), and Non-Merit (O to 10 percent).
Services proposed to be included in the three categories (details in annex
1), respectively, are indicated below:

Merit 1: Elementary education, primary health centres, prevention and
control of diseases, and ecology and environment.

Merit 2: Education (other than elementary), family welfare, sanitation
services, welfare of SC, ST and OBCs, social welfare and nutrition, food
for those below poverty line (BPL), plant protection, social and farm
forestry, rural development, major and medium irrigation (non-
commercial), non-conventional sources of energy (other than atomic
energy), and village and small industries.

Non-Merit: Irrigation (commercial), energy (power), coal and lignite, iron
and steel industries, cement and non-metallic industries, petrochemical
industries, chemical and pharmaceutical industries, dairy development,
engineering industries, transport equipment industries, telecommunications
and electronic industries, consumer industries, shipping, civil aviation,
road transport, and postal services, food for those above poverty line.

Here, the Merit I category is limited to only four items. The
implied judgement is that these are the heads of expenditures, where
government participation is a priority and externalities are large enough to
place them in the category deserving highest subsidisation. It needs to be
further emphasisedrthat the items listed are only accounting heads, and it is
the actual activity within those heads, which should be deserving of
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subsidisation. In ecology and environment, for example, much of the task
is to be attended to by market-based instruments other than
subsidisation. The Merit 2 category requires the judgement that although
subsidisation may be provided for the time being, it need not be as high as
90 to 100 percent. Although the criterion on which this should be decided
is the degree of associated externality, because of measurement difficulties,
some broad judgement has to be exercised.

The decision to subsidise the provision of a private good by
budgetary support can be considered in two stages. In the first instance, it
should be decided whether government should participate in the provision
of a private good/service at all. Apart from welfare related expenditures,
the government is supposed to participate in developmental activities.
However, not all developmental activities of the government need to be
subsidised. In the second stage, these developmental activities may be
divided into merit and non-merit categories so as to determine the
appropriate extent of subsidisation.

There already exists a scheme of expenditure classification
whereby government expenditures are divided into non-developmental and
developmental categories. As indicated earlier, expenditure heads like
organs of state, administrative, and fiscal services are classified under the
non-development category. These goods and services are in the nature of
public goods and do have a contribution to make in the development
process. However, our main concern is with the government provision of
private goods. These are all classified under development expenditures.
The first task in launching a subsidy reform programme is to clearly
delineate the sphere within which the governments should participate in the
provision of private goods, either by directly producing them or supporting
their production/supply through the private sector. This limit may be
provided by considering only those goods/services which are truly
developmental in character. The term developmental has been used with a
variety of meanings by economists and can differ in scope depending on
the context. In our present fiscal situation, within the developmental
category may be included only activities which are characterised by strong
vertical and horizontal linkages. The developmental effects of these should
spread out to a wide range of sectors/individuals. Roads and railways are
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examples of such activities. Some of these activities, characterised by
lumpy initial investment and connectivity, may not be forthcoming from
the private sector initiative. But even here the presence of government
may. be limited to that of an activity initiator, a nodal facilitator, or a
regulator. Even while the government participates only in the provision of
developmental goods/services, it does not automatically imply that all these
activities should be subsidised. That requires further consideration of the
associated degree of externality.

Reforming Subsidies: Some Critical Issues

a. Inefficiency and Costs: Inefficiency leads to a higher cost of
production. This creates a wedge between subsidies that are actually
received by the user of the service, and subsidies that are borne by the
budget. The difference between the two only subsidises inefficiency.
government's participation in providing services is attended by several
types of inefficiencies.  Apart from direct costs like those due to
overstaffing, poor maintenance of assets, procedural delays, delays in
taking critical decisions, there are systemic inefficiencies. Subsidy
interventions by the government distort market prices and often lead to
sub-optimal use of inputs in the economy, thereby raising overall costs in
the system. As a result of these and other inefficiencies, the costs
associated with the governmental provision of services tend to be high.
Who should pay for the inefficiencies — the taxpayer or the user? As
argued in DP 1997, the taxpayer should be asked to pay for public goods
or partially for goods with extended benefits to the society. Since
inefficiency is neither a public good nor a merit good, cost-escalation due
to inefficiency cannot be pushed on to the taxpayer. Nor is there a case for
passing it on to the user. The user is entitled to supply of service/good at
the lowest possible cost. However, inefficiency costs have become integral
to the public provisioning of goods in India. Since, in effect, when the
user does not pay enough to cover either the legitimate costs or the
inefficiency costs, it is the taxpayer who subsidises both types of costs.
While, it makes no difference to the estimated volume of budgetary
subsidies, it does imply that the first target in subsidy reduction should be
to lower the inefficiency costs, for in that case, subsidies can be reduced
without either reducing the level of the service or increasing the user
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prices. The issue of inefficiency is equally relevant for the supply of
public goods, i.e., organs of state, fiscal and administrative services,
although these are not considered here.

b. Targeting Subsidies: Untargeted subsidies waste scarce resources.
Properly targeted subsidies achieve the desired results with a limited draft
on the budgetary resources. The beneficiary of a subsidy must ultimately
be a person rather than a commodity or sector, although a subsidy, in
contrast to a transfer, is administered through the market of a good or
service. As such, even on first principles, the incidence of the benefit of a
subsidy becomes difficult to control. The problem is further compounded,
if they are administered through commodities that are inputs. Many
subsidies in India, as highlighted in DP 1997, are administered through
inputs like fertilisers, power, irrigation water, and diesel. Even when a
final good like food is involved, the subsidy regime remains poorly
targeted. The same is true of educational and medical subsidies. As a
result, the distributional pattern of subsidies evinces a regressive pattern in
many cases. Also, subsidies in agriculture, industries, and other sectors are
distributed according to the pattern of consumption of the concerned
products. Since, the pattern of consumption reflects the pattern of income,
segments of population with a higher purchasing power are able to
appropriate relatively larger benefits of subsidies. Subsidies imply
provision of a good/service at a price lower than what would have
prevailed without the subsidy intervention. Every price reduction has a
substitution effect (increasing the demand for the good, the price of which
has gone down, relative to others) and an income effect (increasing the
demand for the concerned good as also that of others). It is because of the
income effect, that the targeting of subsidies becomes absolutely essential.
If the demand of a good is inelastic with respect to price/income, any
income effect through subsidisation would lead to an increase in demand
for goods other than the subsidised good.

c. Reversing the Dynamics of Subsidy Growth: From any given starting
point, the degree and volume of subsidies have an inherent tendency to
increase because of the different ways in which costs and receipts grow
over time. Input costs, determined as a result of diffused and multiple
market processes, increase in the normal course. User charges, on the
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other hand, being more exposed to public scrutiny, and upward revisions
in them being processed through public bodies and authorities (executive
and legislature), tend to remain glued to old nominal levels. The gap
between costs and receipts associated with publicly provided goods thus
keeps widening. The recognition and reversal of this process is vital for
keeping the subsidy volume in check.

d. Dealing with Harmful Subsidies: Excess subsidisation is not just an
unwarranted fiscal cost. It can do significant damage. For example, over-
subsidisation of fertilisers, leads to excessive use of fertilisers, pesticides
and other agricultural inputs that have environmentally detrimental effects
leading to erosion, compaction, and denitrification of top soil. Similarly,
excess subsidisation of water causes drying up of rivers, declining water
tables and soil erosion. Excess subsidisation of diesel compounds
environmental pollution. ~Perverse’ subsidies are, in fact, recognised to be
a harmful global phenomenon. Myers, er.al. (1997) have estimated that
perverse subsidies constitute about 80 percent of the total subsidies on a
global scale, thus constituting about 5.3 percent of the global economy,
where the total volume of subsidies is estimated to be 6.8 percent of the
global economy.



II Estimating Subsidies: Methodological Issues

This technical note explains the (i) overall methodology for
estimating budget-based subsidies; (ii) the methodology for estimating
depreciation costs; (iii) a procedure for decomposing the aggregate recovery
rate; and (iv) a methodology for estimating the degree of oversubsidisation.

Estimation of Subsidies: Methodology

Subsidies are measured here as "unrecovered” costs of governmental
provision of goods/services that are not classified as public goods. In
particular, the goods/services under reference are those that are categorised
as social services and economic services. The unrecovered costs are
measured as the excess of aggregate costs over receipts from the concerned
budgetary head.

The aggregate costs comprise three elements: (i) current costs (RX);
(i1) annualised capital cost (opportunity cost of funds used for capital assets
and imputed depreciation costs; and (iii) opportunity cost of funds invested in
the form of equity or loan for the service (including those given to the
PSE's).

In terms of symbols, these costs are:
C =RX+(i+d"HK, +iZ,
where
RX = revenue expenditure
1 = effective interest rate
d* = depreciation rate
K, = aggregate capital expenditure at the beginning of the period

Z, = sum of loans and equity investment at the beginning of the

period
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Receipts are:

R =RR+({+ D)

where
RR = revenue receipts
I = interest receipts
D = dividends

Subsidy is defined as: S = C-R

In the estimation exercises here, current costs are given by revenue
expenditure on the given service (major or minor head), net of transfers to
funds, as also net of transfer payments. Other parameters are effective
interest rate and depreciation rate. The effective interest rate is the average
interest rate on aggregate Central government borrowing in the concerned
year. This is estimated to be 9.60 percent for 1995-96, and 10.23 percent
for 1996-97. The depreciation rate is to be calculated with reference to the
stock of capital at the beginning of the year. This stock of capital is the sum
of nominal investments in previous years. Since these are additions of
nominal figures, all at different prices, the calculation of depreciation rate
has to take this into account. The methodology used for this purpose is
explained below.

Methodology for Estimating Depreciation Costs

Let the life of a capital asset be T years. The rate of depreciation

1
would be (?) per year for the asset to be written off. For example, if T =

1
50 (years), — = .02.
(years) T

Let the current year be T + 1. The past years under consideration are from
1to T. Let nominal investments in these years be written as
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Assuming an investment growth rate of z, we have
L =0+2]
I =+ 2],
I, =1/ + 2™

Correspondingly,

I, =1/ + z)™
L =1/(1 +2)™

I, = I/(1 + 2)

If the long-term rate of inflation is "i', a nominal amount of 1 in year 1, is (1
+ 1) in terms of the prices of the T, year.

Then, the sum of I}, etc., in terms of the prices of the T, year can be written

as
I(1+1j“+1(1+1)“ ,
1+z 1+ z !
= L w!'+ w2+ . + 1]
where
)
W =
1+ 2z
Let, Ki= (I + 1, + ..... + 1)) indicate aggregate capital expenditure

obtained by summing investments measured in the prices of the respective
years in which they were made. We can write:
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It + 4 It
(1+2) 1+ 2"

e () e+ (2]

L[1+x+..+®"]

Kr = It t

where
x =1/(1+72)
or
I =K/ +x+ ... +x

Depreciation for one year in terms of the prices of year T is given by

(%) L+ wt w+ o+ wh

Il

I

(1) (I+w+ w+ ...+ wh
T) 0 Q4 x+ .+ XD

Depreciation in terms of prices of year (T + 1), i.e., the current year, can
be obtained by multiplying the above expression further by (1 + i). Thus, if
K; (i.e., outstanding accumulated capital stock in nominal terms) is to be
used as the base, the depreciation rate on this should be

(1) (1 + wH wt ...+‘w“) 1+
— 1
T 1+ x+ x>+ ...+ x"

We will refer to this expression as the adjusted depreciation rate
(ADR). By simulating with alternative values of parameters (i, z) the
following features regarding the impact of changes in the parameters on the
depreciation rate can be derived.
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ii.

iii.

The higher the inflation rate, higher is the depreciation
rate, for any given rate of growth of investment.

The higher the investment growth rate, lower is the
depreciation rate for any given inflation rate.

When both investment growth and inflation rates are equal,
the depreciation rate is just below their level upto a critical
point (close to 5.63 percent) and the level of both rates
increase above this, the depreciation rate is a little higher
than the common inflation and investment growth rates. This
excess increases as the rate of inflation (and the rate of
investment growth) increases.

The parameters used for estimating the ADR are indicated below.
For estimation of the long-term parameters, the sample used extends from
1950-51 to 1996-97.

ii.

iii.

Average inflation rate: 7.98 percent per annum. This is
calculated for the implicit price deflator of GDCF in the public
sector;

Average growth rate for nominal investment: 12.35 percent per
annum. This is calculated as compound growth rate with
reference to gross capital formation by the central government;
and

Average life of a capital asset: 50 years.

In deriving the base capital stock figure, only 1/3rd of investment in
three previous years has been taken into account for the fact that all
investment does not start giving service from the next year.

The estimated ADRs used for 1995-96, and 1996-97 are 5.24 and
5.25 percent per annum, respectively.



Central Budgetary Subsidies in India 15

Analysis of Recovery Rates

The recovery rate (receipts/costs) may be decomposed in the
following way:

The rate of recovery on directly provided services may be written as

RR RR
= . = 1 where Cl = RX + d*K,
RX+4d K, C

I

The rate of return on investment in the form of equity and loans may
be written as

I+D [+D )
=~ = 2 where C2 = iZ,.
(Z,) C
We have:

Total cost = C = Cl + C2 = (RX + d*K,) + iZ,
Total recovery = RR + (I + D)
The aggregate recovery rate can decomposed as:

_ RR+ (+D)
C

RR  (I+D)

C C

_RR (C1) 1+D 2)
“a\lc c2 (L C

r=r.w, +1,.W,

Further, r, can be written as the product of the recovery rate of variable
cost, and the share of variable cost in total cost.
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rl=[%).(RX/C 1)

Hence, aggregate recovery rate may be written as

Cost of Direct Services Services in Total Cost

Rate of Recovery X Share of Current Cost in Total X Share of Cost of Direct
of Current Cost

B {Rate of Recovery on Loans }X{Share of Annualised Cost of Loans and}

and Equity Investment Equity Investment in Total Costs

In annex 6, a decomposition of sectoral recovery rates is given along
these lines. The overwhelming importance of current costs in the provision
of social services is quite apparent. Except for information and broadcasting
and "others’, the share of current expenditure is usually in the range of 90 to
100 percent. In the case of several economic services also, it is quite high.
The main sectors, where the share of capital costs is somewhat higher are
energy and transport. In designing a strategy of subsidy reforms, it will be
useful to set a target for recovering higher fraction of current costs, as a first
step.



III Central Budgetary Subsidies: Measurement
and Analysis

In this chapter, we first examine subsidies that are explicitly
budgeted for in the central budgets. We subsequently move to a
comprehensive estimation of subsidies that are measured as unrecovered
budgetary costs in the public provision of social and economic
goods/services.

Explicit Central Budgetary Subsidies

Food and fertiliser subsidies together occupy the centrestage in
explicit subsidies provided for in the central budget, estimated at Rs. 23,838
crore in the 1999-2000 budget. Starting with modest amounts, both food
and fertiliser subsidies have grown (table 1 and chart 1) at rates far higher
than what would have been required to cover for inflation.

TABLE 1:
Explicit Subsidies in the Central Budget: Selected Growth Rates
Period Food Fertiliser Total
1971-72 to 1990-00 16.67 - 18.53
1976-77 to 1990-00 - 20.87 -
1983-84 to 1999-00 14.87 14.75 -

Source (basic data): GOI, various issues (c).

Food subsidy for people above poverty line (APL) is counter-
productive. As already argued, a subsidy induced reduction in relative food
prices, generates an income effect for the APL beneficiaries. Given an
inelastic demand for food, the income effect can only lead to higher demand
for non-food items. Food subsidy must, therefore, be restricted to (BPL)
beneficiaries. Even for a universal coverage of BPL households with
subsidisation of 50-60 percent of economic cost, food subsidy (in 1999-
2000) would have been in the range of Rs. 4300-5200 crore. If the
economic cost can be reduced by cutting down the storage and other
operational costs and other attendant losses of the Food Corporation of
India (FCI), the bill can be reduced further (see end notes for details).
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The economic case of providing fertiliser subsidies is weak. While
it could be promoted and proposed for a short period, it cannot be allowed
to become a permanent feature of the economy. Like other economic
agents, farmers should also be exposed to market signals provided the
agricultural secior is simultaneously freed from other controls and rigidities
(movement of agricultural produce, exports, administered prices)
supplemented by a mechanism to reduce volatility and risk in agricultural
incomes (possibly through insurance).  Further, the retention price
mechanism of determining fertiliser subsidies subsidises production
inefficiencies far more than it protects the farmers. It also leads to overuse
and disproportionate use of fertilisers, thereby inducing long term damage
to soil. Fertiliser subsidy needs to be phased out by reversing its growth
phase into a decline phase. Countries like Indonesia, Pakistan, and
Bangladesh have drastically and successfully reduced fertiliser subsidies in
recent years.

Central Budgetary Subsidies: Comprehensive Estimates

In a comprehensive estimate of subsidies, covering both explicit and
implicit subsidies, subsidies may be measured as the excess of costs of
providing a service over the recoveries from that service. The costs
associated with the provision of services can be divided into two
components, viz., current costs and capital costs. The latter is taken as the
annualised cost of capital which is equivalent to the depreciation cost of
capital assets and the interest cost of capital. The current cost is taken as
the revenue expenditure on the service. This relates to the costs of
purchasing goods and materials that go into the provision of the good and
the payment of wages and salaries to people who are employed for
providing these services.

As compared to the one adopted in DP 1997, the methodology of
estimating depreciation costs has been modified (see, Technical Note).
Also, one-third of capital investment in the three years preceding the year
of estimate has been put aside as capital not yet yielding service in the
current year.
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a. Volume: In table 2, estimates of central budgetary subsidies
covering both explicit and implicit subsidies for 1995-96 and 1996-97 have
been provided. In 1996-97, subsidies amounted to Rs. 47,781 crore. This
is nearly three times the explicit subsidies in 1996-97 (Rs. 16,125 crore),
and eats up roughly 38 percent of the revenue receipts of the central
government. While subsidies for social services amounted to Rs. 8,953
crore, those for the economic services, at Rs. 38,828 crore, constituted the
core. Since subsidies are financed by tax and non-tax revenues, it is useful
to relate them to the central revenue receipts net of revenue transfers to the
states. It is indicated that nearly 37 to 38 percent of the revenue receipts of
the central government are exhausted by the subsidies.

TABLE 2:
Comprehensive Estimates of Central Budgetary Subsidies
Aggregate Aggregate Subsidy Subsidy as % of

costs receipts (Rs. crore) central revenue
(Rs. crore) (Rs. crore) receipts
1995-96
Social services 7671.4 605.2 7066.1 6.52
Economic services 41856.4 5981.5 3587.5 32.58
Total 49527.8 6586.7 42941.1 38.99
1996-97
Social services 9770.3 817.1 8953.2 7.09
Economic services 46545.4 7717.8 38827.5 30.75
Total 56315.7 8534.9 47780.7 37.84

Source (basic data): CAG, 1995-96 and 1996-97.

b. Classification of Subsidies: The central budgetary subsidies are
classified as three categories: Merit 1; Merit 2; and Non-Merit. About 63
percent of the total subsidies in 1995-96, and about 57 percent of the total
subsidies in 1996-97 are estimated to be Non-Merit. The Merit 1 category
claims only 4.62 percent and 5.68 percent of the subsidies in these two
years, respectively. The Merir 2 category accounts for 32.46 percent of the
total subsidies in 1995-96, and 37.28 percent of the total subsidies in 1996-
97 (table 3).
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TABLE 3:
Central Budgetary Subsidies: Category-Wise Aggregates

(Rs. crore)
Sectors Merit 1 Merit 2 Non-Merit Total

1995-96
Social services 1839 2736 2491 7066
Economic services 147 11204 24524 35875
Total subsidised sectors 1986 13940 27015 42941

1996-97
Social services 2493 3810 2650 8953
Economic services 221 14002 24605 38827
Total subsidised sectors 2714 17811 27255 47781

(Percent to Total)

1995-96
Social services 4.28 6.37 5.80 16.46
Economic services 0.34 26.09 57.11 83.54
Total subsidised sectors 4.62 32.46 62.91 100.00

1996-97
Social services 5.22 7.97 5.55 18.74
Economic services 0.46 29.30 51.50 81.26
Total subsidised sectors 5.68 37.28 57.04 100.00

Source (basic data): As in table 2.

¢. Excess Subsidisation: Utilising the proposed classification and
the corresponding average recovery rates in the concerned categories, we
can estimate excess subsidisation in relation to some benchmark values for
desirable degree of subsidisation for the different categories of subsidies.
Thus, considering 95 percent, 70 percent, and 10 percent, as the desirable
“average’ degree of subsidisation in the three categories, it would appear
that the aggregate excess subsidisation in the central budget amounted to
Rs. 27,739 crore in 1995-96 and Rs. 28,941 crore in 1996-97. This
translates into 68 percent of the total subsidy in 1995-96 and 65 percent in
1996-97 of the total subsidies in the two years, respectively. Results of a
sensitivity analysis with alternative assumptions about category-wise
desired average degree of subsidisation are given in annex 3.

d. Sectoral Shares: The relative shares of subsidies pertaining to
different sectors are given in chart 2. While social services accounted for
18.74 percent of total subsidies, the economic services accounted for a
massive 81.26 percent in 1996-97 (table 4). Within economic services,



Central Budgetary Subsidies in India 21

sectors arranged in order of their share in the total subsidies, may be listed
(percentage share in brackets) as follows: agriculture and allied services
(26.66), science, technology, and environment (11.68), industry and
minerals (24.34), energy (8.94), transport excluding railways (6.69), and
postal services and satellite systems (2.46).

e. Structure of Costs: In table 5, the structure of costs is analysed
in aggregate terms. On an average, in the case of social services, current
costs account for nearly 88 percent of total costs; for education and health,
the share of current costs is as high as 97 and 94 percent, respectively.
These figures pertain to 1996-97, although the figures relating to 1995-96
are not much different. Among the economic services, the lowest share of
current costs is 24.4 percent in the case of energy. In the case of
agriculture and irrigation, current costs have a large share in total costs,
amounting to 89 and 85 percent, respectively. The same is the case in
postal services and the science, technology and environment group, where
the share of current costs is higher than 90 percent.

TABLE 4:

Sector-Wise Subsidies: Recovery Rates and Relative Share in Total Subsidies

1995-96 1996-97
Volume Share Recovery Volume Share  Recovery
(Rs. (Percent) Rate (Rs. (Percent) Rate

Crore) Crore)

Total subsidy 42941 100.00 13.30 47781 100.00 15.16
Social services 7066 16.46 7.89 8953 18.74 8.36
Economic services 35875 83.54 14.29 38827 81.26 16.58
Industry and minerals 10211 23.78 12.97 11629 24.34 18.85

Source (basic data): As in table 2.
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TABLE §:
Central Budgetary Services: Structure of Costs and Receipts
(percent)
1995-96 1996-97
Revenue Capital Costs Revenue Capital
Expenditure (Annualised) Expenditure Costs
As Percent of Aggregate Costs
Social services 87.3 12.7 88.2 11.8
Economic services 66.3 33.7 65.9 34.1
(percent)
1995-96 1996-97
Revenue Interest and Revenue Interest and
Receipts Dividends Receipts Dividends
As Percent of Aggregate Receipts
Social services 97.7 2.3 98.1 1.9
Economic services 47.9 52.1 40.6 59.4

Source (basic data): As in table 2.

f. Structure of Receipts: A distinction can be made between
revenue receipts and interest and dividends. The former relates to services
in which government departments/ministries participate directly, while the
latter relates to government investment in the form of equity and loans. In
the case of social services, as expected, the share of revenue receipts is
very high because loans, etc., are given in a limited number of sectors in
this group (table 5). In the case of economic services, the share of interest
and dividends is more than 50 percent of total receipts both in 1995-96 and
1996-97. In fact, interest and dividends account for the bulk of receipts in
energy and industry and minerals. The structure of receipts basically
reflects the structure of nature of provisions of services, direct or through
investment, and as such indicates the segment on which focus needs to be
drawn in constructing a programme for improved recoveries.

g.  Decomposition of Recovery Rates: The average sectoral
recovery rates are also given in table 4. The recovery rate was 8.36 percent
for social services and 16.58 percent for economic services in 1996-97. In
1996-97, the highest recovery rate is for information and broadcasting
(49.64 percent). In the group of economic services, the range is between
2.53 (irrigation and flood control) to 50.85 (postal services and satellite
system). The recovery rate in the case of energy is 37.63 percent of costs.
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Since direct services can be distinguished from investment, the
aggregate recovery rate can be decomposed into two parts: rate of recovery
in direct services, and rate of recovery on loans and equity. In the latter
category, recovery is of two kinds — dividend on equity and interest on
loan. Their weighted averages would provide the aggregate recovery rate
for the service. These decompositions are given for the broad heads of
social and economic services in table 5, with further disaggregation in
annex 6. In the case of direct services, only 9.30 percent of current costs
are recovered for social services, and 10.22 percent of current costs, for
economic services (1996-97). The rate of return on investment (equity and
loans) by the government is as low as 12.99 percent of the average cost of
borrowing those funds. In the case of economic services, 65.71 percent of
the cost of borrowing is recovered.

h. Subsidising Education: Elementary education may be subsidised
to an extent of 90-100 percent. Generalised subsidisation for secondary and
higher education may be reduced to 50-70 percent on an average. Beyond
that, individualised subsidisation for targeted beneficiaries may be
desirable. Centre’s contribution to university and higher education is made
through grants by UGC and from funds administered by the Ministry of
Human Resource Development. These funds are usually provided in the
form of grants which are gap-filling’ in nature. As already noted, current
costs constitute a very large portion of total costs in the education sector.
Whereas costs for providing education have steadily increased due to
increased salaries of staff, and costs of equipment and maintenance, the
fees, especially tuition fees, have remained stagnant for long periods. As a
result, while in 1950s and 1960s, fees contributed about 20 percent of the
total income of educational institutions, in the nineties, its contribution has
gone down to less than 4 percent (see, annex 4). Since this sector is
considerably short of funds, a reduction in budgetary support is not
warranted. In fact, the budgetary support may need to be increased.
However, if this is accompanied by a more than proportionate increase in
non-government funding including tuition fees, the result would be a larger
outlay for the sector with a reduced degree of subsidisation. Increase in fees
would need to be accompanied by merit-cum-means scholarships and
educational loans. In designing a scheme of revision of tuition fees,
attention may be paid to (a) higher cost recoveries from foreign students;
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(b) self-financing seats and courses; (c) linking degree of subsidisation to
performance indicators; and (d) differentiated fee structure according to the
demand for and costs of running different courses.

Chart 1: Major Explicit Subsidies: Central Government
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Chart 2: Major Sectoral Subsidies: Relative Shares
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IV Reforming Central Subsidies

A comprehensive reform of the subsidy regime in India is urgently
called for. Although, as DP had revealed, states are responsible for a
major portion of budgetary subsidies, a lead must come from the central
government in this direction. In this chapter, we consider a policy
framework for reducing central budgetary subsidies.

Reducing Central Budgetary Subsidies: A Policy Framework

The earlier DP had outlined some general directions for subsidy
reforms by asking for (i) reduction in the overall scale of subsidies; (ii)
making subsidies as transparent as possible; (iii) using subsidies for well-
defined objectives; (iv) focusing subsidies to final goods and services with
a view to maximising their impact on the target population at minimum
cost; (v) instituting systems for a periodic review of subsidies; and (vi)
setting clear limits on the duration of any new subsidy schemes. Subsidy
reduction can be approached through four directions, viz.: (i) reducing
government participation in the provision of a service; (ii) improving
targeting; (iii) increasing recoveries; and (iv) reducing inefficiency, and
thereby reducing per unit cost.

Reducing Governmental Participation: Where subsidy reduction is to be
based on a reduction of budgetary support, we need to identify
sectors/services/goods where participation of the government is required to
a lesser extent than the current levels. Many of the economic services
would fall in this category.

Improving Targeting: By improving targeting, the volume of subsidies
would automatically go down as unwarranted subsidies are withdrawn
from the segment of population which does not merit subsidies.

Increasing Cost Recoveries: Cases where service levels are to be
maintained (or increased), subsidy reduction needs to be approached
basically from the side of revenues. Many social sector services and
economic services where matters cannot be left to private initiative alone
would fall in this category.
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Reducing Inefficiencies:  Overstaffing, wasteful use of inputs like
electricity, water, petroleum in the government sector, costly delays in the
completion of projects, are obvious avenues where costs can be reduced.
As both the tax and subsidy regimes are reformed, costs will go down in
the economy as a whole, as also in the government sector, owing to the
removal of allocative distortions.

In order to work out a concrete plan for reducing the extent and
degree of subsidisation, it would be useful to fix recovery targets in three
phases: (i) short term (for the year 2000-01); (ii) medium term (in a period
of five years); and (iii) long term (ten to fifteen years). The long term
targets would need to be determined on the basis of desired or optimum
degrees of subsidisation. The short term targets can be more modest,
keeping in mind the relative priorities, and considerations and feasibility.
Some of the ways and means of achieving these targets are listed below.

Operationalising the Strategy of Subsidy Reduction

e Each department/ministry/enterprise providing a chargeable
service, should prepare an index (or indices) of per unit cost
and per unit receipts;

e Each unit should announce when the relevant user prices were
revised last;

e Each unit should prepare a plan for reducing staff strength, by
putting in place: (i) an attractive VRS; (ii) limit on fresh
recruitment; and (iii) a scheme for redeployment of staff;

e Strategies of private provision of publicly provided private
goods by sub contracting, unbundling of public sector
activities, and privatisation should be explored;

e Mechanism for automatic (or linked to an index of cost)
upward revision of fees and user charges should be introduced;
and

e No new public enterprises should be set up.

Using the 1996-97 data, the potential for additional recoveries, has
been worked out for the short term and medium term. In fixing the
targets, a distinction has been made between provision of direct services
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and investment. The targets have been determined at the disaggregated
level of services (minor or sub-minor heads). Targets for direct services
are lower than that for investment. In fixing the targets, a distinction has
been made between the three categories of services. For Merit 1 services,
recovery target of 5 percent in the short run and 10 percent in the medium-
term with respect to current cost has been set. For Merit 2 services, a
short-term target has been set for recovering 30 and 40 percent of current
costs, respectively, for the social services, and economic services, and for
the medium-term, targets of 50 and 70 percent respectively for the social
and economic services, have been set. In certain cases (where recoveries
are already higher than these targets), higher targets have been specified
(details in endnote 5). For Non-Merit services, a short term target of
recovering 70 percent of current costs in the short run, and 90 percent in
the medium term for both services are provided. Examining the structure
of the present recovery rates, in the case of selected services, somewhat
higher targets have been set (endnote 5). For returns on investment
covering both equity investment and loans, the following short and
medium-term targets (as percentage of average cost of borrowing funds)
have been set: Merit 1 (40 and 60), Merit 2 (50 and 70), and Non-Merit
(60 and 90) percent. With reference to the 1996-97 figures, in the short-
term, additional recoveries of about Rs. 15,000 crore can be achieved. In
the medium-term this can be increased to nearly Rs. 27,000 crore. By
applying the ratio of aggregate revenue.expenditure to different subsidy
aggregates in 1996-97 to the budgeted revenue expenditure in 1999-2000,
we estimate that the additional revenue in terms of short term targets
would be about Rs. 22,200 crore and, in the medium-term, about Rs.
40,600 crore for the current year (1999-2000).
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TABLE 6:
Additional Annual Recoveries: Short and Medium-Term Targets
(Rs. crore)
Additional Recoveries at 1996-97 Prices
Short Term Medium Term
Direct Invest Total Direct Invest Total
Services -ment Services -ment

Social and Economic 13398.9 1633.3 15033.0 24310.2 2490.2  26801.3
Services
Social Services 1827.3 58.4 1886.4 3108.1 79.3 3188.2
Education, Sports, Art 476.9 1.2 478.2 812.9 1.6 814.5
and Culture
Health and Family 271.9 1.5 273.4 378.3 2.0 380.3
Welfare
Housing and Urban 454.8 23.6 479.2 839.2 32.9 873.1
Development
Information and 415.7 0.0 415.7 767.1 0.0 767.1
Broadcasting
Other Social Services 208.0 32.1 240.1 310.5 42.7 353.3
Economic Services 11571.6 1575.0 13146.6 21202.1 2411.0 23613.1
Agriculture and Allied 4331.1 110.3 4441 .4 7726.2 227.6 7953.8
Activities
Rural Development 247.5 0.0 247.5 433.3 0.0 433.3
Irrigation and  Flood 90.9 2.8 93.7 166.2 4.1 170.3
Control
Energy 470.3 700.1 1170.4 303.7 1159.9 1463.6
Industry and Minerals 1725.2 504.6 2229.8 2485.4 783.9 3269.3
Transport 224.0 256.6 480.5 318.8 343.3 662.0
(excluding Railways)
Postal Services and 535.1 0.0 535.1 732.9 0.0 732.9

Satellite Systems

Source (basic data): As in table 2.

In this discussion, only central budgetary subsidies were
considered. Nearly 69 percent of the budgetary subsidies, however,
emanate from the state budgets. Further, most of the state level subsidies
are hidden subsidies. It is important, therefore, that state level subsidy
reforms be constructed based on state-specific studies that identify and
unearth the hidden subsidies, trace the history of fees, charges, and user
prices, and construct a plan for reforming the subsidy regime. Such a
series of studies, possibly categorised as Merit 2, may even be subsidised.
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Annex 1
Classification of Service Groups
Sectors Major Menit 1 Merit 2 Non-Merit
- Elementary Education Secondary education
3 & . - .
g S8 University & higher education
S 5 $S Adult education
w3 © s Language development
§‘ < General
=
§ £ Technical education
3 Sports and youth welfare
Art & culture
N Primary health centres Urban health services
2% k] Prevention & control  of
55 i B T Rural health servi
SE, 3 K iseases urat health services
IS | 3%
RS =3
S = < Medical education. training &
= g research
Family Welfare
Rural water supply programmes
~ < ~§
‘3 ‘: .§ Sanitation Services
EJSN]
w3
Urban water supply programmes
Building planning & research Rural Government residentia! build.
,%‘ housing Urban housing
3
3
= Generalfoth.  than  building
planning & research
Urban Develop
S Information and Publicirv
£ 5 g Broadcasting
E‘ S S Welfare of SC & STs Other social services
)
Social welfare and nutrition Labour & labour welfare
Soil & water conservation
Crop husbandry
Animal husbandry
Dairy development
Extension & training Mechanisation & improvement of
. fish crafts
B Inland fisheries
3 & Marine fisheries
3 =5 .
3 o Processing. preservation &
E marketing
] Other expenditure
§ Afforestation & ecology dev. Forest cons.. dev. & regeneration
<
L)
?, 2 ;;_ Communication & building
3 F) Social & farm forestry
E :?’. = Environmental forestry & wild life
Y
< Zoological parks
< Food (below poverty line) Food (above poverty line)
» ?
*3
N
$3
3 g Procurement and Supply
S * Food Processing

Storage and Warehousing
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Annex 1 (contd.)
Classification of Service Groups

Sectors Major Merit 1 Merit 2 Non-Merit
)
Agr. Research & education Agr. Financial Institutions
3 Special progr. for rural dev. Plantations
z Land reforms Cooperations
P .
R Special area programmes
ez
ER
22 North eastern areas prog.
2 Other agricultural programmes
o
2 Rural development
Othr rural dev. Programmes
MPs local area dev. scheme
23 & £ Major irrigation non-commercial Major irrigation commercial
s £ 58 % Medium irrigation non-commercial
50 =@
=0 =z £
23
= ———
== Command area development Minor irrigation
Flood control and drainage
Power
Non Conv. sources of energy Coal and lignite
Village and small industries
“ lndusnjy )
] Other industries
2 Non ferr. mining & metal ind.
=
»
g _;*“3 Industrial financial institutions
) e
3 -§ 2 Development of backward areas
2 -3
= £ - £
S8 =
Others

Transport (excl. Railways)

Inland water transport
Roads and bridges
Light houses & light ships

Ports & light ht houses (excl.
fight houses & light ships)

Shipping

Civil aviation

Road transport

Other transport services

Satellite systems

52 Postal servi
25 ostal services
£
° 9
Sz
Ecology and Environment Atomic energy research
& =
>
L ¥E Space research
S22 !
w5z Oceanographic research
3]
e
Other scientific research
Census surveys and statistics Foreign trade and export prom.
)
— 2w
S ES
225 .
38 3 Tourism
g Meteorology Civil supplies

Other general economic services
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Annex 2

Explicit Subsidies in Central Budget

(Rs. crore)
Year Food Fertiliser Assistance  Subsidy Interest Others Total
subsidy subsidy for export on subsidy*
promotion and  railways
market
development

1971-72 47 0 54 0 5 34 140
1972-73 117 0 62 0 12 14 205
1973-74 251 0 66 0 20 24 361
1974-75 295 0 80 0 30 14 419
1975-76 250 0 149 0 47 24 470
1976-77 506 60 241 0 66 74 947
1977-78 480 266 324 0 88 129 1287
1978-79 570 342 375 0 59 129 1475
1979-80 600 603 361 56 92 109 1821
1980-81 650 505 399 69 253 152 2028
1981-82 700 381 477 78 102 203 1941
1982-83 711 603 477 97 217 157 2262
1983-84 835 1042 463 93 118 198 2749
1984-85 1101 1928 518 100 135 256 4038
1985-86 1650 1924 603 128 271 220 4796
1986-87 2000 1898 785 144 229 395 5451
1987-88 2000 2164 962 174 393 287 5980
1988-89 2200 3201 1386 207 406 332 7732
1989-90 2476 4542 2014 233 881 328 10474
1990-91 2450 4389 2742 283 379 1915 12158
1991-92 2850 5185 1758 312 316 1832 12253
1992-93 2800 5796 818 353 113 2115 11995
1993-94 5537 4562 665 412 113 1393 12682
1994-95 5100 5769 658 420 76 909 12932
1995-96 5377 6735 318 388 34 520 13372
1996-97 6066 7578 397 468 1222 633 16364
1997-98 7900 9918 420 526 78 645 19487
1998-99 9100 11388 575 618 1436 1566 24683
1999-00 8560 13250 630 710 73 615 23838

Source:

GOI, various issues(a); and GOI, various issues (c).

Notes: * Does not include subsidy to: (i) Shipping Development Fund Committee which was
treated as grant in the economic classification in the absence of details available
then (upto 1977-78), and (ii) States and Union Territories for Janata cloth in the
handloom sector which is treated as grants to States in the economic classification.

Food subsidy includes subsidy on sugar for the years 1997-98 to 1999-00.
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Annex 3
Estimates of Excess Subsidisation: Sensitivity Analysis
Merit 1 Menit 2 Non- Merit Total Total as % of
revenue received
Rs. crore percent
Parameters 0.99 0.75 0.15
1995-96 20 3239 22024 25283 22.96
1996-97 27 4185 21940 26152 20.71
Parameters 0.95 0.70 0.10
1995-96 99 3953 23688 27739 25.19
1996-97 135 5094 23712 28941 22.92
Parameters 0.90 0.65 0.05
1995-96 198 4666 25351 30216 27.44
1996-97 271 6002 25483 31756 25.15
Parameters 0.85 0.60 0.00
1995-96 298 5380 27015 32692 29.69
1996-97 407 6910 27255 34572 27.38
Annex 4
Source of Income of all Educational Institutions
(percent)
Year Govt. Local University Total Fee  Endow- Contribution Total
funds bodies funds funds ments and from non-
(centre  funds 2+3+49) other government
and sources sources
states) 4+6+7)
1 2 3 4 5 6 7 8 9
1950-51 57.06 10.93 - 67.99 20.39 11.62 32.01 100.00
1960-61 67.97 6.53 - 74.50 17.14 8.35 25.49 100.00
1970-71 75.65 4.34 1.36 81.35 12.81 5.85 20.02 100.00
1980-81 81.70 4.71 1.37 87.78 8.20 4.03 13.60 100.00
1983-84 81.51 5.61 1.61 88.73 7.50 3.78 12.89 100.00
1984-85 79.98 5.40 2.08 §7.46 6.47 6.07 14.62 100.00
1985-86 80.29 5.23 2.15 87.67 6.27 6.06 14.48 100.00
1986-87 81.36 5.12 3.35 89.83 6.17 4.00 13.52 100.00
1987-88 85.92 6.49 0.01 92.42 4.25 3.33 7.59 100.00
1988-89* 83.08 6.72 0.04 89.84 6.08 4.08 10.20 100.00
1989-90** 83.51 9.89 0.01 93.41 3.55 3.04 6.60 100.00
1990-91** 87.87 6.22 0.01 94.10 3.53 2.37 5.91 100.00
1991-92%* 86.35 7.08 0.01 93.44 3.82 2.74 6.57 100.00

Source: Ministry of Human Resource Development.
Notes: * Excludes affiliated institutions of higher education
** School education only
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Annex 5§
Central Budgetary Services: Structure of Costs
(percent)
Sectors 1995-96 1996-97
Revenue  Capital Costs Revenue  Capital Costs
Expenditure  (Annualised) Expenditure (Annualised)
Social services 87.3 127 88.2 11.8
Education, sports, art and culture 97.2 28 97.2 2.8
Health and tamily welfare 93.3 6.7 94.0 6.0
Water supl., sani., hou. and urb. dev. 62.9 37.1 78.0 22.0
Information and Broadcasting 68.5 31.5 68.0 32.0
Total other social services 96.2 38 95.5 4.5
Economic Services 66.3 33.7 65.9 34.1
Total agriculture, rural development and 88.6 11.4 88.7 113
allied sectors
Irrigation and flood control 84.8 15.2 85.4 14.6
Energy 23.1 76.9 24.4 75.6
Industry and minerals 52.1 47.9 55.4 44.6
Transport (excluding Railways) 38.0 62.0 384 61.6
Communications 93.8 6.2 93.5 6.5
Total science, technology. environment and 93.9 6.1 923 7.7
other economic services
Surplus Sectors 76.3 23.7 69.3 30.7
Petroleum 0.0 100.0 0.0 100.0
Total railways 82.6 17.4 81.1 18.9
Communications 62.3 37.7 51.9 48.1
Annex 6
Central Budgetary Services: Structure of Receipts
(percent)
Sectors 1995-96 1996-97

Revenue Interest and Revenue Interest and

Receipts Dividends Receipts Dividends
Social services 97.7 2.3 98.1 1.9
Education, sports, art and culture 96.8 32 97.8 22
Health and family welfare 99.0 1.0 96.3 3.7
Water supl., sani., hou. and urb. dev. 77.4 22.6 923 7.7
Information and broadcasting 100.0 0.0 98.7 1.3
Total other social services 100.0 0.0 100.0 0.0
Economic services 479 52.1 40.6 59.4
Total agriculture, rural development and allied 44.0 56.0 433 56.7
sectors
Irrigation and flood control 72.1 27.9 77.7 223
Energy 27.4 72.6 25.9 74.1
Industry and minerals 19.7 80.3 14.7 85.3
Transport (excluding Railways) 76.3 23.7 63.6 36.4
Communications 100.0 0.0 100.0 0.0
Total science, technology, environment and 98.8 1.2 100.0 0.0
other economic services
Surplus sectors 98.4 1.6 98.5 1.5
Petroleum 69.7 303 68.0 320
Total railways 100.0 0.0 100.0 0.0

Communications 99.8 0.2 100.0 0.0




End Notes

1. A. Vaidyanathan, The Hindu, 1997, September 1.

2. At least one positive result of DP 1997 has been an increase in
the general awareness within public of the nature and magnitude of the
subsidy problem. One write up (The Sunday Times, May 11, 1997)
referred to the Indians as “We, the subsidised people”. Another author
(Business Today, May 22-June 6, 1997) contended “No nine letters have
aroused as much dread as these”. The recognition of the problem is perhaps
best echoed in a recently published letter of a reader (India Today, March
8, 1999) “Subsidy is a sleeping pill given to people so that they can’t stand
on their own feet”.

3. Some methodological difficulties (for example, see Dharam
Vir, “Subsidies Unveiled,” The Economic Times, October 18, 1997) were
raised in estimating the implicit subsidies. In particular, attention was drawn
to (i) possible over-estimation of capital costs implicit in the assumption that
capital expenditure incurred upto the end of the preceding year would start
providing service ‘rom the beginning of the current year, and (ii)
overstatement of costs as government expenditure are characterised by
various inefficiencies and leakages.

4. This method takes into account the fact that capital stock at the
beginning of the period, as available in the Finance Accounts, is the sum of
nominal investments made in the previous years, and before applying a
depreciation rate, capital stock in terms of prices of one common year is
needed. A note, separately being provided by NIPFP, gives the technical
details.

5. Higher or lower targets (as compared to the average figures in
the text) have been set for specific services as detailed below.

Figures in brackets indicate short and medium-term targets,
respectively:
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Elementary education (1, 10); secondary education (20, 30); urban
health services (30, 40); environmental forestry and wild life (40, 60);
plantations (50, 90); cooperation (50, 90); roads (60, 100); inland water
transport (60, 100); Delhi Milk Scheme (70, 100); light houses and light
ships, thermal and nuclear power generation (100, 100); power house at
Phoenix Bay and atomic energy industries.

Lower than average targets are provided owing to the nature of
service.  Higher than average targets are provided in cases where
recoveries are already higher than the average targets.

6. The food subsidy for a universal coverage of the BPL
population can be calculated by the following expression:

[number of poor households] X [degree of subsidisation] X
[foodgrains supplied per household] X

[{share of wheat in PDS consumption} X {economic cost of
wheat} +

{share of rice in PDS consumption} X {economic cost of
rice}]

Using the poverty ratio of 1993-94 (36%) on the current
estimated population of 100 crore and an average of 5.2 persons per family,
the number of poor households may be estimated as 6.92 crore. As per the
norms of the targeted PDS programme (TPDS) introduced in June 1997, the
norm of the PDS supply per family per month for BPL population is 10 kg.
of foodgrains. The division of this between wheat and rice, however, was
not specified. Using the proportions of 0.42 and 0.58, which indicate the
average off take of wheat and rice in the PDS programme during the period
from 1991-92 to 1998-99, and using a subsidy rate of 50 percent of
economic cost, the food subsidy for BPL population will be about Rs. 4282
crore. In this calculation, the economic costs of 1998-99 were increased by
an inflation rate of 7 percent. If the subsidy rate is set at 60 percent, this
figure would be revised upwards to Rs. 5138 crore.
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