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CHAPTER 1

THE STATE, INTEREST GROUPS AND
PUBLIC EXPENDITURE POLICY

1.1 Introduction

During the last decade, the strategy of fiscal compression has gained the centre-stage of
economic policy in many of the countries of the developing world that have embarked on a
programme of structural adjustment. Although in many of these countries economic crisis
provided the immediate motivation, the basic rationale for fiscal compression arose from the
reappraisal of the role of the State. The experiences of many countries have shown that
indiscriminate State intervention, instead of providing a corrective to market failure, may
actually worsen economic performances. Contrary to the assumption of the ‘benevolent’ public
goods provider, it is seen that the State is often used by special interest groups to further their
own interests resulting in adverse effects on both efficiency and equity.

In India although the need to provide greater leeway to activate the market mechanism
has been felt since the early 1980s, the immediate motivation for the reappraisal of the past
policy regime was the unprecedented economic crisis in 1990. This necessitated immediate
stabilization and structural reforms (India, 1989). It was perceived that the root cause of
economic crisis was the large and growing fiscal imbalance. Therefore, a major component of
reform was to reduce fiscal imbalances by phasing out unproductive government expenditures
and by providing public services cost-effectively. Reduction in fiscal deficits in a planned
manner, however, requires a proper understanding of the factors determining the size and
composition of government expenditures and its growth pattern over time. An analysis of
Government expenditure trends is necessary to evolve an effective expenditure reform strategy.

1.2 Market Failure and Government Intervention

In the traditional development economics literature, the justification for governmental
intervention is rooted in ‘market failure’ arguments. The market does not always live upto
competitive norms and even when it does, it may not secure Pareto-optimal resource allocation
when private and social valuations diverge. In particular, market equilibrium solution will not be
efficient in the presence of (i) public goods (ii) externalities (iii) increasing returns to scale and
(iv) ‘merit’ goods. Nor can the market bring about appropriate corrections in income distribution
(Musgrave, 1981). In such cases, the necessary corrections have to be brought about through
public expenditure policy.



The need for active State intervention in order to provide a corrective for market failures
became obvious with the success of Keynesian-type policies in fighting the Great Depression
and in the reconstruction of war-damaged economies of the West. The achievements of Soviet
industrialisation signified the importance of social engineering and of centralised allocation of
investments according to a plan. The poorer countries realised that speedy industrialisation
could effectively transfer the surplus labour from unproductive agriculture to the more
productive manufacturing sector; but the "vicious cycle of poverty" made it difficult for them to
achieve the required rate of capital accumulation (Nurkse, 1953). It was also agreed that the
social overhead capital (which creates externalities) in poor countries was scarce and private
initiatives would not appreciably enhance capital accumulation in them (Rosenstein-Rodan,
1943). The investment allocation, therefore, had to be undertaken through active State
intervention.

In keeping with the above perspective, the traditional explanations of the size,
composition and growth of government expenditures have been advanced in terms of providing
public goods, correcting for externalities and bringing about the desired state of income
distribution in the society. These analyses brought out the effect of several important economic
factors causing changes in the level and composition of government expenditures. In particular,
the empirical analyses tried to quantify the effects of median voters’ incomes, relative cost of
providing public services and the various ‘taste’ variables on the level of public expenditures
(Borcherding, 1985, Mueller, 1989). While both income and taste variables were supposed to
reflect the demand for public services, the coefficient of the relative cost variable was
interpreted to infer the productivity lag.!

1.3 Interest Groups and Public Expenditure Theory?

Implicit in the above analysis is the assumption that the State is a benevolent entity with
the objective function of maximising social welfare. It is not taken to be a strategic actor in the
interactive game of interest groups. The recent neo-classical political economy approaches to
the growth of government, however, are based on behavioral assumptions. When political
parties’ objective in a democratic polity is to maximise the probability of being reelected, the
electoral competition leads them to seek out special interest groups and dispense patronage to
them in return for political gains. (Myhrman, 1985). At another extreme we have a malevolent
revenue maximizer exploiting the power to tax to the maximum extent to finance the ever

1. This is called the "Baumol effect". According the hypothesis, over time there will be a relative increase in
the price of government provided goods and services because, general productivity increases come largely
from technological change which is typically embodied in capital and the potential for absorbing these
changes in labour intensive government services is less. Further, if the organised labour in the government
sector can secure increases in wages more than its overall productivity, the expenditure increases would be
even larger.

pA For a detailed review of interest groups and public expenditure policy, see Mueller, (1989).



expanding ‘Leviathan’ (Brennan and Buchanan, 1980, Niskanen, 1971). In addition, in a
planned economy, where inter-alia, public expenditure policy plays a crucial role in allocating
investments, the working of special interest groups can enhance the cost of providing public
services by charging oligopolistic prices on the labour and material input sales to the
government. Similarly, the special interest groups may use their power to appropriate greater
share of the benefits. The rent seeking by the sellers to the government and attempts to
‘free-ride’ by the powerful groups,? can affect both the size and composition of government
expenditure and its productivity. In order to evolve appropriate public expenditure policy it is
necessary that the potential role of interest groups in determining the level and composition of
expenditure are properly understood.

The difficulty of achieving optimal expenditure outcomes merely through electoral
competition when the coalition of interest groups influence public expenditure policies has been
highlighted by Tullock (1959).# He argues that the government’s decision to provide
‘quasi-public’ or private goods and the log-rolling® of interest groups under the majority role
necessarily results in the provision of more than optimal (welfare maximising) levels of
government expenditure. But, if there are other coalitions favouring tax reduction with
‘Christmas-tree tax bills’ decorated with numerous tax loopholes, this might yield the
opposite outcome (Breton, 1974). However, there is no direct linkage between taxpayers and
beneficiaries of public services, and as argued by Becker (1983, 1985) when each group applies
pressures to increase its share of subsidies and reduce its share of taxes, in the equilibrium,
marginal costs of applying pressure to increase subsidies and to reduce taxes are equated.® Such
a competition results in an outcome where the groups that can be subsidised cheaply and those
which are expensive to tax tend to do better. For this reason, special interest groups with
organisational abilities” disproportionate to their numerical strength are more successful in
minimising their tax shares and maximising their consumption of public services. These
coalitions, however, are ‘non-encompassing’, for, small and homogeneous interest groups can
organise more effectively and at low costs.8 Thus, a small proportion of population is able to

3. ‘Free-riding’ is defined as availing the benefits of public services without making commensurate
payments.
4. It has been shown that when the political parties attempt to maximise their probabilities of being reclected,

median voter equilibrium will result. However, the introduction of cost-sharing arrangements will result in
majority cycling and log-rolling, wherein the interest groups play an effective role. See, Brennan (1981).

5. ‘Quasi-public’ goods are the goods provided by the government with high private good characteristics.
‘Log-rolling’ is a form of vote trading between political parties/interest groups. See, Mueller (1989).

6.. Becker’s analysis is in terms of pure redistributional gains for the special interest groups, but can be
extended to the provision of quasi public goods also.

7. Olson calls them ‘distributional coalitions’ as their motivation is mainly to get larger share of the available
output rather than increasing the volume of output itself. For a detailed discussion, sec Olson (1982), pp.
42-45.



appropriate a large proportion of the benefits of public services. It has also been shown that
once a coalition succeeds in introducing a quasi-public good which would benefit its members,
it would be rational even for other members of the society to prefer an increase in total
government expenditure rather than a reduction in their own share of public services (Mueller
and Murrell, 1985). This could result in the over-expanded supply of publicly provided private
goods.?

The more than optimal allocation of resources to quasi-public goods resulting from
log-rolling among interest groups imposes additional costs. The oligopolistic behaviour of these
coalitions and their rent-seekiﬁg behaviour causes serious loss of efficiency. The rent-seeking
behaviour gets further impetus in a regulatory and protective environment inherent in the
‘dirigistic’ developmental strategy.10 The distributional coalitions emerging in such an event
tend to reduce efficiency and productivity in the economy (Olson, 1982).

The brief survey of literature presented above highlights the possible influences on the
size and composition of government expenditure when special interest groups play an important
role in State policy. As already mentioned, when the government purchases goods and services,
the sellers of these goods and services to the government may organise themselves into special
interest groups and charge oligopolistic prices, thereby increasing the level of Government
expenditure. The employees organising themselves to claim wage rates higher than their
marginal productivity is a case in point. Similarly, the special interest groups may, in the
process of gaining a larger share of the benefits of public services, influence the size and
composition of Government expenditure. In such cases, the expansion will be seen particularly
in the Governments’ provision of private and quasi-public goods and transfer payments, the
benefits of which can be appropriated by the special interest groups. These would be financed
not by effective cost recoveries from the beneficiaries of these services, but passed on to the
general public. Spreading the burden of financing such services to the public through broad

8. Olson (1982, p.31) states "....the incentive for group action diminishes as the group size increases, so that
large groups are less able to act in their common interest than small ones". See also, Olson (1965).

9. Similar conclusions have been reached by the ‘Leviathan’ theorists. The studies by Brennan and Buchanan
(1977, 1980), for example, distinguish between ‘constitutional’ and ‘in-period’ choices. The citizens are
assumed to exercise control over fiscal decision only at the constitutional decision stage, and all ‘in-period’
decisions are taken by the elected governments given that the governments are constitutionally given
power, they are modelled to exercise the monopoly power to tax so as to maximise revenue, resulting in
the over-provision of public services. Similarly, Niskanen (1971) attributes over-expansion of public
sector to the behaviour of bureaucrats. The ‘bureau heads’, far from being public servants become the
monopolistic suppliers of public services as they maximise their personal incomes or prestige. This
monopoly practice aided by agenda setting results in the governments assuming the role of ‘Leviathan’. As
bureaucrats too can be considered as one of the interest groups, we have not discussed this contribution in
detail here. For a critical appraisal of the ‘Leviathan’ literature, see, Musgrave (1981, 1985) and Cullis and
Jones (1987).

10. The strategy of development through State accumulation is termed as ‘dirigistic’. See, Toye (1981).



based indirect taxes or through budget deficits is a common strategy followed. Although the
interest group activity may result in the governmental over-provision of private and quasi-public
goods, it is by no means clear that there will be excess supply of public goods and goods with
high degree of externalities. In fact, the public goods having long term benefits like social and
economic infrastructure may be underprovided (Krueger, 1990).

An important precondition for the success of special interest groups to act collectively
towards enhancing their gains is stability in the society (Olson, 1982). Ensuring protection from
external aggression and internal strife and protecting property rights calls for spending on
certain public goods like defence, police and general administrative services at adequate levels.
A major source of instability in the economy, however, can arise from very high increases in
prices and the existence of mass poverty.ll The taxation structure, therefore, has to have an
egalitarian tone (but not necessarily the content) and the majority of persons should perceive
that the Government expenditure policies would be beneficial to them. This perception can be
brought about by both rhetoric!? and thinly spread (small amount of) allocations to programmes
directly benefiting a large number of persons.!3 Similarly, the requirement of price stability
necessitates judgements about a tolerable rate of inflation. This and the judgements about the
relationship between deficit financing and inflation sets the limit for budget deficits.

It must be noted that it is difficult to clearly identify various special interest groups in
any economy and trace the government expenditure trends to the operation of these groups.
This is particularly true in a developing democratic polity where much of the lobbying is done in
informal ways. Further, when the economy is buoyant and resource constraints are soft it is -
difficult to identify the consequences of special interest group actions as all expenditures
generally show increases (although some items increase faster than others). However, the effect
of distributional coalitions on size and composition of government expenditure become more
evident when the Government faces hard resource constraint.

11. Bardhan (1992) for example states, "..... it is the rate of inflation ...... that strikes at the roots of short-term
political legitimacy of the rulers ....... The hypersensitivity of the polity even to moderate inflation is
understandable in a democratic polity where average income is already precariously low and the
overwhelming majority of the labour force is in the unorganised sector with no ‘dearmess allowance’ to
cover it".

12. Rhetoric about removal of poverty and illiteracy in public speeches of politicians at frequent intervals is a
case in point.

13. Allocation of a small fraction of total expenditure for poverty alleviation and distributing it thinly across
the poor in the country can create both goodwill and hope which can be an important instrument of
stability.



1.4 Indian Development Policy and Public Expenditures

The adoption of centralized planning in a mixed economy framework to achieve
accelerated economic growth with import substituting heavy industry-based strategy in India
envisaged a governmental role of both a catalyst and a direct participant in economic activity.
The public expenditure policy has had to play a crucial role in this policy of State accumulation.
Therefore, government expenditures were deliberately expanded to stimulate the accumulation
of productive capital. However, over time, the decision-making process got increasingly
influenced by the special interest groups. The special interest groups became active rent-seekers
in a regulatory environment. Forty years of regulated and planned economic regime in a
democratic set-up gave ample scope for the emergence of several distributional coalitions which
in turn exerted significant influence on the level, growth and composition of government
expenditures.

The unprecedented crisis in 1990 which was triggered off by fiscal imbalances once
again brought public expenditure policy into focus. Fiscal imbalances in India, which assumed
serious proportions since the mid-Eighties, had two important facets. First, the outpacing of the
rate of growth of revenues by the expenditure growth considerably reduced the resources
available for public investment in the economy. The increasing use of borrowed funds to meet
current expenditures rendered the latter self-propelling. Second, the increasing diversion of
household savings to meet public consumption requirements not only resulted in the expansion
of public debt to unsustainable levels (Chelliah, 1992), but also reduced the resources available
for private investment. In addition to the usual allocative distortions arising from the crowding
out of private sector investments and poor performances of public sector enterprises, the
rent-seeking activities of the coalitions arising from the regulatory regime contributed to further
decline in the productivity in the Indian economy.!4 The fiscal developments have also had
adverse macro-economic repercussions. A portion of the excess demand generated by the
expansionary fiscal policy spilled over into higher imports and consequently, aggravated the
balance of payments problem. The deficit in the current account of balance of payment was a
mere 1.2 per cent of GDP in 1980-81 but increased to 2.5 per cent in 1989-90. At the same time,
inadequate public investment outlay created severe infrastructural bottlenecks. All these
combined together to create a stagflationary situation (Mundle and Rao, 1992).

In stabilising the economy and in making structural adjustments, the compression of
public expenditures plays a crucial role. As already mentioned, given the role of special interest
groups in influencing expenditure policies, unless properly planned and executed, the
expenditure compression may fall not on socially unproductive private and quasi-public goods
provided by the government, but on more socially productive administrative, social and
economic infrastructure outlays. A detailed analysis of government expenditure trends in India

14. For a more detailed analysis of the fiscal developments in India, See, Bagchi and Nayak (1990).



will help in understanding the mechanics of expenditure growth including the role of interest
groups.

Considering its importance in a planned economy, it must be stated that the public
finance literature in India has paid relatively little or no attention to analysing the growth,
allocation, and efficiency of government expenditures (Mundle and Rao, 1992). The few studies
that were carried out concentrated on testing the Wagner’s Law and "displacement effect”
(Reddy, 1972, Nagarajan, 1979). There were some studies which attempted to quantify the
impact of government expenditure on the economy using input-output models (Sarma and
Tulasidhar, 1984, Reddy, Sarma and Sinha, 1984). In a sense, the first study to question the
‘benevolent state’ assumption and look upon expenditure growth as a consequence of the pursuit
of self interest by ‘dominant classes’ was by Toye (1981). It analysed the growth of government
expenditures during the period from 1960 to 1970. Recently, some attempts have been made to
explain the changes in the level and composition of government expenditures in the studies by
Mundle (1988) and Rao and Tulasidhar (1991). However, these attempts are only preliminary,
nor do they analyse the expenditure trends of the Centre and of individual States in detail.
Bardhan (1984, 1992) attributes the phenomenal increases in non-developmental expenditures
and subsidies to the coalitions of organised interest groups in India. He identifies three dominant
coalitions namely, industrial capitalists and large traders, rich farmers and white-collar
workers! and professionals, and a number of not-so-dominant coalitions like unionised manual
workers, small traders and other small propertied groups each demanding and securing political
patronage and claiming an increasing proportion of State resources by way of implicit and
explicit subsidies and transfers. This again does not explain the changes in the level and
composition of government expenditures fully. There is considerable ambiguity and lack of
conceptual clarity in the classification into ‘developmental’ and ‘non-developmental’. Many
‘non-developmental’ items are in the nature of providing administrative infrastructure which is
an essential precondition for economic growth. "At the same time, developmental expenditures
even on education and health need not necessarily contribute to growth if they are used merely
to pay salaries higher than the marginal productivities to teachers and administrators. To
understand the nature of the influence of distributional coalitions on expenditure policies it is
necessary to make a detailed and disaggregated analysis of government expenditures.

The foregoing discussion suggests that in a democratic polity, the level and composition
of government expenditures are influenced by not only the economic factors determining the
demand for and supply of public services, but also the interplay of special interest group politics.
However, identification of the effect of special interest groups on public expenditure is by no
means easy, for, the methods adopted to influence government expenditures are not necessarily
transparent.

15. Pederson (1992) does not consider bureaucrats and white collar workers as a dominant coalition.
However, the evidence of declining wage share of Government employees put forward by him is not
supported by facts. Sce p.18 for more details.



In this study, however, we make an attempt at analysing the broad trends in government
expenditure in India over the last 15 years and speculate on the effect of various economic
factors and special interest groups. This is only a descriptive analysis and no rigorous attempt is
made to quantify the effect of these coalitions on the level, growth and composition of
government expenditures or their impact on allocative efficiency and equity. Our limited
endeavour in this study is to analyse the trends in government expenditures over time and bring
out, wherever possible, the influence of the special interest groups as well as the economic
factors on the expenditure pattern. This is only the first step in relating economic factors and
special interest groups to public expenditure policy.

The concept of government expenditure taken to analyse in this study is conventional. It
includes all budgetary expenditures on government consumption and iavestment as well as on
transfer payments, though the latter is purely a redistributive item. At the same time, it does not
include off-budget items like tax-expenditures arising from tax concessions to individuals,
business entities and charitable organizations. This also does not include spending by public
enterprises except to the extent that budgetary allocation is made for them.

1.5 Sources of Data

The budget documents and the Finance Accounts of Central and State governments
published by the Comptroller and Auditor General are the basic data sources for any study on
Government expenditure trends. However, a number of adjustments must be made in order to
ensure comparability of data. over time and across States and to eliminate inter-departmental
transfers. Fortunately, the Union Ministry of Finance makes the necessary adjustments in the
data to correct for the anomalies in its annual publication, Indian Ecomomic Statistics - Public
Finance. Comparable data from this source are available for the period, 1974-75 to 1990-91.
We have based our analysis of aggregate government expenditure mainly on this source of data.

The Indian Economic Statistics, however, contains expenditure data on the Central
government and of the State governments taken together. It does not contain the details of
expenditures of individual States. Besides, detailed analysis of expenditure trends requires
greater level of disaggregation than that is contained in this source. It may be mentioned that the
expenditure classification made in this publication is not always helpful in gaining insights into
the dynamics of government expenditure growth. Therefore, the detailed analysis of Central
government expenditures and the analysis of and States’ expenditures has been done on the basis
of budgetary data suitably classified by us, after making the necessary adjustments. This
classification has been done for the Central government as well as the 14 selected States.16

16. The exclusions are the 10 special category States, and the small State of Goa, which attained Statehood in
1987.



In regard to the data on government expenditures of the Central government and of the
selected States, we have eliminated inter-departmental transfers and have made the data
comparable across States besides carrying out a number of other adjustments. In particular, we
have excluded the expenditures on the item, "Appropriation for Reduction and Avoidance of
Debt" which is essentially a contribution to the sinking fund. As many of the States have been
making this contribution even when they have deficits in the revenue account, it is meaningless
to consider this expenditure in the analysis. Similarly, under irrigation, a sizeable amount is
shown as expenditure on account of interest payments to the government. This is merely a
notional entry and actually no payment is made by the departments to the State goverrfinents.
We have also excluded expenditure on State lotteries as this does not represent expenditure on
any governmental function. Actually, the revenue from lotteries should net out this expenditure.
We have also had to make a number of other adjustments to ensure comparability of data over
time, particularly to correct for the changes in budgetary classification introduced after 1985-86.
Although these changes were not as far-reaching as those introduced in 1974-75, we have had to
make a number of changes to conform to the prevailing budgetary classification in all the States.

Insights into government expenditure behaviour, however, can not be gained merely by
analysing the expenditure data contained in budget documents. This must be supplemented with
the analysis of expenditures classified into economic cum functional categories. While the
budgetary data and those contained in the Indian Economic Statistics give a fairly disaggregated
picture on functional categories, they do not help us to analyse expenditures in terms of
~economic classification. In particular, the revenue and capital expenditure categories in the
budgets are based on monetary ceiling of expenditure and not on the basis of whether the
expenditure is incurred for the maintenance of capital assets or for their creation. Similarly,
budgetary items do not help us to segregate the expenditures on ‘wages and salaries’, ‘goods and
services’ and transfer payments. In order to assess the macro-economic impact of government
expenditures as also to identify the sources of government expenditure growth, it is necessary to
supplement the analysis of budgetary item of expenditures with that of economic cum functional
categories. We have, therefore, supplemented the government expenditure analysis based on
budgetary data with the analysis of economic and functional items of expenditure wherever
feasible and appropriate.

However, data on expenditures classified into economic cum functional categories are
not available in the public domain. Although the Union Ministry of Finance does undertake a
detailed exercise of classifying Central government expenditures and publishes them every year,
this is not done at the State level. Some of the States’ statistical departments do classify
" expenditures into economic and functional categories. But, a reasonable time series of such data
are not available, nor are the classifications done by adopting identical concepts and
methodology. Fortunately, the Central Statistical Organisation (C.S.0.) undertakes this task in a
systematic manner and these data have been obtained from the files of the C.S.O. for the
Centre and the individual States for the period, 1974-75 to 1989-90.17 The analysis of
government expenditure trends undertaken in the following is based on these data.

9



There are, however, some differences between the C.S.0. data and the budgetary data
which must be noted. The important differences are (i) C.S.0O. data do not include interest
payments and (ii) the subsidy figures according to economic classification (C.S.0.) include
losses from departmentally run commercial activities like irrigation projects, which are shown
after deducting revenue receipts from the sale of water, whereas in the budgetary data, gross
expenditures under the items are shown. Also, the general, social and economic service
categories in the functional classification do not strictly correspond to the budgetary
classification.18

The two important adjustments required to be made in the analysis of government
expenditures are to make adjustments for differences in scale and changes in prices. To take
care of the differences in sizes of the States, we have, by and large, analysed the data in per
capita terms. For this purpose, we have adjusted the mid-year population estimates of the
Registrar General to correspond to financial years by making pro-rata adjustments. To
account for the price changes, we have deflated government expenditure in current prices with
the wholesale price index.!?

1.6 Plan of the Study

The analysis of aggregate government expenditures of Centre, State and Union
Territories is undertaken in Chapter 2. The trends in Central government expenditures are
analysed in Chapter 3. This chapter also brings out some recent developments, particularly the
trends in expenditures after the reform programme was initiated in 1991-92. The analysis of
State government expenditures and inter-State differences in the size, composition and their
charges over time is carried out in Chapter 4. Chapter 5 brings out the major findings.

17. Although data from this source are available from 1971-72, major changes in budgetary data effected in
1974-75 renders the data prior to 1974-75 not strictly comparable.

18. For example, water supply in the budgetary classification is put under social and community services
whereas according to the CSO’s classification this is put under economic services.

19. There are certain advantages of estimating a separate price index to deflate government expenditures based
on its cost composition. In particular, if the objective is to analyse the real increases in Government
services, such an index should be preferred. However, if the objective is to analyse the volume of real
resources used in the provision of public services, a general index like the wholesale price index may be
used for deflating government expenditures. To the extent the changes in relative input costs of public
services are different from the changes in wholesale price index, the two deflators would differ. For these
conceptual details, see, Musgrave (1981).

10



CHAPTER 11

GOVERNMENT EXPENDITURE IN INDIA:
COMBINED CENTRE AND STATES

In this chapter trends in aggregate expenditures of Central and State governments
taken together are analysed. As mentioned in the previous chapter, the analysis carried out here
is based mainly on the data collected from the Indian Economic Statistics - Public Finance,
brought out by the Union Finance Ministry (Government of India) every year. Comparable data
from this source are available for the period, 1974-75 to 1990-91. This analysis is supplemented
with the analysis of the expenditure data on economic cum functional categories collected from
the CSO.

2.1 Level and Growth of Aggregate' Expenditure

Aggregate government expenditure in India increased substantially over the period of
one and a half decade. The per capita expenditure at constant (1981-82) prices increased by
over 2.7 times from Rs 366 in 1974-75 to Rs 997 in 1990-91 (Table 2.1). At a rate of about 6
per cent per year, the growth of per capita government expenditure in India at constant prices
exceeded the growth of per capita Gross Domestic Product (GDP) as well as the growth of
revenue receipts. The per capita GDP during this period increased at only about 2.5 per cent per
year which was lower than that of per capita expenditure by about 3.5 percentage points.
Similarly, both tax revenues (4.9 per cent) and non-tax revenues (2.9 per cent) in per capita
terms increased at rates much lower than that of government expenditure.

The analysis of government expenditure growth brings out two important consequences.
As revenue expenditures grew faster than revenue receipts, governmental dissavings increased
considerably over time and consequently, significant volume of household saving had to be
diverted to meet public consumption needs (Bagchi and Nayak, 1990, India, 1989). By 1990-91,
deficits formed almost 3.5 per cent of GDP. Second, the rate of expenditure growth was
substantially higher than the growth of non-tax revenues signifying the increasing volume of
implicit subsidies in the provision of public services. A recent study (Mundle and Rao, 1991)
has shown that the difference between cost of providing social and economic services and cost
recoveries increased from 8.8 per cent of GDP in 1977-78 to 15 per cent of GDP in 1987-88;
and the cost recovery rates during this period declined from 55 per cent to 41 per cent in the
case of economic services and 6.2 per cent to 3.6 per cent in the case of social services.

1. ‘Aggregate’ expenditure denotes expenditures of the Centre, State and Union Territory governments but
excludes the expenditure of local bodies.

11



Table 2.1

Levels of Government Expenditure in India: 1974-75 to 1990-91

Year Government Expenditure as a  Per Capita Expenditure in Share of capital
Percentage of GDP Constant (1981-82) Prices expenditure in
total
Revenue Capital Total Revenue Capital Total
1) @ 6 @ ® ©® W ®)
1974-75 13.2 5.7 18.9 256.0 109.9 315.9 30.2
1981-82 17.1 74 245 385.3 166.3 557.6 30.1
1985-86 21.0 74 28.4 570.2 201.2 771.4 26.1
1986-87 22.3 8.2 30.5 625.9 231.0 856.9 26.9
1987-88 22.7 7.0 29.7 658.2 201.6 859.8 23.6
1988-89 22.3 6.2 28.5 698.9 195.1 894.0 21.8
1989-90 23.4 6.4 29.8 765.2 210.5 975.7 215
1990-91(RE) 23.4 59 29.3 794.7 201.9 996.6 20.1
Note: = Revised Estimates.

Central Statistical Organisation, Ministry of Planning, Government of India.

RE

Source: 1. Indian Economjc Statistics, Ministry of Finance, Government of India.

2.
3. Registrar General, Government of India.

During the period 1974-75 to 1990-91, aggregate government expenditure at current
prices in India increased at the rate of 16.4 per cent per year and the growth at constant prices
was 8.2 per cent and in per capita terms at constant prices about 6 per cent which was higher
than the rate of growth of per capita GDP by almost 3.5 percentage points.

The plot of per capita expenditure at current and constant prices (Figure 2.2) brings out
an interesting feature. Clearly, the plot of nominal expenditures shows a smooth upward slope
and this price facie, confirms the hypothesis that the governments by and large, follow the
‘incremental’ budgeting, with the outlay in the succeeding years higher by some percentage over
the previous year in nominal terms. This does not, however, ensure that adequate provision in
real terms is made. The plot of per capita expenditure in constant prices shows noticeable
discontinuties, particularly in 1981-82 and 1986-87.

Government expenditure trends, both in per capita terms (at 1981-82 prices) and as a

proportion of GDP plotted in figures 2.2 and 2.3 bring out three distinct phases. During the first
phase, from 1974-75 to 1981-82, per capita expenditure had some degree of year-to-year
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fluctuations though, on the average, grew at 4.7 per cent per year.2 The expenditure-GDP ratio
increased from 18.9 per cent in 1974-75 to 24.5 per cent in 1981-82. In the second phase, from
1981-82 to 1986-87, the growth rate was steady and showed a significant acceleration to average
7.6 per cent per year with the result that the expenditure-GDP ratio during these five years
increased by six percentage points (from 24.5 per cent to 30.5 per cent). However, this tempo
could not be maintained and in the third phase (1986-87 to 1990-91), the growth rate declined to
broadly equal the growth rates seen in the first phase, at a little below 5 per cent per year. As a
ratio of GDP, government expenditure actually ¢howed a decline during the last phase to reach
29.3 per cent in 1990-91.

The three phases of expenditure growth noted can be explained by the state of the
economy and particularly by the stringency of resource constraint. The political uncertainties in
the latter half of the 1970s and the oil shock in 1979-80 resulted in the per capita net national
product (NNP) in real terms increasing at just 1.5 per cent per year on the average during
1974-75 to 1981-82 and the annual growth of per capita (constant prices) revenues during this
period was only 3 per cent (Table 2.2). The slow and fluctuating growth of revenues could not
sustain very high growth of expenditures. Yet, as the fiscal deficit during the period averaged
just about 5.6 per cent of GDP, the overall constraint was not very stringent and expenditures
grew faster than the revenues. At the same time, the political uncertainties® and the oil shock
contributed to fluctuations in the expenditure trend. The second phase (1981-82 to 1986-87) is
marked by a significant acceleration in the rate of growth of expenditures. This must be
attributed mainly to the economy shifting to a higher growth path. The per capita real NNP on
an average during this period increased at 2.2 per cent per year, the government revenues:
increased at even higher rates (5.7 per cent per year). Besides, the reform of the tax system?

2 The growth rates for the sub-periods have been estimated by employing the kinked exponential regression
model suggested by Boyce (1986), by introducing dummy variables (D;, D, and D separated by two
kinks (K; = 1981-82 and K, = 1986-87). The estimating equation is;
lnY‘ = alDl + 32D2 + 33D3 + (lel + b2D2 + b3D3)t ....................................... (1)

D, taking the value 1 for the period 1974-75 to 1981-82, D, taking the value 1 for the period 1981-82 to
1986-87 and D; taking value 1 for the period 1986-87 to 1990-91, and zero otherwise. Discontinuity is
eliminated by putting linear restrictions at breaks K; and K, such that,

a + blkl =+ bzkl and

ay+ b2k2 =az + b3k2 .................................................................... (2)

From these, the estimating equation can be derived as
1Y, =a; + (by-by)k; D; + [(by-by)k; + (by-b3)k,; D3 + byt + (by-by)D,t + (b3-b)Dst ... 3)
3. The period was marked by political instability. This period witnessed the imposition of emergency

(1975-76), emergence of non-Congress party rule (1977-79) and return of Congress party into power
(1980).
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and the replacement of physical restrictions on imports with tariffs also contributed to revenue
buoyancy. Given the relatively stable political environment and buoyant revenues in the second
phase, the growth of Government expenditures showed a significant acceleration. This was
further fuelled by the emergence of significant revenue deficits since 1982-83 and their
feed-back in terms of increased interest payments. This phase can be easily characterised as the
period of fiscal expansion.

However, this tempo of expenditure growth could not be sustained with the hardening of
the budget constrafnt from 1986-87 due to two important factors. First, buoyant revenue
expenditures had to be increasingly financed out of borrowed resources and in order to maintain
relative price stability governmental borrowing beyond a certain level could not be sustained. It
may be noted that increase in the net liabilities of the government reached the highest level of 12
per cent of GDP in 1986-87, and in this year Reserve Bank of India’s net credit to government
was also the highest, at close to 5 per cent of GDP (Dandekar, 1992). Second, increases in the
emoluments of government employees consequent to the implementation of the
recommendations of the Fourth Pay Commission at the Centre in 1987-88 and in many of the
States in subsequent years significantly enhanced relative cost of providing public services.> In
addition, the unprecedented drought of 1987-88 not only necessitated diversion of resources to
relief expenditures, but also decelerated the growth of revenues to average S per cent per year
after 1986-87. With increasing proportion of revenue expenditures being financed from
borrowed funds and with the limits on aggregate government borrowing set by judgements about
acceptable rate of inflation, the overall expenditure level had to be contained. Thus, in the third
phase the share of expenditure in GDP actually showed a marginal decline. This period can be
characterised as the period of fiscal restraint.

Interestingly, a major part of the increase in government expenditure share in GDP
(almost three percentage points) in the early 1980s was due to the phenomenal expansion in
revenue expenditures (Table 2.2). While the per capita capital expenditure (at 1981-82 prices)
grew at broadly uniform rates during the latter half of the 1970s and the first half of the 1980s at
a little over 4 per cent, the growth rate of per capita revenue expenditures accelerated by almost
four percentage points to record a growth rate of 8.9 per cent per year during the period 1981-82
to 1986-87 (Table 2.2). At the same time, the compression that followed in the next phase came
about more by compressing capital expenditure and not by reducing revenue expenditure. While
the per capita revenue expenditure continued to increase at a relatively high rate of 6.9 per cent
per year during the latter half of the 1980s, growth of per capita capital expenditure was actually

4. This occurred in 1984-85 and 1985-86, with the emphasis on reasonable tax rates and better enforcement
as enunciated in the Long Term Fiscal Policy (India, 1985) and the introduction of Modified Value Added
Tax.

5. The effect of pay revision in the States in 1988-89 was estimated to increase total wages and salaries by 18
per cent.
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Table 2.2
Growth of Revenues, Expenditures and GDP

(per cent per year)

Period Total Expenditure Per Capita Expenditure Per Capita Revenue
(Current prices) (1981-82 prices) (1981-82 prices)

Revenue Capital Total Revenue Capital Total Tax Non-tax Total
Expen- Expen- Expen- Expen- Expen- Expen- RevenueRevenue Revenue
diture diture diture diture diture  diture

® @ & @ ®) (©) a @ O (10)

1974-75 to 1981-82 156 150 154 4.9 4.4 4.7 3.3 1.7 3.0
1981-82 to 1986-87 19.4° 142 179° 8.9° 42 76" 62" 5.1° 6.0°
1987-88 to 1990-91 172 81 15.0° 6.9 -1.5° 49" 57 05" 5.0
1974-75 to 1990-91 174 134 164 6.9 33 5.9 49 2.9 4.6

Note: Growth rates are estimated b{ employing the kinked exponential regression model [Boyce, 1986].
* Significantly different from the previous period growth rates.

Table 2.3
Government Expenditure by Functional Categories: Level and Compeosition

Interest * Administrative Social and com- Economic Net Loans and Total
Payments Services munity Services Services Advances Expenditure

Per Percent Per Percent Per Percent Per Percent Per Percent Per Percent
cent of total cent oftotal cent oftotal cent oftotal cent of total cent of total
of expendi- of expendi- of expendi- of expendi- of expendi- of expendi-
GDP ture GDP ture GDP ture GDP ture GDP ture GDP ture

) @ & @ Gy 6 O 6 ©® @qo ) (@12 13)
1. Revenue Expenditure
1974-75 1.6 85 5.1 27.0 39 206 26 138 - - 13.2  69.8
1981-82 23 94 54 220 50 204 44 180 - - 17.1  69.8
1986-87 3.6 11.8 6.9 22.6 6.2 203 5.6 18.4 - - 223 731
1990-91 (RE)4.7 160 6.4 21.8 6.3 215 6.0 20.5 - - 234 79.8
2. Capital Expenditure
1974-75 - - 0.3 1.6 0.2 1.1 32 169 19 10.1 5.7 302
1981-82 - - 0.3 1.2 04 16 43 175 24 9.8 7.4 30.2
1986-87 - - 0.9 2.9 0.6 20 42 138 25 8.2 82 269
1990-91(RE)- - 1.0 34 04 14 29 9.9 5.5 59 20.1
3. Total Expenditure
1974-75 1.6 85 54 288 4.1 220 5.8 30.7 10.0  18.9 100.0
1981-82 2.3 94 57 232 54 220 84 355 24 9.8 245 100.0
1986-87 3.6 11.8 78 255 68 223 938 322 25 82 305 100.0
1990-91(RE)4.7 16.0 74 252 67 229 89 304 1.6 5.5 293 100.0

negative (-1.5 per cent). Thus, in absolute terms, per capita capital expenditure declined from
Rs 231 in 1986-87 to Rs 202 in 1990-91 (Table 2.1) while per capita revenue expenditure
increased from Rs 626 to Rs 795. As a proportion of GDP too, capital expenditures declined
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from 8.2 per cent to 5.9 per cent during the above period (Figure 2.1). Consequently, capital
expenditures which constituted about one-third of total expenditure in 1980-81 declined to just
about 20 per cent by 1990-91. The increased resource availability during the expansionary
phase accelerated the growth of mainly the revenue expenditure, but during the period of fiscal
restraint, the cutback was mainly in capital expenditure virtually relegating it to a residual
category.6

These findings are reinforced when we consider the CSO data on
economic-cum-functional classification of government expenditure (Table 2.4). The shares of
all the three items of capital expenditure namely, gross fixed capital formation, financial outlay
and capital transfers and loans showed substantial decline whereas, the current expenditure
(excluding interest payments) increased from 60 per cent in 1974-75 to 74 per cent in 1989-90.
The decline was particularly marked with the hardening of resource constraint since 1986-87.

The largest increase in the share of revenue expenditures over the period came about on
account of increase in interest payments. The expenditure on interest payments as a proportion
of GDP increased from 1.6 per cent in 1974-75 to 4.7 per cent in 1990-91 and as a proportion of
total expenditure, it increased from 8.5 per cent to 16 per cent (Table 2.3 and Figure 2.4). The
increase in interest payment was particularly marked in the Eighties as in per capita terms at
constant prices it registered a growth rate of over 13 per cent per year throughout the decade.
This is due to increase in both the volume of indebtedness of the government and increases in
effective rates of interest on government borrowings. Quite a good proportion of the
indebtedness was on account of small savings schemes (14 per cent of total borrowings in 1990),
whfch, besides involving high tax-expenditures offered very high interest rates. The high
effective rates of return from tax-savings and interest rate offered surely has benefited mainly
those having large savings. The high after tax rate of return on saving instruments is given to
encourage savings, but, it is doubtful whether this was, in fact, achieved (Rakshit, 1982),
although the high and varied after-tax rates of returns did contribute to the distortions in
financial markets (Das-Gupta, 1989). '

An important source of government expenditure growth is the significant increase in the
emoluments of government employees. In per capita terms, at constant prices, this item
increased from Rs 92 in 1974-75 to Rs 207 in 1989-90 registering an average annual growth rate
of 5.3 per cent. This item of expenditure maintained its share of about 26 per cent in total
expenditures.

6. In his analysis of Government expenditure in India during 1960-70, Toye [1981] also observes that capital
expenditure was residually determined.
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Table 2.4
Government Expenditure in India by Economic Categories

Per Capita Expenditure Percentage of Percentage of Total

(in 1981-82 rupees) Expenditure to GDP Expenditure

74-75 81-82 86-87 89-90 74-75 81-82 86-87 89-90 74-75 81-82 86-87 89-90
(1 2 G @ 6 ©6 O & © @ @ (@2 13

1. Consumption expenditure €
a. Compensat- 91.7 112.6 168.5 207.4 4.7 50 6.0 63 26.7 242 242 262
ion to employees
b. Netgovern- 49.6 75.2 110.2 117.7 2.6 33 39 36 144 161 158 149

ment expen-
diture
Total - 1 141.2 187.8 278.7 325.1 73 83 99 99 41.1 404 40.0 41.2
2. Transfer Payments
a. Subsidies 19.6 446 36.1 1254 1.0 20 31 38 57 96 123 15.9
b. Transfer 16.3 198 238 359 0.8 09 08 1.1 47 43 34 4.5
to local
bodies
c. Other 29.8 464 821 99.6 1.5 21 29 3.0 88 100 11.8 12.6
transfer
payments
Total - 2 65.8 110.8 192.0 260.9 34 49 6.8 80 19.2 238 275 331

3. Total Current 207.0 298.6 470.7 58.0 107 13.2 168 179 603 642 675 74.3
Expenditure
(1+2)

4. Gross Fixed 385 392 633 499 20 1.7 23 15 112 84 9.1 6.3
Capital Formation

S. Financial 25.8 369 498 422 1.3 1.6 18 13 75 79 171 53
Outlay
6. Total Capital Transfers and Net Advances
a. Local 108 13.0 15.7 153 0.6 06 06 05 31 28 23 1.9
bodies
b. Others 61.1 772 979 95.6 3.1 34 35 29 178 16.6 14.0 12.1
Total 6 71.9 90.2 113.5 110.9 3.7 40 40 34 209 194 163 14.1

7. Total capital 136.2 166.3 226.7 203.1 7.0 74 81 6.2 39.7 358 325 25.7
Expenditure
(4+5+6)

8. Total Expen- 343.2 4649 697.4 789.1 177 206 240 241  100.0 100.0 100.0 100.0
diture (3+7)

Note:  Excludes interest payments.
Source: Central Statistical Organisation, Ministry of Planning, Government of India.
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The analysis of compensation to employees clearly brings out the influence of a
dominant coalition in Indian polity namely, government employees, in influencing the level and
growth of government expenditures. The Central and State government employees formed just
about 1.2 per cent of population in 1989-907, but the share of wages and-salaries received by
them constituted 6.3 per cent of GDP. The wages and salaries per government employee in
1989-90 amounted to Rs 20,140 in current prices which is over 6.5 times the per capita income
in the country (or 2.2 times the income of the standard family of three).

Not only that the income of government employees is high in relation to the per capita
income in the country, but also the difference between emoluments of government employees
and per capita income has been increasing over the years. In 1974-75, emolument per
government employee was 4.3 times the per capita income and in 1989-90, it was 6.3 times.
While the per capita income at constant prices on the average increased only at 2.5 per cent per
year over the period 1974-75 to 1989-90, emolument per employee during the same period
recorded a growth rate of 5.7 per cent per year. It must be noted that the emoluments do not
include the in-kind incomes given by way of perquisites like subsidised housing and transport,
subsidised loans for house building and for the purchase of other durable assets, free telephones
(to the eligible categories) and subsidised educational and medical facilities.® Thus, the
government employees by their ability to organise have not only been able to exercise
oligopolistic power to claim a disproportionate share of community output but also enhance
their share over the years.? Another indication of the strength of the government employees is -
seen in the sustained fast growth of wages and salaries even during the period of fiscal restraint.
The compensation to employees in per capita terms (at constant prices) increased at the average
annual rate of 8.3 per cent during the period of fiscal expansion when aggregate per capita
expenditures increased at 7.8 per cent (Table 2.5) and even during the period of fiscal restraint,
compensation to employees increased at 6.3 per cent when the aggregate expenditures increased
at 3.4 per cent.

The sustained fast increases in wages and salaries was not the only source of high growth
of current expenditure even during the period of fiscal restraint. The per capita expenditure on
subsidies increased at the average annual rate of 12.4 per cent and per capita transfer payments

7. Total number of employees in 1989-90 was 102.84 lakhs.

8. The evidence presented here does not agree with Pederson’s (1992) conclusion that real wages for public
employees have declined since the early 1970’s. As declining real wages was cited as a principal
argument against considering government employees as a dominant class, the argument does not hold in
the light of the evidence presented here.

9. For the same reason, the share of higher echelons of bureaucracy would be even more. As in a democratic
polity, very high salaries may not be acceptable to the politician, a good proportion of the incomes of this
group are paid through perquisites like virtually free housing and use of government vehicles for personal
reasons.



increased at 9 per cent per year. The increase in subsidies was mainly under food, fertilizer and
irrigation heads which accrue largely to the rich farmers (Bardhan, 1984). The fast growth of
outlay on these items indicates the ability of the recipient interest groups in influencing
expenditure policy.

The analysis of government expenditures classified into broad functional categories
clearly brings out the three phases of expenditure growth discussed earlier. In fact, per capita
expenditure on all the items (except interest payments) shown in Table 2.6, show a significant
acceleration in the growth rate during the period of fiscal expansion and significant deceleration
during the period of fiscal restraint.!0 For reasons already explained, the decline in the growth
rate of revenue expenditure during the period of fiscal restraint was lower than that of capital
expenditures. In fact, under economic services, the growth rate of revenue expenditure during
this period was marginally higher (but not significantly so) than the previous period. It must
also be noted that the decline in per capita capital expenditures even in absolute terms was
mainly due to the negative growth rates recorded in economic services and net loans and
advances. '

Table 2.5

Growth of Per Capita Government Expenditure in India (1981-82 prices) 1
(per cent)

1974-75 1981-82 1986-87 1974-75
to to to to
1981-82 1986-87 1990-91 1990-91

(1) ) 3) (4) ()
1. Consumption Expenditure
a. Compensation to employees 227 8.25° 6.39 5.28
b. Net government maintenance 4.30 8.09 2.60" 5.69
Total 3.03 8.20" 4.91° 5.43
2. Transfers '
a. Subsidies 11.78 10.90 10.38 11.23
b. Transfer to local bodies 2.24 4.96 12.39* 4.58
c. Other transfers 5.39 10.37" 9.03 7.93
Total 6.96 9.96 10.00 8.60
3. Total current (1+2) 4.39 8.93 7.01 6.62
4. Gross Fixed Capital Formation 1.99 12.47° -7.05* 5.15
5. Financial Outlay 3.42 7.97* -9.78* 3.62
6. Total Capital Transfers & Advances
a. Local bodies 5.26 5.93 -1.19° 4.74
b. Others 2.51 1.12 -2.65 1.28
Total 2.81 1.77 -2.35 1.73
7. Total Capital Expenditure (4+5+6) 2.64 5.56 -5.05* 2.91
8. Total Expenditure (3+7) 3.72 7.84" 3.37° 541

Note: Growth rates have been estimated by using the kinked exponential regression model.
See Boyce (1986).
* Significantly different from the previous period.

10. The growth rate of net loan and advances, however, has shown a continuous decline.
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Table 2.6
Growth of Per Capita Expenditures in Constant Prices

(Per cent per year)

Particulars 1974-75 1981-82 1986-87 1974-75
to to to to
1981-82 1986-87 1990-91  1990-91
(1) 2) A @& O
1. Interest payments 6.4 13.1* 13.2* 10.3
2. Administrative services
- Revenue 1.6 8.9* 3.3* 4.9
- Capital 0.5 24.8* 12.3* 12.1
- Total 1.5 10.2* 45* 56
3. Social and community services
- Revenue 53 7.9* 5.4* 6.4
- Capital 7.5 10.9* -3.5* 6.9
- Total 5.5 8.2* 4.7* 6.5
4. Economic services
- Revenue 8.7 7.4* 8.3 81
- Capital 52 2.9* -4.1* 2.6
- Total 6.8 5.5*% 3.3* 57
5. Net loans and advances 3.5 0.5* -2.8* 1.0
6. Total expenditure
- Revenue 4.9 8.9* 6.9* 6.9
- Capital 4.3 4.2* -1.5* 33
- Total 4.7 7.6* 4.9* 59
7. Per capita GDP (per 1980-81 prices) 1.6 2.7* 4.3* 2.5
Note: * denotes that the growth rate is significantly different from the previous period.

All growth rates have been estimated by using the kinked exponential regression
model. (Boyce, 1986).

To sum up, the major findings of the aggregate analysis are:

(i) Government expenditure in India over the last decade and a half grew at a
phenomenal rate, faster than both GDP and government revenues. With low and
declining level of cost recoveries, the subsidies grew at a rate faster than
government expenditures. The benefit of the large and growing subsidies have
accrued to relatively more affluent people and to more developed regions
(Mundle and Rao, 1991, Rao and Mundle, 1992). There is thus prima facie
evidence that the beneficiary groups have been successful in seeking increases in
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outlays on ‘quasi-public’ goods and transfers beneficial to them. At the same
time, as the financing of these expenditures has been done not through better cost
recoveries but by increasing resort to budget (fiscal) deficits, it is also clear that
these groups have been able to pass on the burden of financing to the common
man and unenfranchised sections (future generations) through fiscal illusion.

(ii)  The pattern of expenditure growth over time reveals that when the resources
position was relatively more comfortable, the revenue expenditure registered
faster increases. However, when the budget constraint hardened, capital
expenditures, particularly‘those on economic services, received a cut-back. Thus,
during the periods of political and economic stability, the special interest groups
were able to secure disproportionate increases in outlays on quasi-public and
private goods provided by the Government in which current components
predominate. What is more, even when the resource constraint hardened, these
groups were able to maintain the allocation to such services as a ratio of GDP. In
particular, mention must be made of compensation to employees, subsidies and
transfer payments which continued to grow even during the period when the
resource constraint hardened. In the event, the resource constraint necessarily
caused compression of capital expenditures, particularly on economic services.
Thus, socially productive expenditures with high degree of externalities and those
benefiting large sections of the society were found to be easily dispensable during
the period of fiscal restraint.

It may, however, be argued that all capital expenditures are not necessarily productive
and all revenue expenditures not necessarily unproductive. Expenditure on social services with
a large revenue component contributes to human capital formation. Similarly, expenditure on
maintenance of capital equipments can enhance overall productivity. To draw implications on
the social productivity of changes in expenditures, it is necessary to analyse the growth of
expenditure in further disaggregation and examine whether the increases in outlays are due to
increased provision of the services in response the voters’ demand or merely due to the
operation of various special interest groups like government employees, rich farmers and
industrialists and businessmen.

2.2 Analysis of Functional Categories

2.2.1. Administrative services: As already mentioned, per capita expenditure on administrative
services (at constant prices) after being virtually stagnant during the period 1974-75 to 1981-82,
increased at a phenomenal rate of 10.5 per cent during the period of fiscal expansion (1981-82 to
1982-87). However, the growth rate decelerated thereafter to 4.5 per cent.
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The disaggregated analysis of the growth of per capita expenditure on general
administrative services in constant prices shows that the trend of acceleration in the
expansionary phase and contraction during the period of fiscal restraint in aggregate
expenditures is also seen the case of individual items (Table 2.7). It is seen that the growth rate
of per capita defence expenditure accelerated from 0.6 per cent in the first period to over 10 per
cent in the expansionary phase and then declined to 3.2 per cent during the period of fiscal
restraint. Other administrative expenditures and expenditures on police also showed a similar
trend. As a ratio of GDP, the defence expenditure after reaching the peak of 3.9 per cent -
declined to 3.3 per cent by 1990-91 (Table 2.8). Other administrative expenditures including
those on police stabilised at around 4 per cent of GDP after 1986-87.

A notable feature of the trends in general administrative expenditure is the increasing
importance of capital expenditure. The growth rate of per capita capital expenditure (1981-_82
prices) increased from a mere 0.4 per cent in the first period to 20.3 per cent in the second and
further to 26.3 per cent during the third even as the resource constraints necessitated general
compression of expenditures. In per capita terms (at constant prices), capital expenditures
increased from Rs 5.6 in 1974-75 to Rs 30.8 in 1990-91. A part of this increase came about by
compressing revenue expenditures on defence, which, in per capita terms, declined from Rs 94.6
in 1986-87 to Rs 80.8 in 1990-91. As a proportion of GDP, there was a one percentage point
reduction (from 3.4 per cent in 1986-87 to 2.4 per cent in 1990-91). However, a large part of the
increase in capital expenditure on defence was achieved by crowding out capital expenditures on
economic services.

Table 2.7
Growth of Per Capita Expenditure on Administrative Services (1982-82 Prices)

(per cent per year)
1%74-75 to 1981-82to  1986-87 to 1974-75 to

981-82 1986-87 1990-91 1990-91
(1) ?) o %) _
1. Defence - Revenue 0.7 8.8* -1.6* 3.6
- Capital 0.4 20.3* 26.3* 12.6
- Total 0.6 10.3* 3.2 5.0
2. Other Administrative Services of which
- Revenue 2.7 8.3* 6.6 5.7
- Capital 18.6 36.4* -17.1* 18.2
- Total 2.7 9.6* 4.9* 59
(i) Police - Revenue 3.1 7.6* 6.8 5.6
3. Total Administrative Services
- Revenue 1.6 8.9* 3.3* 4.9
- Capital 0.5 24.8* 12.3* 12.2
- Total 1.5 10.2* 4.5* 5.6
Note: Growth rates have been estimated using the kinked exponential regression model.
* indicates that the growth rate is significantly different from the previous period.
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2.2.2 Social and community services: Expenditure on social services at 6.7 per cent of GDP
formed about 23 per cent of total expenditures in 1990-91. As these services are
employment-intensive, wage cost predominated and almost 94 per cent of the expenditure was
of current nature. The important items under this functional category were i) education, art and
culture and scientific services (54 per cent), ii) medical and public health and family welfare
(26 per cent) and (iii) social security and welfare (12 per cent). The share of other items like
housing and urban development (4 per cent), relief for natural calamities (2 per cent) and labour
and employment (3 per cent) were financially not very significant.

As was seen in the case of aggregate expenditures, the growth of expenditure on social
and community services showed a spectacular increase during the expansionary phase (1981-82
to 1986-87) and thereafter, declined significantly (Table 2.9). As a percentage of GDP, after a
steady increase from 4.2 per cent in 1974-75 to 6.9 per cent in 1987-88, expenditure on these
services stabilised at around 6.6 per cent during the next three years (Table 2.10).

Table 2.8
General Administrative Exgenditure - Level and Composition
(1974-75 to 1990-91)
Description 1974-75 ) 1981-82 1986-87 1990-91
Reve- Capital Total Reve- Capital Total Reve- Capital Total Reve- Capital Total
nue nue nue nue
. (D 2 @A @» & 6 O @ ® a0 Qay a2 13

I. Percentage of GDP

a. Defence 2.6 03 29 26 03 29 34 0.5 3.9 24 09 33
b. Police 0.8 08 09 0.9 1.0 n 1.0 1.1 n 1.1
c. Other - 1.7 n 1.7 19 n 1.9 25 0.4 29 29 01 3.0
administrative

services

d. Total- 5.1 03 54 54 03 57 6.9 0.9 7.8 6.4 1.0 74
administrative

services

=
=

II. Per Capita (1981-82 rupees)

a. Defence 50.8 5.6 564 588 7.3 66.1 94.6 13.0 1076 80.8 30.8 111.6

b. Police 14.8 n 14.8 194 - 19.4 26.3 - 28.3 36.5 - 36.5

¢. Other 33.6 0.5 341 428 - 428 71.8 11.8 83.6 99.5 5.1 104.6
administra-
tive services

d. Total 99.2 6.1 105.3 121.0 7.3 1283 194.7 248 2195 2168 359 2527
n - negligible.
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Table 2.9

Growth of Per Capita Expenditure (1981-82 prices) on Social Services

(per cent per year)
1974-75 to 1981-82 to 1986-87 to 1974-75 to
1981-82 1986-87 1990-91 1990-91
) @ C) “)
1. Revenue Expenditure
a. Education 3.6 7.3* 8.1* 5.9
b.  Medical and public health 6.4 7.1 3.4* 6.2
c.  Family welfare 3.0 14.9* -0.6* 7.2
d. Housing and urban development 8.6 5.9* 6.4 7.1
e.  Social security and welfare 10.3 9.9 3.7* 9.0
f.  Total social services 5.3 7.9* 5.4 6.4
2. Capital Expenditure
~a. Education 4.2 15.0* -0.6* 1.7
b. Medical and public health 119 3.6* -4.8* 5.4
c.  Family welfare 13.7 36.2* -6.1* 18.6
d. Housing and urban development 53 8.2* -7.9* 4.1
e.  Social security and welfare - - -
Total social services 7.5 10.9* -3.5¢ 6.9
3. Total Expenditures
a. Education 3.6 7.3* 8.1 5.9
b.  Medical and public health 7.1 6.7 2.5* 6.1
c.  Family welfare 34 15.8* -0.7* 7.6
d. Housing and urban development 7.4 6.9 1.5* 6.2
€.  Social security and welfare 16.3 9.9* 3.7+ 9.0
f.  Total social services 5.5 8.2% 4.7* 6.5

Note:  Growth rates have been estimated by using the kinked exponential model.
* denotes that growth rates are significantly different from the previous period.

The significant expansion of government expenditure on social and community services
during the expansionary period occurred in both revenue and capital expenditures. Also, as a
proportion to GDP, both revenue and capital expenditure under each of the major items showed
some increases. However, notably, even as the proportion of capital expenditure was small, the
government compressed capital expenditure further during the period of fiscal restraint. This
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clearly indicates that the government found it easy to cut outlays on school and hospital
buildings, but not the salaries of teachers and medical personnel. In fact, revenue expenditure
on social services continued to increase at a relatively high rate (5.4 per cent) even during the
contractionary phase. The growth rate of expenditure on wages and salaries in per capita terms
was even higher at 6.4 per cent during this period. Thus, much of the increase in expenditures
must be attributed to increase in relative cost of providing these services rather than the increase
in the standards of services of these employment intensive activities. It is also seen that growth
rate of per capita capital expeyditures during the contractionary period was negative in the case
of each of the individual items of social services (Table 2.9).

The significant acceleration in the growth of per capita expenditure during the
expansionary phase, however, was mainly due to high growth rate recorded in the case of two
items -- education and family welfare (Table 2.9). The growth rates in respect of all other major
items under social and community services did-not increase during this period, and in the case of
social security and welfare, the growth rates actually showed a decline. The growth rate of
medical and public health, for example, declined from 7.1 per cent in the first period to 6.7 per
cent in the second; growth rate of housing and urban development decelerated from 7.4 per cent
to 6.9 per cent and that of social security and welfare, from 10.3 per cent to 9.9 per cent. The
decline in the growth rate during the third period, however, occurred in respect of all the items
under social services except education. Thus, in the case of medical and public health, housing
and urban development and social security and welfare, there was a continuous decline in the
growth rates during the successive periods and in respect of the first two categories, the decline
in the growth rate during the third period was particularly severe in capita] expenditures. In
contrast, the growth of education expenditures continued to accelerate even during the
contractionary period. Of course, in spite of this fast growth, government expenditure on
education (excluding art, culture and scientific services) as a proportion of GDP was just about
3.3 per cent which does not compare favourably with the level of public spending in developing
countries taken together (4.1 per cent).11

Spending on medical and public health, family welfare, housing and urban development
reflects socially productive forms of expenditure. Yet, the level of expenditure on health and
family welfare was only 1.7 per cent of GDP. In fact, the reasonably high growth seen in the
first two periods did help to spread the benefits of health and family welfare facilities to a
number of persons in rural areas through the expanded network of rural public health centres,
but, with the resource constraint hardening during the third phase, there was a significant decline
in the growth rates of expenditures on these items. Per capita expenditure on medical and public
health during this period increased at 2.5 per cent per year and per capita expenditure on the
other two items remained virtually stagnant. At the same time, during this period, outlay on
wages and salaries under these heads continued to increase fast (Table 2.11). With the cost of

11. This estimate for developing countries refers to 1987 and is taken from Statistical Year Book, 1989,
UNESCO.
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providing these services increasing at high rates, the standards of services provided had to be
reduced. Surely, the beneficiaries of these services did not wield enough power or were not
organised well enough to lobby and secure a stable expenditure share on these items.

Expenditure on ‘social security and welfare’ mainly consists of various pesnsions and
reliefs to vulnerable sections like the old, the widows and the destitutes. The high growth rates
of expenditure on this item seen in the first two periods has to be viewed against the low levels
of expenditures on these items in 1974-75, which as a share of GDP was just about 0.4 per cent.
It appears that very little attention was paid to providing social security to the poor and
vulnerable sections who form almost 38 per cent of population and the amount of money spent
on providing social security to them was negligible. Even so, the governments found it easy to
decelerate growth of expenditures on these items during the period 1986-87 to 1990-91, when
the resource constraint hardened.

Expenditure on other social services includes spending on scheduled castes, scheduled
tribes and other backward classes and on natural calamity relief. Again, it is seen that scheduled
castes and tribes formed 24 per cent of total population but, direct expenditures incurred on them
was just about 1.5 per cent of the total. While a lot of rhetoric is indulged in to explain how the
government has been improving the conditions of these socially deprived sections, it appears,
very little is actually done in terms of direct spending on their social and economic
development, particularly by way of enhancing their human capital.

Growth of expenditure on education, however, continued to accelerate even during the
period of fiscal restraint. The growth rate of per capita expenditure (constant prices) during the
sub-period was as high as 8.1 per cent per year as compared to 7.3 per cent (1981-87) and 3.6
per cent (1974-81) during the two previous periods. This, however, should be viewed in the
light of the significant increase in the relative cost of providing education due to the revision in
the pay scales of the teachers, and the consequent shift in the cost of providing the services. The
growth of per capita expenditure on wages and salaries under education during the period of
fiscal restraint was 6.6 per cent per year and as this component formed about 35 per cent of
expenditures on education almost 2.3 per cent growth in education expenditure must be
attributed to cost increases arising from increase in wages and salaries.

To sum up:

(1) the growth rate of expenditure in social services accelerated significantly during
the expansionary phase, but declined thereafter. This is attributable mainly to the
trends in capital expenditure. After increasing at about 11 per cent per year
during the expansionary period, per capita capital expenditure in constant prices
recorded a negative growth rate during the period, 1986-87 to 1990-91. Revenue
expenditure, on the contrary, accelerated in the expansionary phase and continued
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Table 2.10

Share of Expenditure on Social Services of the Centre, State and
Union Territories in Gross Domestic Product (GDP)
(per cent)

1974-75 1986-87 1987-88 1990-91 (RE)

@ @ & @ 5)

1. Revenue Expenditure

a. Education, art, culture and scientific services 2.31 3.24 3.46 3.53

b. Medical and public health and family welfare 0.85 1.40 1.43 1.29

c. Housing and urban development 0.10 0.22 0.20 0.23

d.  Social security and welfare 0.37 0.80 0.78 0.81

e. Others 0.30 0.49 0.55 0.42

Total social and community services 3.92 6.16 6.41 6.28
2. Capital Expenditure

a. Education, art, culture and scientific services 0.05 0.12 0.09 0.09

b.  Medical, public health and family welfare 0.09 0.10 0.19 0.14

c. Housing and urban development 0.06 0.17 0.13 0.07

d. Others 0.03 0.12 0.10 0.09

Total social and community services 0.24 0.59 0.51 0.39
3. Total (Revenue plus Capital Expenditure)

a. Education, art, culture and scientific services 2.36 3.37 3.59 3.63

b. Medical and public health and family welfare 0.94 1.58 1.62 1.43

c. Housing and urban development 0.17 0.38 0.33 0.30

d.  Social security and welfare 0.37 0.80 0.78 0.81

e. Others 0.33 0.61 0.65 0.51

Total social and community services 4.16 6.75 6.92 6.67

Table 2.11
Growth of Per Capita Expenditures (at 1981-82 prices) on
Wages and Salaries in Services
(per cent per year)
1974-75 1981-82 1986-87 1974-75
fo to to fo
1981-82 1986-87 1990-91 1990-91
m» @ 0 (4)

1.  Education 6.5 7.8 6.6 7.1

2. Health 6.3 83 5.8 7.1

3. Social security and welfare 31 8.1 9.2 6.2

4. Housing and community services 0.9 11.6 1.1 53

5. Cultural services 1.3 -1.8 11.0 1.1

6. Total social services 5.6 8.0 6.4 6.7

Note:  Growth rates have been estimated using the kinked exponential regression model.
Source: Central Statistical Organisation, Ministry of Planning, Government of India.
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(if)

(i)

(iv)

to grow at a high rate even during the contractionary period. Thus, even during
the period of resource constraint, the wages and salaries continued to increase at a
fast rate.

Expenditure on education and family welfare were the two items the growth of
which accelerated significantly during the period of fiscal expansion. During the
contractionary period, however, growth of expenditure on all the items under
social services except education decelerated significantly mainly due to the
reduction in capital expenditure, although it formed only a small proportion of
the total expenditure. This is not surprising as there was no special interest group
to protect outlay on school and hospital buildings. It must also be noted that
increase in the emoluments of the teachers was one of the factors responsible for
the high growth rate of education expenditure recorded throughout the 1980s.

The significant deceleration in the growth of expenditure on medical and public
health, family welfare, housing and urban development during the period of fiscal
restraint, even when wage rates escalated, indicates the serious decline in the
level of these socially productive services, again because there was no powerful
special interest group to protect outlay on these services.

The analysis also reveals that disproportionately low allocation of just 1.5 per
cent was made to, the direct spending on the welfare of scheduled castes and
tribes though they formed about 24 per cent of population. Similarly, less than 3
per cent of total expenditures was allocated for providing social security, aimed
at the poor and vulnerable sections even though the poor formed about 30 per
cent of the population. This shows that howsoever socially deserving the
expenditures may be, and howsoever encompassing the beneficiary groups are,
when the groups are not cohesively organised, the allocation will be
disproportionately small, just enough to maintain the political stability.

2.2.3. Economic Services: Expenditure on economic services formed about one third of total
expenditures and this share remained more or less stable over the last one and a half decades.
As a proportion of GDP, the expenditure on economic services increased appreciably until
1986-87, but declined thereafter. The expenditure-GDP ratio increased from 5.8 per cent in
1974-75 to 9.8 per cent in 1986-87 and subsequently, declined to 8.9 per cent in 1990-91 (Table
2.12). We have also noted earlier that the decline in the share in 1986-87 was mainly due to
cutbacks in capital expenditure which, in per capita terms (at 1981-82 prices), declined from Rs
118 in 1986-87 to Rs 100 in 1990-91 (Table 2.13).

The trend in expenditure on economic services differed markedly from the trends in

other categories in one important respect; the growth rate of.expenditure on economic services
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showed a continuous decline throughout the period. Thus, even during the expansionary phase,
growth rate of expenditure on economic services showed a marginal decline (from 6.8 per cent
to 5.5 per cent) from the previous period (Table 2.14).

The decline in the rate of growth of expenditures on economic services has to be
attributed to the deceleration in the growth of capital expenditure which formed a third of total
expenditures. Consequently, the share of capital expenditure in economic services declined from
60 per cent in 1974-75 to just about 33 per cent in 1990-91. Even during the expansionary phase .
(1981-82 to 1986-87), per capita capital expenditure on economic services at 1981-82 prices in
the aggregate increased at only 2.9 per cent per year, and the growth rate was as low as (-)3.2
per cent in agriculture and allied activities and 1.2 per cent in power and irrigation (Table 2.14).
During the period of fiscal restraint, the growth rate of per capita capital expenditure declined
further to -4.2 per cent. Among the individual items, except power, irrigation and flood
control, per capita capital expenditure on all other items showed negative growth rate. In fact,
the growth of capital expenditure on economic services was well below that of GDP throughout
the 1980’s and consequently, the capital expenditure-GDP ratios in respect of every major item
of economic services were significantly lower in 1990-91 than in 1981-82 (Table 2.12).

Table 2.12
Share of Expenditure on Economic Services in GDP
(per cent)
1974-75 1981-82 1986-87 1990-91
1. Revenue Expenditure
a.  Direct subsidies 0.54 1.01 1.64 1.83
b.  Agriculture and allied services 0.89 1.52 1.87 2.25
c. Industry and minerals 0.25 0.50 0.62 0.52
d. Power irrigation and flood control 0.24 0.38 0.53 0.45
e. Transport and communication 0.43 0.62 0.56 0.50
f.  Others 0.22 0.31 0.37 0.45
Total economic services 2.56 4.34 5.58 5.99
2. Capital Expenditure
a.  Agriculture and allied 0.62 0.15 0.08 0.10
b.  Industry and minerals 0.74 1.06 1.23 0.29
c.  Power, irrigation and flood control 0.98 1.55 1.46 1.42
d.  Transport and communication 0.72 1.13 1.14 0.74
e. Others 0.18 0.39 0.29 0.37
Total economic services 3.24 4.28 4.20 2.94
3. Total (Revenue plus Capital Expenditure)
a.  Direct subsidies 0.54 1.01 1.64 1.83
b.  Agriculture and allied services 1.51 1.67 1.94 2.35
c.  Industry and minerals 0.99 1.57 1.84 0.81
d. Power, irrigation and flood control 1.22 1.92 1.99 1.88
e. Transport and communication 1.15 1.74 1.70 1.24
d. Others 0.40 0.70 0.66 0.82
Total economic services 5.80 9.62 9.78 8.93

Source: 1. Indian Economic Statistics - Ministry of Finance, Government of India.
2.  Central Statistical Organisation.
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Table 2.13
Per Capita Expenditure on Economic Services
(in 1981-82 rupees)

1974-75 1981-82 1986-87 1990-91
(RE)

(1) @ 0O @ o
1. Revenue Expenditure
a. Subsidies _ 10.47 22.85 46.84 62.22
b. Agriculture and allied services 17.34 34.35 52.39 76.37
c. Industry and minerals 4.89 11.36 17.32 17.56
d. Power irrigation and flood control 4.58 8.51 14.81 15.46
e. Transport and communication 8.24 13.90 15.60 16.87
f. Others 4.22 7.02 10.43 15.14
Total economic services 49.73 97.97 156.61 203.62
2. Capital Expenditure
a. Agriculture and allied 11.93 3.31 2.22 3.45
b. Industry and minerals 14.32 24.01 34.44 10.01
c. Power, irrigation and flood control 19.03 34.92 41.13 48.36
d. Transport and communication 13.97 25.45 32.05 25.26
e. Others 3.48 8.83 8.21 12.74
Total economic services 62.73 . 96.51 118.06 199.82
3. Total (Revenue plus Capital Expenditure)
a. Subsidies ' 10.47 22.85 46.04 62.22
b. Agriculture and allied services 29.26 37.66 54.61 79.82
c. Industry and minerals 19.21 35.36 51.77 27.57
d. Power, irrigation and flood control 23.61 43.42 55.95 63.82
e. Transport and communication 22.22 39.35 47.65 42.13
d. Others 7.71 15.85 18.65 27.88
Total economic services 112.47 194.48 262.62 303.45
Source: 1. Indian Economic Statistics, Ministry of Finance, Government of India.

2. Office of the Registrar General, Government of India.

Even as per capita total expenditures on economic services showed decelerating trend in
the successive periods, curiously, revenue expenditure continued to grow at a very high rate. In
fact, during the contractionary period, the growth rate of revenue expenditure on economic
services actually showed a marginal increase (8.3 per cent) over the previous period (7.4 per
cent). The disaggregated analysis shows that this is attributable mainly to the growth of
expenditures on rural poverty alleviation scheme. It may be noted that a part of the revenue
expenditure on agriculture and allied activities was on rural poverty alleviation under self
employment and wage employment schemes.12 Both these items were in the nature of transfer
‘payments to identifiable beneficiaries.

12. The self-employment programme on poverty alleviation scheme was Integrated Rural Development
Programme (IRDP) and the wage employment programmes were Rural Landless Employment Guarantee
Programme (RLEGP) and National Rural Employment Programme (NREP). These were consolidated into
Jawahar Rozgar Yojana (JRY) in 1989-90.
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Table 2.14

Growth of Expenditures on Economic Services

(per cent per year)

1986-87t0  1974-75to

1974-75to  1981-82 to
1981-82 1986-87 1990-91 1990-91
(1 ) ©) (4)
Revenue Expenditure
a. Subsidies 9.8 10.3 119 10.4
b. Agriculture and allied 10.5 6.7° 9.2 8.7
activities
c. Industry and minerals 8.4 9.63 2.50° 7.8
d. Power, irrigation and 8.8 10.6 2.1" 8.3
flood control
e. Transport and communi- 7.2 1.1 5.0° 4.2
cations
f. Total economic services 9.8 10.3 11.9 10.4
2. Capital Expenditure
a. Subsidies - - - -
b. Agriculture and allied 9.1 -3.2* -6.7" -6.3
activities
“c.  Industry and minerals 3.0 6.5 -28.2* -1.8
d. Power, irrigation and 8.2 1.2° 5.2° 4.7
flood control
e. Transport and communi- 8.6 29 -2.1 4.3
cation
Total economic services 52 2.9 4.2 2.6
3. Total Expenditures
a. Subsidies 9.8 10.3 11.9 10.4
b. Agriculture and allied 5.8 7.5 6.7 6.7
activities \
c. Industry and minerals 4.5 1.7 -15.0 2.1
d. Power, irrigation and 83 3.4" 4.4 5.5
flood control
e. Transport and communi- 8.0 22" 0.6 4.3
cation
f. Total economic services 6.8 5.5 3.3 5.7
Note:  Growth rates have been estimated by employing a kinked exponential regression

*

model.

Significantly different from the previous period.
Source: Indian Economic Statistics, Ministry of Finance, Government of India.
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The above analysis of the trends in expenditures on economic services brings out the
following:

a. The growth rate of per capita expenditure on economic services has shown a
continuous decline over the successive periods. The growth rate, even during the
expansionary phase was lower than in the previous periods. But as the growth
rate was higher than that of per capita GDP until 1986-87, expenditure-GDP ratio
showed-a gradual increase until that year, but declined thereafter.

b. The analysis of government expenditures in terms of economic and functional
categories reveals that major sources of high growth of current expenditures on
economic services were subsidies and other transfers. The share of these items to
total expenditure on economic services was just about 15 per cent in 1974-75 but
increased to almost 42 per cent by 1989-90 (Table 2.15). In per capita terms,
transfer payments increased from Rs 34 to Rs 145 during this period and as a
proportion of GDP it increased by 3.3 percentage points from 1.2 per cent to 4.5
per cent. The annual growth rate of per capita expenditure on subsidies at
constant prices averaged about 11 per cent for the period as a whole and in every
sub-period growth rate was more than 10 per cent (Table 2.16). Similarly,
growth in expenditure on other transfers in per capita terms, after increasing at
10.4 per cent and 8.5 per cent in the first two periods, accelerated significantly to
17 per cent during the third sub-period. It must be noted that the largest shares of
the subsidies were in irrigation and food and fertilizer subsidies which directly
benefited a dominant interest group, namely, the rich farmers. The continued
expansion of these subsidies even during the period of fiscal restraint underlines
the power of this coalition in securing higher share of expenditures in their
favour.

c. As already mentioned, the expenditure on subsidies and on rural poverty
alleviation programmes under agricultural and allied activities also witnessed
high growth rates even during the period of fiscal restraint. This is partly
explained by the fast expansion of poverty alleviation programmes. The
Integrated Rural Development Programme (IRDP), started in 1978-79 was
confined to 300 blocks until 1980, but was expanded to cover the entire country
thereafter. Similarly, substantial increases in the allocation were made for
National Rural Employment Programme (NREP) and Rural Landless
Employment Guarantee Programme (RLEGP) during the Sixth (1980-85) and the
Seventh plan periods (1985-90). What is however important to note is that, even
with the high growth of allocation to this sector, spending on direct rural poverty
alleviation programmes in 1990-91 formed only about 3 per cent of total
expenditures although the proportion of people below poverty line formed about
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33 per cent of rural population. The spending per rural poor in 1987-88
amounted to less than Rs 150. This again shows that in spite of the rhetoric and
publicity given to eradication of poverty, only a token provision is made for
eradicating poverty. This, besides ensuring stability to the society, also helps in
directing the rest of the spending to the non-poor on the plea that the poor are
taken care of through the poverty alleviation schemes.13

d. It is also seen that in spite of the hardening resource constraint during the third
phase, the growth rate of per capita expenditure on wages and salaries accelerated
to 6.7 per cent from 5.8 per cent in the previous period (Table 2.16)." In contrast,
growth rate of expenditure on net government maintenance decelerated in every
successive period and after 1986-87, the per capita expenditure on the item
increased at the rate of just about 2 per cent per year. This again indicates the

, effectiveness of a dominant coalition, namely, the unions of government
employees in securing a larger share.
Table 2.15
Expenditure on Economic Services

Per Capita Expenditure Percentage of Expenditure Percentage of Total

(in 1981-82 rupees) to GDP Economic Services

7475 81-82 86-87 89-90 74-75 81-82 86-87 89-90 74-75 81-82 86-87 89-90
) @@ & @& 6 6 0O & O (100 (a1 (12 (13)
Compensationto  11.6 16.1 21.9 .27.2 0.6 07 08 - 08 74 75 171 7.8
employees
Net Government 69 134 168 18.0 0.4 06 06 0.6 44 62 55 52
maintenance
Subsidy 195 442 83.4 1202 1.0 20 3.0 37 125 206 27.1 344
Other transfers 47 97 180 252 0.2 04 0.6 0.8 3.0 4.5 59 7.2
Current expendi- 42.6 83.4 1399 190.6 22 3.7 5.0 5.8 273 388 455 54.6
ture total
Gross capital 271 231 284 277 1.4 1.0 1.0 08 174 107 92 79
formation
Financial outlay 255 350 448 358 1.3 1.6 1.6 1.1 164 163 14.6 10.2
Capital transfers 60.6 734 942 953 3.1 33 34 29 389 342 306 27.3
and net advance
Capital expendi- 113.2 131.5 167.4 1588 5.8 58 60 49 727 61.2 545 454
ture total _
Total economic  155.8 214.9 307.4 3494 8.0 95 110 107 160.0 100.0 100.0 100.0
services

Note:

The figures in this table do not strictly correspond to those in Table 2.12 and 2.13 as the date sources are

different.
Source: Central Statistical Organisation, Ministry of Planning, Government of India.

13.

On this, see, Kurian (1989) and also Rao and Das-Gupta (1992).
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Table 2.16

Growth of Per Capita Expenditure on Economic Services

(per cent per year)

1974-75 1981-82 1986-87 1974-75
Expenditure Category to to 1o to
1981-82 1986-87 1990-91 1990-91
0 ® 6 %) ©)
1. Current Expenditures
1.1 Compensation to employees 43 5.8 6.7 5.3
1.2 Goods and services 8.5 3.6 2.0 5.6
1.3 Subsidy 11.8 10.2 10.5 11.0
1.4 Other transfers 10.4 8.5 17.2 10.4
Total current expenditure 9.4 8.4 9.8 9.0
2. Capital Expenditures .
2.1 Gross capital formation 0.7 7.0 -3.3 24
2.2 Financial outlay 3.0 6.9 -11.2 2.8
2.3 Capital transfers 1.7 1.9 -0.5, 1.6
Total capital expenditure 1.6 39 -3.6 2.0
Total Economic Services”" 4.2 6.1 2.8" 4.8

Note:  Growth rates have been estimated by employing a kinked exponential regression model.

* denotes that the growth rate is significantly different from the previous period.

** The growth rates do not correspond to the figures given in Table 2.14 as the data sources are different.
Source: Central Statistical Organisation, Ministry of Planning, Government of India.

€.

The compression of expenditure in the contractionary phase occurred mainly in
capital expenditure. What is worrisome, per capita capital expenditure on
agriculture showed a continuous decline throughout the period. It may be noted
that the private sector capital formation in agriculture too has not been showing
significant increases during this period. The declining capital formation in the
agricultural sector is further accentuated by the stagnancy in the capital
expenditure GDP ratio in irrigation and power sector (1.6 per cent in 1981-82 and
1.4 per cent in 1986-87). Declining investment in agriculture, power and
irrigation sectors would have adverse effects on both economic growth and rural
employment and reduction in poverty.14

Another disconcerting feature is the compression in the allocation to
infrastructural sectors. Apart from power and irrigation sectors, expenditure-GDP
share declined in transport and communications since 1986-87. The reduction in
the allocation to these sectors was particularly severe in capital expenditures.

The above analysis clearly demonstrates the government’s preference for spending on

items with immediate and transparent benefits to the dominant coalitions as against providing

social and economic infrastructures the benefits of which will accrue only in the longer term, the

14. Capital formation on agriculture and irrigation enhances long-ierm agricultural growth and it is argued that
the "trickle down" effect of agricultural growth is very high. For details on declining rate of capital
formation in agricultural sector and its adverse effects on growth, see Rao, C.H.H. (1992).
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externalities accrue widely and benefits would be more encompassing. The consequences of
these unfortunately are to adversely affect the growth potential and equity in the economy.

2.2.4 Expenditure Trends at the Central and State Levels: In a federal polity, with more
than one half of the expenditure being incurred at the State level, it is helpful to analyse the
trend at the Central and State levels separately to gain a better understanding of the expenditure
policies. The detailed analysis of expenditure patterns and trends at the two levels will be
undertaken in the subsequent chapters. In this section, however, the broad features on
expenditure growth at Central and State levels are brought out.

It may be noted that the expenditure incurred at the State level in 1990-91 formed about
54 per cent of total expenditure (Table 2.17) and the States’ share in revenue expenditure was
close to 55 per cent and in capital expenditure about 45 per cent. The States’ role in providing
social and community services was particularly important as about 85 per cent of the total
expenditure on these services was incurred by them. The States’ shares in expenditures on
social and economic services broadly remained constant throughout the period of one and a half
decades. The decline in the States’ share in interest payment was mainly due to the
rescheduling and reduction in interest rates on Central loans to States done by the Seventh and
Eighth Finance Commissions. Similarly, the States’ share of net loans and advances disbursed
increased tremendously over the years mainly due to the increasing accommodation given to
State Electricity Boards.

Table 2.17
Share of State Level Expenditures in Total Expenditures

(per cent)

Description 1974-75 1981-82 1986-87 1990-91
Reve- Capital Total Reve- Capital Total Reve- Capital Total Reve- Capital Total

nue nue nue nue

1) ) G @ & 6 O @ © @ a1y @12 3
1. Interest 46.4 - 464 389 - 389 387 - 387 353 - 353

payments

2. General Adminis- 32.2 42 306 35.7 1.2 338 334 04 29.7 334 05 364
strative servi-
ces

3. Social and commu-85.7 70.0 849 871 723 86.0 84.4 574 820 84.4 73.5 84.5
nity services

4. Economic 67.0 426 534 647 469 559 58.4 42.5 51.6 58.4 50.4 545
services

5. Net loans and - 383 383 - 50.6 50.6 - 422 422 - 576 576
advances

6. Total 56.5 40.2 516 586 473 553 54.6 39.0 504 54.6 45.0 53.8
expenditure

Note:  States include Union Territories also.
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A comparison of per capita expenditures (1981-82 prices) and expenditure-GDP shares
at the State level with per capita aggregate expenditures of the Centre and States shows some
important differences in the trends. First, the increase in expenditures in the expansionary phase
was slower in the case of States as compared to the aggregate. In fact, the expenditure-GDP
ratio at the State level increased only by about two percentage points during the period 1981-82
to 1986-87 as compared to six percentage point increase seen in the case of aggregate
expenditures (Table 2.18). It is also seen that in the case of capital expenditure-GDP share,
there was in fact a decline, albeit marginal, at the State level during the e;pansionary phase in
contrast to the increase of one percentage point seen in aggregate capital expenditure-GDP ratio.

Secondly, unlike in the case of aggregate expenditures which, as a proportion of GDP
declined in the contractionary phase (1986-87 to 1990-91), the State level expenditures actually
showed a marginal increase. This was mainly due to the continued increase in revenue
expenditures. Further, during this period, the decline in the capital expenditure-GDP share at
the State level was also substantially smaller (0.6 per cent) than that of aggregate
expenditures (2.3 points).

Table 2.18

Government Expenditure as Percentage of Gross Domestic Product

Total (Centre + States and State and Union Territories
Union Territories)

Revenue  Capital  Total Revenue Capital Total

expendi- expendi- expendi- expendi- expendi- expendi-

ture ture ture ture ture ture

() 2 G) 4) ©) (6) @)

1974-75 13.20 5.67 18.87 7.47 2.28 9.74
1981-82 17.00 7.37 24.45 10.01 3.50 13.52
1986-87 22.29 823 30.52 12.17 3.21 15.38
1990-91 (RE) 23.38 5.94 29.32 13.10 2.67 15.76
Source: 1. Indian Economic Statistics, Ministry of Finance, Government of India.

2. lCcantral Statistical Organisation, Ministry of Planning, Government of

ndia.

The difference in the trends between aggregate and State level expenditures becomes
clearer when we examine the growth rates in the four sub-periods, summarised in Table 2.19.
The State level expenditures did not differ markedly from one period to another and therefore,
did not follow the periodicity seen in the case of aggregate expenditures. The revenue
expenditure growth which accelerated during the expansionary phase continued to grow at a
high rate even when the resource constraint hardened during the third phase at both Central and
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State levels. Thus, the difference in the trends between the Centre and States was mainly in
capital expenditures. At the State level, compression in capital expenditures set in right from
the beginning of the 1980’s and the growth rate which was -1.2 per cent even during the period
of fiscal expansion continued to be low (1.1 per cent) during the latter half of the decade. In
contrast, in the case of total expenditure, deceleration in the growth rate started only from
1986-87.

Table 2.19

Growth of Per Capita Expenditure (1981 Prices) at

Aggregate and at State Levels
(per cent per year)
Growth Rates
74-751081-82  81-82 to 86-87 86-871090-91  74-75 to 90-91
Expenditure Category Total  State Total  State Total  State Total State
1 @ O ) ®) (6) ) (8) )

A. Interest payment 6.4 28" 13.1° 123 13.2° 121 103 8.3
B.General administrative services

- Revenue 1.6 3.8° 89" 8.0 33" 86 4.9 6.3

- Capital 0.5 -14.3° 248° 128 127" 240 12.1 35

- Total 1.5 3.7 102" 8.1 45° 86 5.6 6.3
C.Social and community services

- Revenue 5.3 5.9 79* 7.0 54" 57 6.4 6.3

- Capital 75 99° 109° 6.7 -3.5° 09° 6.9 7.0

- Total 55 6.1 82" 7.0 47" 55 6.5 6.4
D.Economic services

- Revenue 8.7 9.4 74" 6.2 83" 41 8.1 7.1

- Capital 52  64° 29° .03 -41° 08 26 2.6

- ‘ Total 68 81° 55 37 33° 3.1 5.7 6.4
E.Loans & advances Total 3.5 9.3* 0.5° -48 28 15 1.0 1.9
F.Total expenditure

- Revenue 4.9 6.0 89° 75 6.9° 6.6 6.9 6.8

- Capital 4.4 7.6° 42" -1.2 -1.5° 11 33 2.7

- Total 47 6.4 76" 5.4 49° 57 5.9 5.9

Note:  Growth rates have been estimated by employing a kinked exponential regression model.
* denotes that the growth rate is significantly different from the previous period.

The share of State level expenditures in aggregate expenditures, however, does not-
indicate any clear trend (Table 2.17). State level expenditures as a percentage of total increased
from 51.6 per cent in 1974-75 to 55.3 per cent in 1981-82, but thereafter fell to 53.8 per cent in
1990-91. The absence of a clear trend cannot, however, be taken to infer that expenditure
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centralisation did not take place over the period. It must be noted that, over the years, with the
proliferation and increase in the volume of assistance under Central sector and Centrally
Sponsored Schemes, increasing proportion of States’ expenditures were decided by the Central
Ministries. Therefore, even the constancy in the States’ share would indicate increased
centralisation in expenditure decisions.

Similar pattern is seen in the expenditure shares computed from CSO’s economic and
functional classification. The trend in the shares of State governments is unclear if 1974-75 is
taken as a base year. However, with 1981-82 as the base year, the States’ shares in total
spending were lower in 1989-90 in respect of both current and capital expenditures, mainly due
to the sharp decline in the case of economic services from 49 per cent to 42 per cent (Table
2.20). In particular, significant decline was seen in the case of two sectors, namely, (i) energy,
water supply and gas, and (ii) transport and communication. In the case of the energy sector, the
decline was continuous right from 1974-75, and particularly sharp in capital expenditures.!’
The States’ share of capital expenditure in the sector declined from 83 per cent in 1974-75 to 75
per cent in 1981-82 and further to 57.4 per cent in 1989-90.

Table 2.20
Share of State Expenditures in Total Expenditure

Expenditure Category 1974-75  1981-82 1986-87 1989-90
(1 5 ) (3 (4 ()
1.1 General Administrator- : 55.7 66.6 63.4 68.5
1.2 Defence - - - -
1. Total-General Services 27.6 311 28.8 31.7
2.1  Education ° 90.2 92.9 92.6 92.0
2.2  Health 92.6 86.7 88.0 85.0
2.3 Social Welfare 87.6 90.4 90.0 89.4
24  Housing 88.9 89.6 88.7 87.0
2. Social Services 88.0 89.4 90.1 89.2
3.1  Agriculture and Irrigation 36.3 53.9 54.1 60.2
3.2  Mining, Manufacturing
and Construction 10.2 16.6 15.8 17.3
3.3  Energy, Water Supply
and Gas 77.5 71.7 65.9 60.3
3.4  Transport and
Communication 48.2 70.1 62.0 55.6
3. Total Expenditure
Current 50.1 573 53.6 53.9
Capital 35.2 50.3 49.2 48.3
Total 442 54.8 52.2 524

Source:  Central Statistical Organisation, Ministry of Planning, Government of India.

15. This was noted also in Bagchi and Sen (1992).
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CHAPTER III

LEVEL AND COMPOSITION OF
CENTRAL GOVERNMENT EXPENDITURES

3.1 Introduction

Central Government expenditures including grants and loans to the States in 1990-9]1
constituted about 65 per cent of aggregate expenditures and the proportion of direct Central
expenditures (excluding the transfers) in total was about 46 per cent. The share of direct
expenditure of the Centre in the revenue account was 44 per cent and in the capital account, it
was about 55.8 per cent.!

Significant share in total expenditures is not the only reason meriting a detailed analysis
of Central government expenditures. It is the Central Government that determines the broad
macroeconomic policy parameters and hence, exerts overall control on aggregate government
expenditure policy. The State governments do not have independent borrowing powers nor can
they resort to unlimited overdrafts from the Reserve Bank of India (RBI)2. In the event, Central
government also exercises indirect control on their spending levels.

The Central Government can affect the level and pattern of States’ expenditures by
influencing the amount and method of resources devolved to them. The resource availability to
the States can be influenced by the amount of shared taxes, grants and net loans received from
the Centre and by the volume of market borrowing allocated to them.> The Centre can also
affect the composition of States’ expenditures through specific purpose matching grants or
shared cost programmes.

This power to transfer resources to the States gives an additional handle to the Centre to
bring about fiscal adjustment and stabilisation. Although the Constitution provides for the
appointment of a semi-judicial body, the Finance Commission, every five years to recommend
the distribution of shared taxes and grants, such formula based transfers constitute only 43.3 per
cent of total Central transfers to States. The transfers given by the Planning Commission and

1. In gross terms (including transfer to States), Central share in revenue expenditure was 60 per cent and in
capital expenditure 66 per cent.

2. - The overdraft regulation scheme introduced in January, 1985 stipulates that the Reserve Bank of India can
dishonour the States’ cheques if the latter resort to overdrafts for a period of seven continuous working.
days.

3. It may be noted that the States do not have independent power to borrow from the market so long as they

are indebted to the Centre. As all the States are indebted to the Centre, the market borrowing is allocated
by the Reserve Bank of India to the States in consultation with the Union Finance Ministry. For details,
see, Rao and Chelliah (1992).
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from various Central ministries for Centrally sponsored schemes form over 41 per cent of the
total transfers. Although the Central government does not have absolute discretion to determine
the relative shares of the States in the strict sense,? it can exercise considerable leeway in
determining the total volume of transfers, and to some extent, also the broad shares of the States
by choosing the pattern of allocation to different Centrally sponsored schemes.

Thus, the Central government can achieve the stipulated fiscal targets either by reducing
its own expenditures or by reducing transfers to States. As the latter option is easy to achieve,
the burden of adjustment can be passed on to the States. In the States too, given that the
distributional coalitions wield enough power to maintain or even increase expenditures on
items beneficial to them, the reduced resource availability may simply crowd out allocations to
social and economic infrastructures. The analysis of Central government expenditure,
particularly the manner of achieving fiscal compression attempted in the recent years will help
us to gain better understanding of the process of determining expenditure policy.

3.2 Central Government Expenditures: General Trends

The expenditure of the Central government (including grants and loans to States) as a
proportion of GDP increased from 12 per cent in 1974-75 to 19 per cent in 1990-91 (Table 3.1).
Of the 7 percentage points increase, 6.3 percentage points were simply due to increase in
revenue expenditures; the share of revenue expenditure in GDP increased from 7.9 per cent to
14.3 per cent during the period. On the other hand, the share of capital expenditure in GDP
during this period increased by just 0.7 percentage point. Thus, naturally, the share of capital
expenditure in total expenditure declined sharply from 34.4 per cent in 1974-75 to 25.5 per cent
in 1990-91. In per capita terms (at 1981-82 prices), during the sixteen years, while the revenue
expenditures recorded more than three-fold increase (from Rs 154 to Rs 485), the capital
expenditures only doubled (from Rs 81 to Rs 166).

The trend in Central government expenditure shows an identical pattern to the increase
in the aggregate expenditures analysed in the previous Chapter. The per capita expenditure of
the Central government including grants and loans to States at constant (1981-82) prices
increased from Rs 235 in 1974-75 to Rs 650 in 1990-91 (Table 3.1) although, after 1986-87, the
increase was slower. Throughout the period, per capita revenue expenditures showed a steady
increase but, per capita capital expenditures which reached a peak of about Rs 191 in 1985-86
declined thereafter to settle at Rs 166 in 1990-91.

4, The shares of individual States in plan transfers are determined on the basis of the ‘Gadgil formula’,
determined by the National Development Council and modified by it from time to time. Further, the
relative share of States in different Centrally sponsored schemes are also predetermined on the basis of the
objectives of individual schemes.



Table 3.1
Central Government Expenditures in India: 1974-75 to 1991-92

As Percentage of GDP Per Capita (1981-82) Rupees  Ratio of
- - - capital expenditure
Period  Revenue Capital Total Revenue  Capital Total  to total (per cent)
(1) ®) 3 @ ) () ) ®)

1974-75 7.9 4.2 12.1 153.8 80.8 234.6 34.4
1981-82  10.1 5.1 15.2 228.3 114.4 342.7 334
1985-86  13.3 7.0 20.3 361.9 190.8 552.7 345
1986-87  14.2 6.8 21.0 400.9 189.9 590.8 32.1
1987-88 143 5.4 19.7 413.1 156.8 569.9 27.5
1988-89  14.0 52 19.2 438.3 162.6 600.9 27.1
1989-90  14.6 5.2 19.8 477.4 170.3 647.7 263
1990-91 143 4.9 19.1 484.6 165.6 650.2 25.5
(RE)
Source: 1. Central Government Budget Documents.

2. Central Statistical Organisation, Ministry of Planning.

3. Registrar General, Government of India.

The expenditure-GDP ratio presented in Table 3.1 bring out the different phases of
expenditure increases clearly. The ratio recorded only about 3 point increase during the first
seven years from 12.1 per cent in 1974-75 to 15.2 per cent in 1981-82. During the expansionary
phase of the next S years, however, it increased by almost six percentage points to reach 21 per
cent. During the next four years, the ratio declined to touch 19.1 per cent in 1990-91.

It is also seen that until 1986-87, the shares of both revenue and capital expenditures
increased steadily, the former more than the latter. Thereafter, the share of revenue expenditure
remained stable at a little over 14 per cent whereas, the share of capital expenditure declined
sharply from 7 per cent to 4.9 per cent (Table 3.1). The growth rate of per capita expenditure at
constant prices increased from 3.8 per cent during the first period to 9.5 per cent during the
period of fiscal expansion (1981-82 to 1986-87); and thereafter, declined to 4.2 per cent during
the period of fiscal restraint. Interestingly, aithough revenue expenditure trend broadly followed
a similar pattern, it continued to grow at a high rate of 6.2 per cent even during the period of
fiscal restraint. Capital expenditure, on the other hand, recorded a negative growth of -3.5 per
cent during the period, 1986-87 to 1990-91 after increasing at 8.6 per cent per year during the
expansionary period (Table 3.4). |

An important reason for the high growth rate in revenue expenditures even during the

period of fiscal restraint was the continuous acceleration in the growth of interest payments. In
fact, the share of interest payments in total expenditures increased at a relatively slow rate from
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about 11 per cent in 1974-75 to 14 per cent in 1981-82, but thereafter increased very sharply to
21 per cent in 1990-91. This must be attributed to both the increased volume of indebtedness to
meet government consumption and investment requirements and increase in the effective rate of
interest over the years. At the same time, even the past investments financed from borrowed
funds did not yield adequate financial returns as the non-tax revenues including interest receipts
were virtually stagnant during the 1980°s (Mundle and Rao, 1992).

Table 3.2

Composition of Central Government Expenditure

(per cent)
Interest General Social  Econo- Grants Other Total
payments services  services mic orloans loans expendi-
services to States ture
®» e) 3 @ ©® ©® O ©®
Revenue Expenditure
1974-75 17.2 44.4 5.0 15.1 18.3 - 100.0
1981-82 19.8 353 43 229 17.7 - 100.0
1986-87 22.1 334 45 21.5 18.5 - 100.0
1990-91 28.4 26.0 45 235 17.6 - 100.0
Capital Expenditure
1974-75 - 6.9 0.9 45.0 18.7 28,5 100.0
1981-82 - 6.3 1.5 42.0 26.1 24.1 100.0
1986-87 - 13.2 2.7 37.2 24.3 226 1000
1990-91 - 19.2 1.3 25.5 381 159 100.0
Total Expenditure
1974-75 11.2 315 3.6 25.5 18.4 9.8 1000
1981-82 13.2 25.6 34 29.3 20.5 8.0 100.0
1986-87 15.0 26.9 39 26.5 20.4 7.3 1000
1990-91 21.2 243 3.7 24.0 22.8 40 100.0

The analysis of the composition of Central Government expenditure in terms of major
functional categories (Table 3.2) reveals that in 1990-91, both general services (including
defence) and economic services each claimed about a quarter of total expenditures. The share of
interest payments ‘was 21 per cent and statutory and plan grants (excluding grants under
Centrally Sponsored Schemes) and loans to the States constituted 23 per cent. The share of
expenditure on social services was the lowest at 3.7 per cent.
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The analysis of the composition of Central government expenditures by economic
categories (Table 3.3), brings out some interesting features. First, as already mentioned, the
share of current expenditure increased steadily from 54 per cent in 1974-75 to 72 per cent in
1989-90 and correspondingly, during this period, the share of capital expenditure declined from
46 per cent to 28 per cent. Second, within current expenditures, the subsidies and transfers
increased at a very high rate to significantly enhance their relative shares. The share of
subsidies increased from less than 10 per cent in 1974-75 to over 24 per cent in 1989-90 and that
of transfers to individuals increased from 3.8 per cent to 7 per cent during this period. Third,
wages and salaries broadly maintained its share of almost one-fifth of total expenditures during
the period. Although the share of this item showed a marginal decline until 1986-87, it
substantially regained it in subsequent years. Fourth, within capital expenditure, significant
decline in the share was seen in both gross fixed capital formation expenditure and capital
transfers, whereas the share of financial outlay showed a marginal increase.

Table 3.3
Composition of Central Government Expenditures by Economic Categories

(per cent)

1974-75 1981-82  1986-87  1989-90

(D 2 3) (4)

1. Consumption expenditure

a. , Compensation to employees 21.6 18.9 17.9 19.0

b. Net government maintenance 18.3 229 23.2 21.6
Total - 1 399 41.8 41.1 40.6
2. Transfers

a. Subsides 9.6 14.0. 18.2 24.1

b. Transfer to local bodies 0.7 0.5 0.2 0.3

c. Other transfers 3.8 4.3 6.0 7.0
Total -2 14.1 18.8 244 313
3. Total current expenditure (1+2) 54.0 60.6 65.5 72.0
4. Gross fixed capital formation 10.1 3.7 4.3 3.1
5. Financial outlay 11.4 14.2 12.1 15.4
6. Total capital transfers 245 21.5 18.0 16.3
7. Total capital expenditure 46.0 394 34.5 28.0
8. Total expenditure (3+4) 100.0 100.0 100.0 100.0
Note: Interest payments are not included in total expenditure.
Source:  Central Statistical Organisation, Ministry of Planning, Government of India.

The shares of expenditures in GDP of various functional categories bring out the
expenditure trends during different phases (Table 3.4). As already pointed out, aggregate
expenditure-GDP share increased by just about 3 percentage points during the first seven years
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(from 12.1 per cent to 15.2 per cent), but during the expansionary phase of the next 5 years, it
increased a little less than 6 percentage points and showed a decline after 1986-87. Of this 6
percentage point increase in expenditure-GDP ratio, more than 4 points were on account of
increase in revenue expenditures. Increase in direct capital expenditure by the Centre during
this period contributed just about 0.7 point increase and transfers to States and loans and
advances contributed only 0.6 point. During the period of fiscal restraint, the percentage of
revenue expenditure in GDP continued to increase in respect of all the functional categories
except general services where the cut-backs in defence expenditure reduced the share from 4.8
per cent in 1986-87 to 3.7 per cent in 1990-91. In contrast, during this period, the capital
expenditure-GDP share declined in respect of all items except grants and loans to States and the

sharpest decline was in economic services (from 2.5 per cent in 1986-87 to 1.2 per cent in
1990-91).

Table 3.4

Central Government Expenditure as a Percentage of GDP

Interest General Social Economic Grants or Other Total
payments services services services loansto lgans expenditure
States
) @ 3) ©) & © M ®
Revenue Expenditure
1974-75 1.37 3.52 0.40 1.20 1.45 - 7.94
1981-82 2.00 3.57 0.44 2.32 1.79 - 10.12
1986-87 3.16 477 0.64 3.06 . 2.64 - 14.28
, 1989-90 4.00 3.70 0.65 3.35 2.50 - 14.25
Capital Expenditure
1974-75 - 0.29 0.03 1.88 0.78 1.18 417
1981-82 - 0.32 0.08 2.13 1.33 1.22 5.07
1986-87 - 0.63 0.11 2.50 1.65 1.53 7.02
1989-90 - 0.94 0.06 1.24 1.85 0.78 4.87
Total Expenditure
1974-75 1.37 3.81 0.43 3.08 2.23 1.18 1210
1981-82 2.00 3.89 0.51 4.45 3.12 1.22  15.19
1986-87 3.16 5.66 0.82 5.58 4.29 1.53  21.04
1989-90 4.00 4.64 0.71 4.59 4.35 0.78 19.12

The expenditure trends in the different phases noted above come out clearly when we
consider the growth of per capita expenditures (at constant prices) during the different
sub-periods (Table 3.5). The significant acceleration in the expenditure growth rate during the
period of fiscal expansion and the sharp decline in the subsequent period have already been
pointed out. It was also noted that during the expansionary phase the growth rate of both

48



revenue and capital expenditures increased significantly, but the contraction during the period of
fiscal restraint was mainly in capital expenditure. In per capita terms, capital expenditure at
constant prices actually recorded a decline at the average annual rate of 3.5 per cent. The
analysis by functional categories shows that during this period of fiscal restraint, besides interest
payments which continued to record a high growth rate (12.7 per cent), the per capita revenue
expenditure on economic services (1981-82 prices) which were mainly in the nature of
subsidies and transfer payments recorded the fastest growth (10.7 per cent). On the other hand,
per capita capital expenditure on economic services declined at the rate of 12.3 per cent per
year.

Table 3.5

Growth of Per Capita Expenditure at 1981-82 Prices

(per cent per year)

Interest General Social Econo-  Grants Total Total
payments services services mic and loans loans expenditure
services to States and
advances
M ® €) @ © ©® O ®

Revenue Expenditure

1974-75 to 1981-82 6.7 1.5 -1.2 11.3 4.4 - 4.8

1981-82 to 1986-87 13.7° 8.1° 11.4° 6.1 9.3 - 9.2

1986-87 to 1989-90 12.7 0.2° 7.9 10.7 0.9 - 6.2

1974-75 to 1989-90 10.6 4.0 6.5 9.0 5.8 - 6.8
Capital Expenditure

1974-75 to 1981-82 - 25 6.9 2.7 13.7 6.4 4.5

1981-82 to 1986-87 - 21.6° 2.7 8.9° 6.7° 5.6 8.6

1986-87 to 1989-90 - 9.7° -15.6" -12.3° 2.4° -0.8° -3.5

1974-75 to 1989-90 - 11.4 8.7 2.4 8.7 4.8 4.8
Total Expenditure

1974-75 to 1981-82 6.7 1.6 1.8 6.7 8.1 6.4 4.7

1981-82 to 1986-87 13.7° 9.6 13.4° 1.5 8.1 5.6 9.0

1986-87 to 1989-90 12.7 1.9° 41" 1.7° 1.5° -0.8 33

1974-75 to 1989-90 10.6 4.9 i 6.9 6.1 6.9 4.8 6.2
Note: Growth rates have been estimated by employing the kinked exponential regression model.

* represents that growth rate is significantly different from the previous period.

It is interesting to see that the grants and loans to States too followed broadly a similar
pattern. These items of Central transfers to States, in per capita terms at constant prices
recorded an average annual growth of over 8 per cent in the latter half of the 1970’s and in the
first half of 1980’s. During the expansionary period the deceleration in the growth rate of loans
was offset by the acceleration in the growth of grants. However, during the period of fiscal
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restraint, the growth rates of both grants and loans declined sharply, although as ratios of both
GDP and total Central expenditures, spending on this item continued to show marginal
increases. Let us now examine the expenditure trends in general, social and economic services
in greater detail.

3.3 General Services

As already mentioned, expenditure on general services as a proportion of GDP increased
from 3.8 per cent in 1974-75 to 5.7 per cent in 1986-87 and declined théreafter to 4.6 per cent in
1990-91. The expenditure on this category formed almost one-third of total expenditures in
1974-75 but in 1990-91, it was less than one-fourth. After growing at a phenomenal rate of 9.6
per cent per year during the expansionary phase, the growth of per capita expenditure on general
services declined to 1.9 per cent during the period of fiscal restraint.

Table 3.6

Expenditure on General Services

Per Capita Expenditure Percentage of GDP
Particulars (in 1981-82 rupees)

74-75 81-82 86-87 90-91 7475 81-82 86-87 90-91

@ @ @ & 6 © O ©® o
1. General Administrative Expenditure
(including police)
- Revenue 14.4 19.1 432 536 0.74 0.84 1.54 157
- Capital 0.5 0.4 12.5 2.7 0.03 0.02 0.44 0.08
- Total 14.9 19.5 556 563 0.77 0.86 1.98 1.65
2. Police 4.5 5.1 8.9 11.5 023 022 032 0.34
3. Defence Expenditure
- Revenue 53.9 615 909 723 278 273 324 213
- Capital 5.0 6.8 124 29.2 0.26 0.30 0.45 0.86
- Total 59.0 68.4 1033 101.5 3.04 3.03 3.68 298

4. Total-General Services Expenditure

- Revenue 68.3 80.6 1340 1259 352 3.57 477 370
- Capital 5.6 7.3 249 319 029 0.32 0.89 0.94
- Total 73.9 879 1589 1578 3.81 3.89 5.66 4.64
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The disaggregated analysis of general services (Table 3.6) shows that expenditures on
general administration as well as on defence increased sharply during the period of fiscal
expansion, but declined thereafter. As a ratio of GDP, expenditure on defence increased from 3
per cent in 1974-75 to 3.7 per cent in 1981-82 and thereafter declined to settle at 3 per cent in
1990-91 (Table 3.6). The ratio of administrative expenditure to GDP increased from 0.8 per
cent in 1974-75 to 2 per cent in 1986-87 and thereafter, declined to 1.7 per cent in 1990-91. It is
also seen that the growth rate of both revenue and capital expenditures of these items
accelerated significantly in the first half of the 1980’s (Table 3.7). Interestingly, even during the
period of fiscal restraint the capital expenditure on defence continued to increase.

Table 3.7
Growth of Per Capita Expenditure in General Services at Constant Prices

(per cenl per year)

1974-75 1981-82 1986-87 1974-75
Expenditure Category to to to to
1981-82 1986-87 1990-91 1990-91
1 () 3 ) )

1. Police

- Revenue 0.4 10.8° 8.2 5.4

- Capital n n n n

- Total -0.4 10.8° 8.2 5.4
2. General Administrative Expenditure**

- Revenue 0.4 10.5° 2.5° 4.9

- Capital 18.6 36.4° -17.1° 18.2

- Total 0.8 13.9° -1.3° 5.7
3. Defence

- Revenue 0.7 8.8° -1.6° 3.6

- Capital 0.4 20.3° 26.4 12.6

- Total 0.6 10.3° 3.2° 5.0
4. Total: General Services

- Revenue 0.4 9.3" 0.2° 4.0

- Capital 1.5 24.6° 12.8* 12.6

- Total 0.5 11.1° 2.5° 5.2

_Note:  Growth rates have been estimated by employing the kinked exponential model.
n = expenditure is negligible.
* = denotes growth rate is significantly different from the previous period.
** includes police.

3.4 Social Services

The provision of social and community services is mainly the responsibility of State
governments and role of the Central government in this task is only subsidiary. Less than 4 per
cent of total expenditure of the Central government in 1990-91 was on social services and as a
proportion of total spending on social services, Central government’s share was just about 10
per cent. Thus, it is not surprising that in terms of both per capita expenditures and
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expenditure-GDP shares, Centre’s spending on social services was very low (Table 3.8) and
therefore, did not significantly affect the overall trends.

Given that the responsibility of providing important social services is primarily assigned
to State governments, Centre’s interference in providing them is called for only in the case of
services involving significant inter-State spill-overs or ‘merit’ goods, where the independent
actions of the States may result in their less than optimal provision. However, the level of
spending on social services like education, health and urban infrastructure by the Centre can at
best be considered as symbolic. The Central government spends just about 0.12 per cent of GDP
on school education and 0.14 per cent of GDP on higher and technical education (Table 3.8): If
it is argued that Central government’s involvement is necessary for the reasons cited above, then
it 1s doubtful whether with this token involvement, it is possible to raise spending to optimal
levels. At the level of school education, it is seen that much of the involvement of the Central
government is in providing highly subsidised education to the wards of its own employees
through the Central Schools. Similarly, a good proportion of expenditure on health care by the
Central government is on Central Government Health Scheme (CGHS) meant to benefit only its
employees. Thus, much of the Central intervention seems to be not in the interest of providing
optimal levels of these services but, merely to enable the Central government employees to gain
access to the highly subsidised services. In the case of higher and technical education, the
rationale seems to be to provide better opportunities at highly subsidised rates only to the
children of the elite, for, the illiterates who form 48 per cent of the population above the age of
seven, cannot anyway get access to the institutions of higher learning.

Table 3.8

Expenditure on Social Services

Per Capita Expenditure Percentage of GDP
Expenditure Category (in 19§)1-82 rupees)
1974-75 1981-82 1986-87 1990-91 1974-75 1981-82 1986-87 1990-91
M @ & @& 6 ©) ™ (&) ®
1. General Education 3.0 34 5.9 7.6 0.15 0.15 0.21 0.22
a. Elementary education 0.2 0.3 0.4 0.7 0.01 0.01 0.02 0.02
b.  Secondary education 1.0 1.1 23 33 0.05 0.05 0.08 0.10
¢.  Higher education 1.4 1.6 25 2.7 0.07 0.07 0.09 0.08
2. Technical Education 0.7 0.8 1.6 2.1 0.04 0.04 0.06 0.06
3. Health Care Expenditure 1.3 2.0 39 44 0.07 0.09 0.14 0.13
4. Housing & Urban Develop. 0.6 1.4 29 2.1 0.03 0.06 0.10 0.06
5. Other Social Services 2.8 4.0 9.0 79 0.14 0.18 0.32 0.23
6. Total Social Services
- Revenue 7.7 99 180 220 0.40 0.43 0.64 0.65
- Capital 0.7 1.7 5.1 22 0.03 0.08 0.18 0.06
- Total 8.4 116 231 242 0.43 0.51 0.82 0.71

Source: Budget Documents of the Central Government, Ministry of Finance, Government of India.
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Another reason for the continued high priority of expenditures on social and community
services even during the period of fiscal restraint is the revision of pay scales of school and
college teachers, medical personnel and the persons involved in administering social services. In
fact, the growth of per capita expenditure on wages and salaries (at 1981-82 prices) under social
services actually showed a significant acceleration to 7.2 per cent per year during the period
1986-87 to 1989-90, over the previous period when it grew at -0.9 per cent per year (Table
- 3.10).

Table 3.9
Growth of Per Capita Expenditure on Social Services (1981-82 Prices)

(Per cent per year)

1974-75 1981-82 1986-87 1974-75
Expenditure Category to to to to
1981-82 1986-87 1990-91 1990-91
M @ 3) @ %)
1.  General Education 0.3 10.6° 8.0 5.6
a. Elementary education 2.1 8.2, 11.5 6.2
b. Secondary education -0.7 14.1, 12.7, 7.8
c. Higher education -0.9 9.0, 2.4, 3.7
2. Technical Education 0.3 16.8, 5.1 7.6
3. Health Care 2.5 11.5 8.3, 7.1
4. Housing and Urban Development 10.3 75, -1.9, 6.9
5.  Other Social Services 1.6 17.5, 0.6, 7.8
- Revenue 1.2 11.5 7.2, 6.5
- Capital 6.9 227, -15.6; 8.7
Total Social Services 1.8 13.4 4.1 6.9

Note:  Growth rates have been estimated by employing the kinked exponential regression model.
indicates that the growth rates are significantly different from the previous period.
Source: Budget Documents of Central Government.
Table 3.10

Growth of Per capita Expenditure on Wages and Salaries
of the Central Government

(Per cent per year)
1974-75t0  1981-82 to 1986-87t0  1974-75to

1981-82 1986-87 1990-91 1990-91
) ? 3 C) ®)
1. General services
a. General administration -3.2 11.1° 0.3: 3.1
~b. Defence 2.3 10.0° 6.1 3.8
Total - 1 General services -2.4 10.2* 49" 3.7
2. Social services
a.  Education 2.1 6.1 6.8, 4.4
b. Health 12.9 -4.2 5.6 4.4
c.  Social welfare 1.4 5.7, 15.9] 4.9
d. Housing and community services 2.7 6.8 -5.1 34
Total - 2 - Social services 4.5 -0.9* 7.2* 2.5
3. Economic services . .
a. Agriculture -0.5 18.0 2.1, 7.3
b. ning, manufacturing and 11.2 16.9 -2.4 11.8
construction . .
c.  Energy, water supply and gas 3.2 13.1, 71, 7.8
d.  Transport and communication -1.6 10.1, 5.1, 2.8
Total - 3 - Economic services 2.7 14.0 1.1 7.1

Note:  Growth rate has been estimated using the kinked exponential regression model.
* indicates that the growth rates are significantly different from the lf)rcvious period.
Source: Central Statistical Organisation, Ministry of Planning, Government of India.
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3.5 Economic Services

The share of expenditure on economic services in total spending of the Central
Government in 1990-91 constituted about 25 per cent (Table 3.2). Centre’s share in total
spending in economic services was a little over 50 per cent. The expenditure incurred by the
Central government on economic services in 1990-91 formed 4.6 per cent of GDP.

The important activities under economic services include agriculture and rural
development, industry and minerals, energy and transport and communication. The most
important item, however, was subsidies on food, fertilizers and exports, which together

constituted 1.8 per cent of GDP or 35 per cent of Centre’s spending on economic services in
1990-91.

The spending on economic services by the Central government broadly follows the
general trend noted in the previous chapter (Table 3.11). The expenditure-GDP share showed a
steady increase trom 3.1 per cent in 1974-75 to 5.6 per cent in 1986-87 and thereafter, declined
to 4.6 per cent in 1990-91. This happened mainly due to the steep decline in the share of capital
expenditure in GDP from 2.5 per cent in 1986-87 to 1.2 per cent in 1990-91. In per capita terms
at constant prices, capital expenditure declined from Rs 71 in 1986-87 to Rs 42 in 1990-91.
Capital expenditures as a ratio of total expenditure on economic services declined from 61 per
cent in 1974-75 to a mere 27 per cent in 1990-91. The share of revenue expenditure in GDP on
economic services, in contrast, continued to increase even during the period of fiscal restraint.

The expenditure trends noted above come out clearly when we consider the growth rates
(Table 3.12). Per capita expenditure on economic services at constant prices increased at 7.5 per
cent per year during 1981-82 to 1986-87, but the growth rate declined thereafter to 1.7 per cent
during the period, 1986-87 to 1990-91. The average annual growth rate of per capita revenue
expenditure on economic services during the period of fiscal restraint was actually higher at 10.7
per cent per year as compared to 6.1 per cent during the previous period. In contrast, the per
capita capital expenditure during this period recorded a decline at the rate of 12.3 per cent per
year, which actually caused the growth of total expenditure on economic services to decelerate.

A major source of sustained revenue expenditure growth was increase in the volume of
subsidies. Of about 1 percentage point increase in revenue expenditure-GDP share during the
period from 1981-82 to 1990-91 (from 2.3 per cent to 3.3 per cent), as much as 0.8 percentage
point was simply due to increase in the share of food, fertilizer and export subsidies and about
0.4 point was due to increase in transfers to poverty alleviation programmes under ‘Agriculture
and rural development’ (Table 3.11). In terms of the growth rates, per capita expenditure on
fertilizer subsidy at constant prices increased at 17.5 per cent during the expansionary period
and continued to grow at over 10 per cent per year even during the period of fiscal restraint
(Table 3.12). Export subsidy, in per capita terms actually recorded a growth rate of 29 per cent
per year during the expansionary phase due to the relatively buoyant exports during the first half
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of the Eighties and although the growth rate in the next period declined, it was still high by any
standard (7 per cent). Only the growth rate of food subsidy during the period of fiscal restraint
was negative (-2.7 per cent). The per capita revenue expenditure (at constant prices) on
agricultural and rural development too increased at a spectacular rate (40 per cent per year) due
to the increased allocation to poverty alleviation programmes, particularly during the year of
unprecedented drought (1987-88). This was perhaps necessary to maintain stability, even if only
a part of the total allocation actually reached the beneficiaries due to leakages.>

Table 3.11

Expenditure on Economic Services

Per Capita Expenditure Percentage of GDP
Particulars , (in 1981-82 rupees)
74-75 81-82 86-87 90-91 74-75 81-82 86-87 90-91
(1) @ 6 O ©) ® O ® )
1. Agriculture, Rural Development and
Allicd Activities
- Revenue 2.8 5.3 1.4 21.3 0.15 0.24 0.27 0.62
- Capital 9.8 0.5 2.6 0.9 0.50 0.02 0.09 0.03
- Total 12.6 58 100 221 0.65 0.26 0.36 0.65
2. Industry and Minerals
(Including Fertilizer Subsidy)
- Revenue 3.6 180 305 382 0.18 0.80 1.09 1.12
- Capital 12.6 220 323 8.4 0.65 0.97 1.15 0.25
- Total 16.2 400 628 46.6 0.83 1.77 224 137
3. Fertilizer Subsidy- Revenue - 5.3 182  28.1 - 0.23 0.65 0.83
4. Energy
- Revenue 1.1 2.6 5.1 4.9 0.06 0.17 0.18 0.14
- Capital 2.6 6.7 10.2 14.0 0.13 0.30 037 0.42
- Total 3.7 9.3 15.3 189 0.19 041 0.55 0.56
5. Transport and Communication
- Revenue .20 4.5 7.2 6.3 0.10 0.20 0.25 0.18
- Capital 10.6 16.7 23.2 17.5 0.55 0.74 0.83 (.52
- Total 12.6 21.2 304 238 0.65 094 1.08 0.70
6. Food Subsidy 7.8 9.9 20.2 15.8 040 0.44 0.72 046
7. Export Subsidy 23 6.0 8.9 10.3 0.12 032 0.29 0.53
8. Other Economic Services
- Revenue 3.6 5.0 7.6 9.5 0.18 0.23 0.27 0.28
- Capital 0.9 2.1 2.2 1.5 0.05 0.08 0.08 0.04
- Total 4.5 7. 9.8 11.0 023 031 035 0.32
9. Total Economic Services
- Revenue 23.3 52.4 86.0 1139 1.20 232 206 235
- Capital 36.4 48.0 70.7 423 1.88 213 252 1.24
- Total 59.8 100.0 156.6 156.2 3.08 445 5.58 4.59

Source: Budget Documents of Central Governments, Ministry of Finance, Government of India.

S. For a careful evaluation of rural poverty alleviation programmes, see, Kurian (1991), Palley (1989) and
also, Dreze (1990).
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Table 3.12
Growth of Per Capita Expenditure on Economic Services (1981-82 Prices)

(Per cent per year)

1974-75 1981-82 1986-87 1974-75
Expenditure Category to to to to
1981-82 1986-87 1990-91 1990-91
an - 2 3) ) ©®)
1. Agriculture and Rural Development
- Revenue 7.4 1.6 41.0° 10.0
- Capital -27.3 36.3° -26.4" 5.6
- Total 17.4 12.9° 26.9° 6.2
2. Industry and Minerals
(Including Fertilizer Subsidy)
: - Revenue 26.3 4.0° 7.5° 13.3
- Capital 32 9.3 -29.1° 0.9
- Total 11.3 6.6" -6.8 6.1
3. Fertilizer Subsidy 21.9 17.5° 10.1° 17.2
4. Energy
- Revenue 10.8 13.2 -3.0° 9.3
- Capital 18.6 8.0° 6.9 12.0
- Total 15.8 9.5" 3.9° 11.1
5. Transport and Communication ,
- Revenue 11.2 8.2 3.9 8.6
- Capital 6.6 5.8 -3t 4.5
- Total 7.5 6.5 -1.0° 5.6
6. Food Subsidy 1.8 12.8° 27 5.4
7. Export Subsidy -10.6 -4.1 29.1* 7.0
8. Other Economic Services 1.1 8.2° 42° 4.5
9. Total - Economic Services
- Revenue 11.3 6.1° 10.7° 9.0
- Capital 2.7 8.9" -12.3° 2.4
- Total 6.7 7.5 1.7° 6.1

Note:  Growth rates have been estimated by employing the kinked exponential regression model.
* denotes the growth rates are significantly different from the previous growth rates.
Source: Budget Documents of the Central Government.

The analysis of the C.S.0.’s data on economic and functional expenditure categories
confirm the above findings. The high growth rate of current expenditures on economic services
during the period of fiscal restraint was mainly due to the sharp increases in subsidies and
transfers. The per capita expenditure on subsidies (1981-82 prices) increased at 9.4 per cent per
year during the period of fiscal restraint, and this was not significantly different from the growth
rate on the item recorded in the previous period. Similarly, spending on transfers increased at
over 17 per cent per year throughout the 1980’s. Much of this occurred by crowding out not only
the capital outlay, but also the maintenance expenditures and even wages and salary
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expenditures. Per capita expenditure on wages and salary declined by one per cent during the
period of fiscal restraint and as the wage rates were increased significantly during this period,
this represents cut back in employment. Disaggregated analysis shows that this occurred mainly
in agricultural, manufacturing and transport and communication sectors.0

Table 3.13
Growth of Per Capita Expenditure on Economic Services at Constant Prices

(Per cent per year)

1974-75  1981-82 1986-87  1974-75

Expenditure Category to to to to
1981-82  1986-87 1990-91  1990-91
(1) | @ 3 4) (5)
1. Current expenditure
a. Compensation to employees 0.4 11.6* -1.0 4.9
b. Net government maintenance 3.0 11.4* -1.9* 5.9
c. Subsidy 7.2 12.8* 9.4 9.8
d. Other transfer payments 1.3 17.7* 17.4 9.9
Total - 1 - Current expenditure 5.7 13.18 8.5* 9.1
2. Capital expenditure
a. Gross capital formation -14.3 20.2* -6.8* 0.1
b. Financial outlay 3.2 7.4* -15.6 2.5
c. Capital transfers and advances -3.0 4.9* 1.6* 0.9
Total - 2 - Capital expenditure 0.4 9.6* 1.4* 4.3
Note: - Growth rates have been estimated by the kinked exponential regression model.
* denotes that the growth rate is significantly different from the previous period.
Source: C.S.O. - Ministry of Planning, Government of India.

As already mentioned, growth rate of capital expenditure increased at a rate faster than
the growth of GDP during the expansionary phase in almost all the activities under economic
services. However, during the next period, the capital expenditure-GDP ratio in economic
services declined from 2.5 per cent in 1986-87 to 1.2 per cent in 1990-91 (Table 3.11). The
decline was particularly sharp in the socially productive infrastructural sectors like transport and
communication (0.3 point) and promotional activities like industry and minerals (0.9 point). In
terms of growth rates, per capita (Table 3.12) capital expenditures at constant prices declined
sharply during the period of fiscal restraint in the case of agriculture and rural development (-26
per cent), industry and minerals (-29 per cent) and transport and communication (-3 per cent),
thus reducing aggregate per capita capital expenditure on economic services even in absolute
terms (-12 per cent). Interestingly, even during this period, the growth of per capita capital

6. The growth rate during 1986-87 to 1989-90 in agricultural sector was 0.3 per cent, in manufacturing -4.5
per cent and in transport and communication -7 per cent.
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expenditure on energy continued to register a reasonably high rate (6.9 per cent). This partly
offset the declining investments in the energy sector at the State level. Given that electricity is
not only a major input to both industry and agriculture but also an essential item of household
consumption by the urban consumers, the attempt to maintain the overall investment rate in this
sector is not very surprising.

3.6 The Structural Adjustment Programme and Fiscal Compression

As a consgquence of the outpacing of the rate of growth of revenues by the revenue
expeﬁditure growth throughout the 1980s, the revenue deficit which first emerged in 1982-83
increased rapidly to reach over 3 per cent of GDP by 1990-91.7 The increasing resort to
borrowed funds to meet not only the capital expenditure needs but also a growing component of
current expenditures eventually resulted in a vicious spiral of growing deficits, increasing debt,.
rising interest costs and further expansion of the deficit. Consequently, the fiscal deficit of the
Centre and the States reached about 10.3 per cent of GDP in 1990-91.

The large and growing fiscal imbalance has been a major source of severe
macroeconomic and balance of payment imbalances. To meet consumption and capital
expenditure needs of the government and to finance inefficient and unviable public enterprises
the government resorted to heavy borrowing to unsustainable levels.® The preemption of
sizeable volume of household savings for government consumption and investment has tended
to push up interest rates including the administered rates. As the growth of productive capacity
did not keep pace with the growth of aggregate demand, a portion of the increase in demand
spilled over into increase in imports, thus expanding the trade deficit, and aggravating balance
of payments problem. At the same time inadequate investments in infrastructural sectors created
severe supply bottlenecks. All these factors combined to create a stagflationary situation
towards the end of 1980s. The problem was further compounded by indiscriminate external
commercial borrowing. A crisis of unprecedented proportions was reached when the oil prices
doubled in August, 1990, following Irag’s invasion of Kuwait. The fear of defaulting loan
repayments loomed large as the foreign exchange reserves fell to an abysmally low level, barely
enough to meet two weeks’ imports. With foreign exchange inflows inadequate to service and
repay the external commercial loans, and the institutional lenders refusing to roll over the credit,
India was forced to seek the stand-by arrangement with the IMF and to undergo the stabilisation
and structural adjustment programme in August, 1991.

7. The revenue deficit first emerged at the Centre in 1979-80 and for the Centre and States taken togeher, in
1982-83.
8. Some recent studies have shown that the present path of public debt is unsustainable. See, Chelliah (1992),

Buiter and Patel (1990) and also, Rangarajan, Basu and Jadhav (1989).
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A major component of the adjustment programme was fiscal compression. The
Memorandum of Economic Policies accompanying the request for stand-by arrangement to the
International Monetary Fund specified that adjustments will be undertaken in key parameters
including substantial reduction in the proportion of fiscal deficit to GDP. Thus, the economy
passed on from a period of fiscal restraint (1986-87 to 1990-91) to that of fiscal contraction
(1990-91 to 1993-94).

As per the programme of adjustment, the fiscal deficits were to be reduced from 8.4 per
cent in 1990-91 to 6 per cent in 1991-92 and further to 5.3 per cent in 1992-93. The budgeted
deficits for 1993-94 is estimated at 4.7 per cent of GDP (Table 3.14). In this section, we analyse
the nature of Government expenditure compression undertaken at the Central government level
since 1990-91.

Table 3.14

Central Government Revenues, Expenditures and Deficits
as Percentages of GDP: 1990-91 to 1993-94

(per cent of GDP)

1990-91 199192 1991-92 1992-93 1992-93 1993-94
(Actual) (BE) (Actual) (BE) (RE) (BE)

(1) @ & @ © © o
1. Revenue expenditure 13.9 13.3 13.5 12.9 13.7 12.9
2., Capital expenditure 6.0 53 4.8 4.2 4.3 3.7
3. Total expenditure 19.9 18.6 18.3 17.1 18.0 16.6
4. Revenue receipt 10.4 11.1 10.8 10.9 11.3 10.6
5. Capital receipt 1.1 1.3 1.5 1.3 1.4 1.3
5.1 Of which disinvestment - 0.4 0.5 0.4 0.5 0.4
6. Total receipt | 11.5 124 12.3 12.2 12.7 11.9
7. Revenue deficit 3.5 23 2.7 2.0 2.4 22
8. Fiscal deficit 8.4 6.2 6.0 5.0 5.3 4.7
Note: BE = Budget estimates
RE = Revised estimates

Source:

1.  Budget Documents of Central Government, 1982-93 and 1993-94.

2. Central Statistical Organisation, Ministry of Planning, Government of India.

The manner of phasing out of fiscal imbalances while operating under the IMF
conditionality provides ample testimony to the influence of special interest groups in
determining fiscal decisions. At the outset, from the point of view of reducing inflationary
potential in the economy, phasing out of governmental dissaving by cutting back unproductive
spending, and reducing revenue deficit should have received greater attention.? Yet, emphasis

9. Rakshit (1991) for example suggests, "........neither empirical evidence nor economic logic suggests that
reduction of fiscal deficit should be the prime concern of the government in the process of macroeconomic
management. :
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was given to reducing fiscal deficit because it gave greater degree of freedom to the government
to fulfill the conditionality. Thus, the government could fulfill the commitment to the IMF, not
by reducing outlay on wages and salaries, subsidies and other transfer payments, but by cutting
down capital expenditures on infrastructures, reducing transfers to State governments, selling
public sector equity and transferring the surpluses of government enterprises, which could
otherwise have been reinvested. Emphasising fiscal deficit reduction gave the Finance Ministry
sufficient flexibility in fulfilling the stipulated targets without reducing the benefits going to
dominant coalitions.

How was the reduction in fiscal deficit in fact achieved in the Indian context? Table
3.14 summarises the contribution of various elements to fiscal deficit reduction in the years after
1990-91. Of the 2.4 percentage point reduction in fiscal deficit-GDP share in 1991-92 over
1990-91, 1.6 points (or two-thirds) were due to compression in expenditure and 0.8 point was
due to higher revenues. Of the increase in revenues as much as 0.7 points or about 87 per cent
accrued from one time measures like disinvestment in public sector equity (0.5 points) and
recovery of arrears of royalty on off-shore crude (0.2 points) which imposed virtually no visible
burden on any special interest groups. There was hardly any attempt to raise the tax ratio or
effect higher cost recoveries from various social and economic services provided, although the
scope for raising such non-tax revenue is acknowledged to be very large (Mundle and Rao,
1991). Similarly, "in the second year (1992-93), disinvestment in public sector equity,
appropriation of RBI profits (Rs 350 crore) and additional dividends from railways (Rs 420
crore) provided additional revenues. The tax revenue increases were expected to be higher by
0.2 percentage point of GDP, but more recent estimates show that these optimistic estimates
have not been realised.10 Of course, even during this period of fiscal crisis, virtually no attempt
was made to enhance user charges and cost recoveries from public services.

The compression in expenditures was the main means to achieve fiscal adjustment.
Indeed, in the first year (1991-92), the government could achieve the budgeted target of
compressing expenditure by 1.6 percentage points. In the second year (1991-92), however,
though the government intended to reduce the share of government expenditure in GDP by over
one percentage point as shown in the difference between actual of 1991-92 and budget
estimates of 1992-93, it could hardly achieve any economy and the revised estimate of 1992-93
was almost at the same level as the actuals of the previous year.

10. Das-Gupta and Mookherjee (1993) argue that the revised estimates of tax revenue are optimistic. The
implicit buoyancies of tax revenue particularly excise duties and corporate income taxes are overestimates.
The newspaper reports did confirm the fact that the estimated revenues were not realised. The latest
estimates of collections of income and corporation taxes in 1992-93 were Rs.16,600 crore, which shows a
shortfall of Rs.900 crore from the revised estimates for the year.
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Our analysis of expenditure compression demonstrates the influence of interest groups in
expenditure even more clearly. Of the 1.6 percentage points reduction in the total
expenditure-GDP share (Table 3.14) in the first year, reduction in revenue expenditure was a
mere 0.4 points and compression in capital expenditure amounted to 1.2 points or 75 per cent.
Similarly, in the next year (1991-92) reduction in total expenditure-GDP share was just 0.3 per
cent, but capital expenditure had to be compressed by 0.5 points to achieve this because,
revenue expenditure share rather than showing a decline, actually increased by 0.2 per cent.
Thus, it was found to be easy to compress capital expenditures in spite of the adverse effects on
infrastructural facilities and the expenditures on quasi-public goods, and those like emoluments
of Government employees, subsidies and transfers were not reduced.

It may be clearly seen from Table 3.15 that over 75 per cent of fiscal compression in the
first year was achieved by reducing capital expenditures. Quite a good proportion of this (0.5
points) was by reducing non-plan loans and advances to States. The Plan capital
expenditure-GDP ratio was reduced by 0.3 percentage points in the first year and by another 0.2
point in the second year. The compression in plan expenditure in the first year was severe in the
case of economic services (0.5 points) including assistance to poverty alleviation programmes
under rural development (0.13 per cent) and budgetary support to public sector enterprises (0.29
points) mainly in sectors such as power (0.14 points) coal (0.06 points) and railways (0.02
points). Thus, the Central Government found it easy to reduce expenditures on these
infrastructural sectors and on those intended to provide safety net to the vulnerable sections like
poverty alleviation schemes even at the time of structural adjustment, but not expenditures on
those activities directly benefiting the dominant interest groups like spending on wages and
salaries in administrative departments and subsidies and transfers.

Equally notable was the inability of the Government to carry out even the small degree
of compression in revenue expenditures intended in the budget estimates (Table 3.16). In the
first year, the non-plan revenue expenditure as a ratio of GDP was budgeted to be reduced by
one percentage point, but in actual practice, the Government could reduce it by only 0.5 point.
Similarly, total revenue expenditure was to be reduced by 0.5 percentage point in 1991-92 over
the previous year, but the actual reduction was just by 0.3 point. Again, in 1992-93, the
budgeted reduction in non-plan revenue expenditure was 0.7 point (as compared to 1991-92
actual), but the revised estimates for the year show a reduction of only 0.3 point in the case of
non-plan revenue expenditures and in the case of total revenue expenditure, the revised estimate
of 1992-93 was actually higher than the actuals of 1991-92. Thus, in the second year, rather
than achieving reduction in the ratio of revenue expenditure to GDP, there was actually an
increase!

The details of non-plan expenditures presented in Table 3.16 show that the share of
interest payments in GDP continued to increase, the shares of defence and other direct
expenditures on general, social and economic services remained broadly constant and the shares
of grants to States and subsidies showed some decline. But interestingly, among the subsidies,
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Table 3.15
Compression in Expenditure as a Percentage of GDP: 1990-91 to 1993-94

(Per cent per year)

Expenditure Item 1990-91 1991-92  1991-92.  1992-93 1992-93 1993-94

Actual B.E. Actual B.E. R.E. B.E.
(1) ) ®) (4 5) ©) Q)
Revenue expenditure 13.8 133 13.5 12.9 13.7 12.9
1. Non-plan revenue expenditure
a. Interest payments 4.0 4.6 44 4.6 4.7 4.8
b.  Defence 2.0 1.8 1.9 1.7 1.8 1.7
c.  Subsidies including debt 23 1.7 2.0 1.5 1.7 1.1
relief to farmer
d.  Grants to States/Union 0.8 0.4 0.6 0.4 0.4 03
Territories
e.  Others -
(i) General services 1.3 i1 1.1 1.1 1.2 1.1
(ii) Social services 0.3 0.3 0.3 0.3 0.3 0.3
(iii)  Economic services 0.5 0.4 0.4 0.4 0.4 0.3
(iv) Postal services 0.0 0.0 0.0 0.0 0.0 0.0
(v) Grants to foreign 0.0 0.0 0.0 0.0 0.0 0.0
governments
(vi) Expenditure on Union 0.2 0.2 0.2 0.2 0.2 0.2
Territories without
legislature
Total Non-plan revenue expenditure 11.5 10.5 11.0 10.3 10.7 9.8

II.  Plan revenue expenditure
a. Central plan
(Budget support) 1.6 1.7 1.5 1.5 1.7 1.9
(i) Economic services
(ii) Social services
(iii)  General services

b.  Central Assistance for 0.8 1.1 1.0 1.2 1.3 1.2
State/Union Territories
Plan

II. Capital expenditure

(including loans) 6.0 5.3 4.8 4.2 4.3 3.7

a.  Non-plan, of which 3.0 25 2.2 1.9 1.9 1.6
*loans and advances to 14 1.1 0.9 0.8 0.7 0.6
States/

b.  Plan, of which 3.0 2.7 2.6 23 24 2.2
Central capital assistance 1.2 14 1.3 1.2 1.2 1.1
to States/Union Territories

IV. Total expenditure 19.8 18.6 18.3 17.1 18.0 16.6

a.  Total plan expenditure 5.3 5.5 5.1 5.0 5.3 52

b.  Total non-plan expenditure ~ 14.5 13.1 13.2 12.2 12.6 11.4

Note: BE = Budget estimates

RE = Revised estimates
Source: * Central Budget Documents: 1992-93 and 1993-94 Expenditure Vol. 1
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significant decline was seen only in export subsidies, and food and fertilizer subsidies continued
to be as important as they were before the adjustment programme. The reduction in export
subsidies was attributable to the reform in the exchange rate regime and not related to
expenditure policy per se; it must also be noted that the attempts to reduce food (excluding the
consumer subsidy involved) and fertilizer subsidies have not met with much success. Even as
attempts were made to reduce fertilizer subsidies in the budgets, the subsequent pressure from
the farm lobby did not allow the subsidy to be reduced.

Table 3.16

Non-Plan Expenditures Compression 1990-91 to 1993-94

Percentage of Non-Plan Expenditure 1990-91 1991-92 1992-93

to GDP minus  minus (RE)
1991-92 1992-93 minues
1990-91 1991-92 1992-93 1993-94 (RE) 1993-94
(RE)  (BE) (BE)
L. Defence 2.05 1.88 1.78 1.73 0.17 0.10 0.05
2. Subsidies
@) Food Subsidy 0.46 0.47 0.40 0.38 -0.01 0.06 0.02
(ii)  Fertilizer (Indigenous) 0.70 0.57 0.69 038 0.13 -0.12 0.31
Fertilizer (Imported) 0.12 0.21 0.14 0.06 -0.09 0.07 0.08
Fertilizer (Small/
Marginal Farmers) 0.00 0.07 0.00 0.00 -0.07 0.07 0.00
Total Fertilizer Subsidy 0.83 0.85 0.83 0.44 -0.03 0.02 0.39
(iii)  Export Promotion etc. 0.52 0.29 0.13 0.06  0.23 0.16 0.06
(iv)  Debt Relief to Farmers 0.28 0.23 0.22 0.06 0.05 0.02 0.15
(v)  Other Subsidies 0.20 017 - 0.16 0.11 0.03 0.01 0.05
Total Subsidies 2.29 201 1.74 1.06  0.28 0.27 0.69
3. Grants to States and UT’s 0.75 0.64 0.39 0.28 0.11 0.25 0.10
4. Non-Plan Loans and Advances ,
to States and UT’s, of which 1.43 0.91 0.70 0.56 0.53 0.21 0.14
States Share of Small Savings 1.33 0.90 0.63 057 043 0.27 0.07
5. Non-Plan Loans to PSU’s 0.20 0.12 0.09 0.09 0.08 0.04 -0.00
6. Assistance to Foreign Governments
(a) Grants 0.03 0.02 0.02 0.02 0.00 0.00 0.00
(b) Loans - 0.32 0.19 0.08 0.01 0.14 0.10 0.07
Source: 1. Budget Documents of the Central Government 1992-93 and 1993-94.

2. Central Statistical Organisation, Ministry of Planning, Government of India.
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CHAPTER IV

ANALYSIS OF GOVERNMENT EXPENDITURE: STATES

4.1 Introduction

In the Indian federal polity, the Constitution assigns the responsibility of providing
important social and economic services to the State governments. In 1990-91, the States spent
about 54 per cent of total expenditures incurred; their share in government expenditure on social
services was close to 85 per cent and in the case of economic infrastructure, about 55 per cent.
Besides ensuring law and order and providing social and economic infrastructure, the States
have an important role in ameliorating the condition of the poor as well.

For a number of reasons, the study of State government expenditures from a public
choice perspective is important. It has been suggested that fiscal decentralisation exerts a
significant effect on the level of public expenditures, though the direction of the bias is not clear
According to Brennan and Buchanan (1980), decentralisation can act as an effective mechanism
to control the ‘Leviathan’s’ expansionary tendencies, as inter-jurisdictional competition and
mobility of people across jurisdictions ‘shopping’ for their optimal tax-expenditure combination
prevents a bloated government sector by requiring efficiency, i. e., least cost provision of all
services, in the government sector. However, empirical studies did not support this hypothesis
(Oates, 1985). On the contrary, Olson (1982) suggests that the special interest groups wield
greater influence at sub-central levels causing overexpansion of the Government budget. Also,
significant proportions of States’ expenditures are financed from inter-governmental transfers
and the consequent delinking of revenue raising and expenditure decisions cin create
misperceptions about the true marginal cost of funds, resulting in more than optimal supply of
public services.!

There are also other reasons why the study of State government expenditure is important.
The lack of independent powers to borrow from the market and limitations on overdrafts from
the Reserve Bank of India restrict the States’ manoeuvrability in raising resources. As the option
of more borrowing is ruled out, the only alternative left to the States is to raise its own revenue
receipts or to reduce spending. The special interest groups, particularly rich farmers, make it
difficult to raise revenues through direct taxes on the agricultural sector, although the
Constitution empowers the States to levy agricultural income tax and land revenue. Simiiarly, it
has not been possible to collect user charges at rates that would cover the costs of publicly

1. This phenomenon is widely known as the "flypaper effect” in the fiscal federalism literature. It is generally
observed that the expenditure-inducing effect of lump-sum grants is greater than the effect of lump-sum
transfers to individuals or increases in per capita incomes, though both are supposed to have an equivalent
effect. For a detailed analysis of the flypaper effect, see Mieszkowsky and Oakland (1980).
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provided goods and services even as we know that the benefits of the resultant subsidies have
accrued mainly to better-off regions and individuals (Rao and Mundle, 1993). At the same time,
as the government employees have been able to secure wage revisions disproportionate to
increases in prices and general productivity in the economy, there has been a significant cost
escalation in the important services provided by the States which are labour-intensive. Further,
an overwhelming proportion of the services provided at the State level are ‘quasi-public’ and
‘merit’ goods, or simply transfer payments. As the benefits of these services can be appropriated
by individuals, the special interest groups can organise themselves to influence public spending
policies in favour of services beneficial to them and work out strategies to gain better access to
these services. Unlike in the case of the Central government, resources cannot be raised by
incurring deficits at the State level. Given the above constraints on receipts, increases in
spending on the quasi-public and merit goods, ceteris paribus, can be achieved only by
displacing socially productive expenditures on capital formation and maintenance of the capital
stock.

In this chapter, we attempt to analyse the trends in State expenditures in 14 selected
States, leaving out the 10 ‘Special category’ States? and the small State of Goa formed only in
1987. This has been done to ensure comparability of data over time and for the sake of
generality in the broad conclusions drawn. It may be noted that the 14 selected States cover 94.6
per cent of the total population in the country according to the 1991 census, and account for 90.8
per cent of revenue expenditures and almost 90 per cent of total expenditures in 1990-91.

4.2 Broad Trends

Over the period 1974-75 to 1990-91, total expenditures of the 14 selected States at
current prices grew at an average annual rate of 16 per cent. With capital disbursements growing
at a little above 12 per cent and revenue expenditures growing at 17 per cent, a plot of nominal
expenditures shows fairly smooth curves (Figure 4.1). However, when we consider per capita
expenditures in constant prices (Figure 4.2), certain kinks are noticeable. Given that the nominal
expenditures show a steady increase, the fluctuations seen in the expenditure trends are
essentially due to fluctuations in the wholesale price index that has been used for deflating
government expenditures. Prima facie, this lends credence to the concept of "incremental
budgeting" defined in nominal terms, since the smooth curves seen in Figure 4.1 imply a fairly
constant rate of growth.

Our analysis of State government expenditure shows that it does not follow the time
pattern observed in the case of aggregate as well as Central government expenditures. In fact,
the public expenditure in the States increased at a fast clip in the latter half of the Seventies, but
there was a deceleration in the last decade whereas, inthe case of the Central and aggregate

2. This term is used by the Planning Commission to denote the States of Arunachal Pradesh, Assam,
Himachal Pradesh, Jammu & Kashmir, Manipur, Meghalaya, Mizoram, Nagaland, Sikkim and Tripura.
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Figure 4.1
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government expenditures, there was a significant fiscal expansion during 1981-82 to 1986-87. In
the case of the States, the ratio of government expenditures to State Domestic Product (SDP)
showed a phenomenal increase of over 6 percentage points from 12.8 per cent in 1974-75 to 19
per cent in 1980-81, but registered only a marginal increase thereafter to reach 21.5 per cent in
1990-91 (Table 4.1). Thus, as far as the States are concerned, it appears that the entire decade of
the Eighties was a period of fiscal restraint.

Table 4.1

Government Expenditures as a Ratio of SDP
14 Selected States (combined)

Percentage of Expenditure Share of
to SDP capital exp.
--- - in total
Year Revenue Capital Total (per cent)

1974-75 10.0 2.8 12.8 21.8
1980-81 14.1 4.9 19.0 26.0
1985-86 16.9 42 212 20.1
1986-87 17.9 44 223 19.5
1987-88 18.5 39 224 17.5
1988-89 17.6 32 208 15.4
1989-90 17.6 34 209 16.0
1990-91* 18.2 33 215 15.2

* Excludes Bihar as detailed information is not available.

The above finding comes out clearly when we consider the growth of per capita State
expenditures at constant prices (Table 4.2). The computed growth rates show that the per capita
total expenditure of the States continued to grow steadily throughout the 17 year period.
However, capital expenditures stagnated during the Eighties. Figure 4.2 shows that the growth in
per capita capital disbursements was actually halted after 1978-79. The revenue expenditure, on
the other hand, continued to increase steadily at a high rate and given its predominance in total
expenditures, the steady growth in the latter too should only be expected.
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Table 4.2

Growth of Government Expenditures (in 1981-82 prices): All Selected States
(By Functional Categories)

(per cent per year)

Revenue Expenditure Capital Expenditure Total Expenditure

1974-75 1981-82 1974-75 1974-75 1981-82 1974-75 1974-75 1981-82 1974-75
to to to to to to to to to
1981-82 1990-91 1981-82 1981-82 1990-91 1990-91 1981-82 1990-91 1990-91

Administrative Services 3.5 8.0 6.1 11.3 2.8 6.2 3.7 7.9 6.2
Interest Payments 3.6 11.7 8.3 - - - 3.6 11.7 83
Social Services 6.0 6.4 6.3 9.0 2.7 5.6 6.2 6.3 6.2
Economic Services 8.0 53 6.4 6.2 -0.3 23 7.3 3.6 5.1
Net Loans and Advances - - - 8.9 -3.1 1.7 8.9 -3.1 1.7
Total Expenditures 6.0 6.8 6.5 1.6 -1.2 23 6.3 5.2 5.6

The different pattern of States’ expenditure growth from that of the Centre analysed in
the previous chapter calls for some explanation. To begin with, a significant increase in tax
devolution consequent to the implementation of the Seventh Finance Commission’s
recommendations® improved their resource position in the early Eighties, enabling the
expenditures to grow at a faster rate than that was seen in previous years. The pressure to
increase expenditures on quasi-public goods, subsidies and transfers continued to persist
following the high expenditure growth at the Central level. This was also aided by the
proliferation of Centrally Sponsored Schemes in the early Eighties. But the growth in the

3, The recommendation raising the States’ share of Union excise duties from 20 to 40 per cent, implemented
since 1979-80 is probably the most important in this context.
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revenue receipts of the States was not really adequate to support the spurt in expenditures, and
by 1984-85 a deficit appeared in the revenue account of all the 14 States taken together (Figure
4.3). An examination of the Statewise figures also confirms the change (Table 4.3) in the overall
situation under the revenue account (which contains practically all the non-debt receipts of the
States). The States tried to soften the constraint to some extent by borrowing from institutional

Table 4.3

Revenue Surplus(+)/Deficit(-) in the Selected States

(Rs. crore)

Average Average Average

States\Ycar 1974-80 1980-85 1985-91
High Income States 303 153 -762
Gujarat 55 90 -326
Haryana 44 19 -10
Maharashtra 150 6 -215
Punjab 55 38 211
Middle Income States 170 -118 -1155
Andhra Pradesh 68 -70 -318
Karnataka 58 51 -73
Kerala 23 3 -219
Tamil Nadu 27 94 -213
West Bengal -6 -196 -332
Low Income States # 401 183 -684
Bihar * 114 -10 54
Madhya Pradesh 121 128 10
Orissa 16 11 -20
Rajasthan 8 -19 -216
Uttar Pradesh 142 73 -503
All Major States # 874 218 -2601

* Due to lack of reliable figures for 1990-91, the last column actually refers to
average for the period 1985-90.
# Figures in the last column exclude the figure for Bihar for the year 1990-91.

financial agencies for specific programmes, but the amount that could be obtained thus was
limited. However, with expenditures on wages and salaries, interest payments, subsidies and
transfers and on Centrally Sponsored Schemes being considered as of ‘committed’ nature, and
with the resources not keeping pace with burgeoning expenditures, increase in revenue
expenditure had to be achieved by compressing capital spendings. Thus, deceleration in capital
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Figure 4.3

Revenue Account of 14 Selected States
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expenditure started from 1981-82 itself and after the overdraft regulation scheme was
introduced, the hardening of the budget constraint caused a decline in per capita capital
expenditures even in absolute terms, particularly after 1986-87.4 Thus, during the decade of the
Eighties, while the revenue and aggregate expenditure of the States continued to grow at high
rates of over 6 and 5 per cent respectively, capital expenditures actually declined (See Table
4.2). As a result, the share of capital expenditures in total expenditures declined from 26 per cent
in 1980-81 to 15 per cent in 1990-91. Surely, capital expenditures got a residuary treatment.”

An examination of the expenditures of the 14 selected States classified by economic
categories brings out a few notable features.

i. A major source of acceleration in the growth of revenue/current expenditure was
the increase in wages and salaries. Although the overall growth rate of wages and
salaries in per capita terms was almost the same as for total expenditures, it was about 5
per cent per year during the Seventies, which accelerated to 7.2 per cent during the
decade of the Eighties (Table 4.4). In other words, the total expenditure on wages and
salaries in constant prices increased at about 10 per cent per year and given that the net
employment increased at about 3 per cent per year during the decade, the salary per
employee increased at about 7 per cent per year and this was about twice the rate of
growth recorded in per capita income.- It must also be mentioned that the wages and
salary expenditure does not include various perquisites to the employees which also
seems to have grown over the years. This clearly reflects the oligopolistic strength of the
employees’ organizations in securing a share of the community output in their favour
disproportionate to their contribution to the community output.

Since both wages and salaries and total expenditures grew at almost the same rate
over the entire period, the share of the former in the latter does not show much change.
But disaggregated data do show variations between States (Table 4.5). The shares seem
to be inversely related to per capita SDP as the figures for high, middle and low income
States show. Further, the share seems to be growing only in low income States. The
highest share during the period 1985-90 was observed in Madhya Pradesh (46 per cent),
and the lowest (18 per cent) in Gujarat. During the same period, the share of wages and
salaries was relatively high in Kerala (41 per cent) and Bihar (40 per cent) as well, while
in Maharashtra the share was almost as low as in Gujarat.

4. When the overdraft regulation scheme was introduced in January, 1985 the Government of India gave a
- loan to clear the overdrafts and this improved their financial position temporarily. Thus, the scheme can be
said to have hardened the budget constraint of the States from 1986-87 i.e. after two years.

S. A similar trend was seen in the case of expenditure classified by economic categories. The growth of per
capita current expenditure accelerated from 5.8 per cent in the Seventies to 6.2 per cent in the Eighties. At
the same time, the growth rate of capital expenditure decelerated from 8.4 per cent in the Seventies to 1.5
per cent in the Eighties.
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Table 4.4
Growth of Per Capita State Government Expenditures
by Economic Categories
(Constant Prices)

(Per cent per year)

1974-75  1981-82 1974-75
to to to
1981-82 1989-90 1989-90

1.  Consumption Expenditures
a. Compensation to 5.86 7.37 6.32
Employees
b. Net Government 8.39 272 5.25
Maintenance
Total 5.88 6.22 6.86
2. Transfers
a. Subsidies 34.70 6.02 18.16
b. Transfer to Local Bodies 1.71 7.43 4.80
c. Other Transfers 6.70 8.48 7.67
Total 7.69 8.35 8.85
3. Total Current (1+2) 6.38 7.15 6.89
4.  Gross Fixed Capital Formation 9.25 4.55 6.65
5. Financial Outlay 3.01 4.84 4.01
6.  Total Capital Transfers and Advances
a. Local Bodies 9.68 1.95 5.38
b. Others 8.78 -2.06 2.71
Total 8.76 -1.20 3.19
7.  Total Capital Expenditure 8.35 1.49 4.54
(4+5+6)
8.  Total Expenditure (3+7) 7.09 5.46 6.20
ii. Subsidies and transfers too increased at a phenomenal rate of about 8 per cent per

year in per capita terms throughout the sixteen year period (Table 4.4) and during the
Eighties the growth was 8.4 per cent. The share of subsidies in total expenditure in the
case of all selected States together rose from 4 per cent during 1974-80 to 8 per cent
during 1985-90. The same trend was seen in varying degrees in all the States, though it
was most evident in Tamil Nadu, where the share rose by over 300 per cent from 3 per
cent to 13 per cent. The sharp increases in expenditures must be attributed to the fast
increases in implicit subsidies arising from pure losses in irrigation and other
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Table 4.5
Share of Economic Categories in Total Expenditure
(Annual Average for the Period)

(Per cent)

Wages and Salaries Net Govt. Maintenance Subsidy Tot Transfer (Rev+Cap)  Capital Expenditure Loans and Advances
State

74-80 80-85 85-90 74-80 80-85 85.90 74-80 80-85 85-90 74-80 80-85 85-00 74-80 80-85 85-90 74-80 80-85 85-9%0

High Income States 245 230 237 64 78 73 40 73 90 325 319 341 122 126 121 204 169 138

Punjab 391 388 345 50 66 77 37 60 53 129 117 160 162 109 81 232 26.1 285
Haryana 376 350 374 88 78 90 64 98 99 115 160 200 134 137 75 223 177 163
Maharashtra 202 187 198 66 79 59 39 95 95 387 364 402 103 141 148 203 134 938
Gujarat 183 167 183 60 84 88 35 50 102 41.7 420 406 125 103 117 180 175 104
Middle Income States 30.1 28.3 30.1 109 104 84 42 68 89 288 314 345 114 105 85 147 127 96
Karnataka 383 350 280 90 76 48 55 87 91 165 194 371 148 145 85 159 147 126
West Bengal 257 251 268 149 115 99 26 44 39 313 378 399 101 95 11.0 154 118 84
Andhra Pradesh 263 269 255 104 108 89 67 110 121 334 371 392 114 79 81 118 63 6.1
Tamil Nadu 2777 226 333 95 109 84 30 56 127 304 301 257 102 95 56 192 213 142
Kerala 386 394 413 94 103 101 27 31 32 293 296 297 117 132 106 83 45 52
Low Income States 334 324 350 102 107 91 34 53 6.6 226 216 239 135 165 176 170 135 78
Rajasthan 40.1 376 374 99 93 88 S0 78 72 19.0 189 258 134 147 131 125 11.7 7.7
Madhya Pradesh 432 375 458 100 102 90 32 57 53 103 121 126 137 175 219 195 170 54
Uttar Pradesh 261 226 252 81 91 90 36 62 94 295 291 314 117 164 159 209 16,6 9.1
Orissa 333 316 366 119 126 67 41 42 51 267 288 294 164 171 177 77 ° 57 4S5
Bihar 334 430 405 142 144 109 11 18 28 214 156 168 151 161 198 148 92 93

14 Selected States 298 283 302 94 98 84 38 65 81 275 280 305 124 132 128 170 141 101
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departmental commercial ventures. In contrast, the rise in transfers was neither universal
nor so apparent. But there has been a substantial expansion of poverty alleviation
schemes and social security and welfare measures during the Sixth (1980-81 to 1984-85)
and the Seventh (1985-86 to 1989-90) Plan periods though expenditure on these items
constituted less than 1.5 per cent of SDP even in 1989-90.

iii. Given the constraint on resources, an important consequence of burgeoning
expenditures on wages and salaries, interest payments and transfers and subsidies was to
crowd out expenditures on maintenance of capital assets and capital outlay on
infrastructural and promotional-sectors with adverse implication on economic growth.
The share of expenditure on maintenance in total current expenditures which ranged
between 14 to 16 per cent during 1974-75 to 1980-81 declined steadily to 11.6 per cent
in 1989-90. The per capita expenditures or net government maintenance at constant
prices increased at just about 2.7 per cent per year in the Eighties as compared to the
growth rate of 6.2 per cent in the case of per capita current expenditures and 5.5 per cent
in the case of aggregate expenditures. It must also be noted that per capita maintenance
expenditures increased at 8.4 per cent during the earlier period, i.e., 1974-75 to 1981-82
(Table 4.4). Also, our cross-section regressions for the selected States reveal that the
expenditure on maintenance associated with per rupee of silary expenditures steadily
declined from Re.0.44 in 1971-72 to Re.0.26 in 1980-81 and further to 0.22 in 1989-90
(Table 4.6).6 The weakening of the relationship was seen in all the service categories and
was particularly notable in economic services (Table 4.6).

Disaggregated data show that the share of net government maintenance in total
expenditure fell in the aggregate for the selected States, but not for any of the high
income States except Maharashtra. The middle and low income States that do not
conform to the falling trend are Kerala and Uttar Pradesh.

Other inferences that can be drawn from the economic classification of the budgetary data are
discussed within the context of the functional categories they refer to in subsequent sections.

Statewise Trends

As can be expected, the Statewise picture exhibits substantial variations. The

periodisation carried out earlier could not be resorted to in this case because of lack of
uniformity among States in terms of discontinuities in the trend. However, annual growth rates
of per capita expenditures in 1981-82 prices for the entire period (1974-75 to 1990-91) were
computed and are depicted in Figure 4.4. The States exhibiting higher growth of total
expenditures than that for all 14 States together are Bihar, Gujarat, Madhya Pradesh,

The relationship has been estimated by regressing expenditures for goods and services on wages and salary
expenditure in a linear equation using cross-section data.
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Table 4.6

Regression Coefficients of Expenditure on Wages and Salaries in
Estimated Equations with Expenditure on Net Government
Maintenance as the Dependent Variable: All Selected States

Types of Administ- Social Economic All
services/ rative service service services
year service

1971-72 0.242 0.217 0.664 0.439
1976-77 0.307 0.051* 0.375 0.315
1980-81 0.250 0.045* 0.393 | 0.260
1985-86 0.238 0.041* 0.359 0.238
1989-90 0.238 0.102 0.313 0.218

Note:  Coefficients marked * are not significant at S per cent level.

Maharashtra, Punjab, and Tamil Nadu. Overall growth of per capita real public expenditure in
Andhra Pradesh exactly equalled the average growth rate of 5.6 per cent. The other seven States
showed growth rates below the group average. However, relatively large deviations from the
rate for all 14 States together were noticed in Bihar (which experienced the highest growth in
total expenditure of 6.8 per cent), Tamil Nadu (6.3 per cent), West Bengal (lowest growth rate of
4.6 per cent), Haryana (4.9 per cent), Rajasthan (5.0 per cent), and Orissa (5.1 per ceat).

Bihar also recorded the highest growth in per capita real revenue expenditures at 7.8 per
cent as compared to 6.5 per cent for the group as a whole, followed by Andhra Pradesh, Tamil
Nadu, Madhya Pradesh, Uttar Pradesh and Gujarat in the same order. The lowest growth of
revenue expenditures was noticed in Orissa (5.1 per cent); the growth of real per capita revenue
expenditures was relatively low in Kerala, Rajasthan and West Bengal also (5.5 per cent in all
the three States).

The fastest growth in real per capita capital disbursements was observed in Punjab and
Orissa (5.5 per cent); in fact, capital disbursements and revenue expenditures grew almost at the
same rate in Punjab, while capital expenditures grew faster than revenue expenditures in Orissa.
The lowest positive growth of per capita capital disbursements was noticed in Andhra Pradesh
(0.3 per cent); other States exhibiting significantly lower growth as compared to the whole
group were Haryana, Kamataka and Uttar Pradesh. The case of West Bengal was, however,
unique in that it was the only State to exhibit a negative growth rate for per capita net capital
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Figure 4.4

Growth Rates of Per Capita Government Expenditure

(in 1981-82 prices: per cent)

8 ane
ues
- s ™ sma —
H f H i i
- p 44 - ::._ uli J—
an ] um um us T - ; - sus am.
um o anm ans snm H s umi . i=e FH 1
ue = ] am inm a sum um 2 " ue ]
et -.L-E ~:— ant IWE 4 ddnd ——4 I Pt 4 b4 aas
= . -4 4 - - 34 —4 .. + - = 1
4 e [T HH tas ssi HH ' aue T [ HES B sas
—t—t Ry S e DRk i == [+ 43 . v it 44 e LN r-»-.: - 4 44 =t
W o .« HH .o 4 am -] <L 4 L3180 DI = am * [ -3 e
44 R == .0 i -1 +4——1 o *Rtd A podnpid . )-—: - >4 -u-J -:_
nW o H . o JHH H L1182 as - 04 44 sme
o FRLR S = W S S . i—:j:i 4 mas it
2 o ¢ mus A inw Ra i
s ¢ sus L HH = t Fanu = s
:.— 2 4 DAt t« b4 - L-.-1)-1 £l g
1 uas M s E e MNans NE was »
:»—. == . ::s_ +H _._.E « [N &Ee as
H uas N ias - = s
0 inm sy 2y ina 0 ] Ruus 3 uni

.. :1

-10

APR BIH GUJ HAR KAR KER MAH MPR ORS PUN RAJ TND UPR WBI 148

] Capital Disbursements Revenue Expenditure Total Expenditure




disbursements in constant prices, partly due to the fact that net capital disbursements were
actually negative in 1984-85.7

If public expenditures are primarily developmental, and if the institutional set up with
respect to State finances is inherently equitable between States, then one would expcct an
inverse relationship between the level of development (represented by per capita SDP) and the
level of per capita government expenditure. On the other hand, if income elasticity of demand
for public goods is positive and if government expenditures are subject to supply constraints
through availability of resources, then one would expect a positive relationship between per
capita government expenditures and per capita SDP. The relative strength of these opposite
effects would determine the actual relationship.

Table 4.7 below gives per capita government expenditures of the selected States,
categorised into three groups on the basis of their average level of per capita incomes, for three
selected years. The numbers clearly and consistently show that public expenditures were
positively related to the level of per capita SDP or to the level of development. The high income
States had an average expenditure level of Rs.297, Rs.662, and Rs.761 in 1974-75, 1985-86 and
1990-91 respectively, as compared to the 14-State averages of Rs.221, Rs.482 and Rs.597. Both
middle income and low income States, in contrast, had expenditure levels below the all-State
average in all the three selected years. Assuming that the unit cost of providing public services
in middle and low income States is the same as in the high income States, this clearly indicates
the tremendous inequalities in the levels of public services provided. As tax efforts put in by the
States do not show any systematic variation with the level of incomes (India, 1990), this is
indicative of the failure of the Indian federal polity to ensure inter-State equity with respect to
the provision of administrative, social and economic infrastructure through properly designed
intergovernmental transfer schemes. The gap between the high income, middle income, and low
income States seems to be narrowing only a little over time. Between 1974-75 and 1990-91, the
per capita real expenditure in high income States went up by 156 per cent while that of middle
income and low income States went up by 166 and 182 per cent. The trends would bear further
investigation, which is attempted below.

Figure 4.4 does not indicate any clear relationship between growth in government
expenditure and level of per capita SDP. However, a regression using pooled time series and
cross-section data to explain variations in the share of government expenditures in SDP with
only per capita SDP in constant prices (along with State dummies) as the explanatory variable
confirms that ceteris paribus, an increase in SDP would raise public expenditures more than

7. This was primarily due to a large negative figure for net loans and advances, which in turn was caused by a
spurt in repayments in that year. While calculating the growth rate, we have taken this to be a very small
positive value to enable us to include the observation in the computation; the alternative was to exclude the
observation as negative numbers do not have log values.
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proportionately.® Hence, growth of public expenditures does appear to be positively related to
the level of SDP. This is despite the fact that the unit costs of supplying public goods and
services seem to have increased faster in poorer States compared to high income States.?

Table 4.7

Per Capita Government Expenditure: Selected Years

(in 1981-82 prices)

(Rs.)
1974-75 1985-86 1990-91
Revenue  Capital Total Revenue Capital Total Revenue Capital  Total
High Income States 219 78 297 494 167 662 617 144 761
Punjab 238 91 329 521 263 784 691 192 883
Haryana 235 87 323 482 196 678 619 125 744
Maharashtra 206 56 262 535 110 645 594 110 704
Gujarat 196 80 275 439 100 539 565 148 713
Middle Income States 174 35 210 389 74 463 494 66 559
Karnataka 177 4?2 219 395 97 491 489 81 570
West Bengal 150 31 181 313 47 361 419 50 470
Andhra Pradesh 149 38 187 398 61 458 465 68 533
Tamil Nadu 193 29 222 389 89 478 564 57 621
Kerala 203 36 239 449 i 526 530 72 602
Low Income States 134 37 170 279 78 358 396 85 481
Rajasthan 174 34 208 327 75 402 434 91 524
Madhya Pradesh 137 39 176 298 85 382 399 69 468
Uttar Pradesh 114 46 160 244 84 328 369 74 443
Orissa 151 33 184 289 78 367 383 105 488
Bihar" 91 32 123 237 71 308 260 70 330
14 Selected States 173 48 221 330 102 482 502 95 597
* The last three columns give the figures for 1989-90. The averages for low income States
and for the 14 selected States for 1990-91 therefore exclude Bihar.
8. Ignoring the coefficients of State dummies, the estimated equation is:
(PUBEXP/SDP) = 7.55 + 0.0039 PCYCP R2=0.47,

(6.99)

where PUBEXP is total public expenditure in current prices, SDP is also in current prices and PCYCP
denotes per capita SDP in constant prices.

9. Average salary levels were lower in the low-income States, by and large, as compared to the high-income
States to begin with; their pay scales, however, tended to catch up in the latter years. Consequently, wage

costs have risen faster in poorer States.
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Combining the above two conclusions with respect to the relationship between per capita
SDP and both level and growth of government expenditure, the prognosis that emerges is one of
widening gap in government expenditure levels between States as the average per capita SDP
grows (more so with respect to actual service levels); to check or rceverse this, one or both of the
following two conditions have to be met:

(a) the rate of growth of SDP should be inversely related to the present levels;

(b) the rate of growth of per capita government expenditures should be
inversely related to their levels; the poorer States should make a special
effort to push up their per capita government expenditure. Increased
infrastructural investment would also reinforce (a) above.

Table 4.8

CoefTicients of Variation

Year Per Capita Govt. Expenditure Per Capita

Capital Revenue  Total SDP
1974-75 0.450 0.249 0.271 0.268
1975-76 0.401 0.270 0.276 0.310
1976-77 0.517 0271 - 0.304 0.350
1977-78 0.285 0.246 0.236 0.338
1978-79 0.359 0.250 0.251 0.355
1979-80 0.403 0.250 0.274 0377
Avg: 74-80 0.403 0.256 0.269 0.333
1980-81 0.291 0.244 0.239 0.329
1981-82 0.306 0.243 0.240 0.341
1982-83 0.440 0.224 0.260 0.340
1983-84 0.435 0.239 0.271 0.311
1984-85 0.578. 0.242 0.279 0.323
Avg: 80-85 0.410 0.238 0.258 0.329
1985-86 0.563 0.258 0.294 0.329
1986-87 0.374 0.225 0.236 0.324
1987-88 0.597 0.256 0.290 0.333
1988-89 0.466 0.248 0.265 0.331
1989-90 0.467 0.254 0.266 0.358
Avg: 85-90 0.494 0.248 0.270 0.335
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Of course, the desirability of increased government expenditure itself would be somewhat
subjective and would depend on ideological leanings; even in an objective sense, it would
depend on the effectiveness of government expenditure in achieving social objectives like
promotion of economic development and more equitable distribution of income and wealth. We
shall have some comments on the quality of vovernment expenditure when examining
disaggregated trends.

4.4 Variation in Government Expenditure —- A Statistical Analysis

As per capita expenditures vary directly with per capita SDP, if the cost differences
among the States are assumed away, variations in per capita expenditures essentially reflect
inequalities in the levels of public services. The trends in coefficients of variation (C.V.) of
States’ per capita expenditures and per capita SDP over the 16 years from 1974-75 to 1989-90
presented in Table 4.8 help us to draw some important inferences. First, we cannot discern any
systematic trend in inter-State variations in per capita expenditures and clearly, the inequalities
in the levels of public services have not decreased over the years. There was a marginal decline
in the coefficient of variation during the first half of the Eighties, but in later years the trend was
reversed. Second, by and large, the coefficients of variations in per capita SDP were higher than
that of per capita expenditures, and this probably indicates that inter-State inequalities in per
capita expenditure were lower than inequalities in per capita SDP. This partly reflects the
attempt to reduce per capita expenditure variations among the States through Central transfers.
Third, the analysis shows that the Central transfers were mainly used to equalise revenue
expenditures among the States. Consequently, the C.V. in per capita revenue expenditure was
lower than that of per capita SDP, and the C.V. also remained relatively stable over the years.
In contrast, the C.V. in capital expenditure was much higher than that of per capita SDP
throughout the period indicating thereby that the inter-State inequalities in capital expenditures
have been large and persistent. As capital expenditures are presumed to contribute directly to
the income generation process in the economy, the observed trend points towards the possibility
of accentuation in inter-State inequalities in per capita incomes. Finally, the C.V. in capital
expenditures shows a very high degree of fluctuations from year to year. This supports the
hypothesis that capital expenditure are residually determined, only after meeting the requirement
of revenue expenditure. This is not very surprising, as political returns to current expenditures
would generally be perceived to be immediate and also higher than to capital expenditures.

A clear trend over time is not visible if we look at the yearwise figures of coefficients of
variation. Hence, we have given in the table averages for the first 6 years and two subsequent
5-year periods. These averages show clearly that inequality in all the variables declined in the
period 1980-81 to 1984-85 as compared to the preceding 6 years, but increased again during the
next 5-year period which is also the Seventh Plan period. Dampening of the variation in SDP by
total government expenditure, defined as the difference in coefficients of variation for the two
variables divided by the coefficient of variation for SDP, followed the same trend. In other
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words, not only that the dispersion in per capita SDP was the least during the Sixth Plan period,
but also the equalising tendency in overall government expenditures was the greatest in the same
period. The reversal of trends during the Seventh Plan period should be a matter of concern and
the causes and consequences merit close scrutiny of researchers.

We have seen above that the coefficients of variation of total government expenditures
and revenue expenditures show a fall in the Sixth Plan period as compared to the earlier period
and then a rise again in the Seventh Plan period. It would be interesting to decompose the
variations in total expenditures by the various items of expenditure and examine the sources of
these variations more specifically. There are, however, two minor problems. First, disaggrega-
tion of total (that is, revenue plus capital) expenditure has the limitation that net loans and
advances by State governments are not available with us by various functional categories and
hence the sum of total expenditures under various functional heads will not add up to the grand
total; net loans and advances would be the difference. Further, we have alrcady seen that
revenue expenditures predominate in total expenditures and hence, most conclusions regarding
dispersions reached on the basis of revenue expenditures data are likely to hold good for total
expenditures as well; any interesting deviation in capital disbursements is likely to be
overwhelmed by the larger share of revenue expenditures. Hence, we first look at revenue
expenditures alone. This, of course, is supplemented by a similar analysis of capital
disbursements where we consider net loans and advances as a functional head. Second, the
summary statistic of coefficient of variation (standard deviation/ mean) is not amenable to easy
decomposition without making restrictive assumptions. There are other summary statistics
reflecting dispersion/ inequality, and several studies have attempted decomposition of one or
more of these in various ways (a summary is provided by Fields, 1980, pp. 101-11). Gini
coefficients, Lorenz ratios, the Theil index and variance are some of these statistics. Our
problem, however, is simpler than what most of these studies had to address in that it is not
inequality but dispersion which we seek to decompose. We, therefore, use a fairly simple (and
inexact) measure of relative contribution of individual components to the total dispersion. If X
represents total revenue expenditure and is the sum of m components:

X=X+ .+ X +.+ X,

the relative contribution of each component to the total variation in any year is taken to be the
weighted coefficient of variation of X, for the year as a ratio of the sum of the weighted
coefficients of variation of all the components, with weights equal to [Mean(X;)/Mean(X)].10

For the initial exercise, we consider the disaggregation of per capita revenue
expenditures into the following categories:

10. This is not a proper decomposition but an approximation only as the dispersion in total revenue
expenditure is not equal to the weighted sum described above. The total variation computed as above
ignores the covariances between X:s.
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() General Administration,

(ii) Interest Payments;

(iii)  Social Services;

(iv)  Economic Services;

v) Compensation and Assignments to Local Bodies.

Table 4.9

Relative Contribution of Broad Categories
to Inter-State Variation in Revenue Expenditures

(per cent)
General Interest Transfers to Social Economic
Year Administrn  Payments Local Bodies Services  Services
1974-75 15.5 9.2 4.5 36.4 343
1975-76 13.1 8.5 35 40.1 349
1976-77 12.3 9.7 4.0 39.0 35.0
1977-75 9.0 9.6 4.3 36.6 39.6
1978-79 11.5 10.6 3.5 35.9 38.5
1979-80 11.3 73 4.6 359 40.8
Avg: 74-80 123 9.2 4.1 373 37.2
1980-81 11.7 8.8 4.4 33.2 41.8
1981-82 13.1 10.3 4.5 30.1 42.1
1982-83 12.7 9.9 4.3 31.5 41.5
1983-84 11.8 8.9 4.3 35.5 39.6
1984-85 12.5 12.2 39 30.3 41.1
Avg: 80-85 124 10.0 4.3 32.1 41.2
1985-86 12.8 10.7 33 36.4 36.8
1986-87 16.0 11.4 3.8 32.9 359
1987-88 12.8 93 3.0 34.6 40.3
1988-89 13.9 10.4 35 39.9 323
1989-90 16.0 9.4 4.7 33.1 36.8
Avg: 8590 143 10.2 3.7 354 36.4

Note: The figures in the above table are mean-weighted coefficients of
variation for each category, as a percentage of the sum of them for all five
categories.
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Table 4.10

Share of Broad Categories in Total Revenue Expenditure

(per cent)
Compensation & Assignments
General Administration Interest Payments to Local Bodies Social Services Economic Services
State -
Average Average Average Average Average Average Average Average Average Average Average Average Average Average Average
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91
High Income States 16.4 154 16.2 8.6 9.2 113 0.5 04 0.5 393 37.9 38.7 35.1 371 333
Punjab 15.8 16.6 18.7 10.4 12.7 124 0.2 0.4 1.1 41.6 395 41.7 32.0 30.8 26.1
Haryana 144 139 14.2 9.7 9.7 12.6 0.2 0.1 0.2 326 348 36.7 43.0 415 36.3
Maharashtra 18.0 16.0 16.7 6.7 6.4 9.4 05 04 03 38.4 36.4 36.4 36.3 40.8 37.2
Gujarat 17.5 15.0 15.1 1.5 8.2 10.8 0.9 0.6 0.5 44.7 41.0 40.0 293 352 335
Middle Income 17.4 16.6 17.4 8.6 7.9 10.1 27 2.8 24 44.6 45.3 43.7 26.7 275 26.5
Karnataka 16.9 17.5 16.9 7.9 7.3 9.7 2.7 4.1 29 40.5 40.2 41.4 32.0 31.0 29.1
West Bengal 17.7 15.7 16.8 10.0 10.3 12.7 2.7 31 3.0 455 48.0 44.0 24.0 229 23.6
Andhra Pradesh 17.3 16.5 16.0 8.6 6.7 9.0 32 2.7 1.9 413 43.7 40.9 29.5 304 322
Tamil Nadu 17.8 15.0 16.3 7.7 7.0 7.5 35 2.7 3.1 43.0 44.1 443 28.1 31.2 28.8
Kerala 17.3 18.4 20.9 8.6 8.4 114 1.2 1.2 1.1 529 503 47.9 200 218 18.7
Low Income States 17.6 16.6 16.8 11.3 10.7 13.1 0.7 11 0.9 39.8 41.3 399 30.6 303 294
Rajasthan 16.6 17.4 15.5 135 12.5 141 0.6 0.6 04 40.2 40.3 395 291 29.1 30.5
Madhya Pradesh 171 15.4 16.4 8.6 85 10.0 0.5 2.6 21 41.6 38.5 40.8 322 35.0 30.6
Uttar Pradesh 16.6 16.4 16.9 99 9.7 13.0 11 1.1 09 371 394 375 35.2 334 318
Orissa 16.3 15.7 16.3 12.2 10.8 15.6 0.8 0.6 0.5 38.6 45.6 40.4 32.1 27.3 27.2
Bihar' 21.2 182 18.8 12.1 11.9 129 0.7 0.5 0.4 41.7 429 41.2 24.4 26.6 26.7

Simple Average
of All 14 States 17.2 16.3 16.3 95 9.3 11.5 13 1.5 1.3 41.4 41.8 40.9 30.5 312 294

* The averages for 1985-91 are actually for 1985-90.
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Table 4.9 lays out the results of this exercise. It can be seen that the inter-State variations
in per capita revenue expenditures can be largely attributed to social services and economic
services. About 70 per cent of the inter-State variation is explained by just these two broad
groups. This is not surprising, as their weights in total revenue expenditure are quite large (as
can be seen from Table 4.10). By the same token, the increasing share of interest payments in
total revenue expenditure is responsible for its rising contribution in the total variation (above 10
per cent during the last five years of our reference period). The tendency of relative weights to
dominate the dispersion effect is quite strong; but the dispersion effect of general administration,
though rising, is smaller than its share in revenue expenditures. The same is true of social
services. In the case of economic services (and transfers to local bodies), it is the opposite. The
tentative conclusion then is that the dispersion in revenue expenditure on economic services is a
major source of disparity in per capita revenue expenditure. Given that the share of economic
services is considerably lower than that of social services, the absolute amount of redistribution
necessary to bring about a substantial difference in dispersion in this category would be smaller
than in the case of social services. An inference can also be drawn that the States probably
attach greater priority to expenditures on social services as compared to economic services (on
the revenue account); given constraints on total expenditure, economic services are sacrificed to
maintain social services. Inadequate maintenance of capital assets, an important part of revenue
expenditure on economic services, has actually been pointed out before (Rao, 1992).

The results of a similar exercise for capital disbursements with capital expenditure on
general administration, on social services and on economic services, and net loans and advances
as its components is presented in Table 4.11. Table 4.12 gives the shares of the components in
the total capital disbursements. The shares of general administration and social services are not
large and this is reflected in the relative importance of these groups in total variation. Given
their limited impact, the dispersion effect of capital expenditure on general administration fell,
while that of social services rose during the Sixth Plan period and fell again. The dispersion
effect of economic services, the group with the largest share in capital disbursements, fell fairly
steadily. If this trend continues, the overall dispersion in capital disbursements, which is much
higher than that in revenue expenditures, can be expected to fall gradually. However, net loans
and advances, another important component of capital disbursements, showed increasing
contribution to dispersion. Its share also increased in total capital disbursements, probably
reflecting a tendency to shift responsibilities from departmental to non-departmental agencies
while underwriting the expenses through loans. Although in principle, this should result in a
certain amount of decentralisation in decision-making and thus increase efficiency, in practice it
often results in inefficiency through multiplicity of government agencies with overlapping juris-
dictions working at cross-purposes and with a woeful lack of coordination. Further, audit and
critical examination of non-departmental undertakings is not as much as in departmental
undertakings, and hence accountability sometimes suffers. The increasing contribution of net
loans and advances to overall dispersion in capital disbursements should be seen in this light; it
is also necessary to bear in mind the distinct possibility of these being a function of overall
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resource availability, given that the repayment of these loans and advances cannot be taken for
granted. The possibility that emerges then is that of relatively resource-rich States frittering
away a part of their resources through loans and advances of dubious merit, probably as a result
of pressure group tactics.

4.5 The Disaggregated Picture -- Budgetary Categories

In our inter-State analysis of disaggregated data, we have so far concentrated on broad
expenditure categories. Let us now look at the trends in government expenditure further
disaggregated by budgetary categories, and identify the issues that arise therefrom.

Table 4.11

Relative Contribution of Broad Categories
to Inter-State Variation in Capital Disbursements

(per cent)

General Social Economic  Net Loans
Year Administration Services Services  and Advances
1974-75 1.3 7.5 35.3 56.0
1975-76 1.4 8.3 399 50.4
1976-77 1.7 6.2 44.5 47.6
1977-78 1.7 8.2 45.0 45.1
1978-79 1.2 6.5 45.6 46.7
1979-80 1.0 6.3 52.3 40.4
Avg 1974-80 1.4 7.2 43.8 47.7
1980-81 1.7 11.3 39.6 47.5
1981-82 1.1 12.8 33.5 52.7
1982-83 1.4 14.0 29.7 54.8
1983-84 09 8.8 39.9 50.4
1984-85 1.7 7.4 41.2 49.7
Avg 1980-85 1.3 10.9 36.8 51.0
1985-86 0.6 5.9 24.1 69.4
1986-87 1.4 10.5 33.4 54.7
1987-88 1.6 8.5 29.4 60.4
1988-89 1.0 6.9 37.6 54.5
1989-90 1.1 5.8 51.9 41.2
Avg 1985-90 1.2 7.5 353 56.1

Note: The figures in the above table are mean-weighted coefficients
of variation for each category, as a percentage of the sum of them
for all five categories.
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Table 4.12

Share of Broad Categories in Total Capital Disbursements

(per cent)

States General Administration Social Services Economic Services Net Loans & Advances
Average  Average Average Average Average Average Average Average Average Average Average Average
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91

High Income 10 14 1.2 6.3 6.4 6.1 43.83 48.2 42.6 43.7 44.1 50.1
Punjab 08 11 1.2 7.0 55 4.4 362 346 20.3 56.0 58.8 74.2
Haryana 1.5 14 15 4.6 7.1 5.6 521 54.3 39.9 41.0 37.2 53.0
Mabharashtra 11 18 1.5 5.1 3.7 50 548 537 59.6 39.0 40.8 33.9
Gujarat 0.7 11 0.6 8.4 9.4 9.5 520  50.0 50.6 38.8 395 39.3
Middle Income 1.2 138 23 7.5 9.5 8.2 51.8 494 50.7 395 39.2 39.7
Karnataka 08 1.7 1.7 34 29 39 60.2 563 61.6 35.7 38.8 37.0
West Bengal * 1.5 19 23 7.8 6.1 102 354  36.7 43.7 55.3 55.4 43.9
Andbra Pradesh 0.6 1.3 2.2 4.7 7.8 6.2  69.7 70.1 62.2 25.0 20.8 295
Tamil Nadu 14 20 2.5 7.1 7.4 7.1 33.8 26.8 30.8 57.7 63.9 595
Kerala 19 23 2.6 144 234 135 601 569 553 237 174 286
Low Income 12 12 18 6.1 90 125 636 62.7 64.6 29.1 27.2 21.1
Rajasthan 11 0.8 1.2 10.7 213 26.2 68.7 53.2 48.4 19.5 248 24.1
Madhya Pradesh 0.4 0.8 2.7 4.7 4.0 9.6 571 56.7 72.9 37.9 384 149
Uttar Pradesh 1.2 1.9 1.6 23 4.9 6.8 49.7 52.8 64.1 46.8 40.4 27.5
Orissa 23 17 23 7.0 6.1 84 717 87.3 82.0 13.0 4.9 7.3
Bihar# 09 06 1.1 5.8 8.6 11.5 64.9 63.4 55.4 284 27.4 32.0
Simple Average

of all 14 States 1.2 1.5 1.8 6.6 85 9.1 55.2 53.8 53.3 37.0 36.3 36.0

* The averages for the period 1980-85 exclude the year 1984-85.
# The averages for the period 1985-91 exclude the year 1990-91.
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4.5.1 General Administration

Under general administration, one normally includes expenditures on those parts of the
government machinery which do not directly provide a service, good, or benefit to the residents
of the State. These include expenditures on the legislative set up, Governors, tax collection, the
law and order setup, and so on. These are closest to the concept of pure public goods and
constitute the basic minimum of a government. These also represent the role of the government
as a facilitator or a regulator as opposed to those of a producer or an intervener. We have,
however, not included interest payments in this category in view of their contractual nature and

their size, which makes it a category by itself.

Table 4.13

Expenditure on General Administration

(Revenue plus Capital -- in constant prices)

Per capita Expenditure (Rs.) Share in Total Expenditure (%) Annual

Growth

State Average  Average Average  Average  Average — Average Rate(%)

1974-80  1980-85 198591 197480 1980-85  1985-91 1974-91
High Income 47.0 59.3 914 123 11.6 13.1 5.9
Punjab 50.5 66.1 112.6 11.6 12.1 14.0 7.4
Haryana 43.1 56.1 81.8 10.4 10.5 11.7 5.8
Maharashtra 50.9 64.4 943 13.9 12.8 14.2 5.8
Gujarat 43.6 50.7 770 13.1 11.2 12.4 5.1
Middle Income 394 50.2 76.5 14.1 14.0 154 6.1
Karnataka 39.2 53.5 76.1 13.0 14.0 14.6 6.5
West Bengal 36.3 41.7 60.1 147 14.0 15.0 48
Andhra Pradesh 36.5 48.8 69.4 129 13.8 14.1 6.2
Tamil Nadu 39.5 475 76.8 149 124 14.6 6.2
Kerala 45.7 59.3 100.3 14.8 15.6 18.5 7.2
Low Income 29.8 37.6 55.1 132 12.6 13.8 6.3
Rajasthan 37.2 45.1 61.1 133 13.2 13.0 49
Madhya Pradesh 28.9 375 58.7 12.4 11.4 13.9 6.5
Uttar Pradesh 25.1 326 50.8 12.0 12.2 13.9 6.8
Orissa 33.7 39.9 57.1 134 12.5 133 49
Bihar® 24.0 325 48.0 15.1 13.8 15.0 6.7

Average of 14

Selected States 38.1 48.3 73.7 13.2 12.8 14.1 6.2

* The averages for 1985-91 exclude the year 1990-91.
Note: The growth rates refer to per capita expenditure in 1981-82 prices.
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On an average, the expenditure on general administration grew almost in line with the
overall expenditure, as a result of which its share in total expenditure did not show much
change. The levels of per capita expenditure on General administration as a whole -- depicted in
Table 4.13 -- varied considerably across the States. The variation was much less when these
were taken as ratios of total expenditure. This is not very surprising because, as we have seen,
the public expenditure ratio (representing the relative size of the public sector) does vary with
the per capita SDP and consequently those parts of expenditure on general administration that
are related to the size of the public sector (e. g., expenditure on tax collection, and pensions and
retirement benefits) also vary. However, even when we examine the growth of €xpenditures on
general administration, there appears to be substantial differences between States. To find the
causes for such divergent trends, it is necessary to look into further disaggregation of general
administrative expenditures.

Table 4.14

Share of Major Components in Total Expenditure on General Administration
and their Growth Per Capita in 1981-82 Prices

(per cent)

Tax Collectioa Police Justice and Jails
State

Average Average Average Growth Average Average Average Growth Average Average Average Growth
1974-80 1980-85 198591 1974-91 1974-80 1980-85 1985-91 1974-91 1974-80 1980-85 1985-91 1974.91

High Income 15.1 928 79 22 347 360 351 5.6 6.7 6.0 55 4.1

Punjab 10.4 9.3 6.8 34 361 35.8 37.2 1.7 8.4 715 6.2 4.7
Haryana 10.3 9.1 84 39 33.0 36.3 35.7 6.7 6.7 5.9 5.8 45
Mabharashtra 20.8 11.8 8.8 42 330 326 30.0 4.7 6.1 5.1 49 37
Gujarat 18.7 9.0 75 24 365 392 376 5.4 5.6 5.6 52 4.6

Middle Income 15.7 14.1 12.4 4.1 298 279 253 4.4 7.8 6.3 5.7 3.2
Karnataka 17.6 14.1 13.2 35 25.0 233 23.1 5.5 75 6.1 6.0 42
West Bengal 16.2 14.6 12.1 23 43.2 39.2 37.0 33 8.6 6.8 59 1.3
Andhra Pradesh 13.1 11.4 12.8 5.9 29.0 28.1 24.8 4.8 6.7 5.8 55 44
Tamil Nadu 11.9 13.6 10.7 5.2 25.9 26.4 233 5.0 8.4 7.1 6.2 32
Kerala 19.9 16.8 13.2 35 259 224 18.0 4.0 7.7 5.8 5.0 33

Low Income 19.3 16.7 153 40 350 360 332 6.0 8.3 7.3 6.5 3.9
Rajasthan 19.4 174 170 34 325 319 30.1 4.0 6.5 6.1 6.1 42
Madhya Pradesh 20.3 16.8 16.3 43 381 39.8 34.1 5.5 8.7 7.1 5.4 22
Uttar Pradesh  22.2 18.0 151 34 388 41.3 39.7 6.8 8.6 8.1 7.3 .

Orissa 20.6 18.6 17.0 32 301 29.4 29.3 4.5 7.0 6.3 59 3

Bihar* 13.8 127 109 44 354 378 327 6.1 10.7 9.0 7.6 33
Average of 14

Selected States 16.8 138 121 37 330 331 309 5.4 7.7 6.6 5.9 3.7

* Averages for the period 1985-91 and growth rates exclude the year 1990-91.
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Table 4.14 (contd.)

Share of Major Components in Total Expenditure on General Administration
and their Growth Per Capita in 1981-82 prices

(per cent)

Pensions and Retirement Benefits Public Works Capital Expenditure
State

Average Average Average Growth Average Average Average Growth Average Average -Average Growth

1974-80 1980-85 198591 1974-91 1974-80 1980-85 1985-91 197491 1974-80 1980-85 1985-91 1974-91
High Income 10.2 14.8 21.9 14.2 8.5 9.1 7.7 7.2 24 3.0 1.9 4.6
Punjab 10.5 15.3 20.8 14.1 9.8 103 9.0 6.1 1.9 25 22 34.9%
Haryana 11.2 149 22.3 13.0 129 100 7.2 -0.2 44 3.6 2.6 1.5
Maharashtra 6.6 11.4 17.9 15.3 5.1 9.1 &80 10.6 1.9 3.2 1.7 4.7
Gujarat 12.4 17.7 26.7 13.3 6.3 7.1 6.5 6.6 1.5 2.7 0.9 0.4
Middle Income 17.6 23.5 30.7 11.9 35 38 45 8.5 1.6 24 2.0 7.1
Karnataka 25.3 331 331 9.5 3.7 44 6.3 121 1.5 2.8 1.9 8.8
West Bengal 8.8 12.8 19.8 12.9 23 51 5.6 15.5 20 2.0 1.8 4.1
Andhra Pradesh 16.1 21.5 27.8 11.9 2.5 37 31 7.9 1.1 1.7 2.3 10.9
Tamil Nadu 15.7 17.4 28.5 12.3 5.4 50 46 4.8 1.5 31 20 8.3
Kerala 22.0 32.4 44.2 14.0 3.6 07 28 -2.8 2.1 2.6 1.9 5.6
Low Income 8.8 12.0 17.7 13.4 3.6 43 39 8.6 23 24 25 1.0
Rajasthan 13.6 19.7 224 10.2 43 31 30 35 2.0 1.7 1.7 5.0
Madhya Pradesh 9.8 11.3 | 178 12.7 0.1 31 03 16.4 0.9 1.8 3.6 18.1
Uttar Pradesh 6.5 9.3 13.7 14.3 1.2 1.7 55 207 31 43 1.6 14.5
Orissa 6.6 9.6 17.4 14.5 6.1 7.1 4.7 0.0 3.6 3.0 38 54
Bihar® 7.5 10.1 17.0 15.4 6.5 65 6.1 5.5 1.8 1.0 1.8 42
Average of 14
Selected States 12.3 16.9 235 12.9 5.0 55 52 8.0 21 2.6 21 6.2

# The growth rate is high due to a negative figure in 1974-75, treated as a small positive number. Excluding 1974-75, the growth rate is 7.9 per cent.
* Averages for the period 1985-91 and growth rates exclude the year 1990-91.

Table 4.14 provides the necessary information. Clearly, police claims the largest share in
this broad group, but the fastest growing part of expenditure on general administration were
those on pensions. This is a function of pension rates and the number of beneficiaries. In recent
years, the rates in most States have converged around the rates applicable at the Central level
(though there are exceptions, e.g., Punjab), but they have done so from different starting points,
and at different pace. The number is a function of demographic factors and life expectancy (and
of course the retirement age), both of which vary considerably across States. A judgement by the
Supreme Court enhancing pensions and raising retirement benefits in 1984 was an important
factor in the conspicuous rise in expenditure on this item. Tax collection costs do not appear to
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have grown much (their share shows a gradual fall), and as a ratio of own tax revenue, show
noticeable decline over the years (Table 4.15).11 Neither have Police expenditures gone up very
much, except in a few States (viz., Punjab, Haryana, Uttar Pradesh and Bihar), although Bardhan
(1992) implies that they have, by citing the growth in police expenditures in isolation. But those

Table 4.15

Collection Costs as Percentages
of Own Tax Revenue

(per cent)

Average Average Average

State 1974-80  1980-85 1985-91

High Income 4.1 2.5 2.0
Punjab 25 24 22
Haryana ’ 24 22 13
Maharashtra 5.8 3.3 2.4
Gujarat 59 2.2 2.0
Middle Income 5.2 4.6 4.3
Karnataka 53 4.4 4.0
West Bengal 5.9 5.4 4.8
Andhra Pradesh 4.2 3.8 4.1
Tamil Nadu 3.7 3.4 3.1
Kerala 7.0 6.0 5.5
Low Income 9.2 8.6 8.2
Rajasthan 9.1 8.0 7.5
Madhya Pradesh 7.4 6.8 72
Uttar Pradesh 8.5 79 7.3
Orissa 13.9 11.9 10.8
Bihar* 7.0 8.3 8.2
Simple Average of

All 14 States 6.3 5.4 5.0

* The last column is based on data upto 1989-90.

on justice and jails have not gone up commensurately (their share actually fell over the years),
which may actually explain the strain on the judicial and the prison system in the country. As far
as public works are concerned, the figures show no definite pattern, mainly because (i) public

11. In fact, both time series and cross section evidence point towards substantial economies of scale in tax
collection.
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Table 4.16

Share of Selected Economic Categories in Expenditure on General Administration
and their Growth Per Capita in 1981-82 Prices during 1974-75 to 1989-98

(Average for the period)
(per ceat)
Salaries and Wages Net Government Maintenance Construction
State
Growth Growth Growth
1974-80 1980-85 1985-90 1974-90 1974-80 1980-85 1985-90 1974.90 1974-80 1980-85 1985-90 1974-90
High Income
States 66.5 66.0 63.3 6.2 153 14.8 13.0 4.0 5.1 4.8 4.6 4.2
Punjab 75.1 72.7 61.2 53 12.7 12.8 15.0 9.1 43 43 43 7.2
Haryana 69.2 69.8 53.1 5.8 174 143 9.7 3.6 8.6 4.7 8.6 38
Maharashtra 56.2 55.6 62.5 6.2 16.5 14.1 12.6 2.7 3.2 4.9 24 36
Gujarat 65.4 66.0 76.4 7.1 14.7 17.8 14.6 26.2 4.4 5.1 33 3.1
Middle Income
States 65.1 63.8 64.6 55 20.0 15.3 13.1 1.5 2.7 3.6 3.1 7.4
Karnataka 64.6 60.1 66.4 7.0 17.6 9.5 4.7 -179 3.0 43 33 8.4

West Bengal 61.0 591 55.8 3.9 254 15.6 15.3 0.2 23 2.8 25 6.4
Andhra Pradesh 644 659  66.8 52 18.9 16.8 17.4 3.8 1.3 21 3.8 16.5

Tamil Nadu 60.2 60.9 63.7 6.1 21.8 19.6 15.5 1.7 2.7 4.0 2.5 44
Kerala 75.2 73.1 70.3 6.5 16.2 15.3 12.5 49 41 4.7 33 4.4
Low Income

States 67.6 66.8 69.2 5.7 20.8 18.5 14.9 33 34 36 4.9 8.5
Rajasthan 72.5 71.3 73.8 4.7 17.6 16.1 14.4 29 24 23 2.7 5.0

Madhya Pradesh 64.6 62.4 65.6 6.0 19.8 17.3 11.9 1.0 1.7 4.1 5.0 6.9
Uttar Pradesh 69.4 65.0 66.9 5.8 17.7 17.5 17.1 5.6 53 6.3 41 °~ 35

Orissa 70.8 716 771 53 17.6 15.1 9.2 -1.1 2 3.7 3.7 -1.8
Bihar 60.6 63.6 629 6.3 3114 26.2 21.8 2.8 24 1.5 8.8 15.5
14 Selected

States 645 634 652 5.7 19.5 16.6 144 28 33 4.0 39 7.0
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construction activity usually takes place in occasional spurts, and (ii) the figures are net of
recoveries from other governmental agencies on whose behalf the Public Works Department
may carry out constructions, and annual figures would thus depend on the promptness in settling
accounts on the part of its clients.

The data on economic classification (Table 4.16) reveal that as far as general
administration is concerned, the share of salaries did not go up in general as one would expect
(due to the pay revisions in the third period). They remained fairly stable at around two-thirds of
the expenditure on general administration, though in the low income States the share went up in
an attempt to catch up with other States. Consumption of goods and services (net government
maintenance) clearly fell (from 19.5 per cent in the period 1974-80 to 14.4 per cent during
1985-91), while constructions of buildings, roads etc. claimed a greater share (about 4 per cent)
in the last two periods as compared to the first period. The case of Karnataka is a peculiar one
where the share of expenditure on goods and services fell and the growth rate was negative,
probably due to the transfer of several functions to local bodies; the share of wages and salaries,
however, did not show any commensurate fall.

4.5.2. Interest Payments

Interest payments show clearly a rising trend over the years, and this is quite evident in
States which did not have a high interest burden in 1974-75 (Table 4.17). In general, the three
States with low per capita SDP -- Rajasthan, Orissa and Bihar -- had to pay out the largest
percentages of their total expenditure among the selected States as interest payment until the
Eighties. This was obviously because of their expenditure needs far exceeding their own
resources and the federal transfers they received. In fact, since a large part of the plan transfers
came as loans, they could be at least partly responsible for the heavy interest burden on these
States. By 1984-85, two other States with resource problems though not low SDP -- West
Bengal and Punjab -- had joined these States with high interest burden. After 1986, several other
States had similar problems. By 1990-91, only Tamil Nadu could be said to have had no
immediate concern on this account; Guhan (1992) points out that this was mainly due to
slowdown of capital expenditure and the consequent lower requirement of debt financing. The
spread of interest burden problem could be partly attributed to the Overdraft Regulation Scheme
enforced by the Reserve Bank of India in the mid-’Eighties which turned the ‘soft’ budget
constraint of States into ‘hard’ ones and forced the States to substitute relatively cheap debt with
costlier debt. The basic reason, of course, was the appearance of revenue account deficits in
most of the State budgets in this period. Rising interest rates, changing composition of debt in
favour of more costly debt (supply of cheaper debt -- basically from the Centre -- has been
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restricted but for a few States like Punjab), and bureaucratic and political irresponsibility1Z also
contributed to the rising interest burden. This was despite the reliefs mandated by the Seventh
and the Eighth Finance Commissions.

Table 4.17

Share of Interest Payments in
Total expenditures: 14 Selected States

(per cent)

Growth

States Average Average Average Rate(%)
1974-80 1980-85 1985-91 1974-91

High Income 6.2 6.8 8.9 9.1
Punjab 7.5 9.0 9.0 7.5
Haryana 6.7 7.1 10.1 8.6
Maharashtra 5.1 5.0 7.8 9.5
Gujarat 5.6 6.0 8.8 10.1
Middle Income 6.8 6.5 8.7 7.6
Karnataka 6.0 5.7 82 8.1
West Bengal 8.1 9.1 11.1 7.6
Andhra Pradesh 6.4 5.5 7.8 7.3
Tamil Nadu 6.4 5.5 6.6 6.8
Kerala 7.2 6.9 10.0 8.5
Low Income 84 1.9 10.5 83
Rajasthan 10.6 9.3 11.6 5.7
Madhya Pradesh 6.2 6.2 8.2 8.5
Uttar Pradesh 6.9 6.9 10.5 9.3
Orissa 9.6 8.3 12.3 7.4
Bihar* 8.5 9.0 10.0 8.3
Simple Average of

All 14 States 6.9 6.8 9.2 83

* The last two columns are based on data excluding
1990-91.

Note: The growth rates refer to per capita interest payments
in 1981-82 prices.

12, Soft loan options with deferred repayment liabilities enable them to pass on the problem of finding
resources for debt servicing to future incumbents.
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4.5.3 Compensation and Assignments to Local Bodies

This is an item where one would expect a lot of inter-State variations, because local
bodies are created and continue on the basis of the authority conferred on them by the State
Legislature, and the extcnt of delegation of authority is decided by each State, and within each
State, each government that comes to power after elections. No clear pattern can therefore be
expected. Further, inter-governmental transfers can take place in different ways, which would
show up in the expenditure pattern of the higher level government differently. For ex.ample, if
local bodies have delegated authority to design and levy certain taxes on their own and use the
proceeds, it does not show up in the expenditures of the higher level government (exéept
perhaps as a reduction in overall budget size). But if the tax is designed and levied by the higher
level government, and then transferred entirely to the local bodies, it does. In such cases, it is
difficult to draw any conclusions regarding decentralisation from the expenditure of the higher
level government alonel3. We, therefore, refrain from making any analysis of thesc figures. In
any case, these constitute a very small proportion of total expenditure.

4.5.4 Social Services

Among the five broad categories of State government expenditure, this is the largest in
terms of the amounts involved, and along with economic services, constitutes the bulk of
government expenditure in the States. In fact, under the Constitutional arrangements, the State
governments are vested with the primary responsibility of providing social services. Given the
low level of per capita income in the country and the relatively high incidence of poverty, these
are services that directly affect the quality of life and the capacity to earn a living of a large
number of residents. By convention, all expenditures on human capital formation is a part of this
broad group. Given their high visibility, immediate impact and the potency in ameliorating the
conditions of the poor, it is naturally an area to focus on in a democracy if politicians determine
expenditure priorities -- the returns on these expenditures are fairly high in terms of votes. These
can also be claimed to be equitable insofar as the benefits are expected to be more for the
poor.14

Production and provision of most of the social services require much more labour than
capital, and hence, it is not surprising that only a small fraction of the total expenditure on social
services was in the capital account. However. the growth of capital expenditure in the social
services has been nowhere near the growth of revenue expenditures -- just as in the case of total
expenditures. This is perhaps a less serious problem in the area of education while direct welfare

13. The budgetary figures under this head do not represent all the transfers from the States to the local bodies.
Several specific purpose grants are actually included under the relevant functional heads in the State
budgets; it is not easy to cull out the amounts of all such transfers.

14 This is not always the case in fact. Several programmes meant for the lower income groups have been
hijacked by the less needy. See Vithal(1992) for an exposition of this phenomenon.
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activities do not usually have a capital component, but for water supply, sewerage and
sanitation, and health -- in that order -- the lack of sufficient capital investment could cause
service bottlenecks.

Almost 85 per cent of the total spending on social services was undertaken at the State

level and expenditure on social services constituted about 35 per cent of total expenditures of the
States in 1990-91. The per capita expenditures and their proportion to per capita SDP in respect
of all the selected States taken together on different items under social services are presented in
Table 4.18, and their growth rates summarised in Table 4.19 help us to draw the following
inferences:

i. The volume of spending on basic community infrastructure like water supply and
sanitation, urban development and housing was simply, abysmal. Moreover, the growth
rates of expenditure on these items decelerated significantly in the Eighties. With per
capita expenditure of Rs. 2.7 (1981-82 prices) on urban water supply!® and Rs.6 on rural
water supply, it would be too much to expect that potable drinking water at satisfactory
levels can be provided to urban and rural residents. In the event, the process of natural
selection results in the less organized poorer sections being denied access to this basic
need. At 5 per cent growth in per capita expenditures seen in the Eighties (Table 4.19), it
will take several years to provide even safe drinking water to the poor in the country.
Similarly, the amount that was spent on housing at 1981-82 prices was only Rs.2.5 in per
capita terms and almost 40 per cent of this was spent on housing of government
employees and not on the poorer sections of society. Similarly, expenditure on urban
development formed less than 0.2 per cent of the SDP in 1990-91. Surely, social
infrastructure was not a priority item for the State governments, the expenditures
priorities being decided by the special interest groups.

ii. Nor has the government considered it important to spend adequate
amounts on the development and welfare of vulnerable sections of society. The
allocation to ‘welfare of scheduled castes and tribes” was only about Rs.13.60 (1981-82
prices) and it formed just about 0.5 per cent of SDP. This volume of expenditure was
meant to be for the benefit of scheduled castes and tribes who formed 25 per cent of
population. Again, given the natural process of selection and the infermation cost, only
the better off among them can get access to these funds and the only objective it serves is
to publicise the ‘egalitarian’ policy of the State governments. Similarly, social security

15.

In several States, this is the responsibility of the local bodies. However, their finances generally do not
allow them to even maintain the existing facilities adequately, let alone make further investments, even
when capital expenditures are badly needed to solve the urban water supply problems that are fast
assuming crisis dimensions. The State governments are not making the necessary capital investments
either. In rural areas, the technology involved is different and less capital intensive.
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Table 4.18

Government Expenditures on Social Services in

All Selected States
Per Capita Expenditures Percentage of Expenditure
(1981-82 rupees) to SDP

1974-75 1986-87 1985-86 1990-91 1974-75 1980-81 1985-86 1990-91

1. General Education 35.9 48.0 68.4 99.2 2.3 2.9 3.4 3.8
1.1 Elementary Education 18.8 243 354 50.1 1.2 1.5 1.8 1.9
1.2 Secondary Education 12.0 15.6 22.2 329 0.8 0.9 1.1 1.3
1.3 Higher Education 4.1 6.8 89 12.4 0.3 0.4 0.4 0.5
2. Technical Education 1.1 1.5 22 34 0.1 0.1 0.1 0.1
3. Medical and Public Health 115 15.9 20.4 26.3 0.7 0.9 1.0 1.0
4.  Family Welfare 1.7 22 5.3 55 0.1 0.1 0.3 0.2
5. Nutrition 0.5 0.9 31 39 - 0.1 0.2 0.2
6.  Water Supply and Sanitation 3.7 7.2 12.4 11.9 0.2 0.4 0.6 0.5
6.1 Urban Water Supply 1.1 1.6 24 27 0.1 0.1 0.1 0.1
6.2 Rural Water Supply 1.5 4.3 6.9 6.0 0.1 0.3 0.3 0.2
6.3 Sanitation 0.2 0.1 1.5 0.7 n n 0.1 n
7. Housing 1.5 2.1 24 35 0.1 0.1 0.1 0.1
7.1 Government Housing 0.9 1.6 1.7 2.0 0.1 0.1 0.1 0.1
7.2 Urban Housing 0.2 0.2 n 0.3 n n n n
7.3 Other Housing 0.4 0.3 0.7 1.2 n n n n
8. Urban Development 1.0 2.2 2.9 4.5 0.1 0.1 0.1 0.2
9.  Social Security and Welfare 24 4.1 6.9 8.6 0.2 0.2 0.3 0.3
10. Natural Calamity Relief 3.0 38 7.8 6.5 0.2 0.2 0.4 0.2
11. Welfare of Scheduled Casts 33 7.3 10.8 13.6 0.2 0.4 0.5 0.5

and Tribes
12. Labour and Employment 1.2 3.6 23 33 0.1 0.2 0.1 0.1

Total Social and Community

Services - Revenue 65.6 95.9 140.3 186.9 - - - -

- Total 68.5 100.7 146.7 193.4 44 6.0 7.4 75

n: Negligible.
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Table 4.19

Growth of Per Capita Government Expenditure on Social Services
All Selected States: in 1981-82 prices

(Per cent per year)

1974-75 1981-82 1974-75
to to to
1981-82 1990-91 1990-91
1.  General Education 39 94 5.9
1.1  Elementary Education 3.1 7.7 5.8
1.2 Secondary Education 4.1 7.4 6.0
1.3 University and Higher Education 7.1 5.0 5.9
2. Technical Education 34 8.0 6.1
3. Medical and Public Health 4.4 4.4 4.4
4.  Family Welfare 6.0 8.9 7.7
5. Nutrition 15.9 15.6 15.8
6.  Water Supply and Sanitation 15.0 5.0 9.0
7. Housing 5.1 2.9 3.8
8. Urban Development 10.0 5.2 7.2
9.  Social security and welfare 13.8 6.5 8.6
10. Welfare of Scheduled-Castes
and Tribes 13.1 55 8.6
11. Natural Calamity Relief 8.2 3.1 5.2
12.  Labour and Employment 11.2 0.9 5.0
13. Total Social Services
Revenue 6.0 6.4 6.3
Capital 9.9 2.7 5.6
Total 6.2 6.3 6.2

social security and welfare expenditures which was less than Rs.9 per capita (or 0.3 per
cent of SDP) was expected tc provide social insurance to the 30 per cent of the
population that is considered to be poor. As even these were not properly targeted, a
general impression that is created is that these are wasteful and this provides an
additional argument for the special interest groups to reduce allocations for outlay on
these items.

ii. Another important finding is the low allocation made to spending on education
and health services. On education, the States spent less than 4 per cent of SDP in
1990-91, and on medical and public health services (including family welfare) it was a
little over 1.2 per cent of SDP. In the education sector, given the poor quality of public
education and the ability of the better off sections to gain greater access to better quality
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private elementary education (including private tuitions and coaching classes), students
from the latter group had an edge over others in gaining access to higher education in
scientific and technical disciplines. Given that subsidy per student in higher education
and particularly in scientific and technical subjects was several times that of elementary
education,!6 private spending on elementary education ensures much higher benefits
from the subsidy on higher education. Further, due to the high private rate of return on -
higher and technical education and due to low levels of outlay on education by both
public and private sectors, an excess demand situation has arisen. Better manipulative
skills of the better-off sections ensures that they gain greater access to institutions of
higher learning in scientific and technical fields.

The growth rates of per capita expenditures (constant prices) summarised in
Table 4.19 show that expenditure on education accelerated significantly from 3.9 per
cent in the Seventies to 7.4 per cent in the Eighties. It must however be noted that the
increase was mainly due to increase in wages and salaries (7.5 per cent) which account
for the lion’s share of government expenditure on education, thanks to the bargaining
ability of the teacher’s unions. It is doubtful whether the availability of educational
services registered any improvement over time. The per capita expenditure on medical
and public health received a low priority throughout as the average growth rate was
constant at 4.4 per cent during both the Seventies and the Eighties. As the relative cost of
providing medical and health services too increased over time due to faster increase in
rates of staff emoluments than in general income levels, the increase in the availability of
medical and health services was perhaps even lower.

Statewise data also show that the largest component of social services was education,

followed by health, direct welfare expenditures and water supply (Table 4.20).17 While the
share of the last two have increased over the years, the shares of the first two have fallen. All the

same, education and health together still constitute about 70 per cent of the expenditure on

social services. We do not attempt to analyse expenditures to meet natural calamities, as no

trends can really be expected a priori. Housing and urban development are not priority areas as

is evident from their shares and we do not discuss them here. The others are discussed at some
length below.

a. Education: In general, about a half of the government expenditure on social services

was accounted for by education alone (Tabie 4.20). The inter-State variation in the share of

16.

17.

Guhan (1993) has estimated that in Tamil Nadu, the subsidy per student in higher education was eight
times that of elementary education.

The category education consists of expenditures on elementary, secondary, university and higher,
technical, and adult education. Expenditures on health includes those on medical and public health, family
welfare, nutrition and sewerage and sanitation. Direct welfare expenditures include those on social security
and welfare, welfare of scheduled castes, other backward castes and tribals, and labour and employment.
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Table 4.20

Share of Major Components in Expenditure on Social Scrvices

(per cent)
Education Health Direct Welfare Activities Water Supply Natural Calamity Relief
State )
Average Average Average Average Average Average Average Average Average Average Average Average Average Average Average
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91
High Income States  51.7 4938 494 20.2 19.8 18.3 9.0 104 119 5.2 7.1 7.4 4.6 4.2 5.6
Punjab 52.3 56.8 49.6 17.5 19.2 17.7 123 11.5 9.7 5.6 4.9 438 32 24 121
Haryana 53.7 46.3 48.2 234 20.7 16.2 6.8 8.5 18.2 4.8 9.8 9.0 4.1 5.9 3.0
Maharashtra 50.1 48.9 50.1 19.8 19.6 17.5 8.6 10.5 10.5 6.7 8.5 8.8 1.0 1.8 23
Gujarat 50.6 472 49.8 20.0 19.8 21.9 84 113 93 3.7 5.0 6.7 10.0 6.9 5.0
Middle Income States 52.1 47.7 499 217 20.7 20.6 11.6 154 15.7 4.1 6.3 49 36 29 3.0
Karnataka 52.0 46.8 479 223 20.7 221 10.9 15.7 18.5 5.1 7.2 50 1.1 1.2 11
West Bengal 46.4 470 535 251 20.8 20.0 11.7 12.6 9.3 23 4.0 34 4.0 3.6 3.0
Andhra Pradesh 475 44.0 449 19.3 16.5 17.1 14.8 222 23.1 - 56 5.8 54 8.0 6.9 4.7
Tamil Nadu 51.0 432 46.4 237 27.7 25.7 12.0 13.5 14.9 34 79 6.3 3.6 1.6 1.4
Kerala 63.8 57.5 56.8 18.2 17.9 18.0 8.6 131 12.7 43 6.5 44 11 1.2 4.8
Low Income States 534 47.6 50.9 203 18.5 18.7 10.7 14.5 12.6 71 103 9.8 33 44 33
Rajasthan 48.8 46.3 48.1 20.2 18.9 194 7.0 6.5 53 12.8 20.6 18.9 6.7 3.7 48
Madhya Pradesh 50.3 441 433 20.7 19.5 16.4 133 18.2 209 6.7 11.3 121 29 1.2 14
Uttar Pradesh 594 50.2 55.6 20.9 21.0 232 10.3 154 10.2 4.1 5.6 45 1.9 44 39
Orissa 51.5 419 49.6 21.4 18.7 183 12.8 144 14.4 54 7.3 7.4 0.2 101 24
Bihar® 56.7 553 58.0 18.2 14.6 16.3 10.1 17.9 12.1 6.3 6.8 6.4 4.8 2.8 3.8
14 Selected States 52.6 48.1 50.5 208 19.8 19.6 10.7 14.2 133 53 7.6 7.1 38 3.7 36

* Averages for the period 1985-91 actually refer to the period 1985-90,
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Table 4.21

Per Capita Expenditure on Education
(in 1981-82 prices)

Average for the Period (Rs.) Growth Rate
State - e LR (per cent)
1974-80 1980-85 1985-91

High Income States 60.7 75.0 109.4 5.7
Punjab 72.8 91.5 125.3 5.1
Haryana 53.6 67.6 102.5 6.0
Maharashtra 56.5 70.6 103.8 5.8
Gujarat 60.0 70.1 106.1 5.8
Middle Income States 55.5 67.0 96.7 53
Kamataka 49.1 57.0 88.8 5.6
West Bengal 44.6 60.1 85.5 6.3
Andhra Pradesh 42.4 57.9 79.6 6.1
Tamil Nadu 49.8 59.9 96.5 6.3
Kerala 91.9 99.9 133.0 3.5
Low Income States 371 46.2 70.7 6.1
Rajasthan 46.3 55.8 84.7 5.8
Madhya Pradesh 36.4 42.2 64.2 5.4
Uttar Pradesh 329 39.6 64.3 6.3
Orissa 41.8 48.5 7.7 5.2
Bihar" 28.2 44.7 64.8 8.4
14 Selected States 45.7 56.6 84.9 5.9

* The last two columns are based on data excluding 1990-91.

education was very small, although per capita expenditure on education varied significantly
between States (Table 4.21), largely due to resource constraints rather than any lack of demand
as can be easily verified from the figures for high, middle and low income States. Nevertheless,
three exceptions ought to be pointed out. Punjab had a relatively high per capita SDP and a
relatively large share of education in SDP; the result was a fairly high level of per capita
government expenditure on education (Rs 125 in the period 1985-91, as against the average of
Rs. 85 for all the selected States for the same period). Bihar was in the other extreme on both
counts, which resulted in very low per capita expenditure (Rs. 65 during 1985-90). The third
case is of Kerala, where per capita government expenditure on education was the highest
throughout the reference period (Rs. 133 during 1985-91) despite below average per capita SDP
for most of the period, mainly due to a very large share of education.
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Per capita expenditures on education do not have much to do with the need for the same;
its correlation with literacy rate (not reported) turns out to be non-negative (either positive or
insignificant). This is not surprising, because the States with low literacy are the ones with low
per capita SDP and therefore face severe resource constraints. On the other hand, the more
literate States are the ones where the demand for more costly higher education (besides higher
demand for all levels of education) is greater; besides, the higher literacy rate is often a result of
a large publicly provided education sector, the maintenance of which pushes up the government
expenditure on education. It may also be mentioned that it is not only expenditure, as such that
shows this pattern; a similar pattern has been noticed in unrecovered costs also (Rao and
Mundle, 1992).

The distribution of public expenditure on education among the major subsectors
(elementary, secondary, higher and technical) is important for several reasons, the major
consideration being equity. Due to widespread poverty, the literacy rate in India, despite
improvement over the years, still stands just above 50 per cent. All expenditures on secondary,
higher and technical education therefore benefit only half the population at most. Given the high
demand for private schools that operate (mostly in urban areas) and the much higher costs of
education for the consumers in such schools, it may not be incorrect to surmise that a certain
amount of self-selection makes the government expenditure on elementary schooling quite
progressive. Further, the social rate of return on primary education is estimated to be the highest
(Psacharopoulos, 1988) and hence it is also more efficient to concentrate on primary education.

Table 4.22 gives the share of the subsectors in total expenditure on education. The
striking feature of the table is the surprisingly stable shares of the subsectors in total expenditure
on education. To focus on elementary education, its share in low income States was larger than
the same in the other two groups. The highest share was observed in Bihar and the lowest in
‘Punjab. This does not, however, necessarily imply that the priority accorded to elementary
education in Bihar is the highest and in Punjab the lowest. There are several other factors which
are relevant: the pay scales of primary school teachers vary across the States, private provision
of primary education also varies, and in some States (e.g., Punjab) local bodies play the major
role in the provision of elementary education. All the same, it is worth noting that the high
income States seem to be shifting attention to the secondary level, probably after the problem of
providing elementary education became less acute with the setting up of a large network of
primary schools and after gross enrollment ratios at the primary level rose to around or above
100 per cent. The low income States have a long way to go yei. Tabie 4.23 lists some indicators
of the quality of the primary education in the selected States along with the expenditure on
primary education per child in the relevant age group. Columns 3-5 clearly show the inadequacy
of governmental initiative in providing primary education in the less developed States,
particularly in view of the fact that almost all States formally are aiming at universal primary
education. Columns 8-13 show the relatively poor quality of education and educational
infrastructure in the low income States, and hence the high probability of dropouts; the gross
enrollment ratio reported can be thus misleading as an indicator of spread of education.
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Table 4.22

Distribution of Total expenditure on Education Among Sub-Sectors

(per cent)

Elementary Education

Secondary Education

University & Higher

Technical Education

-----

Average Average Average Average Average Average Average Average Average Average Average Average
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91

High Income States  45.5

Punjab 36.2
Haryana 391
Maharashtra 49.8
Gujarat 56.8
Middle Income States 49.4
Karnataka 54.5
West Bengal 41.2
Andhra Pradesh 44.4
Tamil Nadu 49.7
Kerala 57.1
Low Income States 51.9
Rajasthan 57.0
Madhya Pradesh 49.3
Uttar Pradesh 51.9
Orissa 411
Bihar” 60.3

14 Selected States 503

43.6
35.0
39.0
46.3
54.2

483
54.7
40.5
46.8
46.2
53.4

50.6
54.0
47.4
49.1
41.5
61.1

48.7

433
32.7
41.4
44.3
54.7

47.0
52.8
38.0
45.8
46.7
51.7

57.0
53.0
62.1
52.0
56.2
61.6

49.6

39.1
48.1
42.6
35.6
30.2

30.2
223
37.5
30.9
33.7
26.4

30.5
27.9
34.6
33.9
37.9
182

32.2

395
49.1
42.7
35.2
30.8

30.0
22.3
40.8
28.7
29.2
29.3

321
32.3
354

351

374
20.1

32.7

393
49.1
38.0
38.3
31.6

32.6
28.5
42.6
28.5
341
29.2

26.0
32.7
18.0
33.8
25.0
20.5

323

10.6
11.7
12.7
10.1

7.8

15.0
16.6
15.7
19.7
11.6
11.4

12.6
11.7
10.7
10.0
13.6
16.8

12.6

123
12.4
134
141

9.3

16.4
18.4
13.7
19.9
18.1
12.1

11.8
10.6
11.2
101
14.0
13.0

13.6

123
14.1
14.8
10.6

9.6

14.9
14.0
12.7
20.8
13.8
13.1

10.8

—
t = 0000
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* Averages for the period 1985-91 actually refer to the period 1985-90.
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Table 4.23

Education Statistics -- Statewise

State Literacy Expend on Primary
Rate (%) # EdnperChildof  Pupil-Teacher Per Cent Female Per Cent Trained Elementary Schools with
1981 1991 aged 5-9 years (Rs.)) Ratio (Primary) Teachers (Primary) Teachers (Primary)  Building  Drinking

74-80 80-85 85-91 1978 1986 1978 1986 1978 1986 (%) Water (%)

m @ & @ 66 " ©® ©®) (10) (11) (12) (13)
High Income States
Punjab 48.1 571 202 261 355 41 40 54 53 98 99 934 90.7
Haryana 439 553 140 186 313 139 53 35 44 99 99 94.0 73.6
Maharashtra 558 63.0 209 253 376 44 42 34 38 88 90 91.2 515
Gujarat 522 609 238 288 464 53 61 39 45 97 99 98.8 64.2
Middle Income States ,
Karnataka 462 560 187 224 340 S5 48 27 33 87 91 98.4 533
West Bengal 486 577 129 182 258 36 41 21 20 51 64 88.5 59.9
Andhra Pradesh 3577 451 132 194 265 SO 44 29 37 97 97 85.5 36.1
Tamil Nadu 544 637 199 233 397 42 56 42 40 100 100 94.3 84.9
Kerala 816 90.6 426 470 648 41 40 56 61 91 94 96.0 74.6
Low Income States
Rajasthan 30.1 388 174 204 305 59 55 18 23 92 84 92.9 58.0
Madhya Pradesh 342 435 119 139 290 36 39 18 22 85 69 89.9 36.7
Uttar Pradesh 333 417 113 128 219 39 41 18 21 95 95 83.0 56.9
Orissa 410 485 116 140 290 34 39 9 16 76 88 91.0 283
Bihar 320 385 110 178 263 41 60 15 18 92 93 78.9 529
INDIA® 436 521 159 197 302 41 4 27 31 86 87 88.4 50.8
The last two columns refer to the yeir 1986. Source: i. Census data.
# For Estimated population aged 7 vears or more. ii. Budget documents/ Finance Accounts.
* Figures in columns 7,8, and 9 are for the selected States only. iii. Fourth/Fifth All India Educational

Survey, NCERT, New Delhi, 1980 and 1989.
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Leakages from the system have been, and continue to be one of the major problems in
this area, so that expenditures on education do not translate into provision of the service fully.
For example, in some States like Kerala and Gujarat, there have been teachers receiving salaries
from the State government without doing any teaching at all. Ravishankar (1989) points out
leakages from grants to secondary schools in West Bengal, and Sen (1993) discusses the case of
primary teachers engaged in other full-time occupations while receiving salaries from the
government in remote tribal villages in Orissa. These leakages generally arise due to
inadequacies in the schemes involving government spending, and can be tackled simply by
proper designing. Since resources are scarce, leakages need to be minimised.

b. Health: Life expectancy and infant mortality - two standard indicators of health status -
show India to be much worse than several developing countries (especially Sri Lanka), let alone
the developed ones (UNDP, 1993). For any welfare state, it is considered almost obligatory to
look after the health of its citizens; even the OECD countries, barring the United States, have
subetayiiai governmental intervention in the production, provision, and regulation of health
services. In India, though private e¢xpenditure on health is substantial and probably far higher
than the public expenditure, there is a strong case for government expenditure on health services
on equity as well as efficiency grounds, due to the high incidence of poverty and the repeated
appearance of epidemics with high externalities. The present analysis takes an integrated view
of health in that several health-related expenditures are considered together here, as already
staied. CTperziionall-- hawever, there is very little integration of different health related services
and that, in fact, is a major weakness of the health policy in India.

The levels of health expenditure in the selected States are given in Table 4.24 along with
the growth in health expenditure by the States. As in the case of expenditure on education, it is
immediately apparent that the health expenditures are resource constrained. If one looks at an
indicator of health status and health expenditure by the government together (Figure 4.5), it is
immediately apparent that the two are strongly related. The inequity of the situation is clear;
poor States cannot spend much on health and hence their health status is low. Since the role of
the Central government in this area is limited, the situation is likely to continue in future as well.
The growth of expenditure on health in constant prices was the highest in high income States,
though its growth in low income States was marginally faster than in middle income States, so
that over time some equalisation between middle and low income States may take place;
however, even such a difference in the trend is not significant for Rajasthan and Orissa although
their health status is around the bottom of the heap. All this points towards the urgency of
optimising the allocation of health expenditure; the lower the amount spent, the better it must be
spent. This, however, requires substantial inputs from economic analyses of health services
which is still not forthcoming. There are several models of provision of health services working
in India in the private sector and among the voluntary agencies. Perhaps the public provision of
health could learn from their modus operandi.
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Table 4.24

Per Capita Expenditure on Health Services

(in Constant 1981-82 prices)

(Rs.)
State Average Average  Average Growth
1974-80 1980-85 1985-90 Rate(%)
High Income States 13.6 18.8 271 7.5
Punjab 179 24.4 36.9 7.2
Haryana 14.9 20.7 23.1 4.7
Maharashtra 11.7 17.3 26.1 94
Gujarat 14.5 18.0 259 6.0
Middle Income States 15.4 19.2 26.0 5.2
Karnataka 12.8 16.5 21.4 49
West Bengal 19.4 22.1 26.8 33
Andhra Pradesh 13.3 16.7 23.3 5.9
Tamil Nadu 15.3 20.8 27.4 59
Kerala 15.3 19.6 34.1 7.3
Low Income States 8.4 114 16.2 6.6
Rajasthan 14.5 17.2 239 5.0
Madhya Pradesh 8.8 11.6 17.0 6.3
Uttar Pradesh 7.7 11.2 15.1 7.1
Orissa 109 15.4 19.0 5.9
Bihar* 55 7.3 12.5 8.1
14 Selected States 11.9 15.6 21.7 6.2

* The last two columns are based on data excluding 1990-91.

Family welfare is a major component of health expenditures as we have defined it, and
expenditure on this head is extremely important for the country due to the urgency of the need to
bring down the growth of population. The fact that the decadal growth rate for the period
1980-90 does not show any appreciable fall from the same for the previous decade underlines
the need to reconsider the strategy for population control programme. Even the preliminary
studies in this areal® suggest a strong relationship between basic education -- particularly of
women -- and family planning, which reinforces the arguments for emphasis on primary
education and reduction of illiteracy. Further, preventive health services assume significance
due to the observed relationship between infant mortality rates and use of family planning
methods. To reduce infant mortality, itis necessary to installa wide network of minimum

18. Berman and Khan (1992) provides a fair sample of these.
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Figure 4.5

Health Expenditure and Need
(1980- 81)

No. per *000 / Rs

Health Expenditure and Need
(1987-88)

No. per '000 / Rs

Infant Mortality Per Capita Real Exp.



Share of Selected Economic Categories in Total Health Expenditure

Table 4.25

(pex cent)
Salaries and Wages Net Governmeat Mainteaance Capital Expend?ture (Building & Mach.)
State ; i
Growth Growth Growth
1974-80 1980-85 1985-90 1974-90 1974-80 1980-85 1985-90 1974-90 1974-80 1980-85 1985-90 1974-90

High Income
States 509 50.0 519 9.9 20.8 18.8 17.2 9.6 7.3 8.0 6.6 8.7
Punjab 62.3 65.1 60.0 9.1 19.9 214 270 12.5 14.2 11.6 10.5 6.3
Haryana 52.5 65.1 74.4 10.9 255 17.2 18.4 45 15.6 12.5 5.0 -3.7
Maharashtra 53.2 47.8 45.0 10.1 15.2 183 14.8 5.9 4.8 6.7 6.9 17.5
Guijarat 42.7 38.7 515 10.0 23.9 16.4 14.1 35 3.1 6.3 36 6.9
Middle Income
States 54.3 584 62.8 8.9 30.5 265 221 3.6 10.8 8.9 5.7 0.7
Karnataka 60.8 62.2 48.1 4.5 25.5 25.7 185 1.9 10.3 7.6 45 -0.6
West Bengal 49.1 57.9 62.7 83 309 252 269 39 18.4 10.5 7.8 -3.1
Andhra Pradesh  53.1 59.7 65.7 103 31.3 25.7 16.3 1.0 49 3.9 25 0.7
Tamil Nadu 53.0 49.2 64.3 9.6 339 327 249 43 9.8 14.0 79 4.8
Kerala 66.4 74.6 70.6 102 272 187 217 49 33 4.7 4.7 11.7
Low Income
States 60.4 594 66.8 10.0 289 285 206 6.0 6.7 8.3 8.7 11.7
Rajasthan 62.9 68.1 70.9 8.9 31.2 229 16.8 2.3 4.8 4.7 8.4 127
Madhya Pradesh 61.7 61.2 70.7 10.3 280 318 212 5.7 7.2 4.6 54 4.7
Uttar Pradesh 56.4 50.2 59.6 10.0 329 347 264 7.8 5.7 11.5 11.4 17.4
Orissa 63.3 62.4 80.3 10.0 27.2 24.4 12.8 0.7 3.6 9.5 4.1 133
Bihar 62.8 68.2 65.6 11.0 19.2 18.4 16.6 9.4 12.7 83 10.1 85
14 Selected
States 554 567 61.5 9.5 28.0 254 204 52 8.7 8.5 7.0 5.9
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medical and paramedical services in the villages. The primary health centres, meant to be the
first level medical facility for the rural population, have become primarily family planning
centres, losing credibility in the process. An overriding concern for population control is thus
proving self-defeating to some extent. Another related factor is nutrition. While this is assuming
increasing importance in some States, the programmes are non-selective and because of that,
often inadequate. The existing nutrition programmes rightly concentrate on children, but
wrongly ignore the vital role that nutrition of pregnant women plays in infant mortality. Even
this brief discussion here points to the complex interrelationships between various con.lponents
of health expenditure, education, and family planning, and to the mistake in trying to sell family
planning directly like a consumer durable.

A look at the economic classification of the expenditure on health shows that (Table
4.25) the largest share of the expenditure has been for wages and salaries (50-60 per cent);
further, this is the fastest growing component as well. Two exceptions must be noted --
Karnataka actually showed a smaller share of wages and salaries in successive periods with a
growth rate of only 4.5 per cent, while in Punjab the share went up in the second period and then
fell in the third period; the growth rate in Punjab (9.1 per cent per annum) was not much lower
than the average (9.5 per cent), but net government maintenance grew faster in Punjab. The case
of Karnataka probably shows a gradual reduction of State-level provision of health services and
transfer of the same to others including local bodies; this conjecture is supported by a very low
growth of net government maintenance and a fall in capital expenditure also. Net government
maintenance, which would include the expenditure on consumables including drugs, claimed
only about 20-25 per cent of the total expenditure; this share showed a fall over the years in
every State except Punjab. As far as capital expenditure on major assets (building and
machinery) are concerned, the patterns varied widely between States, with Uttar Pradesh and
Maharashtra exhibiting a similar growth rate of above 17 per cent while Haryana and West
Bengal showed a growth rate of less than -3 per cent. It is unlikely that these trends are the
outcome of a well thought out policy regarding the optimal combination of various inputs to
provide the most cost effective medical care; the observed increase in the share of wages and
salaries, apparently at the cost of both net government maintenance (including expenditure on
drugs and medical consumables) as well as capital formation in this sector may thus represent a
movement away from the optimum.

c. Direct Welfare Activities: The expenditure on this head is essentially in the nature of social
security and social welfare. These have been targeted to specific groups like scheduled castes,
scheduled tribes, widows, destitutes, unemployed persons etc. In terms of the terminology
adopted by Dreze and Sen (1989), these include both protective (pensions to destitute widows)
and promotional [welfare of scheduled castes (SC), scheduled tribes (ST) and other backward
classes (OBC)] expenditures. A large part of the expenditures included under rural development
would also be social welfare expenditure by their definition, while the entire expenditure on
relief from natural calamities would probably be included under protective social welfare
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Table 4.26

Expenditure on Direct Welfare Activities

Share in Total Expenditure Per Capita Expenditure in 1981-82

Percentage SC/ST (per cent) prices (Rs.)
Average Average Average Average Average Average Growth
1981 1991  1974-80 1980-85 1985-91¢ 1974-80 1980-85 1985-91 Rate(%)
High Income States 194 20.0 28 32 35 10.9 158 26.6 8.5
Punjab 26.9 28.3 3.9 34 3.0 17.3 185 24.2 3.6
Haryana : 19.1 19.7 1.6 23 5.7 6.8 12.6 40.5 16.6
Maharashtra 16.3 18.4 2.6 3.0 33 9.7 154 21.7 1.7
Gujarat 214 19.1 2.9 3,6 3.2 10.0 16.5 19.9 6.8
Middle Income States 20.9 213 4.3 6.0 6.1 11.9 213 29.9 8.7
Karnataka 20.0 20.4 34 5.0 6.6 10.6 19.1 341 11.7
West Bengal 27.6 28.1 4.5 53 3.7 11.3 15.9 14.7 29
Andhra Pradesh 20.8 20.7 4.7 83 83 13.6 29.7 40.7 10.6
Tamil Nadu 19.4 20.1 44 49 59 11.6 188 - 305 8.5
Kerala 11.0 10.8 39 6.0 55 12.5 227 29.6 8.2
Low Income States  26.6 25.0 3.9 6.0 51 7.6 13.7 17.4 78
Rajasthan 29.2 26.8 24 23 20 6.7 1.7 9.3 35
Madhya Pradesh 36.3 323 4.1 53 7.3 9.8 17.6 30.9 10.9
Uttar Pradesh 21.2 211 28 4.6 32 6.0 120 11.6 7.3
Orissa 371 349 4.1 52 48 10.4 16.5 20.7 6.0
Bihar' 22.8 213 31 6.2 42 53 14.6 13.4 10.9
14 Selected States 232 228 35 4.7 4.7 9.4 16.6 223 83

* The expenditure figures do not include those for 1990-91.

spending. Most of the present expenditure category are transfer payments, although certain plan
schemes (Tribal Sub-Plan combines schemes meant for the ST falling in various functional
categories; Special Component Plan similarly is for the SC) in these areas involve real
transactions. In the absence of any effective social security net, and given the clear handicaps
faced by the target groups, these are considered necessary. It follows that the States which have
a greater percentage of the target groups in their population ought to spend a larger portion of
their total spending on these programmes. However, despite encouragement from the Planning
Commission, we find that neither the expenditure shares nor the per capita expenditures are
positively related to the percentage of scheduled castes and scheduled tribes (the only target
groups on which reliable Statewise data are available) in the total population of the State (Table
4.26). Tamil Nadu and Kerala appear to devote a greater part of their expenditures to direct
social welfare activities than is warranted going by the average trend; that is probably because
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Table 4.27

Expenditure on Welfare of SC/ST/OBC
Per Head of SC/ST Population in 1981-82 Prices

(Rs.)
1980-81 1990-91
High Income States 339 29.2
Punjab 333 14.3
Haryana 20.5 16.5
Mabharashtra 32.6 30.2
Gujarat 40.7 43.5
Middle Income States 49.8 41.7
Karnataka 344 45.7
West Bengal 21.0 12.0
Andhra Pradesh 87.6 81.2
Tamil Nadu 56.0 37.4
Kerala 74.3 53.1
Low Income States 24.9 20.2
Rajasthan 15.2 10.7
Madhya Pradesh 33.7 48.1
Uttar Pradesh 30.5 16.1
Orissa 23.9 21.2
Bihar 12.8 10.4
14 Selected States 34.1 28.5

Note: The expenditure data are for the fiscal year 1980-81 and 1990-91
while the SC/ST population are taken from the Census data and relate to
the years 1981 and 1991.

of their additional emphasis on various social security schemes not confined to particular groups
but for individuals meeting given criteria (e.g., pensions for widows). The growth of direct
welfare expenditures (above 8 per cent per annum for all selected States together over the whole
reference period) in general has been higher than in areas like education and health, although
there should be some overlap in the effects of all three. This is not necessarily a welcome trend,
because given the inadequacies of the administrative machinery and the lack of consciousness
regarding their dues among the beneficiaries, chances of leakage are higher in the case of
expe'nditures of this kind. Further, because of the huge size of the target groups and the paucity
of resources, the welfare spendings get spread over very thinly, especially in the States where
the SC/ST population is large; typically, these States are low income States with poor resource
base. As a result, the social welfare expenditure per head of the intended beneficiaries is so
small (Table 4.27) that it would take a diehard optimist to believe that they can have any
significant impact on the problem sought to be addressed. Tamil Nadu and Kerala, for example,

110



significant impact on the problem sought to be addressed. Tamil Nadu and Kerala, for example,
have a large number of social welfare schemes, but Table 4.26 shows per capita expenditure in
these States to be less than in Andhra Pradesh and Madhya Pradesh during the period 1985-86 to
1990-91. It is then easy to deduce how effective the various schemes would be in providing
social welfare.‘Expenditure on the welfare of SC/ST per head also fell in all the selected States
barring Gujarat, Karnataka and Madhya Pradesh, although the figure for Andhra Pradesh was
much higher than for any other State even after a fall. However, given their popular appeal, one
might consider these as a part of the expenditures incurred to maintain stability néededwby the
various pressure groups to be able to enjoy the fruits of their efforts, without really making a
serious attempt to achieve a reasonable degree of social security. "

Table 4.28

Expenditure on Water Supply

Share in Social Services (%) Per Capita in 1981-82 prices (Rs.)

State

Average Average Average Average Average Average Growth
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 Rate(%)

High Income States 5.6 7.2 1.7 6.6 108 16.2 8.4

Punjab 5.6 49 4.8 8.0 7.9 12.0 4.6
Haryana 4.8 9.8 9.0 5.1 14.5 18.5 14.9
Maharashtra 6.7 8.5 8.8 7.6 12.6 17.9 7.6
Gujarat 3.7 50 6.7 4.5 7.5 14.2 11.5
Middle Income States 4.0 6.2 5.0 4.1 8.5 9.2 7.6
Karnataka 5.1 7.2 5.0 4.9 8.9 9.1 5.6
West Bengal 23 4.0 34 23 5.1 5.4 8.9
Andhra Pradesh 5.6 5.8 5.4 5.0 7.6 9.6 6.0
Tamil Nadu 3.4 79 6.3 33 11.5 13.1 13.9
Kerala 4.3 6.5 4.4 6.0 114 10.2 19.6

Low Income States 6.6 9.4 9.1 4.3 8.6 11.8 10.0

Rajasthan 128 206 189 122 251 32.7 9.2
Madhya Pradesh 6.7 11.3 12.1 4.9 10.7 17.7 12.3
Uttar Pradesh 4.1 5.6 4.5 24 4.5 53 6.9
Orissa 5.4 7.3 7.4 4.4 8.5 10.6 8.2
Bihar 6.3 6.8 6.4 3.2 54 7.0 8.3

14 Selected States 53 7.6 7.1 4.7 9.0 11.8 8.8




d. Water Supply: This is an area which has been assuming greater significance in recent
years due to the emphasis put by the Planning Commission on assured drinking water supply
and the strains on the urban water supply systems throughout the country (especially in the
larger cities) with which the local bodies are unable to cope, with the limited finances at their
disposal. The expenditure of all selected States together in constant prices rose by about 11 per
cent per annum during the reference period, which is the highest growth rate among the
components of social services. Per capita expenditure in constant prices also rose from! Rs. 3.60
in 1974-75 to Rs. 10.60 in 1984-85 and to Rs. 11.30 in 1990-91 for all the selected States
together. The variations in this amount between the States (Tablc 4.28) can be hypothesised to
depend primarily on cost factors besides resource availability, as is indicated by the consistently
high figures for Rajasthan, as a part of the State is covered by desert. Uttar Pradesh, Bihar and
West Bengal, with several natural and low-cost man-made sources of water (being in the
Gangetic basin), show the lowest per capita expenditures on this head.

Several States have formed autonomous bodies to look after water supply in the State,
- partly or fully. The reason is not entirely clcar, as economies of scale could be reaped by a
departmental organisation also. The reason could lie in (a) the relative ease of raising debt
capital and (b) less opposition from local bodies when the function of water supply is withdrawn
from them and given to an autonomous body specially formed for that purpose, as compared to
when it is taken over by the State government. From available accounts, the autonomy of these
bodies are, however, much circumscribed.

4.5.5 Economic Services

In the budgetary classification, economic services contain most of the infrastructural
services while social services contain those relevant to human capital formation. Further,
economic services also contain all the expenditures on direct poverty alleviation programmes.
Hence, expenditure on this broad category is vitally important for the long run economic
development as well as removal of poverty. For infrastructural services, revenue expenditures
roughly denote maintenance and running expenses while capital expenditures indicate
investments, so that for specific services these figures give an approximate idea of availability
and upkeep.

The States’ share of expenditure on economic services in 1990-91 was about 55 per cent.
The spending on economic services constituted about a third of total expenditures of the States.
The share of expenditures on economic services in total expenditures of the States increased in
the Seventies, but showed a steady decline from 38 per cent in 1980-81 to 33 per cent in
1990-91. The shares of both revenue and capital expenditures under economic services declined
from 1980-81 but the decline in capital expenditures was much sharper than in revenue
expenditures.
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Table 4.29

Per Capita Expenditure on Economic Services: in 1981-82 prices

(Rs.)

Revenue Expenditure Capital Expenditure Total Expenditure

Average Average Average Growth Average Average Average Growth Average Average Average Growth
1974-80 1980-85 1985-91 Rate(%) 1974-80 1980-85 1985-91 Rate(%) 1974-80 1980-85 1985-81 Rate(%)

High Income States 101 139 182 58 54 64 56 1.0 155 203 239 4.5

Punjab 102 119 154 42 48 57 44 N.C. 150 176 198 32
Haryana 125 162 202 47 7 78 58 -1.6 196 240 259 3.1
Maharashtra 104 159 204 6.8 50 61 64 2.7 154 220 268 55
Gujarat 74 116 169 8.0 46 61 - 61 3.1 119 178 229 6.4
Middie Income States 60 81 113 6.2 32 33 34 1.3 92 113 148 4.8
Kamataka 73 92 127 54 4 47 49 1.6 117 139 177 4.2
West Bengal 50 60 82 55 17 15 21 2.3 67 75 104 4.7
Andhra Pradesh 62 89 137 78 52 43 43 -1.1 114 132 180 4.7
Tamil Nadu 62 94 133 71 15 20 18 1.9 77 115 151 6.3
Kerala 52 68 88 5.0 32 37 39 2.9 84 106 126 4.2

Low Income States 53 67 93 55 137 47 50 29 90 114 143 4.5
Rajasthan 65 74 119 5.7 41 46 40 0.2 106 120 159 39
Madhya Pradesh 55 84 106 6.5 39 50 56 3.7 94 134 161 55
Uttar Pradesh 52 64 92 57 32 40 45 32 84 104 137 49
Orissa 65 67 92 3.7 43 63 77 6.0 108 131 168 4.7
Bibar® 27 47 67 84 31 36 39 22 59 83 106 56

14 Selected states 63 86 120 64 37 43 45 23 99 129 165 5.1

N.C. Not computed due to wide fluctuations in the basic data.
* Averages for the period 1985-91 and the growth rates do not include figures for 1990-91.

Table 4.29 shows per capita expenditures in constant prices on total economic services
averaged over three periods as in the preceding section, along with the growth rate for the whole
reference period; the figures are given for revenue, capital and total expenditures. It is
immediately apparent that while revenue expenditures have generally grown fast, capital
expenditures have stagnated, and in some cases, fallen. We shall examine, in the following,
particular services where the fall has been particularly sharp; for the moment, it would suffice to
note that more than half the capital expenditures of the States are accounted for by economic
services, and the stagnation in the former can therefore be traced to the latter.

Table 4.30 gives the share of major components of economic services by budgetary

classification. The largest share in government expenditure was usually that of agriculture-
related services as a group -- agriculture and allied services, irrigation and rural development;
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Table 4.30

Share of Major Components in Total Expenditure on Economic Services

(per cent)
States Agriculture and Allied Irrigation Industries and Minerals Energy
Average Average Average Average Average Average Average Average Average Average Average Average
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91

High Income 20.6 193 213 29.7 27.8 24.1 4.7 4.0 39 3.0 4.7 52
Punjab 17.3 13.2 17.8 27.1 28.9 319 1.7 5.2 7.7 1.6 3.7 5.1
Haryana 11.6 122 14.9 323 278 24.0 33 3.7 3.0 54 3.1 6.3
Maharashtra 26.8 25.2 26.2 24.5 235 20.6 43 3.2 2.3 4.0 7.3 5.5
Crviarat 132 125 15.0 43.2 36.9 29.2 5.1 5.3 6.4 0.2 0.3 4.0
Middle Income 19.6 17.6 177 294 248 19.5 9.6 9.2 8.6 4.5 4.9 6.0
Karnataka 173 173 17.2 343 31.2 26.1 16.1 12.2 11.6 1.2 0.5 34
West Bengal 27.6 24.0 20.7 26.9 229 17.5 6.3 7.4 7.5 0.0 2.1 73
Andhra Pradesh 14.1 10.9 11.5 371.7 326 24.2 71 6.5 6.1 9.7 8.6 29
Tamil Nadu 215 199 22.6 15.6 10.5 82 8.9 11.0 9.9 4.8 8.6 13.5
Kerala 233 219 232 25.1 25.1 19.8 10.3 9.4 10.0 3.0 0.0 0.1
Low Income 169 154 16.5 406 370 29.8 55 6.7 6.2 1.2 1.9 38
Rajasthan 125 11.7 143 41.1 353 30.0 7.9 7.7 6.3 0.4 2.9 1.9
Madhya Pradesh 33.1 27.2 26.9 345 348 31.4 2.7 3.7 3.8 3.8 54 5.8
Uttar Pradesh  11.1 10.0 12.1 40.1 346 26.7 6.8 85 7.5 0.1 0.2 2.0
Orissa 17.6 16.6 17.4 42.8 44.1 28.7 4.1 7.4 9.0 3.2 0.2 10.6
Bihar 146 13.9 14.4 47.1 41.2 37.8 45 5.6 4.9 0.0 1.1 2.1
14 Selected

States 189 173 18.3 338 305 24.9 6.6 6.6 6.3 2.8 3.7 49

Contd.
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Table 4.30 (Contd.)

Share of Major Components in Total Expenditure on Economic Services

(per cent)

States Transport Food and Civil Supplies Rural Development Cooperation

Average Average Average Average Average Average Average Average Average Average Average Average
1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91 1974-80 1980-85 1985-91

High Income 18.2 164 13.1 1.8 1.5 0.2 11.6 154 15.2 2.1 2.0 28

Punjab 347 312 272 1.7 34 -105 33 6.6 6.6 2.8 4.0 29
Haryana 31.7 314 304 -0.9 22 -1.3 5.0 7.0 8.9 2.2 1.4 2.0
Maharashtra 100 87 12 24 L5 1.0 15.9 18.8 183 1.7 2.1 3.6
Gujarat 19.8 191 12.9 0.2 0.1 1.4 10.9 16.3 14.8 2.1 1.1 1.8

Middle Income 15.0 13.9 10.4 1.6 29 64 10.7 17.0 19.7 2.8 3.0 34
Kamnataka 10.5 11.2 9.9 0.9 -0.0 0.4 5.7 12.6 15.8 25 2.6 43
West Bengal 16.9 199 12.6 42 25 20 12.2 15.9 26.5 22 2.1 2.9
Andbra Pradesh 12.9 9.8 6.3 1.0 5.7 13.2 8.1 16.7 20.3 2.7 1.8 23
Tamil Nadu 19.1 154 10.9 24 34 8.6 17.1 21.3 17.6 4.0 5.3 4.1
Kerala 191 17.7 19.4 -1.1 -0.3 -0.1 13.3 18.8 18.3 2.7 3.5 44

Low Income 128 134 1138 03 1.2 0.9 16.3 190 234 23 1.9 2.6
Rajasthan 13.3 170 14.1 0.8 0.8 0.4 11.5 135 21.9 2.8 1.8 22
Madhya Pradesh 143 13.5 11.9 0.6 0.8 0.8 7.8 11.9 15.0 23 2.0 35
Uttar Pradesh  12.3 145 12.7 -0.9 1.6 0.9 253 24.5 28.6 1.4 0.9 1.4

Orissa 12.3 119 11.0 1.5 1.9 1.3 8.3 12.4 16.3 3.8 37 31
Bihar 12.1 9.5 15 1.4 0.7 0.8 15.6 24.4 27.4 3.0 2.5 35
14 Selected

States 15.0 145 11.7 1.2 1.8 24 13.2 17.3 19.7 24 2.3 29
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within the group, one of the first two claimed the largest share in almost all the States. The next
in terms of expenditure share was transport; in Punjab and Haryana, transport actually claimed
the largest share, perhaps because both the States are agriculturally developed, with good
irrigation network, and a relatively small number of rural poor. None of the other functional
categories were very important in terms of expenditure share, including a vital infrastructural
service like power. Of course, one of the reasons for State level government expenditure on
power being relatively small is that the true expenditure on power does not show up in the
departmental expenditures, due to the existence of State electricity boards which cap borrow
(usually with State government guarantee) independently, and the fact that budgetary supports
may flow through loans and advances for which we do not have functional break up. A similar
underestimation can be expected wherever the State road transport service was provided through
a non-departmental organisation.

Economic classification of expenditure on economic services!? reveals some interesting
facts. Table 4.31 gives the share of major economic categories in the total expenditure on
economic services. These are summarised below:

(1) The largest share of expenditure on major economic services was incurred in the
form of loans and advances, usually to the State electricity boards and road transport
undertakings. Their share, however, has been falling steadily, and though their share is
still the largest in high income and middle income States on an average, in low income
States the share was not the highest for the period 1985-86 to 1989-90. Among
individual States, the highest share of loans and advances was seen in Punjab in all the
three periods, and what is more, was rising steadily in contrast to the general trend.
Among high income and middle income States, Maharashtra, Gujarat and Tamil Nadu
did not spend the largest part of their expenditure by giving loans and advances.

(if)  The share of subsidies exhibited continuous increase in all States except West
Bengal, Andhra Pradesh and Rajasthan; even in these three States, subsidies claimed a
larger share in the last period than in the first period. The States where loans and
advances did not claim the largest share of the expenditure, it was subsidies that did so.
It underlines the need to contain subsidies if expenditure growth is to be contained,
necessitating an examination of the issues of efficiency and equity of subsidies. The
political economy of subsidies becomes important by association, as the institutional
structure that generates these subsidies must be understood for a reform programme at
the State level to succeed. This is thus an area that needs to be studied in depth.

19. The definition of economic services vsed in the figures supplied by C.S.0. are based on UN-SNA, and are
different from the budgetary classification. For example, in the budgetary classification, water supply is
taken as a part of the social services while in the economic classification, it is included in economic
services and forms a part of utilities like gas and electricity. Economic services here include agriculture
and allied services, mining, manufacturing and construction, electricity, gas, steam and water supply, and
transport and communication.
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Share of Economic Categories in Expenditure on Major Economic Services

Table 4.31

{Annual Average for the Period)

{Per cent)
Wages and Salaries Net Govt. Maintenance Subsidy Tot Transfer (Rev+Cap) Capital Expenditure Loans%nd Advances
State

74-80 80-85 8590 74-80 80-85 8590 74-80 80-85 85-90 74-80 80-85 85-90 7480 80-85 8590 74-80 80-85 85-90
High Income States 8.2 7.1 7.3 4.9 65 6.7 99 18.1 235 135 159 16.1 155 143 118 418 33.7 289
Punjab 7.6 7.1 7.2 36 62 43 86 133 103 5.6 1.8 55 215 105 93 464 551 58.8
Haryana 7.9 76 122 8.7 4.8 94 128 206 24.7 70 158 93 176 158 7.5 415 317 338
Maharashtra 9.1 7.4 8.6 4.9 58 51 104 226 297 146 163 199 112 168 126 426 27.7 203
Gujarat 7.5 6.5 4.4 4.1 8.9 9.4 89 11.7 227 19.7 240 20.1 181 11.1 140 36,6 330 195
Middle Income States 11.3 114 11.5 107 100 85 121 17.2 222 9.0 143 182 158 141 9.0 31.7 28.1 248
Karnataka 114 119 8.7 8.5 8.5 43 140 194 208 2.5 58 220 182 15.6 59 363 319 337
West Bengal 132 122 153 154 110 119 84 148 131 37 107 148 194 192 145 384 336 210
Andhra Pradesh 89 111 112 85 105 104 165 27.7 207 165 256 279 79 62 56 263 112 178
Tamil Nadu 112 86 94 92 83 73 91 108 337 128 155 118 176 11.1 7.6 321 407 277
Kerala 146 190 167 153 166 10.7 102 106 124 3.6 9.0 164 214 290 157 225 9.1 204
Low Income States 129 12,0 137 84 89 7.8 7.7 136 188 80 109 138 20.1 220 225 369 289 163
Rajasthan 125 111 107 10.7 7.7 34 126 193 181 9.1 101 211 239 318 243 269 215 140
Madhya Pradesh 110 101 159 79 78 77 80 129 170 40 58 58 225 262 389 427 340 100
Uttar Pradesh 10.8 8.6 10.7 59 6.6 5.7 75 153 249 95 130 171 151 163 148 432 355 164
Orissa 19.7 19.7 237 119 117 73 98 11.7 162 108 146 87 249 238 194 159 9.6 9.5
Bihar 177 205 174 122 161 121 2.4 5.7 84 6.6 104 94 250 212 23.7 321 225 264
14 Selected States 11.1 104 111 8.1 8.6 7.7 9.7 160 213 99 134 159 174 173 151 36.6 30.1 228
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(iii)  Transfers (revenue and capital) to local bodies, public enterprises and others also
increased their share between the first and the third period in general, the exceptions
being Punjab and Orissa. The largest rise was in Kerala -- the share went up from 3.6 per
cent to 16.4 per cent. However, several States show a fall in the third period as compared
to the second (Haryana, Gujarat, Tamil Nadu, Orissa and Bihar).

(iv)  The share of salaries does not show much change in the aggregate over the years.
In the high income States, the share fell between the first and the third period, while the
frend was the opposite in the low income States. The middle income States just
maintained the share of wages and salaries. Among the individual States, the fall in the
share was predominant in Gujarat and Karnataka while there was a promineht rise in
Haryana, Madhya Pradesh and Orissa. The trends also confirm our earlier observation
regarding relatively fast growth of salaries and wages in poorer States. The timing of the
implementation of the revised pay scales caused the share in the third period to be higher
than in the second in most cases; the exceptions can probably be attributed to late
implementation of revised pay scales (Kerala and Rajasthan), reduction in the size of
government employees, often by only changing the organisational form while keeping
the size of the public sector the same (Bihar), or both (Karnataka).

V) The share of maintenance expenditure went up in all the high income States
between the first and the third period, but fell in the other States. The sharp fall in the
share of wages and salaries in Karnataka was observed in the case of net government
maintenance also. Apart from the high income States, the only other State where the
share of net government maintenance rose between the first and the third period was
Andhra Pradesh. This provides some support to the hypothesis of deteriorating
maintenance of capital assets and (through falling supply of consumables including
spares) suboptimal use of the assets. The high income States could afford to maintain
their assets better than other States, as the need for capital expenditure was less urgent.
The case of Karnataka probably reflects increased decentralisation and/or delegation of
responsibilities to non-departmental organisations.

(vi) The share of capital expenditures, as noted earlier, generally showed a falling trend
except in low income States. In the low income States, it was the rising trend in Madhya
Pradesh that pushed up the share for low income States as a group. Among the other
States, only Maharashtra exhibited a rise in the share of capital expenditure between the
first and the third period.

a. Agriculture and Allied Services: The role of the State governments in the area of
agriculture and allied services is primarily of providing agricultural extension services,
supplementing private investments with their own investments in assets with some public good
characteristics (like research, construction of marketing yards, building proper warehouses and
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establishment of facilities to treat seeds), soil conservation, and ensuring adequate supply of
quality inputs. The raison d’etre of government intervention in this area lies in the fact that
agricultural productivity, particularly that of foodgrains, is vital for the country and for the

well-being of the economy.

Table 4.32

Per Capita Expenditure on Agriculture and Allied Activities
(in 1981-82 prices)

(Rs.)
State Revenue Expenditure Capital Expenditure

Average Average Average Growth Average  Average  Average  Growth

1974-80 1980-85 1985-91 Rate(%) 197480 1980-85 1985-91 Rate(%)
High Income States  24.8 31.0 40.6 5.7 1.6 1.6 3.6 6.6
Punjab 24.0 247 30.8 2.6 0.8 -1.5 2.7 n.c.
Haryana 22.4 304 385 5.7 0.0 -0.9 0.1 n.c.
Maharashtra 39.0 52.4 64.8 59 3.0 3.0 53 53
Gujarat 13.6 16.5 28.1 7.2 2.7 5.6 6.3 32.1
Middle Income States 15.3 18.5 249 4.5 24 2.0 1.8 -0.2
Karnataka 18.9 22.9 29.7 41 1.0 1.1 0.4 -7.4
West Bengal 14.2 16.4 20.2 3.9 3.9 1.6 1.2 -12.3
Andhra Pradesh 12.5 14.0 19.5 39 2.7 0.2 0.9 n.c.
Tamil Nadu 14.9 19.5 30.7 6.1 14 34 3.2 n.c.
Kerala 16.2 19.7 24.3 3.7 3.0 3.5 34 -0.2
Low Income States 15.1 18.3 23.9 4.7 0.9 0.5 1.0 2.2
Rajasthan 12.4 13.7 22.2 5.9 0.7 0.3 0.4 -2.8
Madhya Pradesh 28.9 35.5 42.1 3.9 1.5 0.9 1.2 -1.8
Uttar Pradesh 8.5 9.9 15.6 6.2 0.7 0.5 1.1 n.c.
Orissa 17.4 21.0 27.5 4.5 1.5 0.6 1.7 -11.4
Bihar® 83 112 119 5.1 0.3 0.3 0.8 8.1
14 Selected States 16.9 20.9 28.3 49 1.7 14 2.0 2.3

n.c. Not computed due to wide fluctuations in the figures.
* Averages for the period 1985-91 and the growth rates do not include figures for 1990-91.



Figure 4.6

Agricultural Productivity and
Government Expenditure : 1974-80

380 Prod. per Heotare of NAS/Rs Per Capita

P A

1 L A 1 A 1 A
ra} mpr mah He gu) kar ore hie 1488 apr wpr tad b har mis pab her wdi
States

— Expenditure on Agr. —— SOP per Hecatre

lix Low income States; he: High income
Otates; mia: Middie Income Mates; Maes:
W Selected States

Agricultural Productivity and
Government Expenditure : 1980-85

400 Prod per Hectare of NAB/Rs Per Capits

P R

3001

260} - -

200

160 —

‘w SO o
50 S

o i A A ' i ' 1 1 N ' A 'y
raj mpr mah far lis gu) his Wae ore tad sgpr mie wpr biw har har pad whl
States

—— Expenditure on Agr. —— SDP per Hectare

Hs: Low income States; his High Income
States; W Middle Incoms States; Mees:
4 Seleotnd Statee

Agricultural Productivity and
Government Expenditure : 1985-89

800 Prod per Hecatre of NAS/Rs Per Capita

400

i_—x ) Lk

1 1 i 4 A A L
omuuuumur his Ns %400 ore apr tnd wpr mis biw har her pad wbl
States

—— Expenditure on Agr. —*— SOP per Hecatre

Nor Low income States; Ne: High Inoome
States; mian Middie iIncome States; es:
4 Seleoted States



Table 4.32 indicates that per capita real government expenditure on agriculture and allied
activities have been rising, but mostly in the revenue account. Gujarat, Uttar Pradesh and Tamil
Nadu exhibit the highest growth in revenue expenditures under agriculture and allied services
(7.2, 6.2 and 6.1 per cent per annum respectively). Real capital expenditures have actually
grown in only three States: Maharashtra, Gujarat and Bihar. This trend, coupled with declining
private investment in agriculture (C.H.H. Rao, 1992), should be viewed with concern. Further,
the per capita expenditures were the least in the States needing them most. Rath (1989)
discusses the issue of low agricultural productivity in some States (the four Eastern States of
Assam, Bihar, Orissa and West Bengal in particular), and links it to inadequate capital formation
in the public sector, aggravated by a distribution of agricultural credit skewed against these
States. Figure 4.6 shows that broadly, per capita real expenditure on agriculture and allied
activities varied inversely with agricultural incomes (defined as the SDP from agriculture and
allied activities per hectare of gross cropped area), but greater governmental effort is needed in
States where value added per hectare is low.20 It must, however, be noted that public spending
on the agricultural sector is captured only partially in the figures cited above. Expenditures on
irrigation, on procurement of agricultural output (both foodgrains and non-foodgrains), on
interest subsidies and loan waivers, and on other input subsidies probably have a greater impact
on the agricultural sector, although not all of the above come out of the State resources. A major
problem with the government expenditures in this area has been the perception of their inherent
inequity; it is felt that the beneficiaries of government expenditure "are mostly rich and middle
income farmers who created the Green Revolution, reduced the country’s food deficit, and gave
her much needed food security. In the process, however, these farmers have not only become
used to subsidies (which were necessary early on) but also more and more demanding in these
matters. The importance of their leaders as powerbrokers who control vote banks makes
political parties vie with each other in promising more advantages" (Dhar, 1991).

b. Irrigation: ~ This is actually an element of expenditure on agriculture as mentioned
above, but given the size of the government expenditure under this head, it merits a seperate
analysis. It should be noted that the data reported here on expenditure on irrigation are different
from the data given in the budget documents in one important respect - our figures do not
include the notional interest payments on capital invested by the government department as
these are only book entries cancelled out by a corresponding entry on the receipts side.

The three major issues in public expenditure on irrigation are: (a) adequacy of
maintenance of existing assets, (b) adequacy of capital investments, and (c) pricing of the water
supplied. The third is not directly relevant for the analysis of government expenditures, but has a
bearing on the other two due to its impact on resource availability, apart from the distortions

20. It may be argued that spending larger amounts in States with higher marginal productivity is an appropriate
strategy to maximise output. However, the larger productivity itself is probably the consequence of better
infrastructures and therefore from a long-term point of view, greater spending in States with lower
productivity is called for.
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Table 4.33

Government Expenditure on Irrigation

(Rs.)
€venu endi 81- i Per Capita Net Irrigated Area/ Net
per hect. of net area sown  Per Capital Expenditure Area sown (per cent)
i (in 1981-82 prices)

Average Average Average Growth Growth Growth Average . Average . Avcrage

1974-80 1980-85 1985-90 Rate(%) 1974-80 1980-85 1974-80 1980-85 1985-90
High Income States 160.5 216.3 3196 54 112 -1.4 24.3 278 28.7
Punjab 73.8 872 146.7 5.1 17.3 -4.4 77.6 83.7 89.2
Haryana 77.6 920 955 46 183 -10.5 522 61.5 69.4
Maharashtra 224.1 4228 5659 7.8 104 0.2 10.1 10.7 10.4
Gujarat 354.4 369.7 6889 29 7.6 -0.2 17.6 229 21.7
Middle Income States 201.3 2230 2329 14 9.1 2.3 26.2 28.1 29.8
Karnataka 213.5 2659 2905 44 82 -2.3 13.2 14.7 17.7
West Bengal 381.2 3220 3291 10 6.5 -1.5 26.8 32.8 35.8
Andhra Pradesh 191.6 215.0 1875 -1.4 9.6 -19 31.0 329 35.0
Tamil Nadu 94.4 107.5 1252 0.9 3.0 -1.7 44.1 45.7 42.8
Kerala 402.4 559.9 7020 7.2 16.2 -5.8 12.1 11.7 13.8
Low Income States 144.3 173.7 2191 4.2 9.6 -2.7 26.2 30.2 33.2
Rajasthan 153.9 1548 2630 27 44 2.3 18.9 20.0 23.2
Madhya Pradesh 66.7 193.7 1858 379 13.2 -1.3 10.8 13.9 17.3
Uttar Pradesh 141.8 160.3 198.0 3.7 7.5 -4.7 48.5 56.7 58.4
Orissa 355.9 1728 1587 -34 18.7 -4.0 17.8 26.2 27.6
Bihar 119.3 236.2 3099 7.8 7.4 -0.2 335 349 41.1
14 Selected States 163.1 196.4 246.7 38 9.9 -2.1 25.7 29.1 31.2
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introduced in the demand for irrigation. Table 4.33 throws some light on the first two issues.
Revenue expenditure on irrigation per hectare of net irrigated area broadly indicates the level of
maintenance of existing facilities; these are clearly inadequate in general and more so in the low
income States. Further, per capita revenue expenditure in Orissa and Andhra Pradesh actually
fell in real terms. Per capita capital expenditure on irrigation shows a fall in the Eighties as
compared to a fairly high growth rate in the Seventies (10 per cent per annum in real terms) in
all the States. Also, the need for capital expenditure on irrigation can be presumed to be more in
the States with lower percentages of irrigated area to gross cropped area; actual capital
expenditures do not follow the pattern of need in this sense.

One of the reasons for (and to some extent the effect of) even the stagnant capital
expenditures not translating into actual irrigation facilities is the commitment of State
governments to several projects simultaneously without being able to complete most of them in
time, resulting in serious cost overruns. There are irrigation projects taken up more than 20 years
ago and still not completed. This is, to a large extent, due to the tendency to appease the
politically strong large farmers’ lobby by startiny irrigation projects indiscriminately, as they
stand to benefit the most from these projects. Funding from international agencies like the
World Bank have also caused commitment to more projects than the State machineries can
handle at a time, as the prospect of incoming foreign exchange forces the Centre to persuade the
States -- formally or informally -- to take up such projects.

c. Rural Development: This head primarily consisis of the poverty alleviation
programmes besides other programmes like community development, Panchayati Raj, and land
reforms. In terms of the amount of expenditure involved, the first is, of course, the dominant
category. Until recently, all poverty alleviation programmes were aimed at the rural poor and
there were several schemes with different objectives. Now all the rural employment oriented
Centrally Sponsored Schemes have been combined into one scheme (Jawahar Rozgar Yojana or
JRY). The other major programme in operation is Integrated Rural Development Programme
(IRDP), which again subsumes several schemes in it. The objective of IRDP is to enhance the
income earning capabilities of the rural poor by giving them assets/ skills.

While the objectives of the programmes are noble enough, the pros and cons of the
actual administration have been discussed widely. To begin with, these programmes are partly
funded by the Centre with matching grants. This type of grant falls between stools as the
mechanism is open to the charges of distorting State priorities without achieving spending in the
desired area to an extent a specific grant would (Rao and Das-Gupta, 1990). There have been
persistent charges of corruption, diversion and leakage of funds meant for these schemes. More
serious than all these charges is the fact that given the allocations and the number of the poor,
per poor expenditure is simply too small to make any dent. This is borne out by the figures of
expenditure on rural development per rural poor reported in Table 4.34, although total
expenditures on this head have increased very fast over the reference period. One may recall that
Galbraith had made this point earlier (Galbraith, 1979) and had criticised the target oriented
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approach strongly; he felt that the right way was to concentrate on a few poor persons and
demonstrate that it was not inevitable that the poor should remain poor. This followed from his
basic premise that the problem of poverty was to a large extent due to the lack of initiative and
motivation on the part of the poor themselves (caused by a complex set of socio-economic
factors) to shake off their poverty. Thus, if the funds availability for these programmes do not
improve greatly, it may be necessary to reconsider the current approach to poverty alleviation.

Table 4.34

Expenditure on Rural Development

(Rs.)
Expenditure in 1981-82 prices
State per rural poor Growth Rate
1982-83 1987-88 (1974-91)
High Income States 109 147 9.6
Punjab 77 72 10.8
Haryana 84 141 12.5
Maharashtra 112 169 8.5
Gujarat 115 119 11.3
Middle Income States 52 81 12.3
Kamnataka 62 93 15.7
West Bengal 27 52 14.2
Andhra Pradesh 73 142 15.9
Tamil Nadu 72 72 73
Kerala 43 70 8.3
Low Income States 42 74 10.7
Rajasthan 38 186 13.7
Madhya Pradesh 31 59 15.6
Uttar Pradesh 62 84 8.8
Orissa 27 43 13.3
Bihar 35 49 14.0
14 Selected States 55 87 10.9

Note: (i) The growth rate for Bihar is for the period 1974-90.
(i) The number of rural poor are as estimated by B.S. Minhas,
L.R. Jain and S.D. Tendulkar (1991), "Declining Incidence
of Poverty in 1980s: Evidence versus Artefacts", Economic

and Political Weekly, Nos 27 and 28, pp. 1673-82.
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Table 4.35

Expenditure on Industries and Minerals
(1981-82 Prices)

Per capita expenditure (Rs.) Expenditure on minerals/ SDP
from mining

State 1974-80 1980-85 1985-90 Growth

Rate(%) 1974-80  1980-85  1985-90

High Income States 6.9 8.2 9.7 3.8 0.02 0.01 0.01
Punjab 11.2 9.4 144 2.7 0.37 0.16 0.19
Haryana 6.1 8.8 79 2.6 0.01 0.01 0.02
Maharashtra 6.2 7.0 6.3 1.0 0.04 0.02 0.01
Gujarat 6.4 9.5 14.6 9.8 0.01 0.01 0.01
Middle Income States 8.7 10.2 12.8 4.0 0.03 0.04 0.04
Karnataka 185 16.9 20.8 1.3 0.06 0.05 0.02
West Bengal 43 5.6 7.8 6.3 0.00 0.00 0.00
Andhra Pradesh 7.9 84 10.9 3.2 0.06 0.05 0.05
Tamil Nadu 6.9 12.7 14.7 7.5 0.03 0.06 0.02
Kerala 8.8 9.9 12.7 4.4 0.29 0.34 0.50
Low Income States 4.5 7.3 8.9 6.0 0.03 0.04 0.05
Rajasthan 83 9.3 9.8 2.1 0.15 0.16 0.14
Madhya Pradesh 3.6 5.0 6.2 9.0 0.01 0.03 0.05
Uttar Pradesh 5.5 89 10.2 4.7 0.06 0.04 0.11
Orissa 4.5 9.7 14.9 11.6 0.02 0.03 0.03
Bihar 27 4.6 5.2 6.2 0.01 0.00 0.01
14 Selected States 6.4 8.5 104 4.7 0.03 0.03 0.04
d. Industries and Minerals: The major part of expenditures on this head are incurred on

village and small industries. The share of this in economic services is not very large as such
(Table 4.30), and per capita expenditure on this head in constant prices does not show any
significant increase except in low income States. In fact, even in States where a relatively larger
share of SDP comes from minerals, the expenditure on minerals is very small. This is borne out
by Table 4.35, showing expenditure on mines and minerals in constant prices as a ratio of SDP
from mining; in mineral-bearing States like Bihar, Orissa and West Bengal, these figures are
quite small.

The expenditure on industries ought to be mostly promotional, but this is not always the
case. There are several State-level non-infrastructural public enterprises (often producing
consumer goods like beer, soap etc.) running at losses which are financed by the respective State
governments through budgetary suppont. Even the promotional enterprises have not in general
served the purpose for which they were created. In fact, many of the State level public
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enterprises have become fiefdoms of favoured bureaucrats and less active politicians. The public
sector has "spawned a number of economic interests and political constituencies which weild
formidable power.....Public sector undertakings project the power of the Government, the
Minister, his ministry and his political party over large groups of men and large amounts of
money. This is particularly true in the case of the public sector in the States, where it provides
an arena for the distribution of sinecures and patronage in return for political support" (Dhar,
1991). Given such trenchant criticism of the public sector enterprises, the relatively low growth
of real per capita expenditure on industries is probably a welcome trend.

Table 4.36

Government Expenditure on Energy: in 1981-82 Prices

Revenue Expendi-

ture/Installed Capa- Per capita Energy Per capita Capital

city (Rs. per kwh)  Consumption (kwh) Expenditure (Rs.)
State

1980-81 1991-92 1980-81 1990-91 1974-80 1980-85 1985-91

High Income States 88.4 87.8 2304 437.1 2.3 24 4.0

Punjab 68.7 1.4 2977 6313 0.0 0.0 0.4
Haryana 67.9 85.5 197.8 4135 3.1 1.1 1.8
Maharashtra 148.2 1175 223.6 397.0 4.1 4.6 5.2
Gujarat 39 91.1 222.0 427.7 0.0 0.1 4.2
Middle Income States 100.7 117.9 1245 2434 2.1 1.3 2.6
Karnataka 2.1 502 139.1 2954 1.3 0.0 5.0
West Bengal 14.3 51.1 104.0 154.4 0.0 0.0 5.4
Andhra Pradesh 123.1 60.0 95.0 267.7 7.6 5.2 1.3
Tamil Nadu 2479 309.8 177.6 310.8 0.2 0.0 0.0
Kerala 2.8 5.4 108.3 1859 0.0~ 0.0 0.0
Low Income States 58.0 54.6 73.5 232.6 0.0 0.1 3.1
Rajasthan 50.7 51.4 85.7 208.8 0.0 0.0 0.0
Madhya Pradesh 176.4 156.3 87.5 202.0 0.0 0.2 2.4
Uttar Pradesh 2.3 6.3 70.8 148.5 0.0 0.0 24
Orissa 44.9 20.2 94.0 200.5 0.2 0.0 17.0
Bihar 85.5 77.7 53.7 102.9 0.0 0.2 0.6
14 Selected States 83.2 88.2 122.1 2823 1.2 1.0 3.1

Note: Installed capacities refer to the year given in the column heading; revenue
expenditures refer to averages for the years 1979-82 and 1988-91, except for
Bihar where the latter average was for the period 1988-90.
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e. Energy:  The four basic issues in the energy sector, as far as the State governments are
concerned, relate to (a) maintenance of existing assets, (b) adequacy of capital investments, (¢)
operational efficiency, and (d) pricing of energy supplied, just as in the case of other
infrastructural services. Almost every State has an autonomous public undertaking for the
purpose of production and supply of power, and these are expected to generate a minimum rate
of return. The minimum rate of return required, however, is only of academic interest as almost
none of these undertakings generate any positive rate of return. They are sustained by budgetary
support, the form of which is irrelevant as most of these ultimately become grants. Technical
efficiency in production and distribution varies across States considerably, but uneconomic
pricing causes even the otherwise efficient agencies to incur substantial losses (Chelliah, Rao
and Sen, 1993). As far as the other two issues are concerned, an indication can be had from
Table 4.36, which shows the revenue expenditure on energy (an approximation for the
government expenditure on maintenance and/or current transfers to the State Electricity Boards)
per unit of installed capacity?! and also gives the figures of per capita consumption to be
compared to per capita capital expenditure on energy. While the former clearly shows thc
pitifully small amounts for maintenance in most States (except Maharashtra, Tamil Nadu,
Andhra Pradesh and Madhya Pradesh), the latter shows that even in the States where power
availability is very low (e.g., Bihar), not much is being done by way of investment in the power
sector. The trend of gradual withdrawal of the States from investments in the power sector, and
the inadequate compensatory increase in Central investment has been pointed out earlier
(Bagchi and Sen, 1992). The exceptions were Orissa, West Bengal, Maharashtra, Karnataka and
Gujarat, which invested above average (Rs. 3.10 during 1985-91) amounts in this sector in
recent years.

f. Transport: The expenditure under this head contains two major elements: the expenditure on
roads and bridges, and the budgetary support to State road transport services. As far as the
former element is concerned, the issues are the same as in the case of irrigation or power with
one difference: there is no direct pricing mechanism. Table 4.37 gives the level of per capita
expenditure on this head; these figures again show the constraint of resources in operation. But
more important are the issues relevant to public transport which are: (a) the need for continuing
government provision of the service at the same scale, (b) efficiency issues, and (c) pricing.

As far as roads and bridges are concerned, even National Highways are not properly
maintained, although practically all expenses are reimbursed by the Central government
(Mahalingam, 1990); the condition of State Highways and other roads can then be easily
imagined. The construction and maintenance of roads is usually entrusted to the Public Works

21. The institutional setup related to the figures make them difficult to interpret. The calculated ratio could be
high due to either inefficient functioning of the SEB involved or greater maintenance. While the former
would be a bad sign, the latter should be viewed positively. In fact, even the mix of current and capital
expenditure requirements for existing capacities would depend on technical factors like the ratio of
hydro-electric generation in the total.

127



Table 4.37

Per Capita Expenditure on Transport
(1981-82 Prices)

(Rs.)

Average Average Average Growth

State 1974-80 1980-85 1980-85 Rate(%)
High Income States 26.7 33.2 323 2.1
Punjab 50.6 53.7 49.8 0.2
Haryana 60.5 749 78.8 2.5
Maharashtra 151 18.9 19.6 2.2
Gujarat 23.6 33.6 29.7 24
Middle Income States 13.6 15.5 15.3 1.7
Karnataka 12.3 15.5 17.5 3.6
West Bengal 11.4 15.1 13.0 2.8
Andhra Pradesh 14.8 12.7 11.3 -1.3
Tamil Nadu 14.6 17.5 16.0 1.0
Kerala 15.7 18.7 24.5 4.2
Low Income States 10.8 14.5 16.6 4.0
Rajasthan 14.0 20.6 22.6 4.3
Madhya Pradesh 13.2 17.8 19.1 33
Uttar Pradesh 10.5 15.0 17.4 5.0
Orissa 13.2 15.7 18.4 3.6

Bihar 7.0 7.8 8.3 3.1*
14 Selected States 14.9 18.6 19.4 2.8

* Growth rate over 1974-75 to 1988-89. It changes to -2.069 when figures for 1989-90

are included.

department of the respective States. But the complaint of not getting value for the money spent
is becoming quite loud in recent years, and some States have started contracting out construction
of roads. The money spent on maintenance is small in most States to begin with; leakages
involved cause this amount to shrink further. Proposals about handing over construction and
maintenance of roads and bridges to private parties, allowing them to collect road tolls at fixed
rates for a specified period of time have been made; no concrete policy in this regard has
emerged so far. Collecting tolls on a busy road may not be administratively easy, as the
experience of the Second bridge on Hooghly river in Calcutta has shown. Increasing frequency
of natural calamities due to environmental degradation causing extensive damages to roads and
bridges have preempted routine maintenance to a large extent; ad-hoc maintenance has become

the rule rather than the exception.



With respect to provision of public transport, the situation differs among the States. Not
all of the State road transport undertakings are making losses, nor are their services required in
all States to the same extent. States with relatively better road network and greater demand for
public transport can afford to withdraw from this sector gradually, as is being done in some
States like Punjab. But States where neither of these conditions are fulfilled cannot afford to do
so, as in their case withdrawal of the government would imply no provision of the service at all.
Prices also cannot be raised much in these States due to the fear of further reducing already low
occupancy rates. Efficiency issues, however, are universal and there is ample scope for
improvement; in general, fuel efficiency is low and consumption of stores and spares high in
these undertakings, due to improper maintenance of vehicles, and leakages.

g. Other Economic Services: Among the other economic services, relatively large
expenditures are made only on cooperation. Food and civil supplies also claim a small share, but
it is the Central government which really does the spending in this area through food subsidies.
Some States have their own additional subsidies, but these were small and are dwindling. The
expenditures on cooperation shows no such tendency. Most of the critique of State level public
sector industrial undertakings is applicable to co-operatives also, with importan: exceptions.
Given the realities of the agricultural scene of most of the States in India, cooperatives can play
a very significant role in increasing productivity and raising the income of the farmers,
particularly small and medium ones. That they have not done so in the past is due to the
imperfections in the implementation rather than the concept itself. Further, there seems to be no
other viable method to achieve the desired objectives. Sugar cooperatives in the sugarcane belt
of Maharashtra are also examples of how successful the cooperative system can be in changing
the entire rural scene. The milk producers’ cooperatives in Gujarat is another notable example of
successful cooperative movement. But such exceptions apart, cooperatives have become com-
pletely politicised and under the facade of noble objectives, conduits for diversion of public
funds by dominant groups. The sorry state of accounts of the majority of cooperatives in which
the State has a stake bears testimony to the widespread misuse of this excellent concept.

4.5.6 Net Loans and Advances

We have already remarked on the tendency of loans and advances growing in amount
and in relative importance with the growth of SDP, while discussing net capital disbursements
and its components with reference to Table 4.12. The figures given in Table 4.38 below
confirms the trends noticed there. While per capita net loans and advances grew at a rate of -0.6
per cent over the reference period in the low income States, the growth rates for the middle and
high income States were 1.3 and 3.7 per cent respectively. The highest growth rate was observed
in the case of Rajasthan (11 per cent) with Punjab following at 7.6 per cent per annum; however,
even in the period 1985-86 to 1990-91, average per capita net loans and advances in Punjab was
almost eight times that of Rajasthan. Three States -- West Bengal, Madhya Pradesh and Uttar
Pradesh -- exhibited negative growth. The smallest per capita loans and advances were in Orissa
in all the three periods. Thus, there are clear indications of loans and advances gaining
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importance with increasing resource base; there cannot be any economic explanation for this
phenomenon; our hypothesis is that it probably increasingly gets used as a channel to divert
public resources through the State public enterprises for private gains.

Table 4.38

Per Capita Net Loans and Advances in 1981-82 Prices

(Rs)
Average Average Average Growth
State 1974-80 1980-85 1980-85 Rate(%)

High Income States 43.1 553 59.1 3.7
Punjab 67.1 93.5 161.6 7.6
Haryana 52.7 54.4 71.0 2.7
Maharashtra 38.7 48.9 36.5 1.6
Gujarat 35.8 48.9 46.7 3.6
Middle Income States 23.8 24.9 26.0 - 1.3
Karnataka 26.3 32.2 30.3 1.1
West Bengal 27.2 16.8 21.1 -11.6
Andhra Pradesh 19.3 12.8 20.6 2.3
Tamil Nadu 28.9 49.1 379 3.1
Kerala 12.5 11.6 20.0 6.0
Low Income States 21.9 24.4 17.7 -0.6
Rajasthan 14.7 21.7 20.2 11.1
Madhya Pradesh 26.8 34.1 114 -5.6
Uttar Pradesh 29.8 30.8 19.7 3.1
Orissa 79 4.0 6.9 4.0
Bihar 14.4 15.9 22.5 53
14 Selected States 26.7 30.7 28.9 1.7

* In 1985-86 per capita Net Loans and Advances were Rs.-18.7. This Figure is
substituted by a very small positive number to calculate the compound growth
rate.

@ In 1984-85, per capita Net Loans and Advances were Rs.-0.1. This figure is
substituted by a very small positive number to calculate the compound growth
rate.

4.6 Summary and Conclusions

A look at the broad trends in aggregate government expenditures at the State level shows
that they have been increasing at about 16 per cent per annum in nominal terms throughout the
reference period (1974-75 to 1990-91) fairly steadily, but in real per capita terms the growth rate
works out to 5.6 per cent. There are inter-State variations, with Bihar exhibiting the highest
growth and Orissa exhibiting the lowest; in general, however, both level of per capita
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government expenditures and their growth seem to be related to the level of per capita SDP. The
steady increase in nominal expenditures as opposed to the fluctuations around a rising trend for
the expenditures in real per capita terms appears to lend some empirical support to the
hypothesis of ‘incremental budgeting’ in nominal terms. When total expenditures are broken up
into revenue and capital, the relative stagnation in capital expenditures immediately becomes
apparent, particularly in the Eighties. Revenue expenditures show unabated growth, however,
and as a result, have come to dominate the trends in total expenditure. An inter-State comparison
shows wide differences in the growth of per capita capital disbursements; while West Bengal
shows a negative growth rate and Tamil Nadu exhibits very low growth, in Orissa and Punjab,
the capital disbursements have grown more or less in line with revenue expenditures. Increased
Central transfers at the beginning of the Eighties fuelled increase in revenue expenditure which
was not matched by the growth in revenue receipts including Central transfers. This resulted in a
resource crunch in all the selected States by the mid-Eighties. The committed nature of some of
the expenditures -- primarily fast growing debt-servicing liabilities -- and pressure from interest
groups to maintain many other categories crowded out capital disbursements to a large extent,
net loans and advances in particular.

Government employees as a group maintained their share in total expenditures. Given a
rising share of the government in SDP, this meant that an increasing proportion of the State
incomes were appropriated by them. Rising subsidies, probably due to pressure group activities,
also contributed significantly to the increase in public expenditures at the State level. The share
of maintenance expenditures (including government purchase of goods and services) fell over
the reference period as a result. The link between expenditure on wages and salaries, and
maintenance expenditure (which ought to be complementary) appear to be weakening over the
years.

The relationship between per capita SDP and per capita government expenditure appears
to be quite strong in the context of the States. Even the share of government expenditure in total
SDP seems to be related to the level of per capita SDP. The relationship (probably working
through the resource availability) shows up repeatedly at the disaggregated level also. The
observed relationship constitutes an indictment of the system of inter-governmental transfer
mechanism in India, as it implies a failure to enable the poorer States to raise the standard and
coverage of the publicly provided services. There are exceptions like Kerala (with reference to
education in particular), but the basic problem is undeniable. Intergovernmental transfers have,
however, not been totally ineffective, as is indicated by the lower coefficient of variation for
public expenditures in all years as compared to the C.V. for per capita SDP. Another worrisome
trend is the rise in all the C.V.s during the second half of the Eighties after a fall in the first half.
Considering all the broad trends, the prognosis that emerges is that of a widening gap between
rich, middle income and poor States if present trends continue.

Disaggregation of the C.V.s reveal that the variations in total expenditures can be
attributed to broad budgetary groups more or less according to their shares. Thus, expenditure on
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social and economic services, which account for more than 70 per cent of total expenditures
need to be equalised for an equalising impact of sufficient magnitude. Between these two, the
variation in economic services is greater and hence equalising efforts should be directed more at
these.

Examination of trends in various components of general administration reveal that the
largest part (almost one-third) is claimed by police. But the fastest growing component is
pensions and retirement benefits, perticularly after 1984-85, probably as a result of the Supreme
Court judgement in 1984 enhancing these substantially. While expenditures on police have kept
pace with the increase in total expenditures on general administration, those on justice and jails
have not, leading to an imbalance in the law and order machinery. Tax collection costs exhibit
economies of scale, which all States are reaping with increasing tax revenue.

Most of the government expenditure on social services in India (85 per cent) are incurred
at the State level. These also directly affect the well being and the capacity to earn of the vast
majority of the population. Education claims half of these expenditures. Other categories of
expenditures with significant shares are health, family welfare, and sewerage and sanitation,
direct social welfare and water supply. In per capita terms, the expenditure on the last two
categories are too small to have any significant impact. Expenditure on water supply, in any
case, appears to be determined by the cost factors.

Within education, about half of the expenditure is on primary education. In high income
States, this ratio is lower, probably reflecting better availabilty of primary education. But the
differences in per capita amounts are glaring and clearly show the inability of the poorer States
to spend sufficiently large amounts to tackle their typically more widespread illiteracy. A
similar trend is noticed in the case of health expenditures (broadly defined); the States with the
worst health status indicators are the poorer ones and therefore do not have the resources to
make a dent on this problem through sufficiently large public expenditures. Additionally, the
increasing share of wages and salaries at the cost of maintenance and capital expenditures could
be further reducing the effectiveness of the expenditures incurred.

In the case of economic services, capital expenditures are vital; the cutback in capital
expenditures affected these the most as a large part of the total is on economic services. Since
this category of expenditures represents public supply of infrastructural facilities, long term
economic growth should be closely linked to these expenditures. The most important among
these are expenditures on the agricultural sector including irrigation. Along with rural
development, these account for about 65 per cent of government expenditures on economic
services. These are marked by low capital formation and inadequate maintenance expenditure.
Capital expenditure on irrigation actually show a fall in real terms in all States in the most recent
period. Rural development, dominated by the rural poverty alleviation programmes show fairly
high growth probably due to the incentive provided by the Central transfers on this account, but
the expenditure per rural poor is hopelessly small and the policy in this respect must be
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reconsidered for effective use of resources. Expenditures in the area of energy are dwindling in
most States, even as the per capita consumption of power of several States with lower per capita
SDP are stuck at a low level. Orissa seems to be an exception to this trend. Expenditures on
transport also show only a small growth over the entire period. While some of the higher income
States can now afford to reduce public provision of transport due to higher ability to pay of their
residents and private provision of the service, the lower income States cannot do so. Naturally,
the growth of government expenditure is higher in poorer States. Loans and advances constitute
a large part of the expenditure on economic services, but their share is falling steadily in almost
all States. Subsidies, however, are rising fast and so are transfers (revenue and capital).
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CHAPTER V

CONCLUDING REMARKS

This study analyses the trends in government expenditures in India over the last one and
a half decades. In undertaking this task, our endeavour has been to make an attempt at
examining the role of special interest groups in influencing the size, growth and changes in the
composition of government expenditures in India. Admittedly, it is difficult to precisely identify
the special interest groups and the exact mechanism’ with which they influence public
expenditure policy. We have tried broadly to associate the trends in public expenditures with
the working of special interest groups.

The special interest groups influence public expenditure policies in either of the two
ways. First, the groups involved in selling their outputs/services to governments organise
themselves to charge oligopolistic prices, thereby shifting governments’ cost curves. They may
also influence the policy makers to purchase quantities larger than that is required at higher
prices. Second, the beneficiaries may organise themselves to ‘free-ride” or gain a larger share of
the benefits without commensurately sharing in the costs. In the first case, expenditure
increases will occur mainly due to cost increases and fall in productivity. In the second,
expenditure increases will take place due to increase in the level of public services which benefit
mainly the special interest groups.

Our analysis reveals that the effect of special interest group action on public expenditure
outcomes is different when the resource position of the government is comfortable, from that
when it faces a hard budget constraint. When the resource position is flexible, there is a general
buoyancy in expenditures. It is relatively easy to get higher prices on goods and services sold to
the government by the sellers. Similarly, during this period, interest groups can obtain higher
allocation on the quasi-public and private goods provided by the government benefiting them
without having to reduce allocations on other items. The outcome is analogous to the
Peacock-Wiseman (1965) ‘displacement effect” wherein, the upward shift in the revenue
function created during the war years, helps in financing the expansion of other public services
after the war.

However, the effect of special interest groups on public expenditure outcomes will be
different when the government is faced with a hard budget constraint, particularly when
expenditure compression is attempted to stabilise the economy. At such times, increase in the
allocation to goods and services beneficial to the special interest groups or higher payment to the
sellers of goods and services to the government is possible only by ‘crowding out’ expenditure
on other services which are not demanded by the powerful coalitions. The general experience
has been that the capital and maintenance expenditures are likely to receive the maximum cut
during the period of fiscal compression.
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The analysis of the trends in government expenditure in India brings out the effect of
special interest groups on expenditure policy quite clearly. It is interesting to see that the size
and composition of government expenditures vary with the nature of resource constraint.
Flexible resource position during the first half of 1980’s led to the fiscal expansion wherein,
there was a general buoyancy in expenditures, but expenditures on wages and salaries, subsidies
and transfers besides interest payments increased at rates faster than capital and maintenance
expenditures and net loans and advances. On the other hand, when the resource constraint
hardened in the latter half of the 1980’s, the expenditure on wages and salaries, subsidies and
transfers continued to increase at fairly high rates whereas, socially productive capital
expenditures particularly on infrastructural sectors in per capita terms (at 1981-82 prices)
declined even in absolute terms. The negative growth rates seen in the capital expenditures
would have adverse implication on both growth and equity.

The above finding has important implications on the strategy of fiscal compression that
has been initiated as a part of the stabilisation programme. Satisfactory levels of social and
economic infrastructure is an important precondition for the large inflow of foreign direct
investment into the economy. It is thereforc necessary to maintain if not increase allocation to
the infrastructural sectors at the time of structural adjustment. Unhindered interplay of special
interest groups will only result in the situation wherein the macro-effects of stabilisation
programme will not be consistent with the micro objectives of structural adjustment.

Our analysis also shows that the nature of resource constraints at the Central and State
levels are different and consequently, the behaviour of public expenditures at the two levels do
not strictly follow a consistent path. Nevertheless, in India, Central government is able to
influence the expenditures at the State level in significant ways. As it is, the States face a harder
budget constraint for, they do not have independent powers to borrow and when the Centre
reduces transfers to the States due to its own resource constraint, additional problems are
created. As the type of services provided by the States are more labour intensive, the cost
escalation arising from the organisation of workers has more adverse effects on the States’
ability to provide public services, this necessarily causes displacement of capital expenditures
on items like agriculture and irrigation, energy and transport. This is precisely what seems to
have happened in India during the 1980’s.

Our analysis also shows, albeit indirectly, the failure of the federal transfer policy in
equalising the levels of public services. The richer States with already higher levels of public
services are able to spend larger amounts per capita on various social and economic services and
vice-versa, in the case of poorer States. It is also seen that the inequalities in expenditure levels
has not shown any trend towards convergence and the residents in richer States continue to
enjoy higher levels of public services.
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The above finding has important implications at a time the country has embarked on the
policy of liberalisation. When the market forces determine the investment pattern, the flow of
private investment to poorer regions will be hindered by the paucity of infrastructural facilities.
This, in fact, may accentuate inequalities in the living standards further. In such a situation, the
poorer regions may become poorer not because they are poor in resources - but merely due to
want of infrastructure to harness the resources. If our observation is correct, the need for
redesigning the federal transfer policy is of paramount importance now, than it was ever before.
Of equal importance is the need for poorer States to plan their fiscal allocations to ensure
cost-efficient utilisation of the scarce resources. It is another matter, however, that the
distributional coalitions tend to exercise greater influence in poorer regions (Olson, 1992).

While the special interest groups attempt to enhance their share of benefits by
influencing public expenditure policy, it must be stated that, it is not the only mechanism
through which they can maximise their gains. The interest groups can enhance their benefits by
influencing a host of economic policies - like the tax policy, industrial policy or the tariff policy,
- to name only a few. The actual methods by which each distributional coalition maximises its
gains is by equating marginal costs and benefits from each policy measure. Therefore, it is
incorrect to conclude that if a coalition succeeds in gaining larger share of benefits from
government expenditure policy, it is necessarily the most powerful. There may be other
coalitions obtaining greater benefits for other policy measures.

We must conclude by stating that our exercise is only preliminary and conclusions
tentative. A lot more work needs to be done to understand the influence of special interest
groups on economic policies in general and public expenditure policy in particular. We have, in
this study, only tried to take the first step in the direction of systematically analysing the
influence of these groups on government expenditure policy. We must, however, indicate that
the path is difficult but it would be rewarding to take the risk. On our part, we would have
succeeded in this endeavour, if we have generated more discussion on the subject towards
forging a better understanding of the mechanics of government expenditure determination.
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