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TISSUES TN FISCAL POLICY ™

INTRODUCTION

The eighties were a period of buoyant economic
performznce, the average growth rate for the decade being higher
than that for any past decade. Yet, when oil prices doubled within
a few weeks following the Iraqi invasion of Kuwait in August,
1990, the country very quickly slipped into the worst economic .
crisis that it has experienced since the mid-sixties. However,
this apparent paradox could not have come as a surprise to any one
who was familiar with the fragility of the underlying fiscal
condition. This paper discusses the nature of this fiscal crisis
(part 1) and related issues in the growth and composition of
public expenditure (part 2); the tax system and mobilisation of
tax revenues (part 3); non-tax revenues, subsidies and the mle of
user charges for publicly provided goods and services (part 4).
Issues relating to finances of the States, which are in some ways
even more problematic than the finances of the Central Government,

are taken up in the final section (part 5).

1. The Emergence of a Fiscal Imbalance

The state dominated, heavy industries based,
Nehria-Mahalanobis strategy of protecied industrialisation, which
India has parsued since the mid-fifties, regquired not only a high
rate of domestic savings znd investment tat aiso & large share for
the public sector in totxl investment:. While there may have been

soe deviation from time to time between the wre-ise plz targets



and actual performance, these objectives have been by and large
satisfied. Thas, the investwent rate rose from only 10 per cent
of GDP in the early fifties to about 20 per cent by the
mid-seventies, finally reaching a platean at around 23 per cent
during the eighties. The domestic savings rate also rose from
around 10 per cent to 21 per cent over the same period, with
external capital inflows usually accourting for less than 2 per
cent of total investment. The public sector share of total
investment also rose from less than a third in the early fifties

to about one half daring the eighties.

However, the public sector’s own savings performance
has been quite disappointing. Though public sector savings have
been less than pablic investment throughout the planning period,
this gap widened considerably during the eighties. The share of
pablic sector in gross domestic savings declined from over 20 per
cent at the beginning of the decade to only 8 per cent by
1989-902. In plan financing, while the Sixth Plan (1980-81 to
1984-85) envisaged that over 46 per cent of the public sector plan
outlay would be financed by own resources of the public sgector.
the actual contribution turned out to be only 37 per cent.
Similarly, during the Seventh Plan (1985-86 to 1989-90) only 27
per cent of the public sector plan outlay was financed from own

resources as against a target of over 41 per cent.

Savings performance has fallen short of expectations
both for public enterprises as well as the government. In the
case of public enterprises, 236 Central Governient enterprises
vielded a net profit of Rs. 2368 crore in 1990-91, implying a rate
of return of only 2.3 per cent on Rs. 101,797 crore capital
employed. Of this, only 69 crores came from zll the non-oil public

enterprises put together. The record of the State level



enterprises is worse. The departmental commercial undertakings of
all States znd Union Territories together reported a net loss of
Bs. 1885 crore in 1990-91. Of the two major types of non-
departmental undertakings, the State Electricity Boards reported a
combined loss of Rs. 4169 crore while the State Road Transport
Corporations reported a loss of Rs. 470 crore. Thus, instead of
generating a surplus, all public enterprises put together

generated a net loss of some Bs. 4176 crores.

In government proper, let alone finsncing any capital
expenditure, revemie receipts l'i.ave even fallen short of reverme
expenditure during the eighties. The budget of the Central
Government has been showing a revenue deficit regularly since
1979-80 and now amounts to about 2.5 per cent of GDP. The
combined finances of all the States and Union territories also
started showing a reverme deficit from 1987-88 onwards, which now
amounts to over 1 per cent of GDP.

In other words, during the eighties the goverrnment had
to resort increasingly to borrowed funds to finance not only
capital expenditures, which did not yield adegquate returns, hat
also a growing component of current expenditre. The consequent
baild up of public debt and the interest burden of the debt, which
is now the largest and fastest growing item of expenditure,
further fueled the growth of revenue expenditure. This led to a
vicimie spiral of growing deficits, rising debt, rising interest
costs and further expansion of the deficit. By 1989-90, the last
year for which revised estimates are now avzilable, the combined
Tiscal deficit, of the Centre and States had risen to zround 10 per

~ent. of GOP.



There are several consequences of this fiscal
imbalance, which is now sought to be corrected by the on-going
stabilisation - adjustment programme. Most stixdies have shown
that the present path of public debt expansion is not
sustainable4. In addition, the imbalance has also set the economy
on a medium term path of stagflation along with a severe balance
of payments problem. Growing revenue deficits, combined with
losses of public enterprises, have constrained the acceleration of
public investment. At the same time the large public draft on
private savings has tended to push up' even administered interest
rates and crowd out private investment This has limited the
growth of productive capacity on the supply side, while the large
deficits have continued to drive the high growth of aggregate
demand. The widening gap between domestic absorption and domestic
output has led to a growing trade deficit and aggravated the
balance of payments problem arising from indiscriminate external
commercial borrowmg To the extent these have been suppressed
through import restrictions, excess demand in the home market has
reinforced the cost push effects of administered price increases
and exchange rate depreciation in pushing up the inflation rateS.

The growing fiscal deficit should not, however, be
taken to imply that the level of tmx revenues is inadequate. The
tax to GDP ratio rose from 6 per cent in 1950-51 to about 11 per
cent by 1970-71 and fHarther to about 17 per cent in the eighties.
This seems quite high in comparison with other countries at
similar levels of per capita incowme. As far as the Centre 1is
concerned, the Long Term Fiscal Policy set a target that Central
Government Revenue (net of States share) shonld rise from 7.8 per
cent to about 9.4 per cent of GDP over the Seventh Plan period
(1985-86 to 1989-90). These targets were exceeded by actual

achievements in every year of the Plan.



This is not to suggest either that the existing
composition of taxation is appropriate or that the current tax
structure is efficient. There are a mumber of serious anomalies
which require urgent reform. These are discussed in the third
part of this paper. However, the principal factor underlying the
fiscal imbalance described above is the rumaway growth of public
expenditure which is discussed imeediately below.

2. The Growth of Government Kxpenditure

The accelerating growth of government expenditure is a
relatively recent phenomenon. In the early seventies aggregate
government expenditure was actually declining in real terms. It
was only in the late seventies, when nominal expenditure growth
accelerated to over 13 per cent per anrnm, that real e;cpendibu'e
also started growing quite rapidly. After 1979 the nominal
expenditure growth rate accelerated still further to 18.6 per
cent. But by this time the trend inflation rate had also risen,
not least becimse of the govermments™ own expansionary policies.
Hence real expenditure growth remained stable. However in the
period after 1983, the rate of growth of real expenditure has also
accelerated (Table 1).

It is this progressive acceleration of government
expenditure growth which has led to the emergence of a fiscal
crisis despite a steady increase in the tax : GDP ratio, which
exceeded the Long Term Fiscal Policy targets in every year of the
Seventh Five Year Plan. Strategies for resolving the fiscal
crisis will therefore have to focus on compressing the growth of
rublic expenditure. It is interesting to note in this context
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that during the past four decades of “planned’ economic
developrient, mach of the literature on public finance in India was
preoccupied with questions of resource wobilisation. Relatively
little attention was paid to the growth, allocation or efficiency
of public expenditure$.

In addressing the question of expenditure growth and
its containment it is useful to proceed from trends as observable
in the economic and functional classification of government
expenditure. Mention was made earlier of the equity objective of
fiscal policy. The barden of international experience suggests

TABLE 1
Growth of Govermment Expenditure

State and Central Central Govermment

Governnents

Nominal Real Nominal Real
1971-74 7.6 -6.5 4.1 -10.1
1974-79 13.3 6.9 9.1 2.8
1979-83 18.6 6.9 20.1 8.1
1983-87 17.2 9.5 18.5 11.5
Note: .Real expenditure measured at 1970-71 prices. Growth

rates have been estimated by fitting a kinked
exponential growth curve.

Source: Based on data provided by Central Statistical
Organisation, Ministry of Planning, Government of
India.
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tat this is best served through expenditure policies rather than

reveme measures (Gillis, 1989). In India also all evaluations,
including those undertaken by reputed experts outside the
government, show that despite the mch talked about inefficiencies
and leakages in anti-poverty programmes, these programmes have had
a major role in reducing the incidence of poverty, especially
during periods of drought and distress (Minhas, Jain and
Tendalkar, 1991). However, these programmes are only short term
relief measures. In the long run it is the expenditure on primary
education, health and related activities which have a strong
egalitarian impact. The anti-poverty programmes, together with
the expenditure on these social services, constitute what may be
called the redistributive package. How has our public expenditure
pattern fared on this score?

The functional classification of expenditure reveals
that, measured at 1970-71 prices, the real per capita expenditure
on anti—poverty/employmeqt programmes, shown here as transfers
under agriculture and allied activities, was only Rs. 3 in 1987-88
(Table 2). Adding to this about 40 per cent of the education
expenditure which goes to primary education and the entire
spending on health (even though only a part of this is spent on
the poor), the real per capita-expenditure on p_h_e_total
redistributive package amounted to only Rs. 29, as against Rs. 43
per capita spent on defence and another Rs. 35 ori general
administration. Clearly, the redistributive package is one area of
pablic expenditure which mast not only be protected but actively
expanded, even while overall expenditure growth is compressed.
This is all the more urgent during a programme of stabilisation
and adjustment in order to ensure that the barden is not passed on
to the poor.



(Pupees at 1970-71 Prices)

1971- 1975~ 1980- 1985~ 1986- 1987~
72 76 81 86 87 88
1. Interest payment 14 11 16 29 35 39
2. Defence 25 26 27 41 40 43
3. General Administration* 36 22 25 36 35 35
4. Economic Services 87 66 85 111 107 104
4.1 Agriculture and allied® 32 16 22 25 30 27
4.2 Mining and marmfacturing 22 21 23 38 32 30
4.3 Transport 15 10 12 12 12 11
4.4 Energy . 9 10 16 22 20 21
4.5 Other economic service 8 7 9 12 10 12
5. Social Services 35 35 49 70 71 74
5.1 Education 20 21 27 37 37 40
5.2 Health 4 5 7 9 9 10
5.3 Housing 4 5 8 14 13 13
5.4 Other social services 7 4 7 10 12 12
6. Transfers under agriculture and 1 1 2 2 3 3
allied activities
Total Expenditare 198 160 201 287 287 295

Notes: x Includes relief and miscellaneous expenditure
@ Excludes transfers

Soarce: Based on data provided by Central Statistical Organisation, Ministry of
Planning, Government of India.



A second area of concern is the squeeze on capital
expenditure. The functional classification of expenditure shows
that real per capita expenditure on agriculture (which includes
irrigation) and tramsport services has declined even in absolute
terms (Table 2). This is a very serious development and reflects
mainly the declining share of capital expenditure in total
government expenditure. As revealed by the economic
classification of expenditure (Table 3), in less than twenty
years, from 1971-72 to 19870-88, the share of capital expenditure
has shrunk from over 56 per cent of total Central Government
expenditure to only 30 per cent, crowded out by dramatic increases
in the share of interest payments, subsidies and compensation to

government employees.

This treatment of capital expenditure, as well as
maintenance expenditure, as residual items, chopped at will to
accommodate the growth of so called “comaitted” items of revenue
expenditure, has had a telling impact on the nation’s
infrastrmctuare. The deteriorating condition of roads, widespread
and frequent load shedding or tripping because of power shortage,
bottlenecks in rail transport and telecommunication have all™
combined into a formidable and binding supply side constraint on
economic growth. The slow down in expansion of irrigation is now
threatening the growth of food supply (Rao, Hanumantha, 1992),
while the scarcity and deterioration of physical facilities such
as hospitals and school buildings has led to a progressive decline

in the qualily of these critical social services.



TABLE 3

Econonic Classification of Govermment Expenditure

{Per cent)
Centre ALl Governments
1. Bevenue Expenditure 43.82 57,36 61.38 63.53 6476  69.8% $3.00 6187 63.39 66.00 66.99 70.46
1.1 Counsumption ezpenditare  23.50 34746 32.28 3017 28.66  30.62 29.82  36.84 .98 RN I LR R
1.11 Compensation to 13,67 19.39 1189 1539 1435 15.79 19.20 2644 23.86 22.30 21.85  22.80
governnent eaployees |

1.12 Goods and services 9.8¢ 15,07 1440 1478 1431 14,83 10,62 1240 L1111 1164 10.99 1115
1.2 Interest payment 8.4 993 1320 1395 114 19.29 6.89 674 T.21  9.05 1078 1L.T7
1.3 Subsidies 6.14 904 1207 1470 1410 14.85 £41  5.6¢ 869 11.32 1084 11:43
1.4 Transfers 5.7 3 18l 4T | €571 480 11.88 12.65 12.52 11.69 12.51 13.32

2. Capital Rxpenditure 56.18  42.64 38.62 3647 5. 0.4 .00 38.13  36.61 3400 2301 29.54
3. Total Rxpenditure 100,00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

fote:  The proportioas have been werked out at comstamt (1970-71) prices. .

Source: Based on data provided by Cemtral Statistical Organisation, Mianistry of Planning, Government of India.
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Clearly, while an attempt is made to contain the
growth of total expenditure, the shares of the redistributive
package and capital expenditure on essential infrastructure must
be raised. The obvious candidates for overall expenditure
compression are therefore the three main items of revenue
expenditure which account for about 70 per cent of total
government expenditure, i.e., major subsidies, interest payments
and compensation to govermment employees. Practical proposals as
to how such compression might be achieved have been detailed
elsewhere and need not be repeated here?. However, these may be
briefly listed as follows:

i. Phasing out of remaining export subsidies with further
progress towards convertibility and tariff

rationalisation which would make subsidy incentives

unnecessary.

ii. Phasing out of the fertiliser subsidy over a three
year period along with increased allocation for

capital expenditure in irrigation.

iii. Drastic cuts in fresh recruitment of government staff
along with abolition of iarge numbers of posts which
have proliferated in recent years. This measure,
combined with the normal attrition of government
employees every year would arrest the growth of wages
and salaries and associated expenditure on consumption
of goods and services. These now account for about a

third of total government expenditure. It must be
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iv.

vi.

emphasised that these economies could be brought about
without any harsh measures like retrenchment, or a

freeze on real wages.

Reduction of budgetary support to public enterprises
other than in key infrastructure sectors. Even key
sector enterprises like the railways, state .
electricity boards and road transport undertakings
should be systematically nudged towards commercial
viability based on improved efficiency and proper user
charges. This is discussed further below in secticns
4 and & of the paper.

Reduction of the interest burden throug}; quick
retirement of a part of the public debt. This could
be financed by the proceeds from the sale of public
sector equity, instead of using such proceeds to

finance the current expenditure of government.

Reduction of the interest charges (net of RBI
dividends) payable on government debt to the Reserve
Bank of India. This monetised debt has arisen out of
seigniorage and—should not be treated at par with
other public debt.

A number of these measures have already been initiated

in the July, 1991 and March, 1992 budgets and it may be expected
that they would be sustained in the period ahead. However, while
no serious effort has yet been made to compress government
consumption expenditure the share of redistributive expenditures

like the employment programme, education and health haz been
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reduced in the March 1992 budget. It was pointed out in the
Finance Minister’'s budget speech that many of these redistributive
programmes are in fact operated by the States. It remains to be
seen whether the State budgets, which are still being finalised at
the time of writing, make adequate provisions for such programmes.

3. The Tax System : A Critical Evaluation

We now turn to the revenue aspects of fiscal policy,
starting with an analysis of the tax system. This is important not
so much to improve revenue productivity, but to identify and
rectify the sources of distortion and inequity. In terms of both
the level of taxes and their growth, the performance of India’s
tax system has been quite satisfactory. The tax ratic rose from 9
per cent in the early sixties to as much as 17 per cent in
1990-91. This is appreciably higher than the average rate of 12
per cent for countries at a comparable level of development.
However, three disconcerting features must be noted. First, the
tax ratio has been stagnant since the mid-eighties. Even to
maintain this ratio, substantial discreticnary measures had to be
resorted to every year. Second, the increase in tax ratio has
been accompanied by a significant increase in the share of
indirect ‘taxes, particularly import duties. Third, the tax system
has been inequitous and has caused seriocus distortions in the

incentive structure and investment decisions.

The evolution of India’s tax system is at variance
with the general experience of other developing countries. Instead
of increasing along with growth in incomes, the share of direct
taxes has declined steadily from about 30 per cent in the earl}.ﬂ

+

sixties to just about 14 per oont in 1989-90. The share of customs



duty, in contrast, increased from about 14 per cent in the early
sixties to over 23 per cent by 1989-90. This too is quite
different from the usual pattern of a steadily declining share of
international trade taxes as development proceeds (Hinrichs,
1966) .

Like in other .developing comntries., the establishment
of a broad-based, simple and neutral tax system in India is
constrained by the existence of a large traditional economic
sector, low literacy level, a weak information system and powerful
distributional coalitions8. In addition to these, the requirement
of large resources for plan financing, the puarsuit of maltiple
objectives through tax policy and the tax arrangements of a
federal set up have also had to be accomnmodated in the Indian tax
structure. The resulting tax system is extremely oonplif:ated. It
has a narrow base and it has created considerable distoxjtions in
the relative price structure. Each of these issues is discussed
in turn below.

The tax base is narrow for hoth direct and indircct
taxes. In the case of personal incoms tax, the exclusion of tax
on agricultaral incomes, administrative difficulties of taxing the
unorganised non- agrionltuaral sector, provision of exemptions and
deductions for various parposes and difficulties in reaching the
‘hard-to-tax”™ groups have rendered the tax hase extremely narrow.
Similarly, generous deductions for depreciation and reinvestment,
and contributions to a wide variety of social purposes has eroded
the corporate tax base. In the case of indirect taxes, most of
the services are completely excluded from the base and even the
retail general sales taxes have ceased to be either “general” or
‘retail’, with the point of levy being shifted to the first stage

of sale.
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The narrowness of the tax base has accentuated the
distortionary effects of the Indian tax structure. The effects
have been largely ignored because of the preoccupation with
raising more and more revenue. Given that the tax bases are
narrow, requirements of revenie have necessitated high average tax
rates for both direct and indirect taxes. Additionally, the
emphasis on equity had led to virtually confiscatory levels of
marginal tax rates in the case of personal income tax, though
these have been moderated recently. The disincentive effects of
such high marginal rates on work effort and investment were

ignored.

In the case of indirect taxes, raising tax revenue at
administratively convenient points has resulted in the imposition
of a levy on inputs, outputs and capital goods alike at Central,
State and even local levels, cansing additional distortions in the
tax structure. Similarly, high average rates of customs tariffs,
combined with a large dispersion, have distorted the production
structure. At the State level, tax competition to maximise
revennes, generous schemes of sales tax incentives for promoting
industrialisation and inter-State tax exportation have been a
forther source of distortions. Finally, attempts by the Central
government to raise revenes from non-sharable sources like import
duties and administered price increases have altered relative

prices in wnintended ways.

The tax structure in India has also become unduly
complicated. A major reason for this is the mursuit of maserous
objectives, apart from raising reverme, through the instrnsesnt of
tax policy. Thus, equity considerations have led to wirmte rate

differcntiation in both direct and indirect tax struchures, bosed
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merely on the policy makers®™ perception of what size composition
of income or consumption is desirable. The same instrments were
also used to encourage savings, promote investment, particularly
in ‘desired’ industries (through differentiated investment
allowance), maximise employment (through concessions to the small
scale sector), promote inter-regional equity (through
differentiated tax concessions across regions) and promote several
other social objectives. Not surprisingly, the resultant tax
structure has turned out to be a formidable maze.

At the same time, it is doubtful whether this~
complicated tax structure has really served to promote the
intended objectives. With less than one per cent of population
paying personal income tax, the use of this instrument to promote
equity is not very meaningful. In fact, international experience
shows that active public expenditure policies aimed at raising the
consumption of the poor are far more effective in promoting equity
as compared to tax policies aimed at containing the incomes of the
rich (Gillis, 1989). Studies have also cast doubts on the
effectiveness of tax concessions in enhancing the level of
savings, while the inappropriateness of tax policy as an
instrument for promoting employment, balanced regional development
and a wide variety of other social 6bjectives is well known
(Das-Gupta, 1989 and Bagchi and Nayak, 1990).

Many of these problems have been recognised by the Tax
Reform Committee (TRC) which has recently submitted its interim
report (Government of India, 1991). Lessons from tax reform
experiences in various countries indicate that complex systems
suggested in the optimal tax literature are impractical (Masgrave,
1987). The most successful tax reform experiences are those which

have concentrated on broadening the tax base, levving lower and
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less differentiated tax rates, siwplifying the tax structure,
exempting the taxes on inpats and strengthening tax administration
and enforcenment. These elewents also characterise the philosophy

underlying the interim report of the TRC.

In this report, raising revenue is taken to be the
main objective of direct and indirect taxes. Bringing various
perquisites into the tax net, rationalisation of tax incentives
for savings, clubbing of non-wage incomes of the minor with
parents” are some of direct tax measures aimed at this objective.
In the case of domestic indirect taxes also, the emphasis of the
report is on expanding the tax base by bringing important services
into the tax net and extending the tax to the wholesale stage. In
the case of import duty, however, the TRC has suggested that this
be viewed primarily as an instrument for protection rather than

raising revemie.

The TRC has also made recommendations regarding a
gradual reduction in the rates of direct and indirect taxes,
revenue sharing between the Centre and the States, tax
‘harmonisation and other measwes for simplifying the tax system,
which will have to be phased in over a period of time. However,
giventhe complexity and inefficiency of the existing taxsystem,
the recommendation of the TRC should only be viewed as a beginning
of the tax reform process in India.

The tax reform measnes discussed above are aimed at
simplifying and rationaliising the tax system, not necessarily

raising additional rescurces. Howewver, an altogether different



kind of rationalisation is required in the pricing of public
services, which could lead to considerable additional flow of

revermae.

There is a large class of publicly provided services
which are in the nature of pure public goods. Deferice, general
administration and the maintenance of law and order are obvious
exzmples. Sach services, characterised by non-rivalry and non-
excludability in consumption, czrmot be easily priced or ‘sold” to
individual consumers (Samaelson, 1954 and 1955). They, therefore,
have to be financed out of general revemnes. All other publicly
provided services could, in principle, be priced so as to recover
the cost of delivering such services. However, whether such user
cost pricing is desirable or not is quite another matter. There
may be large externalities in the consumption of some of these

"Tgoods and services. In such cases the privately optimal level of
consumption may be socially sub-optimal. The government may
therefore decide to introduce a subsidy in order to support the
socially optimal level of consunption. Again, there may be cases
where the consumption of a ‘merit good” like, say, primary
education by the poor is considered essential or socially
desirable. The government may deliberately subsidise the
consumption of such goods and services for certain target groupss.

Except in the case of such "merit goods”, “public
goods” and goods or services with large externalities, it would be
desirable for the government to charge "user fees® sufficient to
recover cost. It turns out, however, that the recovery rates are
not only remarkably low across the board but even declining over
time. As a consequence there is a huge volume of subsidies
involved in the delivery of virtually all goods and services being

provided by the government. These include, of course, the
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explicit subsidies on food, fertiliser or exports already
discussed above in the context of expenditure control. There is
also the mach larger flow of implicit subsidies by way of
unrecovered cost in a whole range of social and economic services.
If these services were properly priced so as to recover costs,
except where the subsidies are deliberately introduced to support
particular target groups, this would very substantially augment
the total flow of non-tax reverues.

- Oar estimates show that between 1977-78 and 1987-88
the total volume of government subsidies including implicit-
subsidies rose from about Rs. 8,000 crore to over Rs. 44,000
crore, i.e., from 8.2 per cent of GIP to over 15 per cent. In
economic services the average recovery rate declined from about 55
per cent of cost in 1977-78 to below 41 per cent in 1987-88,
implying an increasein the total subsidy on economic services
from about Rs. 4,500 crore to over Rs. 27,500 crore over the
decade (Table 4). The lowest rate of recovery is seen in
industry, where there was a steep decline in the recovery rate
from just under 40 per cent in 1977-78 to less than 17 per cent in
1987-88. The recovery rate in agriculture and irrigation is not
mich better at aromd 20 per cent. In power only about a third of
the cost.is recovered while in communications. which was
generating a 14 per cent recovery over cost in 1977-78, over 30
per cent of the cost now remains unrecovered. Transportation is-
the only sector where cost recovery actually improved over the
decade. PBat even here, as mwich as 25 per cent of the cost still

remains unrecovered.



TABLE 4

sabsidies in Social and £ ic Seri g4 {
Subsidy az percentage
Becovery rate Subsidies of total subsidy
1977-78 1987-88  1977-78 1987-88  1977-78 1947- 88
{Per cent) {8s. crore)
g ic Serti
1. Agriculture and allied .9 N4y 1259 1117 15.97 16.02
activities

2. Irrigation and flood control 2.1 20.21 9N 4815 12.34 10.84

3. Power and energy $H.1 32,29 3619 {.72 §.15

4. [ndustry ) nu 16.81 636 5735 §.07 12.91

5. Transport £9.55 7¢.30 1101 1361 13.96 7.57

§. Communication 114.85 £6.58 -99 113t -1.14 2.5%

7. Other economic services 64.94 1.4 235 1780 2.98 {.01

8. Total economic services 54.69 .70 W87 21557 56.90 £2.03

social Serti

1. Rducation 2.1% 1.30 2054 9585 26.04 71,88

2. Health 5.4 30T 684 2931 §.67 g8t

3. Kater supply and sanitation 14.39 5.82 369 2430 {.8¢ £

and housing
{. Other social services 18.93 12.15 292 1916 3. .31

5. Total social services .26 3.82 3399 16868 {3.1¢ 17.97

Note: Includes data for 14 major States and Centre.
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Since many of these economic sexrvices are dslivered by
departmental or non-departmental government enterprises and
cooperatives, it is not surprising that a large part of the
subsidy in economic services actually flows in the form of
budgetary support to offset the poor cost recovery of these public
enterprises. OQut of a total subsidy of about Rs. 28,000 crore on
economic services in 1987-88, around Rs. 15,000 cror=s flowed
through the public enterprises. Of this, about Rs. 9,000 crore
flowed through Central public enterprises with an average recovery.
rate of only 41 per cent. In terms of their institutional
classification, departmental .enterprises had an average recovery
rate of 67 per cent as against 31 per cent for non-departmental
enterprises and only 20 per cent for cooperatives. '

In other words, far from contributing a net swrplus to
the revenues of the government, public enterprises have
constituted a major source of rescurce drain. In the context of
the present fiscal crisis, this calls for urgent reforms in this
area. Ways must be found of imposing a hard budget constraint on
these enterprises in order to at least stop the drain of
government resowrces, even if large surpluses are not immediately
forthcoming. That in itseif would release thousands of crores in
financial resources. A part of the resources so released could be
deployed to atig_rnant the quantity of som=s subsidised services. or
improve their quality, where such subsidised services are
desirable. The rest would significantly reduce the size of the
deficit.

9

SRS g

_ [5?1/7'2.1




Turning to social services, the required course of
action is less obvious. Recovery rates are much lower here,
amounting to less than 4 per cent of the cost an average. In
other words social services are being delivered virtually free of
cost. Also, these services are being delivered largely through
the State governments. Hence, the large bulk of subsidy on social
services, estimated at close to Rs. 17,000 crore in 1987-88, flows
through the State governments. This is in addition to the States”
share of subsidies in economic services, which added up to about
Rs. 13,000 crore in 1987-88, thus leaving the States with a total
subsidy burden of about Rs. 30,000 crore in that year alone.

Clearly, the States cannot continue to subsidise
public services on such a vast scale, given that their financial
situation is even more stringent than that of the Centre (see
section 5 below). On the other hand social services like education
and health ars precisely the services which ought to be subsidised
on equity or “merit good” considerations. Hence, the pruning of
subsidies here will have to be very carefully calibrated in order
to ensure that budgetary pressures do not subvert these larger
social objectives. What can be said quite categorically, however,
is that there is need for much closer targeting of subsidies in
social services. This would-help to filter cut unnecessary or
wintended subsidies. The resources saved through such improved
cost recovery could then be deployad to actually raise the level
of subsidy to deserving target groups, while reducing the total

volum= of subsidy at the same time.

A good illustration of this is the education sector.
The total subsidy to this sector in 1987-83 was almost Rs. 9,600
crore. However, the subsidy to primary education amounted to only

around Rs. 4,200 crore, the balance going to zecondary and higher

)
Ll



levels of education. In a country with around 60 per cent of the
population still illiterate, any one who has reached a secondary
level of education is already a privileged person. To subsidise
persons at that level, indeed at a much higher per student rate
than at the primary level, is clearly iniquitous. The argument
that higher levels of educaticn must be subsidised because of
externalities is also not sustainable since the private returns to
education are very high in some lines of specialisation and there
is already a large surplus of manpower in others. Introduction of
proper user charges could raise; at a conservative estimate, over

Rs. 5,000 crore annually from this sector alone.

5 A Revi £ State Fi in Indi

This review of fiscal policy would remain incomplete
if it did not address some of the critical issues pertaining to
States” finances. The Constitution assigns the responsibility of
providing major social and economic services to the States, they
incur almost 60 per cent of total spending and raise 35 per cent
of the revenues. The revenue deficit attributable to budgetary
operations of the States constitute over cne per cent of GDP while
the fiscal deficit on States’ acoount is about 3.5 per cent of
GDP.

In some respects, the fiscal condition of the States
is even more critical than that of the Centre. As in the case of
the Centre, their expenditire is more income elastic than revenue
réceipts, thereby generating a bailt in tendency towards deficits.
However, they do not have the same ability to finance their
deficits. The States do not have independent powers to horrow

from the market, nor can they tabe recoarse to horrowing from the

~
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central bonk becanse of the overdraft regulation schewe!0. Given
these constraints on debt financing for bridging the gap between
expenditure and revenue at the State level, the burden of
adjustment has tended to fall on capital and maintenance
expenditure with rather serious long term implications for growth.
Moreover, the squeeze on capital expenditure has been sharper in
the less developed States, thereby aggravating inter-regional
growth imbalances.

The trends in expenditure classified into econowic and
functional categories show guite clearly that the different
elements of current expenditure have grown mmch faster than
overall expenditure (Rao and Tulasidhar, 1991). While aggregate
expenditiure has grown at about 7 per cent in real terms daring the
eighties, items like interest pesgmeents and visible subsidies have
been growing at close to 13 per cent. Other current account items
such as transfer payments and compensation to employees have alseo
grown at a relatively high rate of around 8 per centll.
Interestingly, the only item of current expenditure which has
grown relatively slowly is that on goods and services, which are
largely spent on the maintenance of capital assets. The

significance of this is discussed further below,

The rapid growth of revenue expenditure has
outstripped even the growth of tax revemmes and Central transfers,
which have themselves grown at a high rate of over 16 per cent per
annan in nominal terms. Mearmhile the growth of non-tax revenues
has been sluggish as a consequence of poor cost recoveries from
various rublic services provided by the States. As a consequence
of both uneconcwmic pricing as well as low efficiency of
departmental and non-depsotientzl enterprises, most of then have

been reporting substantial losses. In irrigation, total losses



1nr~ludmg depreciation in 1987-88 amounted to Rs 5200 crore. As
'L"!‘g'il"d.. non-departmental enterprises, the several “prowotionsl’
corporations, which seem to cserve no parpose other than providing
political patronage, claimed a hudgetary support of over Bz 500
crore in the 14 major States. The two major non~departmental
comeercial enterprises, the State Electricity Boards (SERs) and
State Road Trarisport Corporaticns (SRICs) have contimied to drain
States’” exchequers. The average loss of SEB's was 14.4 per cent
and that of SRTC’s 12 per cent of the capital invested in 1990-91.

Given the poor flow of non-tax revenues, the growtn of
total revenne has failed to keep pace with revenue expendituwre. It
has _also been pointed out above that, mnlike in the case of the
Centre, the expenditure-revene gap could not be easily financed
through borrowing by the States. Therefore. the entire burden of
adiustment of this imbalance betwsen expenditin= and its financing
has fallen on capital and maintenance expenditure. Both capital -
expenditure as well as expenditiare on the maintenance of capital
assets, usually shown as spending on goods and services. have heen
growing at less than 5 per cent per anmun in real terms, while
total expenditure increased zt over 7 per cent. Consequently, the
share of capital expenditire in total State govermment experditiare
declined fairly sharply from 25 per cent in 1930-81 to 28 per cent
in 1987-88. The situation is likely to farther worsen in the next
few years with the significant deceleration in Central transfers
to States as a part of coxtry s Tiscal adivnstment prograaesl?.
The long-term growth implications of the slow growth of capital
stock in the State government sactor and its poor maintenance ars
auite obwious. These have btear. compraded by efficiency losses
dre to various distortions in relative prices introduced hyv the

structare of sales tax, inter-Stat: conpetition in terms of this

D

~ax and tay exportation.



What is especially disturbing is that the squesze on
capital and maintenance expenditiae has hbeen wach sharper in the
less developed States (Rao, 1992). The growth of capital
expenditure in these States has heen significa;ntly lower than that
of high income States. The ratio of maintenance expenditure
vis-a-vis compensation of employees has also been lower in the
poorer States. This has considerably aggravated inter-regional
growth disparities. The poorer States have also suffered on
account- of inter-State exportation of taxes from the consuming to
the producinhg States on account of the Central Sales Tax. This
should be obvious since production is concentrated in more

developed States.

A similar inter-State disparity is also noticed in the
distribution of-social expenditures such as health and education
(Rao and Mundle, 1991). Thus, in their various dimensions, State
finances have tended to reinforce rather than reduce
inter-regional disparities. This could have been avoided if the
Central transfers were designed to offset the inherent fiscal
disadvantages of the poorer States. [Infortunately, both statutory
and plan transfers are given mainly on the basis of general
economic indicators, with a dominant weight being assigned to
population rather than fiscal disadvantage (Rac and Aggarwal,

1991).

[dp]

It fellous from the foregoing review of States”
finances that reform in this area should focus on compression of
current expenditure, rationalisation of the tax system and better
targetting of implicit subsidies. Furthermore. Central transfers
should henceforth be explicitly directed at offsetting fiscal

disadvantasges of the poorer States. Hopefully., this issue will te
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addressed by the Tenth Finsnce Commisszion. So far as the States
themselves are concerned, specific measures which they could
introduce have been discussed in some detail elsewhere (Rao, 1992)

and are briefly listed below:

i) A freeze on fresh recruitment over the next few years,
identification of surplus staff and their redeployment in order to
moderate the growth of the wages znd salaries bill.

iiy A cut-back on perguisites like leave travel
concession, bonus and leave encashment would alse help to

decelerate the growth of staff related expenditure.

iii) Expenditure on redistributive activities such as
elementary education, basic health facilities and poverty
alleviation should be erheanced. The Centre should also suitably
rationalise thé Centrally Sponsored Schemes to facilitate

enhancement of expenditure on such items.

iv) A part of the enhanced social expenditiure should be
financed through-hizher cost recoveries from services like
irrigation, supply of electricity, road transport and post-primary

education.

v) The major reforus on the taxes side relate to the
sales tax. The base should be broadened by including value
addition at the post marmfacturing stages. However, taxation of
inpats should be aveoided.  The namber of rate categories should
also he‘_neduced and the tax stracture should be simplified and the

practice of using sales tax concescicon for industrialisation



should be aveided. Measares are also nesded o arert exoessive tax
competition among the States and to reduce tsxation of inter-State

sale.

A _Final Remark

The foregoing review is necessarily selective. It has
dealt with only some of the were urgent issues in fiscal policy,
such as the deficit, eipenditure control, reform of the tax
system, subsidies and user charges. Sone institational questions,
particularly relating to States” finances and Centre-State
financial relations have also been addressed. Rat fiscal policy
is wore than the were arithieetic of hadgets or even the formal
processes of  financial wanagement in government. It is. in the
main, an outceoms of & political process.  Sach gnestions about the
political economy of fiscal policy have not besn dealt with in
this paper as they have been addressed elsewh=re in this volume
(Rardhan, 1992). Pat it has to be s2id in conclusion that to lose
sight of the underlying political power relations which drive
fiscal policy 1s to miss the central point about the roots of

India’s current fiscal crisis.
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Notes

The financial implewmsntation of this strategy, zlong with
reduction of inter-personal and inter-regionad disparities,
have constituted the basic goals of fiscal po 110y in
post-colonial India. Apropos the literatuwre on assignnent of
instrunents to targets., it is iuportant to ask whether even in
principle fiscal policy could simltanecusly meet all these
goals (Tinbergen, 1952). However, the present paper is confined
to the record of actual merformcesse.

For a detailed andly51s of savings and investment behaviowr o
different institutional sectors see A. Bagchi and P. Navs
(1990).

£
L
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See Econowmic Survey, Government of India, Ministry of Finance,
1961-92.

See in particular Buiter and Patel (1990); Genberg (18989);
Rangarajan. Basu and Jadhav (1990). For a more wp-to-date
analysis of India’s debt problem znd measures required to deal
with it see the paper by Chelliah (1992) in this volume=.

This thesis was developed in greater detail in Mudle (19290),
where it was argued that the then prevailing high growth woald
not be sustainable.

Ses, however, the early work of Reddy (1972), Premchand (1963)
and Toye (1981) anr-\ng others. For wvork done during the wore

=cent period see Sanes and - Talasidhar (1984), Mmdle (18883
1nd Rao =md Tulasidhar (1991).

See Madle and Makhopadhyay (1921).  Excerpts of this paper
were published in Eoconomdc Tinmss, 20th Jarary, 1392, See also
the paper by Chellish (1582) in this volume.

"Distribaational coalitions” is taken to mesn a4 narrow specia
interest group having disproportionate organisational power for
collective actiom. (Olson, 1382).

For a more detailed discussion of these issuss and an earlier
estimate of subsidies in India see Modle and Rao (1991). Th{-
exrlier estimates hove now been revised baing reports

here for the first wims.
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10.

11.

According to the schews, the Reserve Bank of India would not be
obliged to homour the chegues of the States having overdrafts
beyond seven contimous working days.

The above growth rates relate to the period upto 18237-88.
Compensation in later years as a consequence of the salary
revision subsequent to the Fourth Central Pay Commission
report. The revision is estimated to have increased the salary
bill by 18 per cent.

The Central transfers to the States in 19921-92 increased hy

less than 7 per cent over the previows year in nominal terms
and the estimated increase in 1982-93 is just over 8 per cent.
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