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pffect of Domastic Government Debt on Private Consumption

and Saving in India

Section l: Objective of the Study

India 13 a developingy country facing 1iasufflcleant saviag,
inadequate investmeat and low income. Diverting existing saving
tuo socially desirable investments is a ma,or problem 1n cie
country. Viewed from the limltations as well as hesitancy ot
private sector to undertake socially desirable investments,
vublic sector in India has been assigned an 1mportant role,
Public sector, tnrouyn planninyg process, has been entrusted wita
the responsibilit; of channelisinyg saviny to socially productive
investment activitles. While such public sector particigation in
investinent nay result 1n yreater externalities, 1t may also lead
to finaacial crowding out. In that event, the cnolce ovetwean
sublic and private sector 1investment should depend on relative

sroduactevet,; Of the tWdO sectors.

In Ind.a, dom@s3tlc public deot is being lnireasiagyiy used ias
an 1nstrunent for mobilising private saving. In this context, 1t
18 .wportant toy exan.ne tue eifectiveness and desirabilicy of
domestic pablic debt as a means of mobilising saving in ta=2
BCuNOLy . But 30 far no enwiricai att2apts aave been twde a
this regard. Therefore, the oojective of the present study 13 to

Tiglligat SiipiflCaiiy tiae etiect of domestic yoverament debt on

private consumption and saving 1n Indian economy. In order to
LaciliCate &idi;z3s. oy Subsejdent sections ace oc jaili3eu 43
toliows: Sectlon 2 ocutlilnes Ga,or theoretical aspects. section
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3 highlights the ndjor e.ipirioal studies. Section a presents tn|

structure of domestic government debt in the country ang
conceptualises it. Section 5 describes the methodology adopt®
for the present empirical analysis. Section 5 presents anl
interprets the empirical results. The final section draws th]

major 1inferences.

Section 2: Theoretical Aspects.

In its literature there 1is a continuing aeDate over tHjg

effect of government debt as a method of financing government)

spending on the consumption - saving decision of the private

sector. At the outset, it is useful to make three important;

observations in this regard. First the debate on the effect of
|

government debt on private consumption is mainly subsumed in the;

d—scussion of the real burden of public debt. Second the effect
of government debt on private consumption 1is analysed in the:
differential incidence framework specifically, as the issue’
addressed, is in terms of the effect of substituting government

debt for taxes to finance a given level of government spending on
private consumption. Third, theoretically the effect of
government debt on private consumption determines till
effectiveness of debt financing as a fiscal policy instrument, as
the private sector consumption constitutes an important component

of aggregate demand.

The Keynesian theory 1is based on the assumption that the

fiscal policy variables - taxes, transfer payments and government
debt - if at all - can affect private consumption only through
their effect on private disposable .income (Feldstein, 19 82) -
Taxes reduce disposable Income and thereby reduce private
consumption. Similarly, government transfer payments increase

the Ilevel of disposable inco.ie and consequently increase private

consumption. In the Keynesian theory, it is assumed that



yovernmeat debt 135 taliy absorbed 1a current 31ving of the
private sector. In this fcanework, when the leovel of gyovernment
spending 1s held constaat, a substitution of ,uveriaweat dzut tou
taxes wouid 1lncrease personal dilisposable income o, tuae axtent o0
tie tax cut resulting in the lacrease of private counluiwsT.osa o
the magnitude of the 1increase will depend on the maryiaal

propensity to consume out of the disposable income.

The expansionary effect of a substitution of governue:at debt
for taxes in the Keynesian analysis crucially depead:.>n tne
assumption that governmeat debt does not reduce grivate
consumption but transfecs private saving for public purposes. In
theory, whether yovernment debt is absorbed in private saving or
is absorpded in disposable income (as in the case of taxation)
depends on the private sector perception of government debt,
eitther as an addition to net wealtn in private sector portfolio
or as an addition to 1ts future tax liability. In the
litecature, there are turee distiact v.eds as to the private
sector perception of government debt attributable to Pigou

(1928), Bucuanan (1958) and Barro (1974;.

Pigyou (1928) tillustrates what is popularly known as the
Classical tneory; and als exposition is very otten referred to as
the Ricardc - Plyou theslis {see Shoup, 1962). Government debt
entalls periodic payment of 1nterest and a final redemption of
the debt which would essentially invoive a future tax liability.
According to Pigou, individuals are unable to percelive this
future tax liabilit, because of two reasons: (i) in a finite life
span they are gncertain as to theilr own future tax snhares for tne
redemption of debt and (ii) ".........large subscribers have good
reason to nope that the interest on their holdings will exceed

ie coatritbtution i1n taxes wniciti they will have to make to provide

tor this wnterest” (Piyoa, 1923, P.244). In tNis Lrakewor< ol
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't the extent cue private sector ;S government debt as
1w »_A_l.'i.
Buchanan (1953; assumes perfect fiseal illusion under winch

|
individuals are completely myopic to future tax shares implicit

in government debt. Tnerefore, they voluntarily' exchange thei”
current saving for government debt in order to secure a desired
fucure stream of income . Government debt is fully perceived as
net wealth 1in the private sector portfolio. The implication of
Bucnanan's formulation could be made clearer through a

comparative static analysis where in we either (i) compare two
situations, with and Without government debt or (ii) examine the
differential incidence of debt-tax substitution for a given level
of expenditure.. Under the former, when additional government
spending 1is financed through government debt, private consumption
remains unaffected as the government debt 1is met solely from
private saving. Under the latter method, a substitution of
government debt for taxes keeping constant the level of
government spending leads to an increase 1in disposable income bj
the amount of the tax cut and the private sector consumption

increases by the marginal propensity to consume.

Barro (1974) in his ingenious model assumes individuals who
would behave as though they have an .infinite Ilife span. In his
model, where inheritance links generations, the wutility of the

present generation depends not only on their own consumption but

also on future consumption of the heirs. Basic to the Bar rs3
model is the assumption that the future tax liability of &
current increase in government debt is fully perceived by the

present generation and their discounted value of this future tax

liability exactly equals the value of current increase -
government debt. The individuals therefore forego their
cahsampti®n by an p.vulent amount of tne value of surreal



increase in governnent debt and pass on the resulting saving as
bequest so that the descendents could have the same level of
utility as they would have been having in the absence of the
current increase 1in goverument debt. Interpreted in a
differential incidence framework where government debt (T
substituted for taxes would mean that private consumption remains
unchanged; governnent debt does not have any expansionary

effects.

Theoretically, a new dimension to the effect of gzovernment
debt on private consumption has been given by Bailey (1962).
According to him the private sector consumption depends also on
the perceived benefits from government spending. To the extent
the private sector perceives government spending as providing
current utility by the provision of current consumption goods,
the private sector would substitute government spending for its
own private consumption spending. This substitutive effect of
governnent spending on private consumption spending would be less
to the extent to which the private sector perceives the
government spending as providing future utility by the provision
of investment goods. The major aspect to note here 1is the
theoretical argument that once the benefit from government
spending is fully perceived by the private sector, what 1is
important for private consumption is the government spending
variable, the mode of financing, whether government debt or

taxes, is not relevant.

Section 3: Existing Major Cmpirical studies

Since the effect of zovernment debt on private consumption
is clouded in theoretical controversies, the issue was attempted
to be solved enp:.rically by several economists. Before outlining
the major studies in this regard, it is worthwhile to make the

following observations. First, all the existing emnpirical

()]



studies on the effect of government debt on private consumption
are done in the context of developed economies, particularly ig?j
the context of tne United States. Second, these empiricar!n|
studies have mainly taken two directions: (i) the net wealtif
effect of government debt is tested by directly estimating the
coefficient of public debt variable 1iIn a private consumption
function and on this basis, the effect of government debt cfj

private consumPFEQi—-QOiaPPi"WAirNYSAASNIS™Nn ter pre ted, (ii) the
ON PRIVATE CONSUMPTION

testing for the iN rnreen ' debt on Privat§j
consum”~tion—-savings decision is carried out by testing foe

S GOPALAKRISHNAN*® 1
certain coefficient restrictions in a consumption function

implied by the W8t2wealth effect of Af8§Wel8%fent debt.

In the US context” Kocnin (1974 ) estimated a consumption
function and interpreted the negative coefficient of the
government deficit variable as evidence against the net wealth
effect of government bonds. Yawitz and Meyer (1976) reported
empirical evidence in favour of the net wealth effect of
governnent securities in the US as in their estimated consumption;
function the coefficients of the variables; stock of governmehf
securities ana pcivaxe wealth are positive and not significantly
Gi tt'ereat.Tanner vio79, contradicted the net wealth effect of i
governnent securities 1iIn the US context since in the consumption
equation ne estimated the coefficient of the stock of government
security variable was not significantly different from zero;,
Hoo-combe, Jackson and Zardkoohi (1981) estimated a saving
function for the US and interpreted the positive coefficient of
tne flow of government debt variable as evidence of partial
capitalisation of future tax Iliability implicit in government
securities into private saving. Holcombe, Jackson and Zardkconf
(1982) explicitly included tax variable 1in the saving function irt
response to a criticism from Carmichael (1981) and according!!
interpreted the difference between the coefficients of the tax

and deot variables 1iIn tne estimated equation as the differential



effect of substituting debt finance for taxes. Agala, taietlr
empirical finding supported partial capitalisation of 1mplilicit
taxes of gJovecrninent debt 1ato private saving. Seater (1982)
estinated total consumption function, non-durable consumption
function and asset demnand function making use of the US data; the
net wealtn effect 1s supported only by his non-durable
consumption function estimation wherein tne coefficient of the

governrent debt variable turned cut significantly positive.

Buiter and Tobin (1979) pointed out that private sector
perception of government deficit as taxes when translated 1into
empirical terms would imply that in the estimated private
consumption function values of the coefficients of deficit and
tax variabies snould ove the same and their absolute value would
equal the coefficient of 1income variable. Their empirical test
for the US 1s inconciusive. Carmichael and Hawtrey (1981) in the
Australian context provided evidence against the debt-tax
equlvalence 1in their effect on private consumption by estimating
a partial adjustment model of consumption function. In fact,
tney tested for the restriction that tne sum of the coefficients
of disposable income variable and the flow of government security
variablie are not signiticantly different from =zero. The1ir
empirical evidence supported the irrelevance of financing mix -
taxes, debt, and money - on privata coasumption. Feldstein
(1982) pointed out that the debt-tax equivalence can be
enpirically supported only 1if in the estimatad consumption
function, the sum of the coefficients of the government debt and
Private wealth varilables are not significantly different from
zero. Feldstein's consumption function estimation in the US
context showed no conclusive evidence of tiais coefficiént
restriction. Koskela and Viren (1983) by estinating a private

consumption function for the O0=CD countries rejected debt-tax



equivalence by rejecting the coefficient restriction that the?
coefficients of the tax and debt variables are the same and the ij{h
absolute value equal the coefficient of tne income variable.
IS
Kormendi (1983) in the US context provided evidence iff
favour of the debt-tax 1irrelevance for private sector (:onsumptioglI
and the substitutive effect of government spending variable on
private consumption. Also, Ashauer (1985) through hif!
consumption function estimation for the US, supported the
substitutive effect of government spending variable and tnif
irrelevance of deficit and tax variables for private consumption;
His major empirical result was that even though deficit and tax
variables are irrelevant for private consumption, they are
important for t-heir informational contents as to the expected

government spending.

Section 4: Structure of Domestic Government Debt and

Conceptualisation

In order to analyse the effect of domestic government debt

on private consumption and saving in India, it is necessary to

outline the structure and components of domestic debt in the

country. In this regard, it is useful to note the following
three major aspects: (i) debt of the Central .and State
governments in India consists of not only the stock of market
borrowing but also diverse kinds of government liabilities, (i)

government's market borrowing in the country is largely confined

to a captive market, the constituents of wnicn are statutorily
required to invest in government securities and (i) ~
substantial portion, of the total marketable debt of the

government is monetised.



For tue purgose of the present study, foliowing mainly tae
Report of the Committee to Review the working of the Monetary
System (1985), tue domestic debt or tane Central and State
governnents 1s combined and classified into (1) Marketable debt,
(2 Small savings (3) Provident funds and {4) Other liabilities.
This classification excludes the 1item 'Loans and advances from
Centrats Government', wihicid 1S part of the State governmeats'
debt, as it 1s an 1inter-governmental debt. In the new scheme of
class:itication, marketable debt 1includes (i) Marxet 1loans and
bonds of Central and State governments and (il1) Treasury bills of
the Central government. Small saving exclusively belony to the
Centre's debt. Provident funds of the Central and State
governments are put togetaer. All other domestic debts of the
Centre and State governments are put in the residual category,
otner liabilities. Components ot othei liabilities are (1) Other
unfunded debts, (i11) Reserve funds and deposits, (iili) Specilai
floatiny loans (.v) Speclal securities 1issued to Reserve Bank of
India (v) Ways and means advances from Reserve Bank and (vi)
Loans from banks and other 1institutions (items (1) through (iv)
form part of Central governments' debt and items (v) and (vi)
form part of State governments' debt). Table 1 shows combined
domestic government debt of Central and State governments

according to the classification adopted in the present study.

The institutional aspect of marketable debt in the country
1s that the government borrows from a captive market the
constituents of .which are required to 1invest in governnent
securities by mandatory provisions. Major constituents of this
cagptive market are Reserve Bank of India, Commercial Banks, Life
Insurance Corporation of 1India, and various Provident Fund
Schenes. A Dbrieft description of the captive mnarket for

gyovernment securities 1s presented in Annexture I.



Vac ious constituents of the captive market mobilise funds

from the private sector and the government through its market
borrowing proyramma mobilises a portion of such funds. In thim
case, it may be noted that private sector does not directly nol4
government securities. but in a way they hoid government
securities indirectly as the constituents of the captive markei
are mainly financial intermediaries. Yet another important!

aspect to note about the marketable government debt is that

portion of this debt is monetised. Therefore, in analysing tn
effect of marketable government debt on private consumption it ii
necessary to decompose the marketable debt into its monetised ant

non—mone ti sed components.

Briefly, the following may be said about the remaining
components of domestic government debt. Small saving mobilised
by Central government through the post office net-work in the

country closely resembles direct market borrowing from private
sector. It may also be noted that traditionally fiscal
incentives are given to the investing public in small saving.

Provident fund is a mandatory contr loution by employees as a

social security measure which 1is to be repaid by government tc
the employees normally at the time of their retirement. As noted
earlier other liabilities in the present scheme of classification
of government debts are residual items.

Before the empirical investigation, it is useful ffl
conceptualise the effect of individual components of domestics

government debt on private consumption and saving 1in the country.
The idea here 1is to theorise the effect on private consumption
and saving when government debt components are substituted fof|

taxation, keeping the level of government expenditure constant.

10



Monetised part of marketable government dedt 1increases the
stock of money supply and tne extent of this increase 1in money
supply depends on tihne value of money multiplier. When monetised
marketable debt 1s substituted for taxation, 1t is evident that
disposable income of the private sector will increase by an
amount of the tax reduction. This 1ncrease 1n disposable 1ncome
is divided between current consumption and savinyg, dependiay on
the marginal propensity to consume. But theoretically, the
extent oL tne 1ncrease 1n current consumptlon depends on the
private sector perception of the increase 1in money supply on
account of the monetised marketable debt. If private sector
perceives the increased money supply as an addition to private
net wealitn, tne increased money; supply woulid be absorbed 1in
private saving. On the contrary if the increase in money supply
is perceilved as future tax liabilities, tne monetised debt would
have a tax-like effect on private consumption and saving.
Tneretore, a substitution of monetised government debt for
taxation does not yenerate any change in private consumption and

saviny decision.

Conceptually, non-monetised marketable debt 1s likely to
have the same effect as taxation on private consumption and
Saviayg 1n the Ind.an context. Tnis 1s for two reasons. First,
by and large private sector in the country does not hold directly
non-nonetised wmarketaoie debt. Therefore, there ma,; not take
place, a net wealth effect on private consumption on account of
non monetised marxetable debt. Second, private sector migat
rationally perceive the future tax liabilities implicit in the
Cdarrent non-monetised marketable debt for the reason that even
though it is the captive market which holds this debt, the Eutuge
tax liability 1nvolved 1n servicing the debt finally rests with
the private sector. These aspects suggest that an increase 1in
non-monetised government debt for financing government

expenditure would reduce private consumption and saving just as

11



taxation does-— Alternately, given the level of government,
expenditure, a substitution of non—-monetised marketable
government debt for taxes would not cause any change in th]]

private consumption and saving.

Small saving and provident funds are components of
government debt held directly by private sector. The effect of a
substitution of these components for taxation on current private
consumption and saving decision depends on private sec td|f
perception of these forms of debt as net wealth or future tax
liabilities. As noted before, other liabilities in the present
scheme of classification of government debt are of a residual!
category and again their effects on private consumption and
‘'saving depend on the private sector perception of this form of

debt as net wealth or future tax liabilities.

Section 5: Methodology Adopted

Following some of the existing empiricalstudies outlined
earlier, the present study is attempted to highlight the effect
of government debt on private consumption-saving decision by
testing the coefficient equivalence of debt and tax variables in
a private consumption function. - Free as well as restricted
consumption function estimates are attempted and an F-test is
performed to test the null hypothesis that the coefficients of

the debt-and tax variables are not significantly different in the

estimated equation. If'"the computed F-statistic exceeds the
appropriate F—-distribull on table value, the <coefficient
equivalence 1is rejected and 1if the computed F-statistic 1is lesj

than the table value, the coefficient equivalence is not rejected

(see for instance Rao and .Miller (1972)).

Specifically, the study estimates the following consumptior

func tion:

12



Wnere C = per capita real private consunption
Y = per caplita real net national product
G = per capi.ta real governnent spending on

goods and services

T = per capita real taxes net of transfer
payments
Dj= per capita real government domestic debt

(subscript i stands for the components of the
debt;

Annexure II shows the details of the variables used.

The concept of income used in the consumption function is
the net national product rather than disposable income. This is
because of two reasons. First, it 1s argued that 1in a
consuupt.on function wherein it Lis assumed that individuals
rationally perceive both the benefits from government expenditure
as well as tne future tax liabilities laplicit in governnents
fiscal policy instruments, it 1is the total income generated in
the econony tnat i3 relevant for private consuuption rather than
disposable income {see FKormendi (1983)]. Second, nore
iaportantly the consumption funct.on adopted for the present
study should necessarily include tax variable in order to test
for the coefficient equivalence of debt and tax variables so as
to capture the effect of a substitution of government debt
variable for taxation. Tax variable (s conceptually a decrease
in disposable income and the variable provides the sane
information as dlsposable incoue but for the algebric sign of
l1ts coefficient, in a consumnption function. in this way
Conceptually the effect of disposable income cou_d be subsuaed in

the tax variable even without explicitly including a disposable

12



incom2  wvarilable ia  the estimated <Consumption funbulon,3
Government-spendilng variable 1s 1ncluded 1n the consumptlon~
functi0il 1 order to cupture the constancy oL ‘govecnmentg

spendiny, when taxation 15 substituted by government debt.

section 6: Results

Table 2 snows estinates of [ree and restricted consumptio%
function augmentec¢ for the components of domestic goverament debg
as well as the total domestic debt All equations are estimatad
in first difference in linear form ahd corrected for first ordeﬁ
autocorrelat.on. Zquation (1, shows the estimates of the:
consumption function without 1including a debt variable. Asz
sugyyested by the test statistics, the eguatlion seems to explainé
fairly well the private consumption.‘ Before interpreting theé
miin results, a brief comment on eguations (2a) and (2b) 1is iné
order. Equations (2a; and (2b) are free and restricted estinatesj
of consumption function wherelin monetised marxetable debt 1s the;
relevant debt variable. Ideally these equations were to bez
augmented for the increase in money supply that resulted from the'
monetisation of debt. In the absence of such precise data,g

monetised marketable debt 1s used as a groxy variable.

Egquations (2b), (30), (40) and (6Db) are restricted;
consumption function estimates augnented for monetised macketablef
debt, non wun=ztlsed narketable debt, snmnall saving and other
Lrabilities, respectively. in these eyuations FPF-test gerformed‘
rejects the null hypothesis of the coefficient equivalence of tne
relevant components ot the debt variable and tae tax varlable;j
But 1t 1s 1mportant to note that the rejection of the above .
hyootinests does bnut automatlically ensure net wealtn etfect of
these components of domestic debt in the estimated equations.
Tars 1s oecause .n all the estimited equactions m2ntioned above,

the restricted estinate of the coefficient 1s not statistically

14



significant. The .inference that can be drawn In this regard is
that behaviourly private sector does not perceive these
couponents of domestic government debt - mnonetised marketable
debt, non monetised marketable debt, small saving and other
liabilities - either as an addition to private net wealth

future tax 1liabilities. Therefore, these forms of debt do not
have any effect on current private consumption and saving. The
interpretation in this context is that at any given level of real
income, keeping constant government expenditure a substitution'of
taxation for these forms of government debt reduces private
consunption and saving, depending on the marginal propensity to
consumne and on the contrary, 1f any of these components of
domestic debt 1s substituted for taxation, private consumption

and saving remain unaffected.

Equation (5b) 1is the restricted consumption function
estimate augmented for provident funds. In this equation F-test
does not reject the null hypothesis of the <coefficient
restriction that the coefficients of taxes and provident funds
are not significantly different. In this case the restricted
estimate of the coefficient 1s statistically significant at 5
percent level of significance and has a negative algebric sign.
This enmpirical wevidence is suggestive of private sector
perception of prov.dent funds as tax lilabilities and therefore
provident funds hnave a tax 1like effect of reducing current
private concunption and sav.ng. In a differential .uncidence
framework the interpretation is that when provident funds are

lng L3

substituted for taxation private consunption and sav

reduced in tnhe same way as taxation does.

Equation (7b, 1s the restr.cted consunption functlon
auzmnented for total domestic government debt. In this case
F-test re_jects the null nypothesis that the coefficients of taxes

and total domestic government debt are not statistically



ditterent; .oreover tie estimated restricted coefricient (s alsg
not statistically significant. This evidence sugygests that whei
total doamestic deot i1s coansideced as a whole, privata sectog
perceives the debt nelther as tuture tax liabilities nor a;
private net wealth and therefore cucrent privata conSngtlonf

saving decision is uninf luenced by the debt.

Section 7: Inferences

Based on tne adbove emplricai exercise the follow.ingt
inferences may be nade. First, when total domestic governmen%
debt as & wnole 1s taken as a wmeans of mobilising real resourceé
from private sector, the present study shows that it neitheé

i
i

mobilises real resources from carrent private consumption not

o,

4 A

does 1t draw resources from current private saving. Second, a

o

component wise analysis of domestic government debt shows tnat::

{a) monetised marketable debt, non-monetised marketabie debté
small saving and other liabilities do not mobilise real rgsource@
el1ther from current private consumption or from current,privaté
saving, and (b) provident funds draw real resources by inducing %
reduction 1n current private consumption and saving as taxatio£
does. Third, following from the above two inferences, domestic
government debt {except for 1its provident funa component) as a
fl1scal policy 1instrument does not fulfil the objectives of
mobllising real private .saviny and reducing inegualities through
cartalrlment of private real consumption. Foartn, 3in2e the deot
except for provideat funas) does not draw real rescurces 0oJ
atfecting current consumptlion-3daving decision of private sector,
1ts 1mplication 1s tnat the debt dr aws resoutrces elther from
Private iavestment or tarouyn 1nflation; theze aspects need

turtner investigation for any conclusive evidence.
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Onme oL <ae Wi ,or wih.tations of tne present aplfical
‘excercise is that the stud; 1s not based on any theoretically
derivad cousumption Lanltidn wost appropriate for tae codntry.

Firm consumption ftunction estimation and also more rigourous

]
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(L4125 (9.200) (1.74350) (-0.5348) (-0.5348)
Motes @ 1. AL v wahles are i per capiia real teo,
2. ALL cotinntes are Lunoar aotiimtes,
3. ALL varrables are take w1 burst dikterane,
4. Uguatuns are aaxnacted lor bust=ader aataxrelation using Qxdrane-Orautt nethod.
5. With in parenthizsis are t=waluzs,

ad 95 perwere level of il wienee,

CTaale walues ol P-statistie ace 8418 axd 4038 respectowely at 9 peraent

Provident Oter Tl
Durestic

0.088
0.3403
0.772L
0.85%
0.7895
0.8475
0.3m7
0.3513
0.4930
0.8699
0.7919
0.83

0.7633

L.yl
1.9Ln
Lyool
L.90
1.9133

L.90a)

1.888 .

19500
L.BUU.’;
2.03%
1.948d
1.92L6

L.8010

St

14,253

34085

2.5791

Royre= Qnpate
G )

147384 9.0

(b st

2L U730 e pavabz e

23.7001)

23,4997

27.678L

2.9475

5 14700

REFER I
Yool
{(Qaituent
L6, 7840 dpanvalone
L jactsi)
5.496
(RS STRUNGITE 214
15.9%09 Upiwaene
eyt
Jo
(i weat
L5.0d0d Lo O
oL et )
15,1927 12.99
(Qabaumt
10,0851 Lpinvadaris
e peta )
9.6
(QaiLucent
L7001 S piwabyo:
et )

L4.0:437

4.28Q

L3294



Re Eerences

Aschauer, Duv.id Alan v1985/ - "Fiscal Policy and
De n;and," The American Economic Review, March, Vol, 7gj
No, 1. pp. 117-127.

Bailey. Marcia J (1952. 1971, . National Income and tne Pric|
Level, McGraw-Hill, Inc Tokyo.

Barro. Robert J (1974; . "are Government Bonds Net Wealth?l
Journal of Political Economy, Vol. 82 November |
December, pp. 1095-1117.

Buchanan, James M (1958). Public Principles of Public Debt,
Richard D. Irwm, Inc, Hornwood, Illinois.

Suiter, Willem H and Tobin, James (1979). "Debt neutrality:
Brief Review of Doctrine and Evidence" in: Vo,
Furstenberg, GM (ed.): Social Security Versus Private
Saving. Ballinger Publishing Company, Cartridge M.A./
pp. 39-63.

Carinicnael, J and Hawtrey, K(1981), "Social Security, Government
Finance and Savings", Economic Ricard, Vol.57, pp.
332-343 .

Car uiicnaei, J (1982; - "Tne National Debt controversy:

Comment", Kyklos, Vol.35, pp. 710-712.

Fieldstein, Martin (1982). "Government Deficits and Aggregate
Demand", Journal of Monetary Economics, Vol. 9, pp.
,1-20.

Holcombe, Randall G, Jackson, — Joan D and Zardkooni, As gnat
(1931;. "The National Debt Controversy", Kyklos, Vol.

34, pp. 186-202.

———————— , (1982). "Tne National Deot Controversy: A Reply",
Kyklos, Vol. 35, pp. 713-718.

Koch in, Levis A(1974). "Are Future Taxes Anticipated bj
Consumers", Journal of Money, Credit and Banking, Vol.
6, August, pp. 385-394.

Kormendi, Roger C (198 3). "Government Debt, Government Spending

.and Private Sector Behaviour", American Economic
Review, Vol. 73, No.5, December, pp. 994-1010.

20



Koskela, Erxk1 and Viren, Matti (1983). "National Debpt
Neutrality: Sowe International Evidence", Kyxklos, Vvol.
36, pp. 575-588. :

pigou A (1928 . A Study 1in Public Finance, MacMillan and Co.
Ltd. London.

Rao, Potliurl and tiller, Royer L (1972, Appiled Econometrics,
Prentice - Hall of India Private Limlted, New Delhl.

Reypoct of the Committee to Review the Wor<inyg of tae Monetary
System (1985). Reserve Bank of India, pp. 19-40.

Seater, John J (1982). "Are Future Taxes Discounted?" Journal
of Money Credit and Banking, Vol. 14, No.3, August, pp.
376-389.

Tanner, J.Zrnest ,1979). "An Empirical Investigation of Tax

.Discounting: A Comnmnent, "Journal of Money, Credit and
Ban<iny, Vol. 11, pp. 214-213.

Yawlitz, Jess B. and Meyer, Laurence H. (1976). "An Empirical
Invest.igyation oL the Exta2nt oOf Tax Discounting".
Journal of Money, Credit and Banking, Vol. 8, No.l,
May, pp. 247-254.



Annexure-|I
Captive Macket for Government Securities in India

In India, Government borrows fronm a captive market, till
major, constituents of which are the Reserve Bank of Indial
Cominecoiali 3ans , 16 1ino jraiice Corporation of xndia and vac 10
provident fund schemes. Apart fronm these major investors,!
investment in government securities is also made oy the following
institutions:

(i; industrial Finance and State Financial Corporations;
(ii) Industrial Development Ban* of India;
(iii) Unit Trus t of India;
(iv) Ayricjltural Refinance and Development Corporation
India;
I
(v) Industrial Credit and Investment Corporation of£ India; |1
(vi) Joint Stock Companies;
(vii) Local Authorities;

(viii) Trusts and

(ix) Post Trusts.

These institutions hold a negligible percentage -of total
government securities outstanding. A State government who ha]l
surplus funds may invest in Central government securities or
other State governments' securities. Such investment by State
governments are also very negligible. Table A.l shows thi

ownersniu pattern of government securities in tne Country.

Reserve Bank of 1India (RBIl), undertakes market borrowing oS

behalf of government. RBI makes available to the investors %
spectrum of government securities of various maturities and
absorbs the unabsorbed part of tne securities 1issued to ti6
market. It needs mention that RBI absorbs only Central
government securities in its 1issue department (by virtue oe

section 33 w3; of cue Reserve Ban* of India Ace of 19 34} .

Investment of coma.ercial banks iIn government securities i
regulated by the requirement of Statutory Liquidity Ratio' VSLR,
laid down m section 24 of the Banking Regulation Act of 1949]
SLR 1i.s a ratio* of statutory liquid assets of a bank to 1i£]|
aggregate demand and time liabilities. Statutory liquid assets
consist: of cash on nand, gold, unencumbered approved secjritiesJ

22



eiCess casn reservas wWwita RB. over tine statutory miaiiam aad
palances maintalned with the GState Bank of India or any other
notiL.eCG Dank. Apgoroved secdrit.es are taose willla are i1ssued o)
the Central government, authorized local bcdlies and securities
guaranteed by Central Goverasent. SLR applicable to scheduled
commercial banks was revised over the years inorder to support
tne gyovernment borrowing. SLR revisions eftected over the years
are presented in Table A.2.

Life Insurance Corporation of India was established 1n 1956
and according to the investnent policy adogpted by the {orporation
1t 1s mandatory to 1nvest 25 percent of controliled tunds :a
Central government securities and another amount of not less than
25 percent of the controlled funds 1in Central goverament.
securities or government yuaranteed securities.

Provident fund schnemes were to 1lnvest the whole accruals 1in
Central gyoveranment securities untlil September 1967. Since then
substantial relaxation was effected 1n provident fund investment
in Central governnent securities with a view to diversify 1ts
tnvestment portfolio. The 1avestwment policy changes 1n tnis
regard are outlined 1n Table A.3.

(39
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Table A.1

QWNERGHIP OF CENTRAL AND STATK GOYEBNMENT SECURITIES
(1961 TO 1986)
- Rz Crures
Category of Holders 1961 1966 1471 1976 1979 1980 1981 1982 1983 1984 1985 1386
! State Guvernments 264 148 262 232 233 243 244 216 225 257 234 244
(9.6) (8.8) (4.9) (2.5) (1.7) (1.8) (1.3 (1.0) (0.9) (0.8) (0.7 (0.6
11 KBl own Account a7 1218 1486 2257 2213 2629 3868 5126 6334 TTY1 94149 1040y
(0h 4y (30.8) (28.0) (24.5) (16.2) (16.7)(20.8) (23.3) (24.2) (25.3) (27.6) (25.2)
111 Commercial Banks he 3 804 1338 3192 6033 7320 8523 9688 11021 12645 LE366 19914
(20 2y (20.3) (25 2)  (34.7) (44 3) (46.5) (45.6) (44.1) (42.2) (41 .1y (43.1) (48.1)
(a) Scheduled Commercial 5562 749 1332 3187 6032 7318 8522 3686 11019 12642 15362 19914
Banks (19.9)  (20.2) (25.1) (34.6) (44.3) (46.5) (45.6) (44.1) (42.0) (41.1) (43.1) (498.1)
(b) Non-Scheduled 11 5 6 4 1 2 1 2 2 3 4 4
Commercial Baunks (0.4) (0.1) (0.1) (0.0) (0.0) 0. 0) (0.0) (0.0) (0.0) (0.0) (0.0 (0.0
1v LIC of India 157 525 748 1309 1820 2019 2250 2478 2911 3374 3194 4196
(12.8)  (13.3) (14.1) (14.2) (13.4) (12.8) (12.0) (11.3) (11.1) (11.0) (10.6) (10.6)
Y Employess ' Provident 81 21y 412 878 774 862 856 860 890 962 a7 1046
Fund (2.9) (5.5 (7.8) (9.5 (5.7) (5.5) (4.6) (3.9) (3.4) (3.1) (2.7) (2.95)
VI Provident Fund of 114 269 508 919 1484 1719 1918 2217 2493 2728 2998 3317
Exempted Establishmeants (4.1) (6.8) (9.6) (10.0) (10.9) (10.9) (10.3) (10.1) (9.5) «(8.9) (8.4) (8.0)
VI Coal Mines Provident A 44 44 48 131 168 200 2386 279 302 294 311
Fund (U.5) (1.1) (0.8) (0.5) (1.0) (1.1) (1.1) (1.1) (1.1) (1.4) (0.yy 0.y
VIII Assam Tea Plantations (Covered under Vi) 14 12 11 11 11 12 2 2 Vi 13
Provident Fund (0.3} (0.1)y (0.1 (0.1) (0.1) (0.1) (0.0) (0.0) (0.0)Y  (0.0)
X Others 676 nut 494 355 928 769 823 1130 2061 2865 2460 2295
(4.8 (13.3) (v.3) (3.9) (6.8) (4.9) (4.4) (5.1) (7.9) (8.3) (6.38) (&.5)
TOTAL LTu4 39505 5306 94201 13628 15739 18684 21962 26139 30746 35608 41410
Note 1. Flgures relate to stock of securities as at the end March of Source: Reserve Bank of India,
cach yeay . Report on Currency and Finance
2. Figures in pareutheses are percentages of total. (relevant. [ssnes) .

3, Figures given are face values of interest bearing rupee
securities excluding Treasury bills, expired loans, special
securities, Special Bearer Bonds, Prize Bonds and National
kural Development Bonds

4. Total for the years 19871 to 1986 excludes the government
guaranteed securcitics held by the Provident Fund of
Exempted Establishments.



Table A.2

STATUTORY LIQUIDITY RATIO APPLICABLE TO SCHEDULED
COMMERCI AL BANKS

(1949 TO 1988)
With effect from Statutory Liquidity
Ratio (in Percent)*

1949 20.0
1964 September 25.0
1970 February 26.0
1970 April 27.0
1970 August 28.0
1972 August 29.0
1972 November 30.0
1973 December 32.0
1974 June/July 33.0
1978 December 34.0
1981 September 34.0
1981 October 35.0
1984 July 35.5
1984 September 36.0
1985 July 37.0
1987 April 37.5
1988 January 38.0

* As percent of total time and demand liabilities

Source: Reserve Bank of India,
Reserve Bank of India
Birlletins (relevant
issues).
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Table A.3

STATUTORY INVESTMENT REQUIREMENTS FOR PROYIDENT FONDS
(As Percentage of accruals)

With =2ffect from Central State Others
Govern- Govern-
ment ment
Securi- Securi-
ties ties
Before
1967 September 100
1967 September g0t
1968 August 65
1369 April 50
1971 April 45
1972 October Nil
1973 March 45
1373 October Nil
1974 March 45
1975 July 25 25 30 percent in securities or bonds

guaranteed by the Centrsal Government or
any State Government. 7-Year National
Savings Certificates(Second and third
tssues) or Post Office Time Teposits. 20
percent in the Special Deposit Scheme
introduced in June 30, 1975,

1976-77 25 2bz 30 percent in 7-Year Naticnal Savings
Certificates(Second and third issues) or
Post Office Time Deposits. 20 percent in
3pecial Deposit Scheme.

1979 January 403 -do-

1981 January 303 -do-

Notes: 1.During 1967 September to 1975 July Source: Reserve Bank of India,
the remaining collections may be invested Reserve Bank cflndia
in 3tate government securities, Central & Bull=tin {(relevant
State government guaranteed securities. lg5ies

Phrst Office Time [Deposits and Small Savings.
Inclusive of investments in securitiss or
bends guaranteed by the Central and State
Governments.

3.Refars to *
and 3tate G

SRVAB 4 <
Jovernment uarant=eesd Securiti

(%)



(11)

(ii1)

(iv)

(v)

(Vi)

(V11)

(V111)

Annexure-11I

Notes on Vvariables

Real orlvab2 Consdiigtion data 13 odtained frow privace
final consumption expend.tures 1n the domestic marxet
{1980-8.=100, . fonsJamptlon expendltures on ava-durables
could not be separated trom the consumption expendlture
figures us wine data a2 10t ava..able separateily 1n tals
regard. Data source 1s Natlonal Aaccounts Statistics
(NAS; , Centrai statist.car Organization (CSG), Governrent
of Indlia.

Net nationai product &t tactor cost (1980-81=100) 1is
obtainedc from NAS, CS0, Government of India.

Governnent expenditure oa yoods and services 15 deflated
by net national product (at factor cost) 1mplicit
detlators (1980-81=1Q00) . Data source 13 NAS, (S0,
Government of India.

Taxes net of transfers 1s derived as follows. Direct and
indirect taxes are taken together and the two 1tems (1)
subsidies and {:t1) transfer payments are deducted. The
series 1s deflated by implicit price deflator
(1980-81=100) derived from net national product at factor
cost. Data Source is NAS, CSO, Governrment of India.

Monetlised government debt is Reserve Bank of India's
(REI)} net credit to Governnment less the ways and means
advances sanctioned to Stat2 Governments by RBI. The
series LS deflated by implicit price det Llator
(1980-81=100) derived from aet national product (at
fFactor cost;. Data Socoucce 1s Regort on Currency; and
Flnance, RBI.
Non-monet:ised Jovecrnment debdt 13 derivaag as tae
ditference oetween total markatable debt (see Table 1)

and monetlsed yovarnment deoct. Tne serles 1s weflatad by
Ltmplicit price detlacor (1930-81=100) derived from 5ross
Dowm2stic Cigitar Formation (5DUF) . Data sourcse (3 Reporc

on Currency and Finance, REI.

swali 3aviags, Provigeat funds and ocaer lLiaoliities

are
computed as 1n Tablie 1. The tilme serles on these
variaoles are defiated L, .mpiiclt price def actocs
(1980-831=100) derived from GDCF. Source of Data 13
Repurt on Jurrency and fiaance, RBL

ALy deot variaoles are 1o flow t2cas.



