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CHAPTER 1

NATURE AND EXTENT OF RESOURCE CONSTRAINTS IN FINANCING
PUBLIC EXPENDITURE IN INDIA

1.1 Introduction

1.1.1 At the time India attained Independence (i.e, 1947) income,
saving and capital formation in the economy were at very low levels,
creating a situation of vicious circle of low income impeding saving
and investment required to raise income. In the three decades following
Independence, the rate of capital formation in India has registered an
impressive increase. As a proportion of gross domestic product (GDP)
gross domestic capital formation (GDCF) has increased steadily from
about 11.8 per cent in 1950-51 to 23.9 per cent in 1983-84 (Table 1.1).
There were setbacks in the mid-seventies, following the two oil shocks.
Even so, the rate of gross domestic capital formation in India 1s way
above the rate attained by most developing countries and compares very
favourably with the rate of investment in middle income countries
with per capita income levels six to seven times that of India.

1.1.2 Two remarkable features of India”s achievement in raising the
rate of investment to such a level are, (i) most of it has been
financed out of domestic saving and, (ii) the public sector has played
a key role in spearheading capital formation in the economy. As may be
seen from Table 1.1, net capital inflow from abroad has formed only
about 1-2 per cent of the GDP and accounted for no more than 7.5 per
cent of the GDCF.

1.1.3 Of the GDCF again, nearly 50 per cent has taken place in the
public sector (Table 1.2). The strategy of planning adopted by
policy-makers in India envisaged a lead role for the public sector in
stepping up the rate of saving and investment and also for laying a
sound foundation for self-reliant growth by undertaking investment in
infrastructure and areas of risk where the private sector could not be
expected to move in a big way. The public sector”s share in the total
Plan outlay has consistently been more than 50 per cent (Table 1.3).
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The expansion of the public sector that has taken place as a result 1is
reflected in the rise of the share of the public sector both in the GDP
as also in the GDCF. As of 1983-84, the public secto%ﬁiggéounted for
11.2 per cent of the GDP as compared to 7 per cent in 1970-71. The
share of the public sector in GDP has increased from about 15 per cent
in 1970-71 to 24 per cent in 1983-84 (Table 1.4). Currently, in several
key areas the public sector accounts for as much as 90 per cent to 100
per cent of the GDP and as mentioned already, about 50 per cent of the
GDCF takes place in the public sector (Table 3.4 and 3.5).

1.1.4 The contribution of the public sector in the gross domestic
savings has however,not been commensurate with its growth. Table 1.5
gives the structure of domestic savings. While the saving ratio has
gone up from 16.8 per cent in 1970-71 to about 23 per cent of GDP in
1983-84, public sector saving as a proportion of GDP has increased from
3.1 per cent to only 4.1 per cent during the same period. It had
increased to more than 5 per cent in some years but has remained at
around 4 per cent in most years.

1.1.5 The bulk of domestic saving in the economy (over 80 per
cent) comes from the private sector, particularly the household sector.
Evidently, capital formation in the public sector has taken place with
the help of large drafts on the saving of the household sector.

1.1.6 Several instruments have been used by the government to
secure the massive flow of resources to sustain and foster the growth
of public sector in India. The pattern of financing the public sector
plan outlay during the Plan periods beginning with the First Five Year
Plan is shown in Table 1.6. As most of the investment in the public
sector takes place under the schemes approved within the Plans, Table
1.6 may be taken broadly to reflect the pattern of financing public
sector investment. It will be seen that the three main components of
finance for the public sector”s plan outlay are public savings,
domestic borrowing and borrowings from abroad. Since the beginning of
the seventies, the capital inflow from abroad has not contributed more
than 10 to 15 per cent of the total public sector plan outlay; the rest
was financed out of public savings and domestic borrowing. The
contribution of public savings has, however, fluctuated and in the last
completed Plan (that is, the Sixth Plan), public saving contributed
only about 37 per cent of the total Plan outlay. The dependence on
domestic borrowing has, consequently increased.
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1.1.7 Indeed, shortfalls in public savings have been a major factor
creating a long-term imbalance in the government budget. Table 1.7
shows the target rates of public savings (as proportion of GDP) for the
terminal year of the Five Year Plans since the Fourth Plan.

1.1.8 It will be noticed that public sector savings fell short of
the target in the Fourth and Sixth Plans. In the Fifth Plan, the target
originally fixed for public savings was 6 per cent of GDP for the
final year of the Plan but this was revised downward to 4.6 per cent,
following the oil shock of 1973. Even allowing for this, it 1is
undesirable that public sector”s savings performance has fallen
markedly short of expectations in almost all the three Plans which
terminated during the period under review.

1.2 Public Sector Savings by Major Components

1.2.1 As in other countries with a mixed economy, public sector is
made up of three components: (i) Government administration — at
Central, and State and Local levels, (i1) Departmental undertakings,
and (1i11) Non—departmental enterprises. Departmental undertakings are
fully owned and run by government departments, and their profits form
part of the government revenue, while their operating accounts are
maintained separately. The non-departmental enterprises are partly
owned but fully controlled by the government. However, their operating
accounts as well as savings are Lkept separate and only dividends
accruing to government are included as a part of government revenue.

1.2.2 The disaggregated picture of public savings presented in
Table 1.8 brings out clearly that it is the declining contribution of
government administration (budgetary saving) which wunderlies the
shortfalls in public savings relative to the Plan targets. The decline
has been particularly sharp since the beginning of the present decade.
While in the seventies the share of budgetary savings in the saving of
the public sector fluctuated between 39 and 63 per cent, in 1983-84 the
proportion came down to less than 20 per cent. Currently, (1984-85
onwards) the revenue budget of the government shows a deficit.
The other component of public saving, viz., the savings of public
enterprises, as a proportion of GDP remained steady till 1974-75 at 1.7
per cent and went upto 2.6 per cent in the following year. Thereafter,
there was a decline to 1.9 per cent in 1980-81. However, from 1981-82
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onwards, the savings performance of public enterprises improved,
touching the 3.5 per cent mark in 1982-83.

1.2.3 The improved performance of public enterprises” savings is,
however, attributable largely to the non—departmental enterprises whose
savings rate has gone up steadily from about 1 per cent of GDP in
1970-71 to 2.6 per cent in 1983-84, while the savings rate of
departmental undertakings has remained more or less at 0.7 per cent.
The contribution of the non-departmental non-financial enterprises to
public savings was not large upto 1980-8l1. Their savings rate
fluctuated around 0.8 per cent of GDP. The improvement noticeable since
then is, however, due mainly to the surpluses of the oil sector. On the
whole, the public sector enterprises have not been able to generate the
surpluses which were warranted by the huge investments that have taken
place in the sector over the years.

1.2.4 The review of the experience in mobilising resources for the
Sixth Plan presented in the Seventh Plan document brings out succinctly
the nature of the resource problem facing the public sector in India
and its roots. It shows that the surpluses of the current revenue of
Government which were expected to finance 28 per cent of the Sixth Plan
public sector outlay, actually contributed only 20 per cent of the
financing, and this despite massive effort towards "additional resource
mobilisation"l. Reasons for the deterioration in the budgetary position
of the government are stated to be two-fold: (a) there was a sharp rise
in the non-Plan current expenditure resulting from the inflationary
pressures which surfaced during the Sixth Plan period leading to a
rise in maintenance cost of normal services, large additional payments
towards dearness allowance, etc., to government employees to compensate
for the price rise, and (b) erosion of resources in real terms because
of a slower growth in revenue than the cost of goods and services
bought by government. Moreover, certain large items of current outlay,
such as defence, subsidies and interest liabilities have been growing
at a rapld rate at the Central level. The size of "committed”
expenditures of the States both on Plan and non-plan account also have
tended to grow faster than the revenue receipts (at base year rates).
The buoyancy of the revenue receipts has not been adequate to meet the
additional liabilities of the government at the Centre and the States.
The tax—GDP ratio which has gone up from 15.56 per cent in 1980-81 to
16.65 per cent in 1982-83 has declined to 16.25 per cent in 1983-84.
The ratio of non-tax revenues to GDP which accounted for 18 per cent of
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total government revenue also showed a similar trend. Having increased
from 3.32 per cent in 1980-81 to 3.8 per cent in 1982-83, it came down
to 3.5 per cent in 1983-84. The automatic growth in revemnues = "the
elasticity” - was not commensurate with the growth in national income
and the additional measures to secure more revenue could not fully
offset this deficiency.

1.2.5 As for public sector enterprises, while their total Plan
expenditure in the Sixth Plan was of the order of Rs 563.6 billion,
their contribution to Plan resources was no more than Rs 186.3 billion,
that is, barely 33 per cent. They relied mainly on budgetary support
for meeting their development outlay. Enterprises like the State
Electricity Boards and State Road Transport Corporations could finance
only 3.5 per cent of their development outlay from their own internal
resources. Hence, the Seventh Plan document concludes after a review of
the past experience: "Thus, public enterprises becoming a vehicle of
resource mobilisation for financing development expenditure in the
country remains a distant goal.” (Seventh Five Year Plan 1989-90, para
4.16).

1.2.6 As noted earlier, the inadequacy of budgetary saving and the
inability of the public enterprises to generate the saving required for
financing their investment has led to increasing reliance on domestic
borrowing which in turn implied increasing burden on the budget for
meeting interest payments and repayments of the principal. The fact
that the government”s revenue account is now in deficit shows that a
part of the borrowings is being utilised to meet current expenditure.
To quote the Seventh Plan again: "In short, the development financing
structure which has emerged during the Sixth Plan shows serious
limitations in the matter of generation of resources to cope with
the increasing demand for development expenditure in the country.... In
the face of the resource crunch, mobilisation of financial resources,
therefore, presents a real challenge to be faced in the Seventh Plan,
both by the Centre and the States™”.

1.3 Plan of the Study

1.3.1 The factors underlying the limitations in resource generation
which have led to a “long-term” disequilibrium in the government
finances and the initiatives taken in recent years to overcome them are
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examined in the subsequent chapters. Chapter 2 presents an analysis of
the trends in government”s revenue, Chapter 3 deals with the problems
in resource generation by public sector enterprises, Chapter 4 with
the trends in government expenditure and Chapter 5 with the issues
arising from the growing dependence on public debt. Finally, Chapter 6
presents a resume of the main findings.

NOTES

1. The discussion that follows is based largely on Chapter 4 of the
Seventh Five Year Plan 1985-90, Government of TIndia, Planning
Commission.
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TABLE 1.1
Trends in the Rates of Domestic Saving, Investment and
Net Inflow of Capital from Abroad
(1950-51 to 1983-84)

(Per cent of GDP)

Year Gross Gross Net capital
capital domestic inflow from
formation saving abroad
1950-51 11.8 9.6 2.2
1960-61 17.2 13.9 3.3
1970-71 17.8 16.8 1.0
1971~72 18.4 17.3 1.1
1972-73 17.0 16.2 0.8
1973-74 20.0 19.3 0.7
1974-75 19.2 18.3 0.9
1975-76 20.0 20.1 ~0.1
1976~77 20.8 22.5 -1.7
1977-78 20.6 22.2 -1.6
1978-79 24.7 24.6 0.1
1979-80 23.4 22.9 0.5
1980~-81 24.4 22.8 1.8
1981-82 23.9 22.1 1.8
1982-83 24.4 22.8 1.6
1983-84 23.9 22.6 1.3

Source: National Accounts Statistics,
Govermment of India, Central
Statistical Organisation, New
Delhi.
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TABLE 1.2

Gross Investment as Per cent of GDP
(1970-71 to 1983-84)

Year Total gross Public sector Private sector Public
domestic gross invest- gross invest- sector

capital ment as % ment as % invest-

formation as of GDP of GDP ment as

% of GDP % of

GDCF

1970-71 17.8 6.9 10.9 38.8
1971-72 18.4 7.3 11.1 39.7
1972-73 17.0 7.5 9.5 44.1
1973-74 20.0 8.2 11.8 41.0
1974-75 19.2 8.1 11.1 42.2
1975-76 20.0 10.4 9.6 52.0
1976~77 20.8 10.6 10.2 51.0
1977-78 20.6 8.3 14.8 40.1
1978-79 24.7 9.9 14.8 40.1
1979-80 23.4 11.0 12.4 44.7
1980-81 24.4 10.9 13.5 44.7
1981-82 23.9 11.8 12.1 49.4
1982-83 24.4 12.2 12.2 50.0
1983-84 23.9 11.2 12.7 45.9

Source: As for Table 1.1
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TABIE 1.3

Share in India”s Total Plan Outlay from Second to
Seventh Plans (Original Estimates)

(Per cent)

Second Third Fourth Fifth Sixth Seventh
Plan Plan Plan Plan Plan Plan
1956-61 1961-66 1969-74 1974-79 1980-85 1985-90

1. Public Sector 54.07 64.66 63.92 69.57 56.62 51.70
i. Current
development
outlay - 10.35 9.02 10.95 7.84 7.40
ii. Investment 54.07 54.31 54 .90 58.62 48.78 44.30

2. Private Sector

investment* 45.93 35.34 36.08 30.43 43.38 43.30
3. Total Plan 100.00 100.00 100.00 100.00 100.00 100.00
Outlay
* Excludes investment Source: Acharya, S.N. (1986) India“s
finance by capital Fiscal Policy (Mimeo).
transfers from the
public sector on Original

plan account. Source: Five-year Plan Documents.
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TABLE 1.4
Share of Public Sector in GDP
(1970-71, 1977-78 and 1983-84)
(Per cent)
1970-71 1977-78 1983-84
Administrative departments 6.5 6.9 7.8
Departmental enterprises 4.0 4.1 3.9
Non-departmental
enterprises 4.4 8.4 11.4
Total public sectors 14.9 19.4 23.6

Source: As

for Table 1.1
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TABLE 1.5

Gross Domestic Saving
(1950-51 to 1983-84)

(As percentage of GDP)

Year Private sector saving Public Total
sector gross
Household Private Total saving domestic
sector corporate saving
sector

Average
1950-51 to n.a. n.a. 7.9 1.7 9.6

1954-55
1960-61 to 8.7 1.9 10.6 3.3 13.9

1964-65
1970-71 12.1 1.6 13.7 3.1 16.8
1971-72 12.6 1.7 14.3 3.0 17.3
1972-73 11.9 1.6 13.5 2.8 16.3
1973-74 14.5 1.8 16.3 3.1 19.4
1974-75 12.4 2.1 14.5 3.8 18.3
1975-76 14.2 1.4 15.6 4.5 20.1
1976-77 15.8 1.5 17.3 5.2 22.5
1977-78 16.1 1.5 17.6 4.6 22.2
1978-79 18.0 1.7 19.7 4.9 24.6
1979-80 16.1 2.2 18.3 4.6 22.9
1980-81 17.2 2.0 19.2 3.6 22.8
1981-82 15.3 1.9 17.2 4.9 22.1
1982-83 15.9 1.9 17.8 5.0 22.8
1983-84 16.8 1.7 18.5 4.1 22.6

Note: * Including co-operative sector. Source: As for Table 1.1
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TABLE 1.6

12

Pattern of Financing of Public Sector Outlay During
Five Year Plans

(1951 to 1990)
(Per cent)
Plan Period Public Market2 Deficit3 Net Total
covered savings borrowing financing capital Plan
inflow outlay
from (Rs
abroad billion)
First 1951-56 38.4 38.7 13.3 9.6 19.6
Second 1956-61 26.3 26.2 25.0 22.4 46.7
Third 1961-66 33.9 24.6 13.2 28.2 83.8
Annual  1966-69 24.0 29.9 10.1 35.9 67.6
Fourth 1969-74 32.0 42.3 12.8 12.9 161.6
Fifth 1974-79 52.1 29.7 3.4 14.8 393.0
1979-80 47 .9 32.8 10.8 8.6 126.0
Sixth 1980-85 36.7 41.5 14.2 7.7 1108.2
Seventhl 1985-90 40.4 39.4 7.6 9.7 1800.0

Notes: 1. Original estimates

2. Market borrowings, small
savings,
3. Changes in indebtedness

and others

to Reserve Bank of India.

Source: Report on Currency
and Finance,
Reserve Bank of India.
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TABLE 1.7

Public Saving Rates

(Per cent of GDP)

Terminal year Plan target Actual
Fourth Plan (1973-74) 4.5 3.1
Fifth Plan (1978-79) 4.6 4.9
Sixth Plan (1984-85) 6.0 3.2
Seventh Plan (1989-90) 5.1 -

Source:

As for Table 1.3
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TABLE 1.8

Structure of Public Sector Gross Savings
(1970-71 to 1983-84)

(Per cent of GDP)

Year Govern— Public sector enterprises Total

ment public

adminis—- Depart- Non—departmental Total sector

tration mental public savings
Finan- Non- Total enter—
cial finan- non— prises

cial depart-
mental

1970-71 1.4 0.7 0.2 0.8 1.0 1.7 3.1
(46.0) (54.0)

1971-72 1.2 0.8 0.2 0.8 1.0 1.7 3.0
(41.5) (58.5)

1972-73 1.1 0.6 0.3 0.8 1.1 1.7 2.8
(38.7) (61.3)

1973-74 1.6 0.3 0.4 0.8 1.2 1.5 3.1
(51.9) (48.1)

1974~75 2.1 0.3 0.6 0.9 1.4 1.7 3.8
(55.1) (44.9)

1975~76 2.8 0.5 0.5 0.7 1.2 1.7 4,5
(62.7) (37.3)

1976-77 2.7 0.8 0.7 1.1 1.8 2.6 5.3
(50.9) (49.1)

1977-78 2.3 0.7 0.7 0.8 1.5 2.3 4.6
(50.4) (49.6)

1978-79 2.6 0.7 0.8 0.8 1.6 2.3 4.9
(52.7) (47.3)

1979-80 2.4 0.7 0.7 0.8 1.5 2.2 4.6
(52.1) (47.9)

1980-81 1.7 0.5 0.7 0.7 1.4 1.9 3.6
(47.1) (52.9)

1981-82 2.3 0.6 0.8 1.3 2.1 2.7 4.9
(45.7) (54.3)

1982-83 1.6 0.7 1.1 1.7 2.8 3.5 5.0
(31.0) (69.0)

1983-84 0.8 0.7 1.1 1.5 2.6 3.3 4,1
(19.7) (80.3)

Notes: Figures in parentheses are Source: As for Table 1.1

per cent shares in total
public sector savings.



CHAPTER 2

TRENDS IN TAX REVENUE

2.1. Introduction

2.1.1 The brief analysis presented in Chapter 1 brings out that the
public sector in India has not been able to generate the savings
required to finance public investment. The ratio of public sector
savings to GDP has been stagnant since the mid-seventies. Savings ratio
of government administration in particular, has been continuously
falling since 1975-76, while savings of the departmental undertakings
have been more or less stagnant. The slight rise achieved in the
public sector savings rate over the period 1970-71 to 1983-84, was
mainly due to the marginal improvement in the financial performance of
the non—departmental public enterprises.

2.1.2 The decline in the saving generation of government
administration can be attributed to the slow growth of current revenue
vis—a—-vis current expenditures,While the total current receipts of both
the Central and State governments have gone up from Rs 57 billion in
1970-71 to Rs 360 billion in 1983-84, i.e. by approximately 6.5 times,
current expenditures have increased almost seven fold from Rs 50
billion to Rs 340 billion (Table 2.1). As a proportion of GDP, current
revenues have increased at the rate of 2.3 per cent per annum, but
expenditures have grown faster at 2.8 per cent. In 1975-76, current
revenues formed 120 per cent of current expenditures, but the ratio
declined steadily thereafter to 104 per cent by 1983-84.

2.1.3 In this chapter, an attempt is made to examine the trends in
current revenues and to identify the major factors inhibiting their
growth. As about 90 per cent of the current revenues of the
government administration comes from taxation, this chapter concen-
trates on the growth of tax revenue.
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2.2 Broad Trends in tax Revemes

2.2.1 Total tax revenue which was about Rs 50 billion in 1970-71
had gone up to Rs 321 billion by 1983-84 at an average growth rate of
15.5 per cent per annum (Table 2.2). There has been a marked improve-
ment in the tax-income ratio also which has risen from about 13 per
cent in 1970-71 to over 18 per cent in 1983-84. The current level of
the tax—-income ratio is by no means low, and compares well with the
ratio prevailing in many middle-income countries. The growth of tax
revenue has also been reasonably high. The over-all tax buoyancy at 1.2
is well above unity.

2.2.2 However, since current expenditure has outpaced current
revenue, it is necessary to explore avenues for further increase in the
tax-income ratio in order to improve budgetary savings.

a. The tax structure.

2.2.3 Table 2.3 shows the broad structure of tax revenue growth in
India and highlights its main feature : declining share of the direct
taxes. The proportion of direct tax revenue to GDP has remained more or
less constant at about 3 per cent except during the two years 1975-76
and 1976-77 when it was 3.8 and 3.6 per cent respectively. The
traditional land-based direct taxes are fast becoming insignificant.
Their ratio to GDP has come down from 0.4 per cent to 0.2 per cent. In
contrast, the proportion of indirect tax revenue to GDP has risen
markedly from about 10 per cent in 1970-71 to over 15 per cent in
1983-84. Thus, the share of the direct taxes in total tax revenue has
declined from around 20 per cent in 1970-71 to 16 per cent in 1983-84.
The share of land taxes has declined from an already low level of 3 per
cent to a negligible level of 1 per cent. The emergence of indirect
taxes as the major revenue instrument is quite striking.

2.2.4 The change in the structure of tax revenue in India
characterised by the increasing share of indirect taxes, falling share
of non-agricultural direct taxes, and dwindling contribution from
direct taxes on agricultural sector is not entirely in conformity with
the generally observed structural shifts in taxation associated with
different stages of economic development. The celibrated study by
Hinrichs (1966) indicates that as the economy makes a transition from
“traditional” to “transitional” to “modern” phases of development, the
nature of the tax revenue structure also changes from large reliance on
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traditional direct taxes such as land taxes to indirect taxes and then
to income taxes. Even in the transitional phase, it is suggested that
initially, the foreign-trade-based taxes predominate and as the economy
develops, internal indirect taxes assume an increasing role. Following
from this is the hypothesis that upto a certain stage of development,
it is not per capita income, but the degree of openness in the economy
(as measured by the ratio of imports to GDP) that determines the tax
ratio, but thereafter per capita income becomes important. Hinrichs”
theory of tax structure implies the predominance of land taxes in the
initial stages of development followed by increasing share of indirect
taxes during the transitional phase and rising share of modern direct
taxes as the economy becomes industrialised. Later, the empirical tests
by Musgrave (1969), Chelliah (1971), and others based on cross-sections
of different countries and time-series of a few developed countries
have generally supported the hypothesis.

2.2.5 In the Indian context the decline in the land taxes and
increasing importance of indirect taxes are in conformity with
Hinrichs' hypothesis, though, foreign—-trade based indirect taxes have
not been important. What is however striking is that, instead of income
based taxes becoming more important with increasing levels of income,
their share has shown a declining trend. As explained by Chelliah
(1986), "The Indian experience seems to indicate that the proposition
that the share of income tax or direct taxes would rise with the growth
of per capita income (or economic development) will only be valid after
the per capita income has reached a certain level and grown fairly
faster thereafter.” (p.24). Thus, in India despite considerable
economic progress, government, in its efforts to raise the tax—-income
ratio has had to rely largely on indirect taxes.

2.2.6 The departure of the tax revenue trends from the general
pattern experienced in other countries is mainly due to certain
imbalances in the Indian tax structure. In an economy where 40 per cent
of GDP is derived from agriculture, the contribution of taxes on land
and agricultural income taxes was a mere 0.2 per cent of GDP.
Further,even when the non-agricultural incomes of individuals has been
increasing over time, the revenue from the individual income tax has
not been growing as warranted by the progressivity of the tax structure
due to widespread tax evasion and avoidance. Both for equity and
efficiency reasons it is necessary to bring about a better balance in
the structure of Indian taxation by enhancing the share of direct
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taxes.

2.2.7 The Long Term Fiscal Policy (LTFP, 1985) too envisages the
reversal of the trend of the declining share of direct taxes. Measures
to correct such imbalances in the tax structure might also improve the
overall tax-income ratio. In what follows, the scope for correction of
the structural imbalances in the tax revenue growth is examined in
some detail.

2.3 Taxation of Agriculture

2.3.1 An important cause for the declining role of direct taxes in
India has been the 1limited coverage owing to the exclusion of
the agricultural sector from the base. Almost 70 per cent of the
earners derive their income from agricultural sources and therefore are
excluded from the purview of the present income tax law.

2.3.2 The only notable tax touching the agricultural sector is land
revenue. Even in the case of land revenue, its revenue productivity in
many States has been low and declining over the years. The revenue
settlements are made at long intervals and the tax base does not change
with the increasing productivity of land over the years. Thus, while
prices and incomes have increased over time, the land revenue has
remained fixed in money terms and has fallen in real terms. Attempts at
modifying the land revenue by superimposing cesses and surcharges too
have not succeeded in improving its revenue productivity.

2.3.3 Under-taxation of agricultural incomes has received
considerable attention in India. A strong case for taxing agricultural
incomes has been made by Gandhi (1970), Mathews (1975) and others, on
grounds of differential tax burden and inter-sectoral inequity.

2.3.4 While there exists near unanimity on the need to impose
heavier taxation on the agricultural sector, the actual mode of taxing
the agricultural sector has not yet been found. The Committee on
Taxation of Agricultural Wealth and Income (Raj Committee, 1972)
examined the problem in considerable detail. The simple extension of
income tax to agriculture has not been found feasible in the Indian
context due to numerous administrative difficulties in assessment
arising from the nature of agricultural operations, the conceptual
problems involved in distinguishing current from capital costs and such
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other problems. The alternative suggested by the Raj Committee, namely,
the agricultural holdings tax, is a combination of various suggestions
to improve the present system of land revenue. Essentially, the
agricultural holdings tax is a tax leviable on the holdings of the
agricultural families, according to the aggregate rateable value of
each holding, the rateable value for each hectare being determined by
its productivity, based on the soil-climatic conditions as also on the
crop-mix during the preceding ten years, and subject to revision every
year. The rate of tax applicable to each tax payer is determined on the
average rateable value of the operational holdings.

2.3.5 The agricultural holdings tax as recommended by the Raj
Committee too involved many administrative problems. The determination
of the rateable value involving estimation of yield of different crops
over a ten-year period in a large number of homogeneous tracts is an
arduous process. Further, the revision of the rateable value every year
requires collection and processing of voluminous data. Also, from the
farmers® angle, the changing effective tax rate will create some
uncertainty. To overcome some of the difficulties, Bagchi (1978)
suggested a modified scheme of agricultural holdings tax, which
simplifies many of the procedures in determining the rateable value,
the tax rate as well as the assessment procedure.

2.3.6 In spite of the near unanimity on the imperative need to
mobilise resources from agricultural sector for development through
higher 1levels of taxation, and 1in spite of various schemes and
modifications suggested, the revenue productivity of agricultural taxes
has continued to be low and is declining over the years. Given the
welight of expert opinion on the need to impose heavier tax, the
declining share of agricultural taxes in the Indian context has to be
attributed to the compulsions of the Indian polity. Partly the problem
has been compounded by the ceilings imposed on land holdings in rural
areas, and fragmentation resulting in a severe erosion of the base.

2.4 Nom-agricultural Direct Taxes

2.4.1 Another important matter of concern has been the declining
productivity of the non-agricultural taxes, which has led to increasing
reliance on indirect taxes. Table 2.4 shows the trends in the two major
direct taxes, namely, the personal income tax and the corporation tax.
The personal income tax revenue as per cent of GDP which was constant
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at about 1.4 per cent upto 1974-75 briefly went up to 1.8 per cent and
1.7 per cent in the next two years, but after 1976-77 steadily declined
to just 1 per cent by 1983-84. The overall buoyancy has been below
unity (0.8).

2.4.2 The declining trend and the lack of buoyancy in the personal
income tax revenue is attributed to several factors such as narrow
coverage, rising exemption 1limit, numerous deductions, as well as
widespread evasion. Widespread evasion has been particularly attributed
to the existence of very high marginal tax rates.

2.4.3 It is widely believed that the low yield from the personal
income tax is primarily due to the high marginal tax rates that existed
upto the early seventies. However, the lowering of the tax rates after
1974-75 could not bring about the required increases in the tax
revenue though one is tempted to associate the sudden jump in the tax
yield from 1.4 to 1.8 per cent of GDP in 1975-76, with the lowering of
the marginal tax rates in 1974-75. The failure of the tax rate
reductions in raising the overall tax compliance is brought out by
Bagchi and Rao (1982). On the basis of their empirical analysis they
expressed doubts about the validity of the widespread belief that tax
rate reductions lead to a higher yield of income tax because of better
compliance. Their empirical results showed that between 1974-75 and
1977-78, the tax yield would have been much higher but for the rate
reductions.

2.4.4 The main cause for the declining yield from the personal
income tax is not so much the tax rates as the incidence of widespread
tax evasion. The most recent estimates of tax evasion by Shankar
Acharya and assoclates (1985) show that the tax-evaded income as per
cent of GDP has increased from about 12 per cent in 1975~76 to about 15
per cent in 1980-81, thus showing an increasing trend over the years.
The trend is even more clearly seen if we analyse tax evaded income as
a ratio of assessed income; the proportion showed a phenomenal rise
from 186 per cent in 197576 to 240 per cent in 1980-81. Also, the
total number of income tax payers has remained stagnant at about &
million for many years.

2.4.5 Thus the basic problem is the ineffective enforcement of the
tax law. A number of measures with regard to income tax is currently
under consideration. Some major steps to increase the efficiency in tax
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collections are being experimented with. It is stated in the LTFP that
"a broader base of taxation, resulting from the healthy growth of the
economy combined with moderate rates of taxes and strict enforcement
can yield better revemie results.” The initiatives taken in the last
two years in raising the yield of personal income tax by lowering the
rates combined with better enforcement seems to be productive. Collec-
tions from personal income tax are reported to have increased by 45 per
cent in 1985-86 and the trend is maintained in 1986-87 also.

a. Corporation tax.

2.4.6 Among the two major direct taxes, corporation income tax has
been more buoyant than the personal income tax. During the last ten
years 1its share in the direct tax revenue has gone up markedly.
Currently, it contributes over 53 per cent of direct tax revenue. Given
that the corporate income tax could be shifted forward to consumers, in
the long run the increasing importance of the corporation tax in the
total direct taxes too lowers the progressivity of the tax system.

2.4.7 The growth of corporation tax revenue has been striking as
compared with that of other direct taxes. Much of the growth has been
made possible by the improved performance of the Central government
public undertakings from 1975-76, especially the oil companies which
currently contribute roughly 37 per cent of the revenue. The overall
buoyancy of the corporation tax is 1.2 for the period 1970-71 to
1983-84. Previous studies on elasticity of the corporate income tax
show that during the fifties the corporation tax was elastic with
respect to national income, the elasticity coefficient being around 1.3
(Sahota, 1961). In the sixties the elasticity went down markedly
to 0.8 (Lall, 1983). However, there has been an improvement during the
seventies as shown by Lall”s estimate of 0.93 (1970-71 to 1979-80) as
well as our estimate of unity.

2.4.8 Also, the revenue from corporation tax has become less
responsive to growth in non-agricultural income during the seventies.
The decomposition of the buoyancy estimate into tax to income from
non—agricultural sector and the latter to GDP shows that the overall
income elasticity would have been higher but for the lack of growth in
the tax base. The elasticity of tax to its own base is 1.3 while that
of the tax base to GDP is just 0.8. A similar phenomenon was also
observed by an earlier study, (Rao, 1983) which attempted the de-
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composition for the period 1960-61 to 1979-80.

2.4.9 The sluggish growth in the base of the corporation tax can be
attributed to two factors: There has been a decline in the role of
non-government corporations in the economy, in terms of paid-up
capital.Their share dropped from a high of 52 per cent in 1970-71
(Table 2.5), to 30 per cent by 1983-84. Such a scale of decline in the
importance of non—-government companies coupled with the low rates of
return in the government sector companies explains the sluggish growth
of value-added in the corporate sector.

2.4.10 Further, the non—corporate enterprises have expanded
considerably their share in the value—added. The growth of the non-
corporate enterprises relative to that of the corporate sector is
evident from the fact that the number of company assessees has
increased from 40,327 in 1975-76 to 48,597 in 1982-83, while the number
of firms has gone up from 519,344 to 771,146. To some extent, the
existing corporate tax system is responsible for the sluggish growth of
number of assessable companies.

2.4.11 As regards the impact of the present corporate tax system on
the economy, a number of empirical studies have established that
corporate savings, Iinvestment, as well as capital structure 1is
significantly affected by tax changes. The “Classical” system that is
currently followed in this country has been criticised on the grounds
that it is heavily biased against equity financing by favouring
profit retentions. As a result, companies raise roughly 70 to 80 per
cent of their funds internally. Sarma (1983) shows that the double
taxation of dividend incomes underlying the income tax system has kept
in dividend rates low in India which is not conducive for equity
financing. Lall, Srinivasa and Atri (1982) show that companies depend
on equity market only to the extent of 5 to 6 per cent of investment
needs. It has been pointed out that this particular feature of the
corporate tax system which induced companies to go for more retention
is well in line with the avowed policy, namely, to enable the private
sector to be self-sufficient. Also, the present system of interest
deductibility favours debt-financing. This feature has proved to be
detrimental to equity financing, as shown by studies such as Rao (1979)

and Lall (1983). As a result, over the years, the dependence on debt
has gone upl
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2.4.12 Another major deficilency of the present tax system has been
the failure to take account of inflation. The profits for the tax
purpose are computed on the basis of historical costs leading to
heavier tax burden. Further, depreciation allowance based on historical
costs fails to meet the rising replacement costs. Even well-intentioned
provisions such as investment allowance (now the investment deposit
funding) and extra shift allowances are insufficient if the price rise
exceeds the critical level of say 10 per cent (see Sarma and Sondhi,
1987).

2.4.13 Yet another major deficiency of the present system is that
the tax system is required to pursue too many objectives. Various tax
deductions and exemptions are provided to meet these objectives. Some
of the important objectives pursued are, raising the revemue producti-
vity, restructuring industrial development, restriction of monopolies,
correcting regional imbalances and promoting rural development. As a
result, the larger objectives of the fiscal policy regarding the
corporate sector have become blurred and the related tax law has become
complex.

2.5 Indirect Taxes

2.5.1 The major indirect taxes levied in India are union excises,
customs at the Central level, and sales tax, state excise at the State
level. Together these four taxes account for 90 per cent of the total
indirect tax revenue, and over 75 per cent of the total tax revenues.
Thus the design and structure of these taxes would have a significant
impact on the economy.

2.5.2 The revenue profiles of these four indirect taxes are
presented in Table 2.6. Between 1970-71 and 1983-84, the indirect tax
revenue has grown seven times. Among the four taxes, Central excise
and sales tax are the two most important, contributing roughly
two-thirds of the total indirect taxes and half of the total tax
revenue. As ratios of GDP, all of them have registered significant
increases over the period. The buoyancy coefficients of all the four
taxes are well above unity. Among the four taxes, union excise has been
less buoyant as compared to the other taxes. As a result, there is
notable decline in the relative importance of union excise duties,
their share having come down from 37 per cent in 1970-71 to about 32
per cent in 1983-84.
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2.5.3 However, the built—in elasticity which indicates automatic
growth, is markedly lower than the buoyancy for all the four taxes. The
wide gap between these two coefficients indicates that much of the
growth in their yield has been due to the year-to—year discretiomary
measures rather than automatic responsiveness to changes in the tax
base. This is particularly true of union excise duties. Although the
Indirect Taxation Enquiry Committee (Jha Committee, 1978) observed that
"eeeo a sound tax structure should be capable of ensuring that as
income increases.... the same rates of tax should result in a propor-
tionate rise in revenues,” (p.18l) a notable feature of union excise
duties 1is 1its inelasticity. At 0.7, the tax has been extremely
inelastic and a major reason for this has been the specific nature of
the levy which makes the tax totally non-responsive to changes in

prices (Nayak and Atri, 1977).

2.5.4 The growing importance of indirect taxes in the Indian tax
system is a matter for concern primarily due to their adverse economic
effects. Uncoordinated levy of a plethora of indirect taxes and
repeated taxation of the same base by different levels of government
has posed problems in assessing the cumulative impact of the levy in
terms of both equity and efficiency. The predominance of taxes on
inputs and capital goods is believed to have been an important factor
responsible for the non-competitiveness of Indian manufactures.

2.5.5 It must be recognised that generally, indirect taxes are
less effective than the direct taxes as an instrument of resource
mobilisation. This is because the net resources released in real terms
through the indirect taxes are likely to be less than those obtained
through the direct taxes. In other words, to generate equivalent
amounts of additional revenue, resource mobilisation in real terms
through commodity taxes 1is less than that from taxes on incomes
(Rakshit, 1986).

2.5.6 An important source of economic inefficiency in the Indian
indirect taxes lies in the taxation of inputs and capital goods. The
Jha Committee, (1978) estimated the extent of input and capital goods
taxation in total indirect taxes at 40 per cent in 1977-78. In the case
of excise duties, the proportion was estimated to be as high as 52 per
cent and in the case of sales taxes it was 35 per cent. A more recent
estimate (for 1985-86) places the proportion of revenue from inputs and
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capital goods at over 70 per cent in the case of excise and customs
duties (Bagchi, 1986).

2.5.7 Taxation of both inputs and outputs by the Central government
in the form of customs and excises, by the State governments in the
form of sales taxes and even by the Local governments in the form of
octroi, result in virtually several independent systems of taxation.
The tax on tax and the mark-up thereon created by the customs and
excise duties gets compounded with sales taxes at the State level and
octroli at the local level on the same products. Consequently, consumer
prices rise by more than the tax element; competitiveness of Indian
manufacturing gets adversely affected due to difficulties in computing
the duty draw-back; designing and reforming the tax policy itself is
rendered difficult as the cumulative impact of the various levies
largely remains unknown. Tax pyramiding also alters relative prices of
commodities in unintended ways and creates distortions in the resource
allocation.

2.5.8 The Jha Committee (1978) clearly identified these issues and
suggested the introduction of value~added tax at the manufacturing
stage (MANVAT). Accordingly, the Central government, in 1986 has
introduced the value-added tax in a modified form (MODVAT) for the
union excise duties.

2.5.9 Although the introduction of MODVAT is a welcome development,
this has not eliminated cascading altogether. First, all goods are
still not covered under the MODVAT. Second, MODVAT gives relief on the
input taxation only with regard to excises and cascading resulting from
the input and capital goods taxation by import duties, sales taxes and
octroi continues to prevail.

2.5.10 The sales tax levied by the State, apart from aggravating the
cascading effect of the union excise taxes, has created certain other
problems. First, lack of harmony in the effective tax rates has opened
up possibilities of large-scale uneconomic diversion of trade and re-
source mobilisation. Second, there is a preference for first-point levy
on administrative grounds which given the imperfect market situation
characterised by mark-up pricing, has further aggravated cascading. And
third, the taxation of inter-State sales on a significant scale in
India has created several tariff zones within the country and also has
become a means of inter-State tax “exportation”. (Rao and Tulasidhar,
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1986).

a. Equity and incidence#

2.5.11 Indirect taxation 1is generally considered t be a
"'second-best substitute® for bringing about desirable changes in the
income distribution. This is primarily because of the uncertain pattem
of the distribution of tax burden. The studies of incidence of indirect
taxation made from time to time have established that indirect taxation
in India is fairly progressive. In their extensive study, Chelliah and
Lall (1978) confimm a progressive distribution of the tax burden in
terms of expenditure: 'The overall indirect tax burden increased
progressively from about 3 per cent for households with per capita
monthly expenditure not exceeding Rs 15 to nearly 22 per cent for those
with expenditure Rs 100" (p-17). For individual taxes the study shows
that the incidence of union excise which contributes 50 per cent of
total incidence, is the most progressive. The commodity group-wise
analysis shows that roughly 50 per cent of the incidence is accounted
for by goods. The Report of the Indirect Taxation Enquiry Committee
(Govermment of India, 1978) arrived at similar conclusions.

2.5.12 Subsequently, two more studies have attempted the measurement
of tax iIncidence. The study by Divakara Rao (1984) used input-output
table for computing effective tax iIncidence and found that indirect
taxes are regressive, union excise duties being more regressive. Later
a more extensive study by Ahmed and Stem (1982, 1983) attempted a
measurement using the Leontief inverse of the Sixth Plan input-output
table. Their results show that for the year 1979-80 most taxes are more
or less progressive.

2.5.13 Thus, though the revenue productivity of the indirect taxes
has been satisfactory, the system needs radical reform to bring about
the much needed integration to avoid tax overlapping and to reduce the
taxation of inputs and the associatedcascading effects. Steps are
already being taken in this direction. Whether the same degree of
revenue productivity will continue after the streamlining of the
indirect tax system is to be seen.

NOTES

1. This situation seems to have undergone a radical change in recent
years especially since 1984-85. The year 1985-86 has witnessed a
boom in the capital market and the amount raised through new issues
has jumped from about Rs 1.4 billion a year until 1984-85 to as
much as Rs 24 billion In 1985-86. To what extent the rise in
capital subscriptions have altered the capital structure of the
corporate sector remains to be seen.
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TABLE 2.1

Current Revenue and Current Expenditure of Government
Administration
(1970-71 to 1983-84)

Year Total Total Current Current Current
current current revenue expendi- revenue
revenue expendi- as % of ture as % as Z of

(Rs (Rs GDP GDP expendi-
billion) billion) ture

1970-71 56 .9 49.6 13.7 12.3 111.4

1971-72 67.1 59.7 15.0 13.8 108.7

1972-73 74.3 67.5 15.2 14.1 107.8

1973-74 82.2 72.6 13.9 12.3 113.0

1974~75 104.8 89.3 14.9 12.8 116.4

1975-76 126.7 104.0 16.8 14.0 120.0

1976-77 145.5 120.3 17.6 15.0 117.3

1977-78 156.0 129.2 16.7 14.4 116.0

1978-79 179.3 149.1 17.8 15.3 116.3

1979-80 203.6 173.2 18.5 16.2 114.2

1980-81 227.6 202.5 17.5 15.9 110.1

1981-82 273.5 237.5 18.4 16.1 114.3

1982-83 316.7 287.5 19.1 17.6 108.5

1983-84 359.6 344.0 18.4 17.6 104.5

Average

growth 15.2 15.7 2.3 2.8
rate

Source: National Accounts Statistics,
Government of India, Central
Statistical Organisation, New Delhi.
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TABLE 2.2

Trends in Total Tax Revemue
(1970~71 to 1983-84)

Years Total Tax Tax
revenue revenue revenue
(Rs as % of as % of
billion) GDP total
revenue
1970-71 49.6 12.94 87.2
1971-72 57.9 14.20 86.3
1972-73 66 .4 14.88 89.4
1973-74 75.3 13.74 91.6
1974~75 94.8 14.65 90.5
1975-76 114.8 16.94 90.6
1976-77 127.0 17.21 87.3
1977-78 135.7 16.36 87.0
1978-79 157.9 17.78 88.1
1979-80 181.0 18.52 88.9
1980-81 203.2 17.40 89.3
1981-82 245.5 18.49 89.8
1982-83 278.2 18.87 87.8
1983~84 321.2 18.35 89.3
Average
annual 15.5 2.7
growth

Source: As for Table 2.1l.
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TABLE 2.3

Trends in Tax Revemue Structure by Direct and
Indirect Tax Components
(1970-71 to 1983-84)

Years Total indirect Direct taxes
taxes
Total Non-agricultural Land based
direct taxes direct taxes
as 4 as % as % as % as % as 7% as % as %
of GDP of of GDP of of GDP of of GDP of
total total total total
tax tax tax tax
revenue revenue revenue revenue

1970-71 10.2 78.8 2.8 21.3 2.3 17.9 0.4 3.1
1971-72 11.2 79.0 3.0 21.0 2.6 17.4 0.3 2.1
1972-73 11.8 79.1 3.1 20.9 2.7 18.1 0.3 2.0
1973-74 10.9 89.0 2.9 21.0 2.5 18.2 0.3 2.2
1974-75 11.7 80.1 2.9 19.9 2.5 17.0 0.3 2.0
1975-76 13.2 77.7 3.8 22.4 3.1 18.4 0.4 2.4
1976~77 13.6 79.0 3.6 21.0 3.0 17.5 0.3 1.7
1977-78 13.1 79.8 3.3 20.2 2.7 16.5 0.3 1.8
1978-79 14.5 81.7 3.3 18.3 2.8 15.8 0.3 1.7
1979-80 15.3 82.5 3.2 17.5 2.9 15.7 0.2 1.1
1980-81 14.5 83.5 2.9 16.4 2.5 14.4 0.2 1.2
1981-82 15.3 82.9 3.2 17.1 2.6 13.7 0.2 1.1
1982~-83 15.8 83.5 3.1 16.5 2.6 13.7 0.2 1.1
1983-84 15.5 84.5 2.8 15.5 2.5 13.6 0.2 1.1

Source: As for Table 2.1
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TABLE 2.4

Trends in Direct Taxation in India
(1970-71 to 1983-84)

Years Direct Corporation Personal
tax income tax Income tax
revenue
as 2 of as Zof 7% share as 7% of 7 Share
GDP GDP 1in total GDP in total
tax tax
revenue revemue
197071 2.8 1.0 7.8 1.3 10.1
1971-72 3.0 1.2 2.5 1.4 9.9
1972-73 3.1 1.3 8.7 1.4 9.4
1973~74 2.9 1.1 8.0 1.4 10.2
1974~75 2.9 1.1 7.5 1.4 9.5
1975-76 3.8 1.3 7.7 1.8 10.7
1976-77 3.6 1.3 7.6 1.7 9.9
1977-78 3.3 1.5 9.2 1.2 7.3
1978-79 3.3 1.4 7.9 1.4 7.9
1979-80 3.2 1.5 8.1 1.4 7.6
1980-81 2.9 1.2 6.9 1.3 7.5
1981-82 3.2 1.5 8.1 1.1 5.6
1982-83 3.1 1.5 7.9 1.1 5.8
1983-84 2.8 1.5 8.2 1.0 5.4
Tax buoyancy 1.2 0.8
Elasticity 1.0 0.8

Source: As for Table 2.1
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TABLE 2.5

Trends in the Growth of Corporate Sector in India
(1970-71 to 1983-84)

Years Total No. Paid-up No. of Their No. of Their

of compa- capital non—-Govt. paid-up Govt. paid-up

nies companies capital companies capital

(Rs (Rs (Rs

billion) billion) billion)

1970-71 30,412 43.1 30,098 22.4 314 20.7
1971-72 32,563 46.5 32,211 22.8 352 23.7
1972-73 34,873 53.4 34,483 23.5 390 30.0
197374 38,383 71.9 37,933 25.4 450 46.5
1974-75 40,580 82.0 40,007 32.4 573 49.7
1975-76 43,265 94.4 42,614 33.2 651 61.1
1976-77 45,632 105.5 44,931 33.7 701 71.7
1977-78 47,955 120.2 47,210 34.5 745 85.3
1978-79 51,051 118.8 50,269 35.6 782 83.2
1979-80 55,780 134.1 54,955 36.6 825 97.5
1980-81 62,801 146.7 61,150 38.2 851 108.5
1981-82 72,402 178.4 71,508 49.6 894 128.8
1982-83 82,903 199.1 81,960 51.9 943 147.2
1983-84 93,124 211.4 90,278 62.7 1,026 163.6

Sources: 1. Report on Currency and Finance,
Reserve Bank of India.

2. Annual Report, Ministry of Law,
Justice and Company Affairs,
Government of India.



TASLE 2.6

Trends and Structure of Indiract Taxes
(1970-71 to 1983-34)

Total Customs Cent ral Sales State

indi- as a as % Excise t ax Excise
Ygar ract of G¥  of as o as . as 4% as as as s»o0f

taxeas total of G of of GJX of of 32 total

as % tax tot al total tax

of GOP ravenue tax tax revenus

revenue revenua
) (2. __ (3 (4) OGO ) {9y __(12.___

1970-71 0.2 1.4 15,8 4.5 37.72 Ze 1 19,3 0.5 4,86
1671-72 11472 1.8 12.7 5.3 37.3 2.2 15.4 0.7 4,9
1972-73  11.3 Zo 2 13.4 5.4 35,2 2.3 15.4 0.7 4,7
1573-74  10.% 1.9 13.9 4,3 35.0 2.2 131 0.7 o1
1974=75 1.7 2.1 14,3 S, 1 34,7 2.5 17.9 0.7 4.5
1975-75 13,2 E 13.0 5.1 5.2 3.0 17.8 0.7 4.1
1675-77 13.5 2,2 12.8 5, < 34,3 3.2 18. 3 0.3 4,7
1977-75 13,1 2.3 14,0 5.5 33.5 3.1 12,9 0.7 .
1970-7%  14.5 2.6 15.7 5.2 34,8 3.3 13.5 0.2 4.5
1975=-32 15.3 3.1 19.8 5. 3 34.1 3.5 18.5 0.8 4,3
1630=81 4.5 3.5 17.2 5.7 32, % 3.5 RO 0.6 4,6
1831-82 15.3 Je 3 17.8 5,7 N.8 Je 5 21. 1 0.7 4,3
1082-83 13,°% 3.6 15.1 5.5 29,5 3. U 23.5 .0 5.3
1933-34 13.5 3.4 13.5 5. 31.5 3.7 2C. 1 1.0 5.4
3uoyancy 1.5 7.1 1.4 1.3
Zlasticity 1.2 0.7 10 2 T 1

A%



CHAPTER 3

SAVING PERFORMANCE OF PUBLIC SECTOR ENTERPRISES

3.1 Role of Public Enterprises in India
a. Introduction

3.1.1 Planning for industrialisation in a mixed economy like India
entails both initiating and directing the 1level and pattern of
investments. The objective of "rapid industrialisation with particular
emphasis on the development of basic and heavy industries™ enunciated
by the Second Five Year Plan required, ".... large scale production and
unified control and allocation of resources in certain major 1lines of
activity” to be undertaken by the State. The Industrial Policy
Resolution of 30th April, 1956, provided the basic rationale behind
public sector”s role in achieving “commanding heights” of the economy,
wherein, all basic and strategic industries and public utilities were
placed under its exclusive domain. Public enterprise policy, thus, has
become a principal instrument of planning in India in directing,
controlling and sustaining the pace of economic development.

3.1.2 Over the last 30 years, public enterprises have not only
grown phenomenally in terms of their investment and contribution to
production but also have diversified in the scope of their activities.
The Central government enterprises, for example, numbered only five in
1954~55 with a capital investment of Rs 290 million and grew to as many
as 209 with capital investment of Rs 322 billion at the end of 1984-85.
Similarly, the State level enterprises which were only a handful in the
early fifties grew to about 400 by 1974-75 and to as many as 651 in
1980-81. Even between 1976-77 and 1980-81, the investment of State
level enterprises, excluding energy and transport sectors, showed an
increase of 32.5 per cent from about Rs 6 billion to Rs 13.8 billion.
In the energy and transport sectors, the increase in 1investment was
over 35 per cent from Rs 66.64 billion to Rs 90 billion during the
quinquennium (Shankar and Sarma, 1986). Employment in public sector
enterprises too showed a phenomenal increase from 3.1 million in
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1960-61 to 8.3 million 1in 1983-84.l The pace of growth of employment
was faster than in the organised sector of the economy. The proportion
of employment 1in public enterprises in total organised sector
employment, increased from 25 per cent in 1960-61 to 34 per cent in
1983-84.

b. Share of public enterprises in income generation
and capital formatiom.

3.1.3 The growing importance of public enterprises in Indian
economy can be clearly seen from their contribution to the income
generated. As a proportion of GDP, the share of public enterprises
registered more than three—fold increase over the last two decades. In
1960-61, the contribution of public enterprises to total GDP was less
than 5 per cent; but by 1983-84, it was close to 16 per cent (Table
3.1). This phenomenal increase in the share of public enterprises was
brought about, to a large measure, by the iIncreasing contribution of
mining, manufacturing and banking sectors, both in absolute terms and
relative terms, to the shares of other sectors.

3.1.2 The increasing contribution of public enterprises can be seen
by comparing the trend rates of growth of GDP and capital formation in
the economy with those contributed by public enterprises. Table 3.3,
which summarises these growth rates, shows that during the period
1971-72 to 1983-84, the rate of growth of GDP produced by public
enterprises was higher (18.5 per cent) than the growth of GDP in the
economy as a whole (12.3 per cent). This was true also of every sector
of the economy excepting Transport and Communication.

3.1.3 Increasing role of public enterprises may also be seen 1in
terms of their share in capital formation 1in the economy (Table 3.2).
In 1983-84, almost 37 per cent of the capital formation in the economy
took place in the public enterprises, forming about 9.8 per cent of the
GDP. In 1960-61, the public enterprises” share in total capital
formation was 32 per cent forming 5.8 per cent of GDP out of a total
gross investment of about 18 per cent. Thus, during the period from
1971-72 to 1983-84, while capital formation in public enterprises grew

at 17.8 per cent per year, the corresponding growth of capital
formation in the national economy was lower at 15.4 per cent.

3.1.4 The expanding role of public enterprises can be seen not



Saving Performance of Public Sector Enterprises 35
: ratio

merely in terms of its[;o GDP, but also by its control over certain
key areas of economic activity. The comparison of sector-wise GDP
shares of public enterprises in the national economy since 1960, brings
this out very clearly (Table 3.4). It may be seen from the table that
in 1983-84, almost the entire “Mining and Quarrying” sector was under
the control of public enterprises whereas in 1960, they contributed
only 11 per cent of the income generated in the sector. In 1983-84,
public enterprises contributed over 85 per cent of the income generated
in electricity, gas and water supply and in “Banking and Insurance” it
was over 75 per cent. Their contribution in 1960 was only a 1little
over 50 per cent and 38 per cent, respectively. In the manufacturing
sector too, their share of income increased from a mere 4 per cent in
1960 to about 20 per cent in 1983-84.

3.1.5 The expansion in the role of public enterprises in
manufacturing activity has taken place both by intensification of the
public sector in certain key areas as well as by widening their sphere
to diversified activities. In certain key areas 1like coal, crude
petroleum, copper, lead and telephones and teleprinters, public
enterprises account for nearly 100 per cent of the industrial
production in the economy. (Table 3.5). In basic metal industries and
zinc, their contribution in the total production is over 75 per cent.
Their share in the financial structure of the economy too 1is
predominant, accounting for over 92 per cent of both deposit and credit
of the commercial banmks and the long~term financial institutions are
almost wholly in the public sector.

c. Rationale for the increasing role of public enterprises.

3.1.6 It is instructive to recall the circumstances and the
considerations which impelled the planners in India to assign a key
role to public enterprises in the economy. Unlike in the western
capitalist countries where public enterprises were developed in phases
as and when market failure could be recognised, in India, they were
developed as a result of a deliberate policy recognising the inadequacy
of market mechanism itself. Given that the resource endowments were
acutely uneven, market supply and demand would not represent economic
needs; market forces representing individual preferences would run
counter to the social preferences; and market solution would not be
optimal when the infrastructural facilities are in a rudimentary state?
(Majumdar, 1977 and Sheahan, 1976). Thus, when the Second Five Year
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Plan was initiated with the objective of rapid industrialisation with
particular emphasis on the capital goods industries, it was obvious
that public sector had to take up commanding heights in the economy.
Given the inadequate development of market economy, a weak industrial
base, scarcity of entrepreneurial class, lack of infrastructure -
physical and human, poor state of technology and low level of savings
and investments in the economy ~ sustained self-reliant industrial
growth was possible only with government initiative. These and the
considerations of providing a corrective for market imperfections
coupled with the booming foreign exchange crisis in the latter half of
fifties, necessitated the decision to use the public sector as an
instrument to accelerate self-reliant growth3.

3.1.7 Thus, public enterprises in the Indian context were required
to provide both entrepreneurial support and entrepreneurial
substitution in areas where the private sector had failed to deliver.
Thus, they were required to fulfil a variety of objectives,
namely, (i) producing goods having very high external economies and
those having a strong complementarity with the rest of the economy.
(Infrastructure industries, capital intensive heavy industries, and
some essential inputs such as coal and steel are examples of this);
(ii) generating surpluses to raise the level of savings and investment
in the country; (iii) achieving self-reliance in technology through
progressive import substitution; (iv) safeguarding the interests of
labour; (v) stabilising prices of basic consumer, capital and
intermediate goods; (vi) balanced regional development by locating high
linkage industries in backward areas, and (vii) counteracting
oligopolistic market practices and to reduce income disparities.

3.1.8 Truly, the objectives public enterprises were expected to
fulfill were so ambitious that disappointments were unavoidable.
Further, some of the objectives were even mutually conflicting. This
could only result in the blurred sense of purpose and a lack of sense
of direction. In what follows, we will evaluate the performance of
public enterprises in some detail.

3.2 Performance of Public Sector Enterprises — An Evaluation
a. Growing savings — investment imbalance in public enterprises.

3.2.1 The primary reason for the disenchantment with public
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enterprises has been on the grounds of poor productivity. It has been
argued that low productivity, in turn, has led to two important adverse
consequences on the economy. First, this has led to low profitability
of public enterprises resulting in inadequate generation of surpluses
to finance their investments. Thus, financing of additional public
investments could come about only by drawing upon the savings of the
household sector, and to this extent, constraining the more productive
private sector investment. Second, in a situation where prices are
fixed to cover long run marginal cost, low productivity could
result in higher prices of the products of public enterprises. As many
of the intermediate and capital goods are produced in the public
enterprises, their low productivity could push up the prices of
products all along the chain of production. Further,the protection
accorded by import restrictions and tariff policy, would result in a
high cost-non-competitive industrial economy. We will, in what follows,
examine and elucidate these arguments.

3.2.2 A detailed examination of savings and investments in diffe-
rent sectors of the economy brings out some striking features. First,
since the mid seventies, there has not been any appreciable increase in
the ratio of savings to GDP in the public sector (Table 3.6). The
ratio fluctuated between 4.5 per cent and about 5 per cent (except
in 1980-81 when it fell to 3.6 per cent). In fact, the highest ratio of
5.2 per cent reached in 1976~77 was never again achieved. Even this was
made possible because of the savings of administration departments and
if the savings of public enterprises alone are considered, the ratio
stagnated at a little over 2 per cent since 1976-77. Though the
performance Improved slightly to over 3 per cent in 1982-83 and
1983-84, it is difficult to take this as a trend yet.

3.2.3 Clearly, considering the large volume of investment in public
enterprises, their savings performance has clearly been unsatisfactory.
Since the mid-seventies, not only have the public enterprises” savings
not shown any marked improvement, but also continued to widely
fluctuate. Thus, as a proportion of GDP, savings of public enterprises
stagnated around 1.7 until the mid-seventies and fluctuated between 1.9
per cent and 3.5 per cent in the period thereafter. A disaggregated
analysis shows that almost 80 per cent of the savings of public sector
enterprises is generated by non—departmental units (Table 3.7). Even
among these, if one considers net savings (after depreciation), a bulk
of savings generation - over 85 per cent (in 1983-84) - has come from
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financial enterprises alone, and the net savings of non-financial
non—-departmental enterprises has been negative.

3.2.4 It is important to note that an increasingly large proportion
of public sector investment particularly investment in public
enterprises, in India has been financed by drawals from household
savings over the years (Table 3.6). In the public sector,the deficiency
of savings ratio (ratio of gross capital formation to GDP) by 3.8
percentage polnts increased substantially to 7.1 percentage points by
1983-84. In the case of public enterprises, the deficliency increased
from 4.3 percentage points in 1970-71 to 8 percentage points in 1981-82
but declined slightly to 6.5 percentage points in 1983-84. The main
reason for this is the poor profitability of the public enterprises.

a. Profitability of Central and State enterprises.

3.2.5 Essentially, the poor savings performance of public enter-
prises has to be attributed to low rate of return on investment genera-
tion by them. Table 3.8 summarises the profitability scenario for
Central government enterprises. It may be seen that in 1984-85, these
enterprises were able to generate a gross return of only 12.8 per cent
on capital invested in the aggregate. The enterprises producing goods
generated a return of 13.7 per cent and those rendering services, 10.9
per cent. It is also necessary to note here that over 50 per cent of
the total gross profits were generated by the petroleum industry alone.
1f this is excluded, the gross rate of return on enterprises producing
goods falls to a mere 5.5 per cent and for all running enterprises to
7.7 per cent. Consumer goods and textiles produced a negative rate of
return and steel (2.3 per cent), minerals and metals (3 per cent) and
coal (3.7 per cent) produced very low rates of return. While, to some
extent, the low rates of return in the case of core industries may be
justified in view of their externalities and downstream linkages, there
is no reason why an activity like tourist services or those producing
consumer goods should not produce economic rate of return. Qur analysis
indicates that, apart from coal, the loss-making enterprises were
mostly outside the core sect:or.4

3.2.6 The public enterprises in the States fared much worse. By
March, 1982, there were 657 State level undertakings (excluding
Electricity Boards and Road Transport Corporations) with a share
capital of Rs 15.46 billion. But most of these were running in losses
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and hardly did they provide any worthwhile return (Government of India,
1984). In fact, in some of the States, loans had to be given to meet
cash losses of public enterprises.

3.2.7 The State government investments are of a much higher magni-
tude in power and transport sectors. Loans advanced by the State
governments to the Electricity Boards upto 1985-86 amounted to Rs
153.99 billion (vide Table 3.9). While as per the norms laid down by
the Rajyadhyaksha Committee (1980), the Boards were required to
generate a return of at least 15 per cent including an average compo-
site rate of interest of 7 per cent, the actual financial performance
in 1985-86 (revised estimates) generated a return of less than 4 per
cent. When the interest liability of the Electricity Boards was taken
account of, the rate of return was substantially negative (~7.1 per
cent). In fact, none of the Electricity Boards exceeded the normative
rate of return except Kerala (17.2 per cent) and in the case of 6 Elec-
tricity Boards, revenue was not adequate to meet even working expenses,
leave alone meeting interest liability. After meeting interest liabi-
lity, only the Boards in Andhra Pradesh, Kerala, Madhya Pradesh and
Tamil Nadu had positive surpluses, the highest return being generated
in Andhra Pradesh (6.2 per cent). The accumilated interest arrears
alone, by 31st March, 1983, amounted to a staggering Rs 15.73 billion
(Government of India, 1984). What is of greater concern is that the
commercial losses of Electricity Boards almost doubled during the six
years from about Rs 7.5 billion in 1980-81 to Rs 1l4.4 billion in
1985-86 (Table 3.10).

3.2.8 Equally worrying were the finances of State Road Transport
Corporations. The net return on the estimated investments of Rs 17.9
billion in these Corporations in 1985-86 was — 0.8 per cent (vide
Table 3.11) while even the norm stipulated by the Eighth Finance
Commission required them to generate a net return of 3 per cent.
Although the losses of these undertakings showed a substantial decline
from -20 per cent in 1980-81 to ~10.8 per cent in 1985-86, the
contimued losses of these undertakings over the years have seriously
constrained the generation of public sector savings at the State level.
In fact, only the corporations in Haryana and Rajasthan could make any
worthwhile profits. Only a handful of corporations could generate
enough surplus to meet the interest 1liability. The 1losses of this
magnitude have occurred even when Section 22 of the Road Transport
Corporations Act, 1950 specifically says that the corporations “shall
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act on business principles”.

3.2.9 The departmental undertakings of the State governments did not
show any better financial performance either. In irrigation alone, the
State governments have invested over Rs 31 billion during the period
from 1951 to 1986. But in 1985-86, receipts from irrigation at only Rs
2.5 billion could cover less than a fifth of the working expenses of Rs
13 billion. Thus, on working expenses alone, the loss was over Rs 10.5
billion and if the opportunity cost (in terms of the average borrowing
rate)to the government is taken at 6.5 per cent, and the implicit tax
arising from lower procurement prices 1s taken account of (Rs 4.5
billion), the net loss for 1985-86 works out to over Rs 20 billion.

d. Issues on pricing policy.

3.2.10 Closely related to the problem of raising the level and
growth of public enterprises” savings 1s the issue of a proper pricing
policy for the products of public enterprises. As mentioned earlier, in
a situation where productivity of public enterprises is low (or costs
are above normative price ),5 the price charged to cover the long-run
marginal costs of basic inputs and capital goods, given the
imperfections in the market, could result in all-round escalation of
costs and prices. On the other hand, when an enterprise 1is not
running efficiently, if the prices charged are below cost, implications
arising from the alternmatives — cost in terms of lower developmental
expenditure and/or increase in budget deficit - have to be considered.
Contrarily, charging prices below the normative cost 1in a productive
enterprise, besides subsidising private sector at the cost of
additional public savings and investments, would alter the relative
prices in unintended ways to distort production pattern and render
drawing equity implications more difficult.

3.2.11 However, in spite of its obvious significance, the pricing
policy did not receive adequate attention in the Indian context until
recently. Though the pricing policy announced by the government in 1968
lays down the broad guidelines,6 in reality, price has generally been
regarded as a simple matter of accounting whereby, price adjustments
were generally made in keeping with changes in accounting costs. Taking
account of historical costs of plants and equipment even when normative
costs are considered while fixing prices, has led to inadequate
internal resource generation for the replacement of capital.7 Again,
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considering actual costs of inputs has resulted in reduced incentive
for more economical use of inputs (Government of India, 1986).

3.2.12 Increases in the level of public enterprises savings can come
about either by increasing the productivity of public enterprises or by
enhancing the prices of the products of public enterprises. In the
short run, given the constraints on productivity increases, public
enterprises savings can be increased only by enhancing the prices of
public sector products. Increase in the prices of products and services
of public enterprises, particularly in the core sector, could lead to a
cost-push type of inflationary situation and when the prices are above
the normative long-run marginal cost (of a competitive firm), this
could clearly result in a non—competitive economy. If it 1s construed
that in the short run significant increases in tax ratio cannot be
achieved, mobilising savings through internal and external borrowing is
limited and non-plan expenditures cannot be reduced, the alternative to
enhancing the prices of public sector products to finance increases in
public investment 1is clearly, deficit financing. Thus, under the
specified conditions, the government has to evaluate the alternative
policies in terms of their inflationary impact on the economy. On this,
however, the choice is not very clear for, if deficit financing creates
demand pull forces and wages and prices spiral, hiking prices of public
sector products could create a cost-push type of inflationary situation
(Sundaram and Tendulkar, 1982).

3.2.13 How have the administered prices behaved in the past? While
there is no study analysing whether the administered prices were
determined at optimal levels, changes in prices affected since 1970-71
clearly indicate that these prices have increased faster than the gene-
ral price level (Table 3.12). Thus, while the non-administered prices
increased at an annual rate of 8.5 per cent during the period, adminis-
tered prices increased by 9.1 per cent, of which increase in the prices
of core items was as high as 11.5 per cent per year and those of petro-
leum products 15.9 per cent. This order of increase is only the direct
effect and if indirect effects through the input-output relations are
traced and cascading effects are accounted for, the contribution of
administered prices to the inflationary situation in the economy must
have been of a much larger magnitude.

3.2.14 Although in the aggregate it 1s suspected that prices of
public enterprises are higher than optimal, we also find the reverse
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situation in certain departmental enterprises. The clear case 1is that
of irrigation rates, which as mentioned earlier do not even cover a
fifth of the working expenses of irrigation works. Besides the question
of inadequate surplus generation, it must be mentioned that this
generates unintended subsidy which accrues mainly to the well to do
farmers [Nanjundappa, 1986). Underpricing of products of some State
transport undertakings, Electricity Boards and certain categories of
railway commuters (suburban) may also be mentioned.

3.3. Productivity Trends in Public Sector Enterprises
a. Evidence of falling productivity.

3.3.1 We have, in the earlier section, highlighted the failure of
public enterprises in generating adequate saving and consequent drawals
from household sectors” savings for public sector investment. Drawal of
household savings for public investment is a feature common to many
developing countries, and in itself 1s not undesirable. It would be
undesirable if the productivity of public investment is lower than that
of private sector, and public and private investments are competitive
rather than complementary.

3.3.2 What has been the trend in the productivity of public sector
enterprises? How does it compare with the productivity in the private
sector? Unfortunately, not many studies addressing this 1issue are
available. This is partly because of the difficulties in comparing the
two sectors, for the Industrial Policy Resolution of 1956 prevents the
entry of private sector into certain key areas of manufacturing
altogether. There are however some studies which may be briefly
discussed here.

3.3.3 Gupta”s (1982) study on the productivity trends in fertiliser
industry showed that total factor productivity (TFP)8 as well as the
partial productivities of labour and capital in the public sector was
below that of private sector. Further, total and partial productivities
in both public and private sectors tended to decline and as the rate of
decline was faster in the latter, the public sector showed improvement
in its relative performance over time. The only comparative aggregate
study is that of Dholakia ([1977] which examines the productivity
trends of public and private sectors in manufacturing activities as a
whole. The study concludes that while the TFP in the private sector
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remained static, remarkable improvement in the public sector was
experienced during the period from 1960-61 to 1975-76.

3.3.4 Dholakia“s study seems to have both data and conceptual
problems. The data on the capital stock employed in the study seems to
have been increasingly underestimated over the time period for the
public sector and overestimated for private sector as no adjustment
seems to have been made for nationalisation of various industries from
time to time. This tends to overestimate public sector productivity and
underestimate productivity of the private sector. Conceptually, it must
be noted that TFP is merely a residual catch-all and hence, even errors
in estimation would affect the value of TFP (Raj, 1985). In the Indian
context, where the firms, particularly those in the private sector are
known to underreport their output to evade taxes (Acharya et al, 1986),
downward bias in the TFP of private sector cannot be ruled out.

3.3.5 We have made some simple analysis of productivity on the
basis of the rates of growth of GDP and GDCF in the economy and in
public enterprises. We have computed these growth rates for the period
from 1971-72 to 1983-84 (vide Table 313). During this period, the rate
of growth of GDP generated by public enterprises (18.5 per cent) was
substantially higher than the growth of GDP in the economy (12.2 per
cent) and this cannot be entirely explained by the differences in the
growth rate of GDCF (17.8 per cent in public enterprises and 15.4 per
cent for the economy). The difference in the rates of growth of GDP in
public enterprises and that of the economy was 6.4 percentage points,
but the difference in the growth of GDCF in public enterprises and the
economy was a mere 2.3 percentage points. This trend is true not only
of the aggregate but also for some of the sectors such as agriculture,
animal husbandry and mining. In the case of some of the sectors such as
construction, trade and commerce and banking and insurance, GDP in
public enterprises grew faster than in the country as a whole even when
GDCF growth in public enterprises grew at a much lower rate than in the
country. Thus, a marginally higher rate of growth of GDCF has been able
to generate a much higher rate of growth of GDP in public enterprises.
It seems that increases in GDP originated by public enterprises ocurred
not merely because of larger investments in these enterprises, but also
due to their better efficiency of resource use. However, as mentioned
earlier, underreporting of incomes in the private sector and upward

bias in the capital stock of private sector and downward bias due to
nationalisation weakens this conclusion,
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3.3.6 The increase in the efficiency of resource use in public
enterprises does not, however, come out clearly in the case of the
manufacturing sector, contrary to Dholakia“s conclusions. The rate of
growth of GDCF in public enterprises was higher than in the private
sector by about 3.5 percentage points and the difference in rate of
growth of GDP too between the two sectors is of a similar magnitude.

3.3.7 However, growth of income depends not only on the growth of
capital formation but also on the existing stock of capital itself. 1In
order to take this into account, we have estimated the capital stock
figures for public and private sectors, taking Uma Datta Roy
Choudhury”s (1977) estimate as the bench mark and using the perpetual
inventory method.9 The industrial break-up of capital stock in public
and private sectors was arrived at on the basis of the information
contained in the study by Kapoor and Khera (1977). On the basis of
these, output—capital ratios have been computed. These ratios
computed for the total economy as well as mamufacturing sectors are
presented in Table 3.13.

3.3.8 The partial capital and organised labour productivity ratios
for the public and private sectors reinforce our earlier observation on
productivity trends. Whereas the output per rupee of capital stock 1in
public sector showed a marginal improvement from 0.18 per cent in
1970-71 to 0.20 per cent in 1983-84, in the private sector it showed a
decline from 0.48 per cent to 0.41 per cent during the period.
Similarly, the partial labour productivity in the case of public sector
improved from Rs 6,600 in 1970-71 to over Rs 10,000 in 1983-84, but in
the private sector it showed only a marginal increase from Rs 6,639 to
Rs 7,789. These suggest the faster increase 1in both capital and
organised labour productivities in public sector as compared to the
private sector.

3.3.9 To conclude from these, as in the case of Dholakia”s study,
that public sector productivity has shown an increasing trend may be
misleading. We have already pointed out the possibility of upward bias
in public sector productivity and downward bilas in private sector
productivity due to nationalisation and underreporting. Given that the
extent of bias on both accounts 1s not known, it would be difficult to

arrive at a firm conclusion on productivity trend in the public sector
enterprises as a whole.
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3.3.10 Although in the aggregate, the capital and labour
productivity in public enterprises showed an increasing trend, it 1is
relevant to note that in the manufacturing sector, in fact, the
productivity of public sector has shown a declining trend. The capital
productivity declined from Rs 0.12 per rupee of capital stock in
1970-71 to Rs 0.07 in 1983-84. Similarly, value—added per worker
declined from Rs 6301 to Rs 5882 during the period. Given the direction
of biases in the capital stock and output figures mentioned above, the
declining partial productivities of both capital and labour in the
manufacturing sector of public enterprises seem to be truly
substantial. Again, while the 1labour productivity in public
enterprises declined during the period, it showed increasing trend in
the private sector from Rs 5,987 in 1970-71 to Rs 9837 in 1983-84.Taken
in conjunction with the fact that employment in the public enterprises
increased substantially during the period, this reinforces our
suspicion of the existence of sizeable overemployment in public sector
manufacturing enterprises.

b. Reasons for fall in productivity.

3.3.11 Several reasons have been pointed out for the lgy efficiency
of public sector enterprises reflected either by negative rates of
return or in terms of high prices of essential intermediates and
capital goods provided by public enterprises. Inadequate corporate
planning, inaccurate designing, lack of managerial and financial
autonomy, bureaucratisation and politicisation of management with
consequent constraints on decision making, absence of continuity of top
management, location of plants on political considerations and
overemployment under pressure from labour unions are much too familiar
a story of public sector enterprises (Bhaya, 1983 and Raj. 1985).

3.3.12 An important reason for the high costs is the cost over-runs
of public sector projects. In the case of projects seeking aid finance,
projects are shunted around prospective donors and sometimes
source-tying results in the redesigning of entire plant and technology
[Bhagwati and Desai, 1970]. Underestimation of project cost initially
to obtain speedy approval and stoppage of the project in mid-stream for
want of funds, delays in implementation of projects due to financial
constraints (particularly at the State level), starting of several
projects simultaneously irrespective of financial considerations and
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staggering them for want of funds later, are some of the other reasons
for this. In the case of power projects, for example, the
Ra jyadhyaksha Committee which went into this, brings it out clearly
(Table 3.14). The minimum time over-run of hydel power projects was two
years and maximum nine years. The cost over-runs were usually over 100
per cent; in two cases it exceeded 400 per cent and in one case it was as
high as 700 per cent. Similarly, in thermal projects, the usual cost
over-run was above 80 per cent (Ahluwalia, 1985).

3.3.13 Low capacity utilisation is another factor which is said to
have resulted in low productivity of public enterprises. Table 3.16
which summarises the pattern of capacity utilisation since the
mid-seventies in Central public enterprises brings this out clearly.
The units with less than 50 per cent capacity wutilisation increased
from 13.4 per cent in 1975-76 to 20.3 per cent in 1983-84. On the other
hand, those utilising more than 75 per cent of their capacity declined
from 61.6 per cent to 51.2 per cent during this period.10
Incompatibility of the structure of capacities with the demand pattern,
inaccurate design specifications (Ahluwalia, 1985 and Sengupta, 1984),
besides general factors such as fall in demand condition and supply
bottlenecks created by infrastructural constraints, were the other
reasons cited.

3.3.14 Another iwmportant reason cited for the poor performance of
public sector enterprises is the excessive wage cost and interest
burden (Bagchi, 1982) arising from high proportion of borrowed
capital. To examine this, we have computed the factor income shares in
public enterprises and private organised sector (Table 3.17). Our
analysis shows that this was true wuntil 1980-8l. Both the proportions
as wage income and interest income were higher in public enterprises.
Since then, the share of wage income has declined in both the sectors,
but as the decline was faster in public enterprises, the share of wage
income stood at a higher level in private organised sector than in
public enterprises. The proportion of interest income in public
enterprises, however, contimues to be much higher than in the private
organised sector. Thus, in recent years, as the share of “profits and
dividends” is more or less equal in the two sectors, the share of
capital in income generation is much higher and the share of labour
much lower in public enterprises than in the private organised sector,
contrary to the general impression.
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3.3.15 Lower productivity of public enterprises due to improper
maintenance and inadequate investment 1is clearly visible in the
transport and power sectors. The report of the Rajyadhyaksha Committee
on Power (Government of India, 1982) clearly points to the fact that
continued under-investment in transmission and distribution has caused
a secular increase in transmission and distribution losses. Continued
under-investment in railways along with a gross neglect of capital stock
maintenance has only aggravated the increasingly inefficient operations
of railways (Ahluwalia, 1985, Chapter 5). Inadequate reinvestment has
also been cited as a reason for the inability of State Road Transport
Corporations to replace overaged fleets of buses (Govermment of India,
1986) .

3.3.16 Equally responsible are the non—professionalism and

discontinmuous management in public enterprises. A study of 140 State
level public enterprises by the Institute of Public Enterprises
revealed that only 10 per cent of the Board members consisted of
professional experts and the shares of public figures and officilals,
respectively, were 45 per cent and 32 per cent. The tenure of chief
executives discussed in the study (summarised in Table 3.18) is even
more revealing. Almost 42 per cent of the chief executives had a tenure
less than six months and about 75 per cent less than 18 wmonths
(Shankar, and Sharma, 1986).

3.4 Public Enterprises — Prospects for the Future

3.4.1 We argued earlier that the growth of public sector
enterprises over the years has been financed by drawing on private
sector, particularly the household savings for private sector invest-
ment. We have also given some evidence to the effect that productivity
in public sector manufacturing enterprises has been lower and
has declined at a faster rate than the private sector. The inevitable
question is what should be role of public enterprises In the future?

3.4.2 To answer this question, it is necessary to know the exact
relationship between public enterprises and the private sector. 1In
other words, the issue is whether the two are complementary, or whether
public sector crowds out the private sector. The literature 1in this
area is still inconclusive. Crowding out of private investment 1is
postulated mainly on the considerations of lower availability of
savings to the private sector after meeting the investment requirements
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of the public sector. Contrarily, some have argued that a slow down in
public sector investment has been, in fact, the main reason for the
deceleration in the industrial growth of the economy since the
mid-sixties. It has been argued that fall 1in public sector
investments reduces the demand for private sector output and on the
supply side, creates bottlenecks for the growth of output of the
private sector (Patnaik and Rao, 1977; and Ahluwalia, 1985).

3.4.3 The strength of the demand side and supply side complementary
effect, however, depends on the strength of backward and forward
linkages of the public enterprises with the private sector. Available
empirical works on crowding out too have not helped to clarify the
situation. While the studies of Sundararajan and Thakur (1980) and
Krishnamurty (1984) confirm the crowding out effect, Rangarajan”s
(1982) study shows a strong complementary relationship between public
and private corporate sectors” investment.

3.4.4 This brings the crucial issue of the role of public sector
enterprises into proper perspective. The 1ssue is not whether the
public sectors” role should increase or diminish in the Indian economy.
It is, in which sphere of activity it should increase its role and
where 1its role should be curtained. Essentially, in areas where public
investment is complementary to private investment, there still exists
scope for expanding public sector activity even if productivity levels
are low and declining.11 Similarly, public sector, given 1its inherent
problems, should limit its role where private sector can deliver the
goods better. Essentially, this implies that expansion activities where
public sector investment has a very high degree of backward and forward
linkages would be beneficilal to the economy. Admittedly, this also
implies that public sector should continue to invest or even expand its
role in the core sector where the backward and forward linkages —
direct and indirect - are high, it should desist from other
manufacturing activities, and wherever possible divest itself of these
activities to the private sector in view its low and declining
productivity trends.

3.4.5 The pattern of investment in Central government enterprises,
at least since the seventies, however, does not seem to have taken this
issue into consideration. (vide Table 3.18). Investment in the core
sector as a proportion of total investment 1in Central government
enterprises steadily declined from over 60 per cent in the beginning of



Saving Performance of Public Sector Enterprises 49

the seventies to a little over 40 per cent 1in 1979-80, and then
gradually increased to 53 per cent by 1984-85, largely due to the
higher investment in the petroleum sector. The important activities
where the proportion of investment showed phenomenal decline were steel
(from 23.5 per cent in 1972-73 to 10 per cent 1in 1984-85), heavy
engineering (from 10.7 per cent to 3.5 per cent), and transportation
equipment (from 6.1 per cent to 3.9 per cent).

3.4.6 The future of the public sector in the country thus lies in
its deeper and wider involvement in the core sector industries. Even
here, particularly in activities such as energy, railway and road
transport, productivity levels are low and have been falling partly
because of lack of adequate resources for balancing and maintenance of
existing capital and reinvestment for upgradation of technology
(Ahluwalia, 1985). Along with making investment, it is necessary to
improve productivity by upgrading technology, professionalising
management, improving the man-machine ratio and having a realistic
price policy.

3.4.7 The Sengupta Committee [Government of India, 1986] does
recognise these 1ssues and accordingly treats the core sector
separately from other activities of public enterprises. The Committee
has recommended that loss-making non-core enterprises should be subject
to a detailed scrutiny to eliminate losses. In cases where the
units have incurred continuous losses for over five years, value-added
per employee is less than the emoluments drawn and equity capital has
been wiped out by mounting deficits, the committee has suggested their
closure. A number of measures to improve productivity both in the core
and non-core sector enterprises also have been suggested such as,
technology upgradation, organisational restructuring into holding
companies under the overall control of concerned ministries, larger
dependence on borrowing from public (through non-convertible
debentures) for raising funds for investment, partial linking of wages
with productivity, restructuring of capital in cases of units suffering
continuous cash losses and continual monitoring of unit cost and
productivity by examining capacity utilisation and raw material costs.
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NOTES

Employment in public enterprises has been estimated on the basis
of industry-wise public sector employment estimates available with
the Ministry of Labour and Employment. The share of administrative
departments in construction, transport, administrative and other
services have been excluded on the basis of their respective share
in the public sector net domestic product. The remaining sectors
fall entirely in the realm of public enterprises.

In such a situation, marginal cost curves show a continuous fall
leading to natural monopoly.

It must be mentioned here that the growth of public sector in
India has been as much due to the default of the private sector as
it was necessitated by the need to achieve commanding heights of
the economy. The profit motive would not have motivated the
private sector to make large investments with long gestation lags
required for the core sector. Public sector participation due to
the default of the private sector is clearer in the cases where
loss-making textile industries and coal mines had to be
nationalised in the interest of labour.

Core sector is defined by the Sengupta Committee (India, 1986) to
consist of coal and lignite, crude oil, petroleum and natural gas,
power, primary steel products, primary production of aluminium,
copper, zinc and nickel, fertilisers, petrochemical intermediates,
agriculture, irrigation and railways.

Normative price is the long-run marginal cost under competitive
conditions.

The broad guidelines on pricing policy were: (i) no price
regulation on products of competitive enterprises or those subject
to domestic or internmational regulation; (ii) in the case of
non-competitive industries, prices were to be fixed at the level of
duty paid landed cost of the product; (iii) enterprises selling
their products (basic and heavy industries) predominantly to
Government of India or the State governments, prices are fixed
taking into account reasonable return added to the cost per unit
at 80 per cent capacity utilisation; (iv) products sold in
international trade, the price was determined in the international
market; (v) in the case of certain items, social priorities like
distributive consideration, containment of inflation and reduction
in the cost of production were to be considered in pricing the
products. (Dual pricing of certain commodities facing supply
shortage, charging lower than the cost in the case of bread, coal
and fertilisers are cases in point); (vi) Preferential purchasing
of inter-public enterprises” products upto 10 per cent above the
market price.

H.K Paranjpe (1986) thus contends that an irrational tariff
structure has permanently damaged the interests of railway users
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10.

11.

as well as of the national economy due to inadequate allowance
for depreciation, poor maintenance, larger arrears of replacement
and inadequate development. See also, Ahluwalia 1985).

Total factor productivity is represented by Y—HiL-+ Hé K where Y
is the rate of growth of value—-added at constant prices, L is the
rate of growth of labour employed and K is the rate of growth of
capital stock in constant prices.

Essentially, the perpetual inventory method involves the addition
of capital formation adjusted for depreciation at base period
prices to the bench mark estimate of net capital stock valued at
base period prices. Thus can be shown as,

Ky = Kpp + NCF,

where k represents the net capital stock and NCF represents net
capital formation. The subscript t and t-1 denote the current year
and a year previous to the current year.

Capacity utilisation in number of units does not really give a
correct picture as the sizes of these wunits vary substantially.
However, in the absence of any other indicator, we have taken this
figure.

It should, however, be noted that a case for increasing
investments in activities complementary to the public sector
exists even if public sector productivity shows a declining trend
in these areas. But, this could indeed create a high-cost
non—competitive economy. In the long-run, therefore, gains to the
economy can be had only when improvement in productivity is made.



TABLE 3.1

or-Wise Contributfon of Public Enterpri n Grogg Domegtic Prodyc COP)

{Percentsgeg)
Sectors 1960-61 1965-66 1970-71 1975-76 1980-81  1981-82  1982.83  1983-84
Agriculture 0.21 0.36 0.39 0.43 0.53 0.51 0.53 0,48
(4. 30) (s. 76) (a.68) (3.80) (3.98) (3.46) (3.29) (3.04)
Forestry end Flsherles 0.34 0.35 0.29 0.35 0.37 0.40 0. 41 0.37
(s.96) (s. 60) (3.48) (3.10) (2.78) (2.71) (2.54) (2.34)
Afning end Querrying 0.12 0.15 0.35 1.12 1.50 2,35 2.92 2.98
(2.46) (2.40) (4.29) (9.93) (11.26) (15.93) (18.14) (18.88)
Sub-Totel - Primery Sector 0.67 0.86 1.50 1.90 - 2,42 3,26 3.86 3,83
) €13.73)  (+  -; (12.02) (16.84) (18.17) (22.10) (23.,99) (24.27)
Manufecturiag 0.58 1.07 1.79 2.50 2.85 2.87 3.09, 312
(11.89)  (17.12)  (21.51) (22.16) (21.40) (19.46) (19.20; (19.77)
Conetruction 0.18 0,24 0.22 0.30 0.51 0.43 0.47 0.45
(3.69) (3.84) (2. 64) (0. 66) (3.83) (2.92) (2.92) (2.85)
Elsctricity, gee and 0. 32 0,47 0.93 1.05 1.52 1.53 1. 62 1. 61
veter supply (6.56) (7.52) (11.18) (9.31)  (11.41)  (10.37)  (10.07)  (10.20)
Sub-Totel - Secondery Sector 1.08 1. 78 2.94 3.85 4,88 4,83 5.18 5.18
. (2.21) (28.48) (35.34) (34,13 (36.64) (32.78) (32.19) (32.83)
Transport, Storege end 2.64 S 2.78 2.96 2.86 2,72 2.97 3.30 3. 18
Communicetion (54.10) (a4.48) (35.58) (25.35) (20.42) (20.14) (20.51) (20.18)
Trede, Hotele and 0.04 0.10 0. 24 0. 64 0. 70 0, 78 0.81 0. 71
Restautents (0.82) (1.80) (2.88) (5.67) (5.26) (5.29) (5. 03) (a.50)
Banking end Insurencs ‘0. 84 0. 70 1.17 2. 02 2.58 2.86 2.88 . 2.80
(9.02) (41,20) (14.06) (17.91) (19.14) (19.39) (17.90) (17.84)
Other Services 0.01 0.01 0.01 0.02 0.05 0.06 0.07 0.08
(0.20) (0.16) (0.12) (0.17) (0.36) (0.41) (0. 43) (n.s1)
Sub-Totel - Trsnsport, Trede snd 3.13 3.59 4.3 5.54 6.02 6.67 7.06 =77
Other Servicee (64.13) (57.44) (S52.64) (49.11) (45.20) (as.22) (43.88) (42.90)
ToTAL 4.88 6.25 8.32 11.28 13,32 14,75 16. 09 15.78
(100,00) (100,00) (100.00) (100.00) (100.00) (100,00) (100.00) (100,00}

Note: Figures in Brackets represent percenteges to
totel public enterprises' contrisution.

cyyres: Coeputed froe 'Netionel Accounte Statistics', Centrel
stetigtical Orgenisation (£S0), Gowernsent of India,
. tom diffezent POAZS.
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Renufecturing 2803  11.01 503 11.46 4360 §.07 32433 9,81 31273 10,03  3603) 9,88  3853J 3.68 40410 8.91
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(0.61) (0. 68) (0.41) (0.67) (2.04) 1.94) (0.90) +(0.43)
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Benking and 0 0.24 73 0.16 173 0. 24 373 0.2% 113 0.36 300 0.36 1179 0.44 1206 2 0.4S
Ineurance (0.73) (0. 40) (0.78) (0.57) 1.03) 0.93) (1.10) 6(1,22)
Other Services 190 0.76 329 0.73 - - 61 0.04 26 0.08 a 0. 11 49 0.12 190 0.04
(4.33) (1.81) (0.09) (0.24) (o.ﬂi) (0.31) : (0. 11)
Sub-Totel- Trensport, 254 ) 9.97 567 3 12.91 7149 9.95 3560 16,00 741 €,58 2999 3 8.22 3073 :
. . ‘ . . <. i . J 7.%2° 34M0 7, 67
Trading end 31.13 32.14 .57 2 ’ )
Teading eng o ¢ ) (32.14) (32.57) 36.49) l15.08) (21.42) (19,14) (20.55)
Total GOCF in public 8159  32.09 17640 40.17 21923 30.54 64561 43.84 108297 34.73 139993 38.37 160584 40.33 '
. . . . . . . 16925 ) 3%.32
Enterprises (100.00) (100, 00) (100.00) (100, 00) (100.00) 2100.00) (100.00) (10n,.00)
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TABLE 3.3
Growth of GDP and GDCF in Public Enterprises

and the Economy
(1971-72 to 1983-84)

(Per cent per annum)

Growth of GDP Growth of GDCF
Total Public Total Public
Enter- Enter-
prises prises
I. Primary sector 9.68 24.46 17.30  21.67
1. Agriculture and animal
husbandry 9.04 14.89 15.23 17.08
2. Forestry 11.14} 17.23}
3. Fisheries 13.83} 14.83 15.26} 18.63
4. Mining 22.39 33.04 29.26 30.71
II. Secondary sector
1. Manufacturing 13.77 17.40 14.76 18.34
2. Construction 12.10 19.79 13.97 -
3. Electricity, gas and
water supply 18.01 19.00 19.19 18.62
ITI. Tertiary sector
1. Transport and
commnication 14.36 13.31 13.85 13.48
2. Trade and commerce 15.56 22.44 13.32 -
3. Banking and insurance 18.60 20.64 25.35 18.67
4. Public administration
and defence 13.25 - 15.31 -
5. Total 12.26 18.52 15.44 17.77

Source: Estimated from National Accounts
Statistics.
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Sectors J950-61 1965-56 ;910-71 1975-76 1980.81 ;981-82.___ m,_}__.p____982~83
rom ar cup rom ar rom er rom er rom ar rom ar raom er rem ear
publle cent ot e cent pub lic cent public cent public cent public cent public cent public cant
enter- of e ter- or enter- of enter- of enter- of enter- of snter- of snter~ of
prises totel prises totel prises totsel prlees totel prises totsel n;lsu totsl p:iuo totel . 2;1:.. totel
1Y Rs (3 (Y L
nillion) million million) mi1lion million) million) million) mill fon)
Agriculturs 300 0.44 880 0.82 1420 0.85 2880 1.08 6010 1.46 6600 1.49 7780 1.67 8360 1.43
Foreetry end 480 18. 60 770 17,11 1070 16.56 2310 19.14 42X 21. 69 5190 22,71 $920 22.53 6320 21.95
Fisheriee
Mining end 160 1. 11 3300 13,75 1180 31.22 7450 B4.28 17320 93.98 30690 99,16 42500 99,58 S1219 100,00
Querrying
Sub-Totel- Primary 940 1.31 1900 1.81 36” . U6 12640 4.38 275690 6.14 42480 8.53 ‘56200 10,53 65890 9.92
Manufecturing 820 4.11 23.60 7.07 6580 12. 60 1650 16.02 32420 17. 11 37490 17.32 44980 18.50 5'360 19.59
Construction 250 3. 90 S40 4,89 820 4,20 1970 5.98 5800 10,22 5620 9.02 6850 9.02 7760 9.06
- Electricity, ges  4S0 52.32 108 57.46 3390 80.91 696 83.35 172% 87,77 19960 €7.20 23580 88,35 27700 87.60
snd weter supply . ’
Sub-Totel- Secondary 1520 5.59 3940 8.52 10790 14,21 25520 17.62 55510 20.87 63070 20,91 75410 21.81 89{10 22,78
Trensport, 3720 S4. 15 6120 55.08 10896 58,27 1900 53.92 30840 49,45 3850 $1.34 48050 S2.72 S4y20 50,92
storege end . .
communicetiun -
Trede, Hotels and %0 0,38 220 0.96 890 2,20 425 4,64 7950 4,68 10120 4.85 11769 5.23 12204 4.80
Restaurante .
Sub.Totela ;rnn.port end 310 18,72 6340 18.66 11760 19,92 2325 18.32 3879 16.70 48810 17.19 59810° 18.93 - 67000 18.44
rade
Banking end 62 38.04 1550 44,03 4290 65,40 1343 75.58 28940 83.50 37360 83,41 41860 78.83 48270 7B.62
Insurence
Other Services 20 0.23 X 0,22 2 0.12 14 D.46 600 1.06 740 1.12 990 1. 26 1400 1.51
TOtll—‘?ﬂ:uc :octox 6870 4,88 13760 6. 25 30ss0 8.32 7498 11.28 151400 13.33 192460 14.75 234270 16,09 2711670 15.78 -
nterprises

Saurce: Nationel Accounte Stetietics, CS3, Government of Indias, for different yesrs.
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TABLE 3.5

Public Sector Contribution in Industrial
Production in Key Areas

Percentage of public enterprises

Item contribution in production
1968-69 1983-84

Fuel

Coal 17.7 97.0

Lignite 100.0 100.0

Petroleum crude 51.1 100.0

Basic Metal Industries

Steel ingot 57.1 75.1
Saleable steel 55.7 74.5

Non-Ferrous Metals

Aluminium - 27.9
Copper - 100.0
Lead 100.0 100.0
Zinc 80.6 89.3
Fertilisers

Nitrogenous 60.5 47.7
Phosphatic N.A. 27.3

Electric Equipment

Telephones N.A. 100.0
Teleprinters 100.0 100.0

Source: Public Enterprises Survey
1983-84. Government of
India, Ministry of Finance,
Bureau of Public Enterprises
(1985).




TABLE 3.6

Progortion of Savings and Investrnent tg GX in Private and Public Sectors

{P:rcnt_3is)

Privats Corcorats Housahold aector Public Sector Publiic éntarprise Net Total Total
asctor Sactor Capitel Groess Grosa
Percen- Percen- JlLffer- Percen- Piccen- JifPsr- Parcen— Petcen- Jiffer- Petcen- rarcan- JifTat- Inflow Jomes- Jomestic
Ysor tage of tage o’ ance tage of tags of ence tage of tags of ence tege of tags of ence - from tic capital
savings invest- esvings invast~ esavings Inveet- savings Invest-, Abtoad Saving formetior
to GF ment to to GW mant to to GP aent to to G ment to :
ph o [P o] e J e o)

[6)) L<l {3) (4 [€))] (6) L7) (8) €)1 (19} (11)- {12) (131 (14) (15} L16)
1970-71 1.6 2,5 -0.9 12,1 8.4 3.7 3.1 6.9 -3.8 1.7 6.0 -4.3 1.0 16.8 17.8
197172 1.7 3.0 -1.3 12,6 8.1 4.5 3.0 7.3 -4.3 1.7 6,2 -4.5 1.1 17.3 18.4
1972-73 1.6 2.8 -n2 1,9 6.7 5.2 2.8 7.8 -7 17 5.0 -43 0.8 16.3  17.0
1973-74 1.8 2.8 -1.0 14.5 9.0 5.5 3.1 8.2 -3.1 1.5 6.5 -$.0 0.7 9.3  20.0
1974-75 2.1 3.9 -1.8 12,4 7.2 s 2 3.8 . 8.1 -4.3 1.7 7.2 -5.5 . 0.9 18.3 19,8
1975-76 1.4 2,9 -1.5 14,2 6,7 7.5 4,5 10.4 -5.9 1.7 9.7 -8.0 -0.1. 20. 1 20.0
1976-77 1.5 1.6 -0.1 15.8 8.6 7.2 5.2 10.6 -5.4 2.6 10.0 7.4 -1.7 2.5 - 20.8
1977-78 1.8 2.6 -1,1 16,1 9.7 5.4 4.6 8.3 -3.7 2.3 7.7 -5.84 -1,6 22,2 20,6
1978-79 1.7 2.3 -0.6 18.0 12,5 S.S 4.9 9.9 -5.0 2,3 9.0 -8,7 0.1 24.6 247
1979-80 2.2 2.8 -0.6 16,1 9.6 &S 4.5 1.0 -6.4 2,2 9.8 -7.6 0.5 22,9 23. 4
1980-81 2,2 2.7 ~0.5 17.2 10.8 [} 3.6 10.9 -7.3 1.9 9.5 -7.6 1.6 22,8 24.8
1981-82 1.9. 3.4 -1.5 15.3 8.7 6.6 4.9 1.8 -6,9 2.7 10.7 -8.0 1.8 22.1 23,9
19682-83 1.9 3.6 -1.7 15.9 8.6 7.3 5.0 12,2 -7.2 h 1.0 -7.5 1.6 22.8 24.4
1983-84 1.7 3.4 -1.7 16.8 9.3 7.5 4.1 11.2 -7.1 L3 9.8 -6,5 1.3 22,6 23.9
Note: All figures are in current prices Sourca: Central Statiatical Office, Nattonal Accounte

Statistica, Various isaves

LS



TARLE 3.7

Structyre gf inge gf Public Enterprigses :
= Sev - (Rsw illion)
Departmental Non-Oepartmental cntérpliveq Non-Jepertmental Total Savings of
Enterpcises fipancicl Ngn-tindncidl s Pyblic Enterprises
ross Nat Grose Net Grose Net ross Net toes Net
1970-71  280¢g 1580 910 840 3050 -140 3960 700 6760 2279
(41.4) (69.7) (13.4) (37.0) (45.1) (~6.2) (s8.6) (30.8) (100.0) (100.0)
1971-72 3340 2120 1020 940 S1g . -7% 4140 210 7480 23
(44.65) (90.99) (13.64) (40. 34) (41.58) (~31.33) (SS. 35) (s.01) (100.0) (100,0)
1972-73 3110 1630 1550 1450 3510 -84 $060 61g 8170 224
(38.07) (72.77) (1897) (64.73) (42,96) (-37.5) (61.93) (27.23) (100.0) (100.0)
1973-74 1890 240 2170 2040 4640 -8ag 6810 1200 8700 1440
(21.73)  (16.67) (24.94) (141.66) (52,33 (-55.33) (78.28) (83.33) (100.0) (100.0)
197 4-75 2280 770 3510 3360 622g 84 9730 4200 12010 4879
(18.99) (15.49) (29.22) (67.61) (51.79) (16.90) (81.02) (84.51) (100.0) (100.0)
1975-76 3550 1770 340 270 547 -1040 8900 2230 12450 3990
(28.5) (a4, 4) (27.6) (82.0) (a3.9) (-26.1) (71.5) (ss.gy {(100.,0) (100.0)
1976-77 6400 4540 s210 S030 8940 1310 14150 6340 20550 10880
(31.14) (41.73) (25.35) (a6,23) (43.50) (12.04) (68.86) (s8.27) (10.0) (100.0)
" 1977-78 7620 $720 5810 5610 723 -2340 1340 270 20650 8990

(36.88) (63.63) (28.12) (62.40) (35.00) (-26.03) (63.12) (36.3) (100.0) (1003

1978-79 7280 5070 7050 6820 8280 -2390 15440 443 22610 9500
(32.20) (53.37) - (31.18) (71.79) (36.62) (-25.16) .(68.29) (46.63) (100.0)  (130.0)

19798~ 7269 4540 73% 7100 9200 -3660 16550 3440 23810 7980
(30.49) (56.,89) (30.87) (88.97) (38.64) (-45.86) (69.51) (43.11) (100.0) (100.0)

Teea-81 683¢g 3160 8940 8320 8790 -7230 17730 1080 24560 4260
) (27.8) (74.6) (36.4) (195.3) (35.9) (169.7) (72.2) (25. 4) (100.0) (100.0)
198182 8660 26%0 12890 12300 17980 -1810 870 10500 39530 13190
(21.9) (20.4) (32.6) (93.3) (45.5) (=13.7) (90.3) (79.6) (100.0) (100.0)

19982-83 11460 3960 18 460 14450 26860 1680 45320 16130 56760 20090
(20.2) (19.7) (32.5) (71.9) (47.3) (8.4) (79.8) (80.3) (100.0) (100.0)

1983-84 1321p 3699 21790 17250 20000 -700 59790 16560 64000 20240
(20.6) (18.2) (34.1) (85.2) (31.3) (-3.5) (79. a) (s1.8) (100.0) (100.0)

Nots: figuras in brackets ripgtesent percentagepe Sourca: Computed from ‘Natignal Accounts 3tatistics',
to total savings of public enterprises. Contral Statisticel Qrganisation, Government

of India, for oirfursnt years.
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TABLE 3.8

B [o_] Go
. (m wi}lion)
Capltal Gross X of (2) Cepizal &Exmss % of Capital Gross X of (8) Capital Gross %X of (1
Employeds prufit to (1) Erployed ircfit (s) to Egployed profit to (7) Smployed Profit to (10)
1972-73 197576  (4) 1990-81 1984-85 ’
6] )] ©) 0] 1G] (3] 0] (ON €)] 6708 L6 NN ¢ - -
1. Baterprises pmducing
goods
1. Steel 11127.9 -37.2 ~0.33 16365.1 644.1 3.94 23593.9 812.0 3.70 37049.0 865.5 2,34
2. Minerals & Metals 4992, 2¢ -42.4 -0.85 5185.0 185.0 3.57 10262, 2 349.3 3.40 18788.0 565.3 3,02
3, Coal - - - 5712.8 -35.9 -0, 54 10263,.3 1052.0 10.2S 28639.5 1057.0 3.72
4. Fower - - - - - - - - - 19308, 5 1763.6 9.13
S. Fetroleum 4581.9 68¢<, 2 14.95 $810.7 1503.5 25. 97 26832.7 3823.1 14.25 63590.4 23334.1 3s. ™
6, Chericals & rFhatme y .
ceutticall 3124.6 120.5 3.86 5$362.8 69.3 1,29 23603, 4 571.7 0.24 26640.2 1902.6 T7.14
7. Hegvy engineering 5035.5 204.3 4.06 86834.4¢ 1064.5 12.05 9835.8 392.1 3.99 12288.5 1674.5 l?.”
8. Medicine & Light
engineering 1867.3 215.5 11.9 3537.1 480, 2 13.58 6120.2 783.5 12.70 12498.0 1843.0 14.7S
9. Transportation equip- :
wment 2867.3 174.2 6.08 3863.7 348.4 9.02 6557.8 347.7 ‘5,30 14031.0 1551.0 11.08
10. Conswwer goods 309.3 -19.4 - 6,27 512.0 4.6 7.93 809.5 - 9.9 -1.22 3628.4 -208,2 -5.74
11. Agro-based In&xitﬂl. 73.4 1.8 2.45 124.3 6.2 4.99 231.5 22.4 9.68 400.9 94.5 | 3.9
12. Textiles - - - - - - 3165.9 403.7 12,75 $626.3 -12%9.7 -23.319
TOTAL 33979.4 1303.5 3.84 55307.9 4304.9 7.78 121276.2 6093, 6 s, 67, 242488.7 33193.2 13 -69
I1.Enterprises rendering Services
1. Tradings Markating 7005.4  752.0 10.73 18563.4 1515.3 8. 17 26356, 1 4290.4 16.28 62169.0 8020.2 12.78
2, Transportation services 4142.7 254, 6 6. 14 9320.4 607.3 6,52 17509.3 1265.1 7.22 23645.4 2117.4 8.95
3. Contracts & Construwetn 157.4 21.9 13.91 390.1 3%.3 9.05 107S.9 252.1 23,43 4376.7 768.7 17.56
4. Industrial Development & .
: Tochnical consul tancy 77.0 10.3 13,38 108.4 25.2 23.25 1312.5 128.4 9.53 £196.8 441.5 24.%7
S. Dewelooment of small .
Industries 290.0 20,5 7.07 435.6 26.0 5.97 78.1 13.2 4.80 S30.2 41.0 7.73
6. Tourist services 135.1 8,9 6.5 265.3 5.7 2.15 424, 4 0.1 11,80 1057.9 32,8 3.10
7. Pipnancial seryices 1509.5 49.5 3.28 igsi.° 163.9 4,26 12857.3 784.0 6, 24 23244.7 1536.3 6,61
59- Séc;im 25 companies - . - - - - - 1820.3 120.6 6,62 3391.2 223.5 5 53
13317.1 1117.7 8.39 329135.1 2379.7 7.23 61330.9 6901.9 11.25 120811.9 13179.4 10.91
TOTAL -~ ALL 4€1296,5 2421.2 5.12 88243.0 6684.6 7.58 182607.1 14995.5 8.21 363300,.6 46372.6 12.76
Note: *oal ‘'a Inciuded under minerals and mwetals Source; Government of India Public Enterprises Survey (differeme

Y®ars) Bureau of Public Rnterprises
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TABLE 3.9
Rate of Return of State Electricity Boards
(1985-86)

(Rs Millions)
S1l. Board Capital Surplus Surplus Rate of Rate of
base at (+)/defi- (+)/defi- return return
the begi- cit (-) cit (=) before after
nning before after interest interest
interest 1interest payment payment
payment  payment %) (%)
(L (2) 3) (4) (5
1. Andhra Pradesh 11110 1540 690 13.9 6.2
2. Assam 2060 (-) 320 (-)1030 (-)15.5 (-)50.0
3. Bihar 8570 (=) 260 (-)1320 (-) 3.0 (-)15.4
4. Gujarat 8500 230 (-) 630 2.7 (=) 7.4
5. Haryana 6040 30 (=) 700 0.5 (=)11.7
6. Himachal Pradesh 760 30 (=) 230 3.9 (-)29.8
7. Jammu and Kashmir 1960 (= 170 (=) 390 (=) 8.7 (-)19.9
8. Karnataka Board 4020 (=) 90 (=) 400 (=) 2.2 (-)10.0
(-)10.3*
9. Kerala 3310 570 110 17.2 3.3
10. Madhya Pradesh 15090 2090 310 13.9 2.1
(=) 2.1*
11. Maharashtra 18330 (-) 140 (-)1680# (=) 0.8 (=) 9.2
(=)11.6*
12. Meghalaya 500 50 (-) 40 10.0 (=) 7.7
13. Orissa 4350 440 50 10.1 1.2
14. Punjab 13300 (-) 120 (-)1560 (=) 0.9 (-)11.7
(=)12.8*
15. Rajasthan 11510 90 (-) 780 0.8 (-) 6.8
(-) 8.1*
16. Tamil Nadu 13850 1610 340 11.6 2.5
(-)11.8*
17. Uttar Pradesh 26540 50 (-)3110 0.2 11.7
18. West Bengal 4190 450 (=) 610 10.7 (~)14.6
(-)17.9*
19. Total (All Boards) 153990 6080  (~)10980 3.9 (= 7.1
(-) 9.4*
Note: * Without taking the subsidy into Source: Annual Report on the
account Working of State Elect-
ricity Board and Elect-
# on the basis of accrued interest ricity Department (Power
to State government of Maharash—- and Energy Division),

tra of Rs 146.65 crore in 1985- Planning Commission,

86. Government of India.



TABLE "3, 10

Commercial Profits (+)/losses (-) of State Electricity Boards (1980-81_ to (1985-86)

(Rs, Milliong)

S1. 198(~81 1981-82 1982-83 1983-8kL 1984-85 1985-86
ho, 3gard (RE)
1) (2) £3) () (5) (6) (7)
Anchra Pradesh 08.2 78 .1 67.2 (-) 47.3 4+61,6 690.7

Assam =) 237.6 (=) W42 (=) 597.0 (=) 764.1 (-)102%.9
Bihar ) 809.3 (=) 9164 (-01071.2 (=)1234.2 (-)1320.8

1.

2. (-)

3. (-)

4. Gujsrat (=) 365.7 10.9 (=) 63.1 126.6
D (=) 3 5

6. (=)

7

-) 2u7.7 (-) 633.2
harysna =) 307.5 (=, 485.7 (=) 539.6 (=) 7.0 (=) 762.3 (-) 70k.1
admocinzl Pradesh =) 18,9 (=) 1Ce.b (=) 96,9 (-, 112.¢ (-) 225.1 (- 226.1
Jemnu & feshmir (=, 151.5 (=) 190.9 (-, 245.% (=) 311.9 (-) 338.7 (-) 395.5

o Jurnntags Spera 150.5 175,71 £39.3 (=) &.8 (=) 176.4% (-) 44,8

9. «.r.G, (=) 146,7 (=) 5.0 (=) 131.5 (=) 112.% (=) Bh.3 (=) 912,k
10. .erzle 3.0 186.7 39.5 (=) =5.9 (=) (3.3 109.3
11. #rodh 2 Prodesn (= 5¢1.9 (=) 516.9 (=) 398.3 (=) 57%.7 (-) 677.3 (=) 326.8
12, mchzrushtrs (=) Wié,s (=) 177.8 200.0 99.3 (=) 810.6 (-,1423.5
13. Me; halaya (=) 33.1 (=) 23.7 12,2 1.5 (=) 13.8 (-) 38.6
4. Orissa (=, 57.0 (=) 112.5 (=) 103.3 (-, 7.1 (-) 123.9 5C.C
1. Punjab (=) 785.6 (=) 599.3 (- 787.,1 (=) 975.2 (=)13C5.5 (-)1699.C
16. roj.sthan (=) 432,33 (=) 506.9 (-, 454,83 (=) 609.4 (~-) 797.9 (-) 928.9
17. izail Nadu (=)1125%,0 (=)1764.7 (-)2109.5 (-J)cc52.2 (~)1437.% (=)1717.8
10. vtter rrodeshn (=,1939.7 (-)ciC0.: (=)2239,3 (-,363.5 (=)2827.1 (-)3114,.0
19. west e nul (=) 396.1 (=) 631.1 (=) 719.7 (=)1127.9 (=) 895.2 (-, 750.6

——— . —

UL be Al 30ARDS (=)7528,3 (=)7757.7 (-,8663.3 (=MO45h.1 (-N2553.2 (-14386,c

(=4
-



TABLE 3,11

62

Capital productivity,. rate of return, on Block Capital
(1980-81 and 1985-36)

(Percentage)

Nage of the  Net Profit to Profit before  Profit before Profit bofore
State ..nad Block Capital interest to taxes to inter2st and
Trans»nort Block Capital block capital taxes to block
Corpn./ . capital
Under-taking
1980~ 1985~ 1980~ 1985 1980~ 1965- 1980~ 19685-
1981 1986 1981 1986 1981 1985 1981 1986
Act- Re- Act- Re- Act- Re- Act- Re-
uals vised uals vised uals vised uals. vised
Est, Est, Est, Est,
1 2 3 4 5 6 7 8 9
Andvra Pradesh -18.87 = 0.69 -14.28 + 3.40 - 1.47 +12.49 + 3.12 +16.59
\ssam. -~11.59 =21.40 = 8.30 - 9,02 ~ 9,37 -=2C.11 - 6.58 -~ 7.73
Bihar - =29,47 =41,77 -19.43 =27.59 ~15.58 -35.48 - 5.54 ~21.39
Gujarat -22.56 -22.32 -17.84 -16.,48 + 4.51 + 3.80 + 9,33 + 9.65
Haryana - 1.37 413.85 + 4.25 =19.95 +60.43 +67.26 - +€£6,07 +73.36
Himachal Pra- =18.08 <24.99 -15,18 -15.13 +12.39 +10.34 +15,26 +20.19
desh .
Jammu &Kashmir - 9.42 -14.58 - 3,00 - 3.18 = 0.32 =11.11 + 6,10 + 0,28
Kamataka -12.80 - 9.40 ~ 8.71 - 2.91 + 6.48 + 5.53 +10.57 + 12.C2
Kerala -14,52 -29.78 -1C.42 =22.73 =13.19 «15.&6 - 2,10 - 8.52
s&adhya Pradesh -25.14 <~ 5.45 -15.30 + 4.26 +11.92 + 6.74 +21.76 +11.74
Maharashtra -20,15 - 5,04 ~16.36 + 1.12 + 2,29 +31.63 + 5.58 +37.78
enipur =55.52 =25,75 ~51.,12 =22.89 255,06 ~26.50 «50.56 =22.565
Meghalaya «25,22 =« 5.20 =-20.43 - 0,22 =23.04 - 4.54 -18.26 + 0.15
Nagaland -20.99 =25.5C -20.99 ~-25,50 <17.94 24.92 =17.94 224.02
Orisca -20.97 -13.50 -14.38 - 7.24 -10.04 « 7,58 - 3.45 - 1,31
Punjab Road- -41,39 -47.95 =33.82 -4C.73 + 7.96 +21.24 +16,03 428,47
ways
PEP3SU n -29.31 -27.25 ~-21.78 ~18.96 + 6,23 - .7.60 +14,31 + 0,59
Rajasthan =21.07 +14,93 -~13.03 +23.29 +10.70 +70.75 +18.75 +79.11
SSikkim + 5,52 -~ 6.50 + 6.52 = 6.50 + 6,52 = 6.50 + 6.52 =~ 6.70
Tamil Nadu =19.35 + 0.99 - 9.52 +15,35 +15.29 +45,71 +25.12 +60.305
Tripu-a -17.52 «13.81 -12.01 -12,0% =17 13 -=13.37 -11.61 <=11.57
Jotar Fradesh -11.24 - 2,01 - 4.75 & 1.00 +12.91 + 9.85 +19.39 + 19.86
Calcutta 3TC -48.58 -32,35 -40.69 =25.31 -47.67 =31.96 -39.68 =24.,91
liorthliengal STC~1.25.48-235,50 -88.,06-172,927 -125,16 -233.,08 -87.74 =170.75
Durgapur STC -80.71 -68.03 -62,94 -49,46 -79.19 -66.52 -61.42 ~-47.54
4All India =20.02 -10.77 =14.35 = 3,74 + 3.74 +11.01 + 9.42 +18.04




Saving Performance of Public Sector Enterprises 63

TABLE 3.12

Average Anmual Rates of Growth of Administered
and Non-Administered Prices Between
1970~71 and 1985-86

Category WPI Welight % Increase
Overall inflation 100.000 9.12
1. Non-administered prices 69.149 8.49
2. Administered prices 25.337 9.07
-Al : Core items 8.272 11.50
-A2 : Other fully administered 3.229 8.57
-A3 : Partially administered 13.836 7.36
3. Petroleum and petroleum products 5.514 15.91

Note: Based on figures available Source: Administered Price Policy
upto 31st March, 1986. — A Discussion Paper,
Ministry of Finance,
Government of India,
p.11l.




TABLE 3,73

Capital output and Labour Qutput Ratios in Public and private Sectors

Output par worker in Output per worker in

Output per rupsee of Output per rupee of
Capital Stock in Capital :tock in the organised manufafa ) organised sector of
—Manuyfagturing Ecognomy turing s tha econom
Public Private otal Public Private fotal Public Private Total Public Private Total
sactor Sector Sector Sector

Sector Sector - Sector Sector

)70-71  0.1176 0.3115 0.2579 0.1752 0.4804 0.3493 6301 5987 6040 6600 6639 8002
)75-76 0.0935 0.2621 0.2102 0.1712 0.4492 0.3198 6420 6580 65 47 7262 6991
181-82  0.0674 0.2598 0.1912 0.1813 0.4087 0.2930 5342 8271 7527 9036 7370
182-83  0.0698 0.2635 0.1933 0.1886 0.3957 0.2875 5766 9143 8262 9731 7913
8384 0.0715 0.2616 0.1920 0.1962 O0.4054 0.2951 5882 9837 8743 10378 7789

Sources: 1, Central Statistical Organisation ~=N&tiona

tes@Excludes public administration
1. Capital stock Pigures have been computed taking Accounts Statistics, Ministry of
Luna Datta Roy Choudhury (1977) base year figures Planning, various issues - for data
by using perpetual inventory method Manufacturing on valus addeq (total public and
sactors figures were worked out on the basis of private organised sactors)
tha gnformation contained in the study by Kapoor 2.Ministry of Labour and Employment,
Govarnment of India - for data in

and Khusa (1977)
nunber of workers

%9
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TABLE 3.14

Time and Cost Over-runs of Hydel Projects
(From Date of Project Sanction)

Project Original Actual Percen- Original Actual Time
cost or tage time or over-run
estimated expected cost (months) revised months
(Rs. cost overrun (months)
million) (Rs. %)
million)

1. Beas Sutlej Link

(1) Dehar (4x165 MW) 967.7 3825.7 291.7 120/144 192 72/48

(11) Pong (4x60 MW) 753.4 2598.0 244.8 120 192 72
2. Kalindhi State I

(6x135 MW) 1256.6 2282.3 81.6 72 102 30
3. Idukki (3x130 MW) 682.0 1150.0 68.6 60 108 48
4. Liktak (3x35 MW) 101.0 806.2 698.2 72 144 72
5. Baira Suil (3x60 MW) 204.9 922.0 350.0 60 120 60
6. Kyredumkulai (2x30 MW) 92.4 232.8 150.0 48 96 48
7. Lower Jhelum (3x35 MW) 179.8 725.3 303.4 84 108 24
8. Subernrekha P.H.I.

(1x65 MW) 152.6 318.0 108.4 60/72 84 24/12
9. Giri (2x30 MW) 87.1 267.6 207.2 60 132 72
10. Gumti (2x5 MW) 551.5 2221.5 302.8 96 192 96
12. Srisailam 457 .5 2372.5 418.6 84 182 108
13. Balimala 458.2 899.4 96.3 72 96 24

Source: Report of the Committee on Power
Government of India.
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TABLE 3.15

Time and Cost Over-runs of Thermal Power Projects
(From Date of Project Sanction)

Project Original Actual Percen- Original Actual Time
cost or tage time Oor over-run
estimated expected cost (months) revised months
(Rs. cost overrun (months)
million) (Rs. (%)
million)
1. Santaldih
(4x120 MW) 755.8 1068.9 41.4 110 111 1
122 129 7
149 182 33
158 188 30
2. Patratu
(2x110 MW) 351.6 634.9 80.6 99 124 25
111 138 27
3. Panki
(2x110 MW) 352.0 700.0 98.9 71 78 7
76 72 (=4
4. Obra
(5x200 MW) 1579.0 3744.0 137.1 60 90 30
39 63 24
33 51 18
51 81 30
57 90 33
5. Kothagagudem
(2x110 MW) 423.0 791.2 87.0 58 61 3
61 71 10
6. Amarkantak
(2x120 MW) 413.7 753.5 82.1 53 59 6
62 68 6
7. Chandrapura
(1x120 MW) 199.0 395.0 98.0 61 79 18

Source: As in Table 3.14.
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TABLE 3.16

Pattern of Capacity Utilisation in
Central Public Sector Enterprises

(Percentages)

Percentage of Units with
capacity utilisation of

less than 50 per More than
50 per cent to 75 per
cent 75 per cent

cent
1975-76 13.4 25.0 61.6
1976-77 14.5 20.5 65.0
1977-78 20.9 24.0 55.1
1978-79 20.6 32.1 47.3
1979-80 21.1 32.3 46.6
1980~-81 28.0 26.0 46.0
1981-82 16.9 29.1 54.1
1982-83 18.9 26.2 54.9
1983-84 20.3 28.5 51.2

Source: Public Enterprises Survey,
1983-84, Vol. 1, Govern—
ment of India.




Factor Incme Shares in Pubtic Enterprises and Private Organised Sectors

TasLE 3;.17

(percentaqe)

Public Sector Enterprises

Private Orqganised Sgctors

Wagas Interest Rent Profits Total ,«d;; aéges Interest Rent Profits Total Per Worker

and sa- and worker and and wages and

laries dividend wages & salaries dividand - salaries

salaries
(%) (%)

1962-61 63.03 17.47 0.58 18,92 100.00 1415,03 55.61 3.88 2.11 38.40 100.00 2192.46
1965-66 60.54 21.73 1,31 16.42 100.00 2035,.18 55.69 5.83 1.83 35.65: 100,00 2768.24
1973-71 63.16 22,64 1.77 12,43 100.00 3480,65 62.40 9,34 2.12 26.14 130.00 4142,69
1975-76 65,22 17,03 1.56 16,19 100,00 6898, 74 61.23 13.64 2,04 23.09 100.00 6898,01
1980-81 62,27 22,70 2,03 13.00 100.00 10687.,28 60,68 13.75 2.43 23.14 100.00 11062.88
1981-82 57.51 22,06 2.15 18.28 100,00 12148,.94 57.10 14.63 2.09 26.18 103.00 11953.09
1982-83 54,34 21,66 2,60 21.40 100.00 13474,45 59,60 15.28 1.97 23,15 130.03 14653.02

55.32 20.39 2.81 21.48 100.00 15392.84 59.95 16.32 1.83 21.90 103.00 16748.81

1983-84

Scurc»: 1, Central Statistical Organisation, National Accounts

Statistics,

Various Issues.

2. Govermment of India, Ministry of Labour and €mploymant,

89
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TABLE 3.18
Tenure of Chief Executives in State Level Enterprises —
Andhra Pradesh
Chief Sample Percentage Cumulative
Executives base distribu— percentage
tenure range tion
(months)
1 17 12.14 12.14
1-3 21 15.00 27.14
36 21 15.00 42,14
6-9 9 6.42 48.56
9-12 10 7.14 55.70
12-18 23 16.43 72.63
18-24 15 10.71 82.84
24-30 4 2.86 85.70
30-36 4 3.86 88.50
36-60 10 7.14 95.70
Five years 6 4,30 100.00
Total 140 100 100

Source: Shankar and Sarma (1986).



TasLe 3, 19

Paercentaqg of Capital Employed tg Total Capital
Employad for kach Year
{(Parcantaqge)
72/73 75/176 ‘79/80 80/81 81/82 82/83 83/84 84/8S
1. Enterprises producing goods
(a) Cora Sactor Industrias
1. Steel 23,53 18,54 12,92 12,92 13.28 12.28 10.04 10.18
2, Minerals, Matals & Coal 10.56 12,35 11,92 11,25 14.57 13,99 13.95 13.03
3. Power - - - - - 1.62 3.99 S, 31
4, Petrol sum 9.69 6.58 10, 22 14,569 14.50 14.95 16,91 17. 47
S, Heavy dngineering 10.65 10,01 5.97 5. 38 4,92 4,73 4,16 3.54
6. Transportation tquipnment 6.06 4,38 3. 46 3. 59 3.67 3.56 4,03 3.86
Sub total (a)-Core saector 60. 49 51.86 44, 49 47.83 '50.94 51.13 53.08 $3. 39
(b) Non-core sector
1. hemicals & Pharmmacauticals 6.61 6.09 11.79 12,92 10.82 9,63 7.60 7.32
2, Medium & Light ingineering 3.95 4,01 3, 40 3.38 3.33 3,38 3.52 3,43
3. Consumer Soods 0.65 0.58 0. 47 0. 44 0.73 1.54 0.73 1.00
4. Agro based 0.16 0.14 0.12 0.13 0.13 0.11 0.12 0.11
S, Taxtiles - - 2.09 1.73 1. 38 1.84 1. 65 1.55
Sub total - non core sactor 11,37 10,82 17.87 18.60 16. 39 16. 48 13. 62 13. 42
Sub total - Enterprises producing
good 71.86 62.68 62, 36 66,43 67.33 67.63 66,70 66,81
I1I, Enterprises prcducing Services
1. Trading & Marketing 14.81 21.04 19.77 14,43 14,72 14,63 16,13 17.25
2, Transportation services 8.76 10.56 8.95 9,58 7.91 7.67 6.68 6.50
3, Contracts & construction 0.33 0. 44 0.80 0.59 0.95 1.08 1.23 1.20
4. Ind. Dev., of Tech. Consul~- . ) ) . . :
tancy " 0.16 0. 12 0.64 0.72 ‘0,69 0.55 0.52 0. 49
"8, Dav, of small industries 0.61 0. 49 0.16 0. 15 0. 15 0.13 - 0.15 0.14
6, Tourist services 0.28 0.30 0.22 0.23 0.19 0.36 0.33 0.29
7. Financial services . 3. 19 4, 37 6.30 6.87 6.88 6.54 6.95 6.39
8. Section 25 Cos. - - 0.80 1.00 1. 19 1.44 1. 32 0.93
Sub total &nterprises producing R R
Services 28,14 37,32 37,64 33.57 32.68 32,37 33.31 33,19
Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

0L



CHAPTER 4

TRENDS IN CURRENT EXPENDITURE

4.1 Introduction

4.1.1 The poor generation of savings in the public sector has been
as much due to a faster rise in the current expenditure as due to an
inadequate growth in tax revenue. In this context, mention may be made
of Please”s hypothesis and 1its relevance to developing countries.
Stanley Please (1967) hypothesised that normally when governments raise
more revenue they tend to increase their expenditure on defence and
consumption. While the logical deduction from Please”s statement that
increased taxation will only result in faster increase in government
consumption is somewhat pessimistic, nevertheless, it is important to
examine the growth of consumption expenditure in India in the light of
Please”s hypothesis. In this chapter, an attempt is made to anmalyse
the trends in the expenditure side, and to identify items which are
mainly responsible for the rise in the current expenditures.

4.2 Growth in Public Expenditure

4.2.1 The definition of public expenditure used here is the same as
that used in the economlc classification, as given in the National
Accounts Statistics (NAS) published by the Central Statistical
Organisation, Government of 1India. Accordingly, the current
expenditures under economic classification comprise of expenditures
incurred by Central, State as well as Local levels of government.
However, the expenditures under functional heads include only those of
Central and State governments. Expenditures 1incurred by Local
governments are not included as information on these are not available.

4.2.2 Total public expenditures in 1India have grown nearly
seven—fold during the last one-and-a-half decades (Table 4.1). The
annual compound growth rate averaged 2.1 per cent per annum. But, the
growth is hardly uniform. There was a distinct change in the rate of
growth in the ratio between two sub-periods: Between 1970-71 and
1975-76, the rate of growth averaged 4.1, while during the later
period, that is, between 1976-77 and 1980-81, the growth rate averaged
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only 0.2 per cent and during the last three years, from 1981-82 to
1983-84, it was negative and averaged to -0.1 per cent. Thus, there was
a marked decline after 1975-76 in the ratio of public expenditure to
GDP. In fact, during the entire 13-year period, much of the growth at
the average of 2.5 per cent can be attributed to two years: 1971-72
and 1975-76 when the growth rate averaged 13.3 per cent. If the growth
during these two years is excluded, the average drops to just 0.5 per
cent per annum. Thus, during the last one-and-a-half decades, though in
absolute terms public expenditure has grown seven—fold, it has been
more or less constant in terms of its proportion to GDP.

4.2.3 Generally, a distinction 1is made between the final
expenditure component and transfer payments, depending upon whether the
economic impact 1is direct or indirect. The first component 1is
considered as the expenditure by government itself which absorbs
available resources, while the second merely represents transfer of
purchasing power from the government sector. Since such transfers are
excluded from the measurement of GDP, it is only appropriate to
consider the “final® or “exhaustive” type of expenditure, while
measuring the share of government in the economy. The transfer pay-
ments, current as well as capital,constituted about one-third of the
total expenditure in 1970-71. But the share has gone up steadily upto
1977-78 and 1978-79 when transfer payments formed about 48 per cent.
In the later years, the share averaged 44 per cent. As a result,
the ratio of public expenditure net of transfer payments to GDP has
registered a lower growth than that of the total expenditure. The
average growth rate at 1.7 per cent, nevertheless, maintained the same
growth trends.

a. Current and capital components.

4.2.4 A salient feature discernible from the trend in government
expenditure in India is that increases in current expenditures rather
than expenditures on capital formation have contributed to a larger
proportion of increases in total expenditures. This is clearly seen by
the fact that while current expenditures registered a trend rate of
growth of 2.8 per cent per annum, growth of total expenditures was
lower, al beit marginally, at 2.1 per cent. The increasing share of
current expenditures can be particularly seen from 1975-76. The ratio
of current expenditures to total expenditures has continuously
increased from 69.7 per cent in 1975-76 to 76.4 per cent in 198384
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(Table 4.2). The rising share of current expenditures, which constitute
more than 75 per cent of total expenditures needs to be analysed in
greater detail.

4.3. Economic Classification of Current Expenditure

4.3.1 The disaggregation of current expenditure by its economic
components shows that much of the growth has been due to the two
components, namely, interest on public debt and subsidies (Table 4.3).
The average growth rates of these components are 11 and 10 per cent
respectively, while those of wages and salaries and goods and
services are only about 1 per cent.

4.3.2 There has been a significant structural change in the five
broad economic components of current expenditure. The share of
consumption expenditure has come down from 77 per cent to 61 per cent,
that is by 16 percentage points (Table 4.4), of which wages and
salaries account for the decline by 9.7 per cent, the remaining 6.3 per
cent being due to decline in goods and services.

4.3.3 The decline in consumption expenditure is compensated mostly
by the other two components, interest on public debt and subsidies and
current transfers. The share of interest has been consistently going
up. From 4.4 per cent in 1970-71, it has gone up to 10.7 per cent in
1983-84, that is by 6.3 per cent points. In contrast, most of the
increase in subsidies occurred in 1974-75 (3.5 per cent points) against
the overall growth at 8 per cent points.

4.3.4 Thus, while the growth of expenditure due to wages and
salaries as well as goods and services has been reasonably low, the
rapid increase in interest payments and subsidies requires some
explanation.

a. Interest payments.

4.3.5 Interest on public debt has been a fast growing component of
the current expenditure. Over the 13 years, from 1970-71 to 1983-84,
this expenditure has gone up by 17 times from Rs 2.2 billion to Rs 36.8
billion or at an average growth rate of about 24 per cent per year.
The rise has been particularly sharp from 1979-80. While during the
seventies the rise in the interest payments averaged 18.7 per cent per
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annum, that from 1979-80 to 1983-84 averaged a phenomenal 38 per cent
per annum. As a result, its share in total expenditure, which
fluctuated from 4 to 6 per cent, had jumped to 1l per cent by 1983-84.

b. Interest on extermal debt.

4.3.6 One striking feature has been the falling share of external
debt in the total over the reference period and the consequent decline
in its share in the total interest liabilities: from about 14 per cent
in 1974-75 the latter has come down consistently to 6.4 per cent by
1983-84.

4.3.7 The abnormal rise in the other component, namely, interest
on internal debt can be attributed to three possible factors in
general: (a) the secular rise in the internal debt, (b) the general
upward revision of the relevant interest rates, and (c) a possible
shift in the structure of internal debt holding pattern.

4.3.8 The total internal debt has risen from Rs 157.6 billion in
1970-71 to Rs 902.6 billion in 1983-84, or by 1l4.4 per cent compound
rate per annum. The growth between 1970-71 and 1979-80 was at the rate
of only 13 per cent per annum while the growth was about 18 per cent
per annum during the later years. Also, the trends in the average
rates of yield on government securities too which give some idea of the
increase in the interest rate on government securities, show a marked
rise. The average redemption rate has risen from 5.2 per cent in
1973-74 to 7.3 per cent per year which explains the rise in the
interest liabilities to some extent. In so far as the shift in the
debt~holding patterns is concerned, the Committee to Review the Working
of the Monetary System (Chakravarty Committee, 1985) has observed that
over the years, the debt-holding pattern shifted towards medium—-term
securities of 5-10 years maturity range. Further, the small savings
component, whose yield in recent years has been upgraded, has also been
picking up. This tendency also might have been responsible for pushing
up the interest costs of public debt. However, it can be said that by
and large it 1is the rising quantum of debt that has been responsible
for the growth in interest expenditure.

c. Subsidies.

4.3.9 In India subsidies are given for various purposes and are
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direct as well as indirect. In the budgets, only the direct subsidies
are explicitly shown as expenditures, whereas indirect subsidies given
in the form of tax concessions and lower rates charged than marginal
costs for goods and services rendered and therefore difficult to
quantify.

4.3.10 Subsidisation of food-grains in India began as far back as
1950. However, subsidies had grown in magnitude only from 1970.
Fertiliser subsidies were started effectively from 1976~77 in order to
maintain parity of retail prices between imported and indigenous
components, as well as to keep the price uniform throughout the
country. It is the increase in this component that has been primarily
responsible for the general rise in the expenditure on subsidies. The
other major component of subsidies has been those relating to export
promotion. Export incentives in a direct form were introduced in order
to encourage the export of new products, particularly of manufactured
items and engineering goods,as also to offset the comparative advantage
of freight rates of exports from other countries vis a vis India.
Currently, these include facilities such as cash compensatory support
given to various items of export at a percentage of the value of
exports, ~import replenishment” licences in respect of imported inputs
required for export production, and “export packing credit” at a
concessional rate and so on.

4.3.11 Apart from these three major subsidies, there are a number of
others, some not shown explicitly as subsidies, but hidden under
various other entries in the budgets: the subsidy arising from the
losses of public undertakings, subsidy on power rates of State
Electricity Boards, subsidy on account of provisions of irrigation,
supply of milk to urban consumers, provision of transport, as well as
setting up industries in backward areas, are some of the examples.

4.3.12 The total quantum of subsidies has jumped from the low level
of Rs 3.3 billion in 1970-71 to as much as Rs 50.9 billion in 1983-84,
that is, by 15 times or at 23.3 per cent compound growth rate per year.
The share of subsidies in the current expenditure has increased from
6.8 per cent to 14.8 per cent. The sudden jump from 1976~77 onwards is
due to the introduction of fertiliser subsidy. Of late, fertiliser
subsidy along with the two other subsidies, namely food subsidy and
export subsidy, have grown in size and importance. These three
components account for 80 to 85 per cent of total subsidies. Among the
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three categories, however, the growth rate is not uniform. While the
shares of food and export promotion subsidies have been declining, that
of fertiliser component has been rising. Food subsidy, which accounted
for over 50 per cent in 1975-76, has come down to 29 per cent, while
the share of fertiliser subsidy had risen from 21 per cent in 1977-78
to 36 per cent. Emergence of new forms of subsidies has been
responsible for the decline in the shares of food and export subsidies.
The distribution of subsidies among different sectors also shows that,
on the whole roughly 50 per cent of subsidies go to agriculture and
allied sectors and subsidies given to mining and manufacturing
constitute about 20 per cent. (Table 4.6)

4.3.13 It is clear that the quantum of subsidies constitutes a heavy
burden on the exchequer. The question of rationalising subsidy schemes
has been examined in considerable depth by the Committee on Controls
and Subsidies (Dagli Committee, 1979). The Committee identified three
ma jor objectives of providing subsidies. First, to mitigate the effects
of extreme inequalities in income and wealth and to raise consumption
levels of the wvulnerable sections of the society. Second, to protect
and promote the growth of employment—oriented production in the
decentralised sector, and finally, to temporarily subsidise the infant
industries.

4.3.14 However, the Committee identified some ma jor drawbacks in the
present system of subsidies. They are: First, the benefits of subsidies
often do not reach the target groups for whom they are meant. Second,
sometimes government imposes various kinds of levies and taxes on
subsidised commodities, thus neutralising the effect of subsidies.
Third, State governments, in their attempt to attract industries from
other States, have tended to foster unrestrained competition in subsi-
disation of new investments, which is not an insignificant factor in
raising the level of subsidisation. This tendency leads to unhealthy

diversion of investment and thus distorts the pattern of resource
allocations.

4.3.15 All this calls for a careful review of the policy on
subsidies. The phenomenal rise in subsidies in the past years is
expected to continue unless a drastic policy revision is effected.
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4.4 Functional Classification of Current Expenditure

4.4.1 The functional classification indicates the main purposes for
which the expenditure is incurred. The major functional categories of
expenditures are administrative services, social and community
services, and economic services. Administrative services include
general administration and defence. Social and community services
include education, wealth, housing and such other social and community
services. Economic services comprise of agriculture, wmining,
mamufacturing, power and transport.

44,2 A notable feature of the trends in expenditures is the faster
growth of expenditures on both economic and social services in
comparison with those on administrative services. During the period
from 1970~71 to 1983-84 expenditures on economic services increased at
6.3 per cent per annum and social services expenditures registered an
annual growth rate of 2.6 per cent. In comparison, the growth of
expenditure on administrative services was abysmal at only 0.7 per
cent (Table 4.7). As a ratio of GDP, expenditure on economic services
increased by 2.4 percentage points from about 2 per cent in 1970-71 to
4.4 per cent in 1983-84. Similarly spending on social services
registered an increase of 1.4 percentage points from 3.6 per cent to 5
per cent. In contrast, increase in expenditures on administrative
services was only by 0.5 percentage points. Nevertheless, it is
necessary to note that even the administrative services expenditures
increased faster than GDP.

4.4.3 Faster growth of expenditure on economic services may also be
seen in terms of their increasing share in total expenditures from
17.8 per cent in 1970-71 to 28.9 per cent in 1983-84 (Table 4.8). The
share of social services expenditures remained more or less constant.In
contrast, during the period, phenominal decline was seen in the case of
administrative services by about 10 percentage points from 47.6 per
cent to 37.9 per cent. Increasing share of economic services in total
expenditures was made possible primarily by the significant increases
in the shares of expenditures on agricultural and allied activities (by
4.6 percentage points), and mining and manufacturing (by 4 percentage
points). Similarly, the fall in the proportion of administrative
expenditures was made possible by the relative decline in both general
administration and defence almost by equal magnitude.
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4.5 Conclusion

4.5.1 On the whole, the emerging picture is that the current
expenditure component of total public expenditure has been rising much
faster than capital formation and capital transfers. Much of the growth
in current expenditure has been due to the sharp increase in subsidies
and interest payments. Another notable feature of the trends in
expenditures 1s the faster growth of expenditures on economic and
soclal services as compared to administrative services. Although
increase in expenditure on administrative services was faster than that
of GDP, 1its relative importance showed a substantial decline as

expenditures on economic and social services registered faster growth
rates.
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TABLE 4.1

Trends in Public Expenditure in India (Administratiom)
(197071 to 1983-84)

Year Total Share of Total Expenditure
public transfer expenditure net of
expenditure payments as % of transfers
(Rs billion) (%) GDP as 7 of GDP
1970-71 64.6 34.4 16.1 10.5
1971-72 79.1 37.4 18.2 11.4
1972-73 90.3 39.4 18.8 11.4
1973-74 97.2 37.2 16.5 10.3
1974-75 123.4 42.8 17.7 10.3
1975-76 149.1 42.1 20.1 11.6
1976-77 167.5 44.4 20.9 11.6
1977-78 186.0 48.3 20.7 10.7
1978-79 210.0 47.3 21.5 11.3
1979-80 237.1 44.9 21.5 12.2
1980-81 282.5 43.4 22.2 12.6
1981-82 331.5 44,1 22.5 12.6
1982-83 391.5 44.3 23.8 13.2
1983-84 450.2 43.6 21.1 13.1
Average
Growth rate 16.1 2.1 1.7

Source: National Accounts
Statistics. Central
Statistical Organisation,
Government of India.
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TABLE 4.2

Trends in Current Expenditure of Central and
State Governments and Local Authorities
(1970-71 to 1983-84)

Year Total Current Current
current expenditure expendi-
expenditure as % of ture as
(Rs billion) GDP % of total
expendi-
ture
1970-71 46.0 12.3 76.7
1971-72 59.7 13.8 75.4
1972-73 67.5 14.1 74.8
1973-74 72.6 12.3 74.8
1974-75 89.3 12.8 72.4
1975-76 104.0 14.0 69.7
1976-77 120.3 15.0 71.8
1977-78 129.2 14.4 69.5
1978-79 149.1 15.2 71.0
1979-80 173.2 16.1 73.0
1980-81 202.5 15.9 71.7
1981-82 237.5 16.1 71.6
1982-83 287.5 17.5 73.4
1983-84 344.0 17.7 76.4
Average
Growth rate (%) 16.1 2.8

Source: Same as for Table 4.1
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TABLE 4.3

81

Trends in Economic Components of Current Expenditure
as per cent of GDP: 1970-71 to 1983-84

(Per cent of GDP)

Year Total Wages Goods Interest Subsi- Current

current and and on public dies transfers

expenditure salaries services debt
1970-71 12.3 5.9 3.6 0.5 0.8 1.5
1971-72 13.8 6.1 4.1 0.6 1.0 1.9
1972-73 14.1 6.0 3.9 0.7 1.1 2.3
1973-74 12.3 5.5 3.1 0.8 1.2 1.7
1974~-75 12.8 5.9 2.9 0.5 1.7 1.7
1975-76 14.0 6.3 3.6 0.7 1.5 1.8
197677 15.0 6.4 3.8 0.7 1.7 2.0
1977-78 14.4 6.2 3.5 0.8 2.0 2.0
1978-79 15.2 6.3 3.6 1.0 2.3 2.1
1979-80 16.1 6.4 3.9 0.9 2.4 2.2
1980-81 15.9 6.4 3.8 1.1 2.2 2.2
1981-82 16.1 6.4 4.0 1.3 2.2 2.3
1982-83 17.5 6.8 4.1 1.6 2.3 2.4
198384 17.7 6.8 4.0 1.9 2.6 2.4
Average
compound 2.8 1.1 0.8 10.8 9.5 3.7
growth rate
(per cent)
Source: As for Table 4.l.
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TABLE 4.4

82

Trends in the Structure of Economic Components
of Current Expenditure

(1970-71 to 198

3-84)

(Per cent to total)

Year Wages Goods and Interest Subsidies Current

and services on debt transfers

salaries

1970~71 47.8 29.8 4.4 6.8 12.2
1971-72 44,6 30.1 4.5 7.1 13.7
1972-73 42.9 27 .4 5.1 8.2 16.4
1973-74 45.0 25.2 6.6 9.7 13.5
1974~75 45.9 22.9 3.8 13.2 13.1
1975-76 45.0 25.7 4.7 10.8 13.1
1976~77 42.6 25.6 5.0 11.6 13.0
1977-78 42.9 24,2 5.4 13.7 13.7
1978-79 41.2 23.4 6.3 14.8 13.5
1979-80 39.6 24.1 5.8 14.6 13.9
1980-81 40.3 24.1 7.4 14.0 14.1
1981-82 39.5 24.8 7.9 13.4 14.3
1982-83 39.1 23.6 9.4 13.2 14.0
1983-84 38.1 22.6 10.7 14.8 13.4

Source: As for Table 4.1
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TABLE 4.5

Composition of Subsidies by Major Commodity Groups
(1970-71 to 1983-84)

(Per cent shares in total)

Year Food Fertiliser Export Others
subsidy subsidies promotion
subsidies
1975~76 53.2 34.2 12.6
1976-77 53.4 28.4 18.2
1977-78 37.3 20.7 25.4 16.6
1978-79 38.6 23.2 25.4 12.7
1979-80 32.9 33.1 19.8 14.1
1980-81 34.0 26.4 20.9 18.7
1981-82 36.0 19.3 24.5 20.2
1982-83 30.8 26.3 20.7 22.2
1983-84 28.9 36.1 16.0 18.9

Source: Indian Economic Statistics.
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TABLE 4.6

The Distribution of Subsidies by Major Sectors

(1970-71 to 1983-84)

(Per cent to total)

Year General Agri- Mining, Electri~- Others

adminis- culture manufac- city, gas

tration and turing water and

allied and cons- transport

truction

1970-71 16.7 47.9 8.7 1.2 18.3
1971-72 17.8 43.8 7.4 4,2 20.1
1972-73 22.8 37.4 8.6 4.4 20.7
1973-74 10.5 65.6 9.8 2.5 10.5
1974-75 20.7 58.6 8.3 2.0 9.7
1975-76 7.1 59.2 9.0 4.7 18.0
197677 3.5 66.4 4.8 3.1 20.7
1977-78 3.7 64.0 8.7 2.6 20.4
1978-79 3.0 63.3 8.7 2.5 21.3
1979-80 3.4 58.3 17.1 2.6 17.8
1980-81 1.8 62.0 12.8 3.9 18.5
1981-82 1.8 52.2 17.3 4.7 22.9
1982-83 6.1 47.3 25.1 5.0 15.8
1983-84 9.3 42.8 25.2 6.3 15.5

Source: Same as Table 4.1.
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198081 2.34 3.16 5.50 300 0.69 0.42 0.28 0.12 4.51 2,10 0.48 0.13 0.44 0.78 3.97 o.28
1981-82 2,36 ° 331 S5.67 3.00 0.69 0.51 0.35 0.12. 4.67 1.84 0.56 0.1 0.45 0.76 3.91 0.18
1962-83 2,48 344 5.92 328 0.74 0.62 0.35  0.13 S.04 1.88 0.78 0.23 0.42 0.86 4.16 0.17
1983-84 2.44 3.3 5.83 318 0.72 0.61 0.35 0.13 4.99 1.89 0.85 0.27 0.42 1.00 4.43 0.13

Averags 0,6 . 0.8 0.7 2.1 3.3 S.9 1.7 .3 2.6 6.2 127 18.4 9.8 #.7 6.3 neg.
anhuel )

growth

rate -

Notas: 1) Other economic sarvicss include stosic energy and genaral i Source: Central Statistical ‘Drganisetion
- administration sarvicas Nati Q i

2) Othear urvtén include relief of calamities.
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TABLE 4.8
Structure of Fulgtional Categorise of Exenditure

(percentages)
Gener~ Defen- Total Educa-  Spcisl House Cultu- Total Agric~ Mining Elect- Trens~ Othar Total Other
Yesr al Ad- cs Admin- tion Health sarvi- ing re & social ulture and ricity,port econo- egono- ssrvi-
minfis~ istra- ces & rescra- sorvi- and aanuf- gas and mic aic ces
trat- tive wvel fa- stion ces allied sctur- and commu- servi- earvi-
fon Servi- re ’ ing water nicat- ces cee
ess ion
(1+2) o
(€)) 1N (O] 63) (G ¢)) GO oy On G2 (3 (8 {351 (157

1970-71 20.20 27.38 47.58 21.75 4.23 2,60 2,56 0.98 32.12 7.72 1,65 0,27 3.29 4.89 17.82 2,49
1971-72 20.20 28,82 49,02 19,69 4,20 2.3 2,06 0.80 29.14 7,45 1.48 0.42 2,52 S5.47 17.35 4.49
- 1972-73  19.82 27,50 47.42 20,77 4,15 2.3 1.95 .18 30.42 7.56 1.73 0.4 2,42 6,61 18.80 3. 36
1973-74 19.28 26.65 45,93 20.65 4,32 2.65 .97 0.92 30,51 11.08 .86 0.49 2,39 5.05 20.88 2.32
1974-75  18.55 27.61 46,16 20.48 = 4,47 2,72 2,03 0.82 30.52 11,15 .78 0.38 2.44 6,02 21,76 1.56
1975-76  17.92 27,93 45.85 21.51 4,37 2,91 2.32 0.85 31.96 9.97 1.79 0.79 2,68 4.79 20.03 2.14
1976-77 17.71 24,93 42.54 20.43 4.56 3.47 2,28 0.88 31.52 12.90 1.74 0.59 2,52 S.41 23,37 2.3
1977-78 17.05 23.16 40,21 21.01 4,72 2.63 2,19 0.85 31.43 14.65 2,32 Q.74 2.63 5.88 26,23 2,16
1978=79 16,56 21,78 38.34 21,06 4.80 2,76 2,16 0.96 .31.74 15,12 2,87 Q.98 3.82 6.29 28,29 1.53
" 1979-80 16,07 22,67 38.74 20.41 4,76 2,82 .\_i. 96 0.82 .77 14.45 4,14 0,77 2,95 6.01 28,32 2,13
1980-8 1 16.43 22,18 38.61 21.05 4.85 2,92 1.99 0.84 31.65 14,74 .34 0.93 309 S.79 37.89 1.84
198 1-82 16.37 22,92 39.29 20,76 4,81 3.55 2,41 0.84 32,37 12,72 3.89 .27 3.12. 6.08 27.09 1.15
1982-83 15,17 22.50 38,57 .89 4.86 4.06 2,30 0.87 32,98 12,28 5.07 .48 2,76 S5.58 27.19 .14
1983-84 15.84 22,03 37,87 20.52 4.58 3.97 2,26 0.86 32,3 12,31 5.55 1.76 2,72 6,51 28,85 0.92
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CHAPTER 5

TRENDS IN PUBLIC DEBT

5.1. Introduction

5.1.1 The growing dependence on public debt as a means of financing
developmental expenditure in this country has already been noted in
Chapter 1. The steep rise in current expenditures coupled with low
revenue buoyancy has led to heavy dependence on public borrowings. Over
the last fou decades, the changes that have been brought into the
monetary system have, to some extent, facilitated the transferof
substantial portions of private savings to public sector through
government borrowing. Yet the broad trends in the financing patterns
through successing five year plans show that still, more than a half of
the plan expenditure is being financed by public debt. Such dependence
ndebt financing has led to a rising interest burden which in turn has
also contributed to the sharp rise 1in the current expenditures.
Further, despite the ~broadening” and “deepening” of the monetary
system, a sizeable portion of the debt has been in the form of credit
from the Reserve Bank of India (RBI) which has resulted in a marked
increase in the general price level. In this chapter, a more detailed
analysis of the implications of the dependence on debt is attempted.

5.2 Trends in Public Debt

5.2.1 The total outstanding liabilities of the Central and State
governments together had grown nearly five times during 1970~71 to
1983~-84 (Table 5.1): from Rs 222.5 billion to Rs 1055.7 billion. The
yearly changes in the total liabilities, which reflect the debt raised
each year has, however, fluctuated widely. An increase of about Rs 20
billion a year during 1971-72 and 1972-73 was followed by a decline to
Rs 7.5 billion in 1973-74, but thereafter steadily went up to Rs 118.4
billion by 1983-84, the momentum especially noticeable in the last five
years. As a ratio to GDP, the yearly change was around 5 per cent upto
1975-76, but later, it varied around 7 to 8 per cent of the GDP with

two exceptions, namely, 3.5 per cent in 1978-79 and 10.4 per cent in
1982-83.
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5.2.2 Depending upon the manner of borrowing and the interest and
repayment obligations, the total liabilities excluding external debt
are generally classified into market borrowings, small savings and
other 1liabilities. The market borrowings of the Central government
consist of treasury bills, dated securities, compensation and other
bonds, as well as the special bearer bonds issued from time to time.
Small savings comprise the funds mobilised by the Central government
@f which two-thirds are passed on to the States)through the postal
savings schemes.Other liabilities of the Centre include public and
State provident funds, other accounts relating to insurance and pension
funds, trusts and endowments, reserve funds and deposits and so on.
Borrowings of the States comprise the loans floated in the market and
other liabilities which include ways and means advances, loans from
banks and other financial institutions and provident funds.

b. External debt.

5.2.3 A welcome trend has been the consistent declining trend of
the external debt component. In 1970-71 roughly 30 per cent of total
debt came from external sources. However, by 1983-84 its share had come
down to 14.4 per cent. The decrease can be attributed mainly to the
government policy of prudence in keeping the debt servicing burden well
within manageable limits.Underlying such a policy are two problems
assoclated with external financing: First, the uncertainty in respect
of the availability of external assistance and second, the slow growth
in the debt servicing capacity. Table 5.2 shows the position of
external debt and the interest burden on foreign debt as well as the
indicators of debt servicing capacity. This table indicates that the
average interest rate on foreign debt has come down from 11.7 per cent
in 1970-71 to about 3.6 per cent in 1983-84, with minor fluctuations.
The proportion of interest payments in total export earnings has
remained more or less constant at 2.5 per cent.

b. Internal debt.

5.2.4 Central government 1liabilities constitute about 85 per cent
of the total internal debt. The changing pattern in the structure of
internal debt is shown in Table 5.3. A major portion of the
liabilities comes from market borrowings, its share having gone up from
35 per cent in 1970-71 to 46 per cent in 1983-84. The share of other
liabilities has fluctuated between 19 and 24 per cent. Small savings so
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far, despite the higher yield rates and tax benefits, have not been
able to contribute more than 14 per cent.

5.3 Market Debt, Trends and Policies

5.3.1 The main instruments employed in raising market loans by the
Central government are securities and bonds, and treasury bills.

5.3.2 The major investors in Government securities are the Reserve
Bank of India, commercial banks, the Life Insurance Corporation of
India and the provident funds. Direct investment by households in
government securities has been negligible and has been declining.
However, the financial intermediaries mobilise the household savings
and these investments represent a transfer of institutionalised savings
to the government sector.

5.3.3 The holding pattern of government securities 1is largely
governed by the monetary authorities. Table 5.4 shows the trends in the
debt-holding patterns. Apart from the RBI, commercial banks are the
major holders of market debt in securities. These banks are under the
obligation to 1invest a part of their deposits with the RBI in
accordance under the statutory 1liquidity ratio (SLR) requirements.
Similarly, insurance corporations have to invest not less than 50 per
cent of their premium income and provident funds, 30 per cent of their
accruals in government securities. The trends depicted in Table 5.4
show that while the share of RBI holdings (on its own account) has
declined from 36.4 per cent in 1970-71 to 28.4 per cent in 1982-83,
that of the commercial banks has gone up from 21 per cent to 38.9 per
cent. This shift is partly due to the revision in the SLR requirements.
The ratio which was 20 per cent in 1970-71, has been constantly revised
and in 1981 it stood at 35 per cent. The share of the Life Insurance
Corporation remained more or less comstant at 11 to 12 per cent while
that of provident funds declined from 24 per cent to 17 per cent.

5.3.4 Loans raised through treasury bills amounted to Rs 25 billion
in 1970-71 which was 36 per cent of the total Central government market
debt. The share went up steadily to about 48 per cent by 1977-78, the

trend being attributable partly to difficulty in raising debt through
securities.

5.3.5 The major purchasers of treasury bills are banks, State
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governments and others. Unsold bills are taken up by the RBI. Over the
years commercial banks have emerged as the major purchasers of treasury
bills, their share increasing from 3 per cent to 94 per cent while the
share of RBI has gone down. However, an analysis of the ownership of
treasury bills outstanding shows that over 90 per cent are finally held
by RBI (Table 5.5).

a. State governments” liabilities.

5.3.6 The total liabilities of the State governments 1in India
comprise (a) market loans; (b) other liabilities, and (c) loans and
advances from the Central government. The growth and structure of these
components are shown in Table 5.6. The third component, being in the
nature of Internal transfers within the government and not adding to
the total liabilities of government, 1s excluded from our analysis.

5.3.7 The total liabilities of the State governments have increased
four~fold during 1970-71 to 1983-84. The most prominent component of
States” debt has been the loans and advances from the Central
government whose share fluctuated around 72 per cent. Between the other
two components, the growth of market debt has been slower compared to
the other liabilities. As a result the share of the former has been
declining.

5.3.8 The major investors in State government securities are the
banks (Table 5.7). The proportion held by banks increased from 45.3 per
cent in 1970-71 to 61.3 per cent in 1982-83. The share of Life
Insurance Corporation has declined from 21.4 per cent to 12.1 per cent,
while that of provident funds has been rising faster. State governments
themselves hold a small proportion. The other investors are Industrial
Finance and State Finance Corporations, Joint Stock Companies, local
authorities and trusts. Their combined share, however, is fast becoming
negligible.

5.3.9 Thus, despite various changes in the monetary system over the
years, the bulk of the market borrowings 1is raised through a captive
market comprising the commercial banks, Life Insurance Corporation, and
the provident funds. Commercial banks emerge as the major holders of
the market debt apart from the Reserve Bank of India.

5.3.10 The generaly low voluntary subscription of market debt has
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been largely due to the low yield rates of government securities and
treasury bills. The yield rates on government securities have been out
of alignment with other rates in the economy (Table 5.8). The coupon
rates on short, medium, as well as long-term government securities have
been significantly lower than the rates on company deposits and
comnercial bank deposits. Of particular interest is the movement of
coupon rates offered on long-term government securities with maturity
period of 10 years and above, since a major portion (over 80 per cent)
of the market borrowings is held in such securities. There has been a
steady revision of the relevant coupon rate, which has gone up from
6.25 per cent in 1974-75 to 10.5 per cent in 1984-85. However, despite
this continuous upward revision, it remained at a level lower than
those offered on company deposits.

5.4 The Extent of Monetisation of Public Debt
and Implication on the Price Level

S5.4.1 As may be seen from Table 5.9 RBI“s share in the aggregate
borrowing of the government has gone up from 19.3 per cent in 1970-71
to 28.1 per cent in 1983-84.Currently, as seen above, nearly 30 per
cent of the amount raised through dated securities and over 90 per cent
of the amounts raised through treasury bills are held by the Reserve
Bank. Though the extent of monetisation showed a declining trend until
1977-78, in later years it has been increasing.

5.4.2 The level and growth of the monetisation of public debt 1is
believed to be a major factor responsible for the inflationary
pressures noticed during the 1970s and the early years of the
1980-81.The RBI credit to Government constitutes the bulk of the
“reserve money” or “high powered money” in the economy, with an
expansionary effect on the money supply. The share of RBI credit in the
reserve money has gone up from 83 per cent to 92 per cent. As can be
seen in Table 5.10, during the period under review, the wholesale price
index rose from 100 to 315, the average change per year being 10 per
cent. The yearly changes in the price index show that the price rise
was much faster during the three years 1972-75, and again during the
three years 1979-82. Inflation was seemingly under control during the
four years 1975-79. Though the price rise in India is also caused by
other factors such as failure of agricultural production and imported
inflation, "a substantial rise in the price level in the early
seventies cannot be entirely explained away by failures in agriculture
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and imported inflation. The large deficits incurred by Government and
financed by the Reserve Bank have led to a significant rise in money
supply relative to output in successive years and have constantly
fuelled inflationary pressures during seventies". (Chakravarty
Committee, 1985, p.151).

5.5 Scope for Demonetisation of Public Debt

5.5.1 One way of curbing the monetisation of public debt is to
raise the yield rates on Government securities in order to attract more
public participation. The Chakravarty Committee (1985) appointed by the
RBI to review the working of the monetary system in India made a
recomnendation to this effect.It observes: "There appears to be
considerable scope for government to tap the savings of the public
through an appropriate interest rate structure and offer a wider
spectrum of savings instruments with attractive features. This will
have the desirable consequence of lowering the rate of expansion in
reserve money and money supply associated with a given level of
borrowing by the government” (p.299).

5.5.2 However, an wupward revision of the interest rates would
inevitably increase the already acute interest burden on the government
budget. The total interest 1liability even with the existing
subscription levels of market debt, has been escalating at a rate of
24.3 per cent per year. Between 1970-71 and 1983-84 the interest
payments have gone up from Rs 2.2 billion to Rs 36.8 billion. In fact,
interest expenditure has been one of the two fastest growing components
of the expenditure on current account. Its share in the current
expenditure has goneup from 4.4 per cent to 10.7 per cent. Therefore,
any further major revision in the interest rates is likely to aggravate
the situation.

5.5.3 However, as noted by the Chakravarty Committee, an increase
of 3 per cent in the yield rate on market securities and about 4 per
cent in the the treasury bill discount rate might be sufficient to
achieve the required parity with the other yield rates in the economy.
The resultant additional interest payments work out to be not more than
Rs 2.5 billion.Assuming that the envisaged yield rate revision will
induce higher public participation in the government market borrowings,
the long-run benefits of an ensuing price stability as a result of
gradual demonetisation of the public debt can be expected to outweigh
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the additional interest costs.

5.5.4 Also, as the Chakravarty Committee puts it, "The dampening of
the rise in prices would very likely have a beneficial impact on
government expenditures. Thus, a part or even the whole of the
additional interest burden might be offset by saving in government
expenditure. Initially, interest costs will increase as successive
tranches of government borrowing carry the higher coupon rates but the
net impact on the government budget need not be large in the long run
to the extent that relative price stability is achieved.” (Chakravarty
Committee, p.156). The Committee also argues that the ensuing price
stability will obviate the need for raising the yield rates on a
continuing basis.

5.5.5 The favourable consequences of the revision of the yield
rates on government securities predicted above, no doubt, rest on a
crucial assumption, namely, that savings, especially those in the form
of financial savings held in banks and other financial intermediaries,
are Interest—elastic. Available empirical evidence has so far been
divided on the issue. While studies such as Gupta (1985), Bhattacharya
(1985) show that at best savings are not affected by interest rates,
the study by Madhur (1985) supports the hypothesis of high interest-
elasticity of savings. The elasticity coefficient estimated by the
latter study is around 0.88. While the divergent conclusions could be
due to different methodologies, and data sets used, the nature of the
relation between interest rates and the overall savings rate remains
unknown. However, an interesting result obtained by Gupta (1985) is
that though the aggregate savings are interest inelastic, changes in
the real interest rate have a positive effect on the financial savings.

5.5.6 To the extent that the interest elasticity of savings 1is
below unity, the interest rate hikes will not lead to any further
increase in the overall saving rate in the economy. Instead of adding
anything to the current investible surplus, the interest hikes will
merely divert funds which otherwise would have been invested in the
private sector, thus leading to the ‘“crowding out” of private
investment. However, in the long run it is also likely that the
infrastructure development being financed through public borrowing will
result in lower required rates of return which 1is conducive for the
growth of private investment leading to the crowding in effect. Also,
the price stability achieved through the resultant demonetisation of
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public debt would reinforce the favourable climate for the new
investment. In such a case the long-run effect of interest rate
increases should be construed as having a positive effect on the
aggregate saving and investment. The high positive interest elasticity
coefficient obtained by Madhur (1985) is essentially due to the long-
run nature of his model, which might have contained the crowding in
effect as well, while the estimates obtained by Gupta (1985) and
Bhattacharya (1985) pertain to the short-run effect of interest rate on
savings.

5.6 Conclusion

5.6.1 Since financial savingsof the household sector appears to be
fairly responsive to the interest rate changes, the rationalisation of
interest rate structure is likely to succeed in demonetising the public
debt to tolerable levels. Even if the interest rate revision on govern-
ment bonds entails short-run costs such as higher interest burden,
and “crowding out” phenomenon, the long-run benefits of price stability
and “crowding in” effects would more than compensate for the costs.

5.6.2 However, it should be noted that demonetisation of government
debt may not always ensure price stability. Credit creation by the
banking sector which adds to the money supply could also be as
inflationary. Patnaik (1986) contends that the "distribution of the
public debt between RBI and others is of little consequence as far as
the potential for inflation via liquidity creation is concerned” (p.
1545). Though Patnaik”s arguments can be viewed as the other extreme,
the expansionary effect of bank credit, albeit lower than the RBIL
credit, cannot be ruled out.

5.6.3 This points to the only remaining alternative, namely, the
imperative need to generate enough savings within the public sector,
and to mobilise large public savings.
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TABLE 5.1
Trends in Total Outstanding Liabilities of
Central and State Governments
(1970-71 to 1983-84)

(Rs billion)

Year Total lia— Yearly Yearly Total lia- Total lia-
bilities change change bilities bilities of
of Centre as per of Central State Govern-
and States cent of Government ments }j
GDP

1970-71 222.5 - - 198.6 23.8
1971-72 242.6 20.1 4.7 214.2 28.4
1972-73 265.3 22.7 4.8 239.4 25.9
1973-74 272.7 7.5 1.2 242.7 30.0
1974-75 302.3 29.6 4.2 268.4 34.0
1975~-76 341.9 39.5 5.3 301.5 40.4
1976-77 380.0 38.2 4.7 336.1 43.9
1977-78 451.3 71.3 7.8 401.8 49.6
1978-79 487.3 36.0 3.5 434.8 52.5
1979-80 560.5 73.2 7.0 502.2 58 .4
1980-81 666.6 106.0 8.4 597.5 69.0
1981-82 767 .4 100.8 6.9 681.9 85.5
1982-83 937.4 170.0 10.4 848.7 88.6
1983-84 1055.7 118.4 6.0 951.1 104 .6

Note:‘l/ Excluding loans and Source: Report on Currency

advances from Centre and Finance

to States Reserve Bank of India
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TABLE 5.2

External Debt and 1Its Burden
(1970-71 to 1983-84)

96

(Rs billion)

Year External % share Interest Interest
Debt out- in total on foreign as % of

standing liabili- debt value of

ties exports

1970-71 64.9 29.2 1.6 2.6
1971-72 68.3 28.2 1.8 2.4
1972-73 71.2 26.9 1.8 2.4
1973-74 58.7 21.5 1.9 3.3
1974-75 64.2 21.2 1.6 2.5
1975~-76 74.9 21.9 1.9 2.5
1976-77 86.1 22.7 2.1 2.4
1977-78 89.9 19.9 2.0 2.3
1978-79 93,7 19.2 2.3 2.4
1979-80 99.6 17.7 2.4 2.4
1980~-81 112.9 16.9 2.3 2.0
1981-82 123.3 16.1 2.6 2.1
1982-83 136.8 14.6 3.0 2.2
1983-84 153.1 14.5 3.6 2.4

Source: Indian Economice Statistics.
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TABLE 5.3

Trends in Major Components of Internal Debt
Central Government
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Year Total Central Marketable debt Small savings Other
Government liabilities
liabilities
(Rs billion) (Rs. A (Rs. % (Rs. %
billion) share billion) share billion) share
1970-71 198.6 69.5 35.0 22.1 11.1 42.1 21.2
1971-72 214.2 76.1 35.5 24.3 11.4 45.5 21.3
1972-73 239.4 94.7 39.6 28.0 11.7 45.4 19.0
1973-74 242.7 103.7 42.7 32.8 13.5 47.5 19.6
1974~75 268.4 116.4 43 .4 35.5 13.2 52.3 19.5
1975~76 301.5 129.4 42.9 39.5 13.1 57.8 19.2
1976-77 336.1 134.4 40.0 43.6 13.0 72.0 21.4
1977-78 401.8 179.8 44.7 49.0 12.2 83.1 20.7
1978-79 434.8 186.2 42.8 57.5 13.2 97.4 22.4
1979-80 502.2 232.6 46.3 68.6 13.7 101.4  20.2
1980-81 597.5 287 .4 48.1 79.8 13.3 117.4 19.6
1981-82 681.9 300.1 44.0 93.8 13.7 164.8 24,2
1982-83 848.7 410.6 48.4 110.9 13.1 190.4 22.4
1983-84 951.1 432.9 45.5 133.0 14.0 232.1 24.4

Source: As for Table 5.1
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TABLE 5.4

Market Debt-holding Pattern
(1970-71 to 1982-83

(Per cent to total)

Year Reserve Commercial State Life Provident Others
Bank Banks Govern— Insurance Fund

ments  Corpora-

tion
1970-71 36.4 21.1 3.5 11.9 23.9 3.2
1975-76 31.8 29.1 2.9 12.9 21.2 2.7
1976-77 26.7 33.1 2.7 12.4 19.3 5.8
1978-79 20.2 41.7 2.0 12.0 17.6 6.5
1979-80 20.3 44.9 1.8 11.8 16.4 4.8
1980-81 24.6 43.7 1.5 11.4 13.5 5.3
1981-82 28.4 38.9 1.0 11.0 17.3 10.2

Sources: Report of the Committee to
Review the Working of Monetary
System,Reserve Bank of India
(1985).

Report on Currency and
Finance.
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TABLE 5.5

Ownership Pattern of Treasury Bills Outstanding
(1970-71 to 1983-84)

(Per cent)
Year Total amount RBI s Banks” State Others

raised by share share Governments”

treasury bills share

(Rs billion)

1970-71 25.2 96.5 0.9 1.1 1.8
1974-75 50.6 95.1 1.5 2.7 0.7
1975~76 58.1 87.8 7.6 4.0 0.7
1976~77 53.7 94,2 0.9 4.3 0.6
1977-78 86.2 83.7 12.4 3.2 0.6
1978-79 76.1 88.1 1.8 9.5 0.6
1979-80 102.0 90.3 0.6 8.2 0.9
1980-81 128.5 92.2 4,1 3.4 0.4
1981-82 102.7 96.9 1.5 1.1 0.6
1982-83 176.3 91.2 6.6 1.7 0.4
1983-84 174.3 92.9 5.9 0.1 1.0

Source: As for Table 5.1
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TABLE 5.6

Trends in States” Liabilities

100

Year Total Marketable Other Loans and
liabilities debt liabilities advances from

(Rs billion) as % to as % to Central

total total Government

as % to total

1970-71 87.5 14.1 13.2 72.8
1971-72 95.7 14.9 15.7 70.3
1972-73 105.5 13.9 10.6 75.5
1973-74 115.8 14.0 11.9 74.1
197475 125.5 14.1 12.4 72.9
1975-76 137.2 15.4 14.1 70.6
1976-77 148.0 15.5 14,2 70.3
1977-78 164.9 15.0 15.1 69.9
1978-79 191.4 13.9 13.5 72.6
1979-80 215.8 13.2 13.9 72.9
1980-81 239.7 12.7 16.1 71.2
1981-82 276.2 12.2 18.8 69.0
1982-83 324.1 11.6 15.7 72.7
1983~84 371.8 11.6 16.5 71.9

Source: As for Table 5.1.



Trends in Public Debt 101

TABLE 5.7

Holding Pattern of State Government Securities

(Per cent to total)

Year Banks State Life Provident Others
Governments Insurance Funds
Corporation

1970-71 45.3 9.8 21.4 3.7 7.3
1975~76 53.5 1.4 20.6 16.9 7.7
197677 53.7 1.1 19.9 9.8 15.6
1977-78 53.6 0.1 19.7 14.0 12.4
1978-79 54.8 0.4 18.9 17.7 8.2
1979-80 54.0 0.4 17.6 22.7 5.3
1980-81 55.6 0.3 15.4 25.6 3.1
1981-82 56.4 0.3 15.6 26.1 1.6
1982-83 61.3 0.2 12.1 23.7 2.7

Source: Report of the Committee to Review
the Working of the Monetary
System in India (1985),RBI,
Bombay.
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TABLE 5.8

Interest Rates on Selected Financial Assets
(1974~75 to 1984-85)

Year Coupon Rates on Central Commercial Company National
Government Securities bank deposits saving
deposits (3 years) certi-
Short Medium Long (over ficates
term term term 5 years)

(below (5-10) (over 10

5 years years) years)
1974-75 5.25 5.00 6.25 10.00 9.50~16.00 8.25
1975-76 - 5.00 6.50 10.00 9.50~16.50 10.25
1976~77 - 5.50 6.50 10.00 11.00-16.00 10.25
1977-78 - 5.50 6.50 9.00 11.00-16.50 10.25
1978-79 - 6.00 6.75 9.00 10.50-15.00 10.25
1979-80 - 6.25 7.00 10.00 10.50-15.00 10.25
1980-81 - 6.50 7.50 10.00 13.00-15.50 10.75
1981-82 6.00 6.75 8.00 10.00  13.00-15.50 12.00
1982-83 6.25 7.25 9.00 11.00 10.50-15.50 12.00
1983-84 - 7.75 10.00 14.00 14.00-15.00 12.00
1984-85 - 8.50 10.50 11.00 14.00-15.00 12.00

Source: As for Table 5.7



Trends in Public Debt 103

TABLE 5.9

Extent of Monetisation of Public Debt
(1970-71 to 1983-84)

Year RBI credit to RBI Credit to Government as % of
to Government
(Rs. billion) Total Total
market public
debt debt
1970~71 38.4 55.3 19.3
1971-72 48.7 64.0 22.7
1972-73 57.0 60.2 23.8
1973-74 64.6 62.3 26.6
1974-75 73.2 62.9 27.3
1975-76 69.2 53.4 22.9
1976-77 77.7 57.8 23.1
1977-78 76.4 42.5 19.0
1978-79 94.2 50.6 21.7
1979-80 118.0 50.7 23.5
1981-82 158.5 55.1 26.5
1981-82 199.9 66.1 29.3
1982-83 223.1 54.3 26.3
1983-84 267.2 6l.7 28.1
Source: Report on Currency and Finance,

Reserve Bank of India.
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TABLE 5.10
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Prices, Reserve Money and RBI Credit to Govermment
(1970-71 to 1983-84)

Year Wholesale Reserve Proportion of RBI
price index money credit to Govern

(Rs. billion) ment in the

reserve money (%)

1970-71 100.0 48.2 79.7
1971-72 105.6 53.8 90.5
1972-73 116.2 60.3 94.5
1973-74 139.7 72.7 88.9
1974-75 174.9 76.0 96.3
1975-76 173.0 78.0 88.5
1976-77 176.6 98.0 79.3
1977-78 185.8 109.4 69.8
1978-79 185.8 140.8 66.9
1979-80 217.6 165.7 71.2
1980-81 257.3 194.5 81.5
1981-82 281.3 210.0 95.2
1982-83 288.6 231.1 96.5
1983-84 315.3 290.0 92.1

Source: Report on Currency and

Finance.



CHAPTER 6

SUMMARY
6.1. The Nature of Resource Counstraints in Financing
Public Expenditure
6.1.1 At the time India attained independence, income, saving and

capital formation in the economy were at very low levels. In the
following three decades, the rate of capital formation registered an
impressive increase, despite the two oil shocks in the mid-seventies.
(1.1.1)

6.1.2 Most of the capital formation has been financed out of
domestic saving and the public sector has played a major role in
spearheading the capital formation and increasing the GDP in the
economy. The plan strategy in India envisaged a lead role for public
sector in stepping up the savings and investment rate in the economy.
(1.1.2 and 1.1.3)

6.1.3 The contribution of the public sector in the gross domestic
savings has, however, not been commensurate with its growth. The bulk
of the domestic saving comes from the private household
sector.Evidently,capital formation in the public sector has been
financed with the help of large drafts on household savings. (l.l.4 and
1.1.5)

6.1.4 The pattern of financing of public sector investment
expenditure shows public savings contribution has not been encouraging,
As a result the dependence on domestic borrowing has in recent years
increased. (1.1.7 and 1.1.8)

6.1.5 The disaggregated picture of public savings shows that the
main cause for their low levels has been the declining contribution of
budgetary saving which currently has become negative, while the savings
generated by the public sector enterprises have been stagnant until
1980~81. It is only from 1981-82, that the saving performance of public
enterprises, particularly the non-department enterprises, shows some



Summary 106
improvement. (1.2.1. to 1.2.3)

6.1.6 The reasons stated for the deterioration in budgetary saving
are: (1) the rise in current expenditure, first due to the inflation
and, second due to certain large items of current expenditures such as
defence subsidies and interest liabilities, (2) the inadequate buoyancy
of revenue receipts, (3) the low contribution from public sector
enterprises and their continued dependence on budgetary support for
meeting their capital outlay.(l.2.4 and 1.2.5)

6.1.7 The inadequate saving generation in the public sector has led
to an increasing reliance on domestic borrowing with implication of
interest burden and inflation. (1.2.6)

6.2 Trends in Tax Revemues

6.2.1 About 80 per cent of the current revenues of the government
comes from taxation. The current level of tax-income ratio at 18 per
cent is by no means low and compares well with that prevailing in many
middle-income countries. However, since current expenditure has been
rising faster, it 1is necessary to explore the scope for further
increase in the tax-income ratio. (2.2.1 and 2.2.2)

6.2.2 The main feature of the tax revenue growth has been the
falling share of direct taxes. The traditional land-based direct taxes
are fast becoming negligible. Thus the dependence on indirect taxation
has been growing over the years. (2.2.4)

6.2.3 The structure of the tax revenue growth has not been entirely
in conformity with the general trend observed in the context of other
countries. Hinrichs theory of tax structure only partly holds in India.
The continued decline in the modern direct tax revenues in India is a
phenomenon that deviates from the above hypothesis. The non-appli-
cability can be due to certain imbalances in the tax structure, as well
as due to widespread tax evasion. (2.2.5 and 2.2.6)

6.2.4 The Long Term Fiscal Policy announced in 1986 envisages the
reversal of the declining trend in direct taxes. (2.2.7)

6.2.5 An important cause for the declining role of direct taxes
has been the under-taxation of the agricultural sector. The yield from
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land revenue which 1is the only notable direct tax on agricultural
sector, has been declining over the years. In many States the land
revenue rules have become outdated. (2.3.1. to 2.3.3.)

6.2.6 Although there exists a near unanimity on the need to impose
heavier taxation on the agricultural sector, the actual mode of
taxation has not yet been resolved. The Committee on Taxation of
Agricultural Income has designed an agricultural holdings tax which
takes 1into account the changing structure of land productivity.
However, the tax could not be implemented owing to many administrative
problems involved. Bagchi (1978) suggested a modified scheme which
simplifies many of the administrative procedures. (2.3.4 and 2.3.5)

6.2.7 In spite of various schemes and modifications, the revenue
productivity of agricultural taxes has not improved. A major impediment
has been the lack of political will on the part of the governments.
(2.3.6)

6.2.8 Another important matter of concern has been the declining
productivity of the non-agricultural direct taxes, particularly the
personal income tax. The declining trend and lack of buoyancy in
personal income tax is attributable to several factors such as narrow
coverage, rising exemption 1limit, numerous deductions as well as
wide spread evasion. Lowering of the marginal tax rates after 1974-75
could not bring about the required increases in the tax revenue.
Tax evasion has been increasing over the years as shown by Acharya and
Associates (1985). (2.4.1 and 2.4.3)

6.2.9 Thus the basic problem with the personal income tax has been
ineffective enforcement of tax law. Some major steps to increase the
efficiency in tax collection are being experimented with. Also, a
possible replacement of income tax by an expenditure tax 1is being
studied. (2.4.4 and 2.4.5)

6.2.10 Corporation income tax which currently contributes over 53
per cent of the direct tax revenue has been more buoyant than personal
income tax. Much of the growth has been made possible by the public
sector oil companies. The automatic growth of corporation tax has also
improved over the years. The elasticity would have been even higher but
for the slower growth of the tax base. (2.4.6 to 2.4.8)
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6.2.11 The sluggish growth in the base of the corporation tax can be
attributed to the declining role of non—-government corporations in the
economy, coupled with the low returns in the government sector
companies. To some extent the existing income tax structure with an in-
built bias has been responsible for the decline in the corporate form
of business vis a vis partnership firms. (2.4.9 and 2.4.10)

6.2.12 The present corporation tax structure also suffers from
certain drawbacks such as inbuilt bias towards debt-financing, failure
to take account of inflation as well as low effective tax rates due to
numerous deductions and exemptions. (2.4.11 to 2.4.13)

6.2.13 Over 75 per cent of the total tax revenue comes from the four
major indirect taxes, namely, union excises, customs at the Central
government level and sales tax and state excise at the State level. The
revenue buoyancy coefficients of all the four taxes have been well
above unity. (2.5.1 and 2.5.2)

6.2.14 However, the buillt-in elasticity coefficients have been
markedly lower than the buoyancy coefficients. The wide gap between
the elasticity and buoyancy coefficients indicates that much of the
growth in their yield has been due to the year-to-year discretionary
changes. (2.5.3)

6.2.15 The growing importance of indirect taxes in the Indian tax
system is a matter for concern primarily due to their adverse economic
effects. (2.5.4)

6.2.16 Indirect taxes are less effective than direct taxes as an
instrument of resource mobilisation, because the former release less
net real resources than the latter. (2.5.5)

6.2.17 An important source of economic 1inefficiency of indirect
taxes lies in the taxation of inputs and capital goods, which yield
substantial tax revenue. (2.5.6)

6.2.18 Indirect taxes levied by the Central government in the form
of customs and excises, by the State governments in the form of sales
taxes and even by the Local governments in the form of octroi has

led to several virtually independent systems of taxation and consequent
cascading effects. (2.5.7)
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6.2.19 Following the recommendations of the Jha Committee the Central
government has introduced in 1986 a modified form of value-added tax
(MODVAT) for the union excise duties. However, the limited introduction
of the MODVAT may not eliminate the cascading effect altogether. (2.5.8
and 2.5.9)

6.2.20 The State sales taxes apart from aggravating the cascading
effect of union excise taxes, have created certain other problems. The
non-uniformity of the rates and tax competition between different
States has resulted in trade diversion and resource misallocation.
(2.5.10)

6.2.21 As regards the equity of the incldence of indirect taxes, the
general consensus of the different empirical studies appears to be in
favour of progressivity in the indirect tax burden. (2.5.11 and 2.5.12)

6.3 Saving Performance of Public Sector Enterprises

6.3.1 The role of public enterprises has shown a phenomenal
increase in India over the years in terms of their contribution to GDP,
capital formation and control of key areas of economic activity. This
has been occasioned not merely by the use of public enterprises as a
planning instrument to achieve commanding heights of the economy but
also due to the default of the private sector itself. (3.1l.1 to 3.1l.7)

6.3.2 However, the operation of public enterprises has led to
widespread disenchantment. The prime reason is inadequate generation
of savings by public enterprises and consequently, heavy drafts on
household savings to finance public sector investment requirements.
(3.2.1 to 3.2.4)

6.3.3 The low level of savings generation of public enterprises, in
turn, has been the result of low rates of return on investments, both
of the Central and State Government enterprises. The profitability of
Central Government enterprises excluding the petroleum industry has
been very low and many of the loss—making enterprises have been in the
non—~core sector. The state enterprises, with the bulk of their
investments in energy and transport sectors fared even worse. Many of
the undertakings failed to recover even their working expenses. (4.2.5
to 3.2.8)
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6.3.4 An equally important consequence of the declining efficiency
of public enterprises has been the creation of a non—competitive
economy. The absence of a clear-cut pricing policy combined with
falling productivity, have enhanced the prices to non-competitive
levels. In the core sector, this situation causes widespread price
escalation by pushing up costs, creating a non—competitive economy.
Even in a situation where the government is forced with the only
alternative of raising administered prices or resorting to deficit
financing, it is not quite obvious that the former has a distinct
advantage over the latter. (3.2.9 to 3.2.14)

6.3.5 Our analysis of productivity 1in public enterprises
reinforces the above conclusion. In the manufacturing sector of public
enterprises, both capital and labour productivities have shown a
declining trend in contrast to the increasing productivities in private
sector over the period. The fall in labour productivity, in particular,
confirms the fact of overemployment and also its increase over the
period. (3.3.1 to 3.3.10)

6.3.6 Several reasons may be cited for the falling productivity of
public enterprises. Lack of financial stakes, severe cost overruns, low
capacity wutilisation, excessive wage due to overemployment, high
interest burden, improper maintenance and inadequate investments,
non—-professionalism and discontinuity in management are some of the
important reasons.

(3.3.11 to 3.3.16)

6.3.7 The substantial drawls of household savings for public sector
investment and consequent low savings avallability to private
investment, leads to the question: What should be the role of public
enterprises in the future? Essentially, the answer to this depends on
whether public sector crowds out the private sector. We have taken a
view that this question cannot be answered in aggregate. In areas where
the public sector is competitive to the private sector, there is no
reason why there should be any expansion of the former, in the wake of
the falling productivity. However, in areas where the two sectors are
complementary, public sector has to expand its role even when the
productivity has been falling. But, clearly, falling productivity will
create a non-competition economy; the corollary is that gains to the
economy are dependent on the gains in productivity. (3.4.1 to 3.4.4)
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6.3.8 The pattern of Central government investment since 1970 has
clearly not taken this into consideration as seen by the falling
proportion of core sector Iinvestments. Nevertheless, the present
thinking of policy makers seems to be on similar lines. The
implementation of the recommendation of the Arjun Sen Gupta Committee
and the recent policy statement on administered prices should clearly
set the investment priorities on the right lines. (3.4.5 to 3.4.7)

6.4 Trends in Current Expenditure

6.4.1 The low generation of savings in the public sector has been
as much due to the faster rise in the current expenditure as the
inadequate growth in tax revenue. (4.2.1)

6.4.2 While total public expenditure 1in absolute terms has grown
nearly seven-fold during the 1last one-and-a-half decades, as a
proportion to GDP it has increased only about 2.1 per cent per annum.
The growth is hardly uniform. In fact, by excluding the two years
1971-72 and 1975-76, the annual growth rate averages to just about 0.5
per cent. Excluding transfer payments, the growth rate was around 1.7
per cent. (4.2.2 and 4.2.3)

6.4.3 Current expenditure constitutes about 70 per cent total
public expenditure. Over the years the share of current expenditure
in total has been going up, indicating a faster growth than the total
expenditure. (4.2.4)

6.4.4 Much of the growth in current expenditure has been due to two
components: interest on public debt and subsidies. The rate of growth
of these components has been way ahead of the others, namely, wages and
salaries and goods and services. The rise in current transfers has been
modest. (4.3.1 to 4.3.4)

6.4.5 Over the study period, interest on public debt has grown a
phenomenal 17-fold or by 24 per cent a year. The growth from 1980-81
onwards has been at an even higher rate of 38 per cent. Its share in
current expenditure spurred from 4 to 11 per cent. (4.3.5)

6.4.6 One welcome feature has been the falling share of external
debt. The abnormal rise in the interest payments on internal debt has
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been largely due to the rise In the quantum of debt rather than the
rise in the interest rates or the shift in the holding patterns of
government securities by type of maturity period. (4.3.6 to 4.3.8)

6.4.7 In India subsidies are given for various purposes and in
both forms - direct and indirect. Data on indirect subsidies are
difficult to obtain. The major direct subsidies are for food,
fertiliser and export, subsidies, which account for 80 to 85 per cent.
(4.3.9 to 4.3.11)

6.4.8 The phenomenal growth of the expenditure on subsidies during
the last decade has been largely due to the fertiliser subsidy. The
distribution pattern for different sectors also shows that over 50 per
cent of the subsidies go to the agricultural sector. (4.3.12)

6.4.9 As subsidies have been imposing a heavy burden on the
exchequer, a review of the related policies 1is called for. The
Committee on Controls and Subsidies (1979) has pointed out some major
drawbacks in the present system of subsidies: First, the benefits of a
subsidy do not often reach the target groups.Second, taxes and levies
are imposed on subsidised commodities, thus neutralising the subsidy
benefits. Third, there has been an unhealthy competitive tendency among
State governments to attract industries from other States by offering
subsidies. (4.3.13 to 4.3.15).

6.4.10 Among the functional categories of current expenditure, that
on education, health and social services has registered a marked rise
compared to that on general public services and defence. The share of
defence expenditure, contrary to the general view, has been declining.
In contrast, the share of agricultural and allied services has been
increasing, mainly doe to subsidies.(4.4.2 to 4.4.3)

6.4.11 On the whole, the emerging pattern has been that current
expenditure has been rising much faster than capital expenditure, and
much of the growth 1in current expenditure has been due to the
phenomenal rise in interest payments and subsidies. (4.5.1)

6.5 Trends in Public Debt

6.5.1 The broad trends in the financing patterns through successive
Five Year Plans show that over 50 per cent of the plan expenditure
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continues to be financed through public debt. (5.1.1)

6.5.2 The total outstanding liabilities of the Central and State
governments together has grown nearly five-fold. (5.2.1)

6.5.3 A welcome trend has been the consistently declining trend of
the external debt component. The decrease can be attributed mainly to
the uncertainty in respect of the availability of external assistance,
international political implications of such foreign aid, as also the
slow growth in the debt-servicing capacity. (5.2.3)

6.5.4 Of the total internal debt of Central Government liabilities
(which form about 85 per cent of total liabilities) a major portion is
raised through market borrowings. Small savings, despite the higher
yield rates and tax benefits, have not yet been able to contribute more
than 14 per cent. (5.2.4)

6.5.5 Government enjoys a captive market for raising debt through
dated securities and treasury bills. The holding pattern of government
securities is largely governed by the monetary authorities. Commercial
banks, apart from the RBI, have been the major subscribers to the
market borrowing programmes. The rising share of commercial banks,
however, has been effected mainly through the periodic revisions of the
SLR. Over 90 per cent of the treasury bills are ultimately held by the
RBI. (5.3.2 to 5.3.5)

6.5.6 Total 1liabilities of State Governments have increased
four-fold during the study period. Unlike the Central Government
liabilities, the share of market debt has not been high. The major
investors in State government securities are the commercial banks
(5.3.6 to 5.3.8)

6.5.7 The generally low response of voluntary subscriptions to
market debt has been largely due to the low yield rates offered on
government securities and treasury bills. The coupon rates have been
significantly lower than the market interest rates. (5.3.10)

6.5.8 The low subscription to public debt by the commercial banks
and other financial intermediaries has been forcing the RBI to hold a
substantial portion of the market debt. The growth in the monetisation
of debt has been much faster compared to the overall growth in public
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debt. Currently, RBI credit accounts for roughly 30 per cent of the
total debt. (5.4.1)

6.5.9 The monetisation of public debthas increased sharply from
1978-79 on. The level and growth of the monetisation of public debt is
stated to be the primary cause of inflation in India. (5.4.2 to 5.4.3)

6.5.10 One obvious method of curbing the monetisation of public
debt 1is to raise yleld rates on government securities in order to
attract more voluntary subscriptions. The Committee to Review the
Working of the Monetary System in India (1985) has also advocated an
upward revision of the interest rates on government securities.
Following the Committee”s recommendation the LTFP also seeks to reform
the interest rates. (5.5.1)

6.5.11 However, an immediate consequence of upward revision of an
interest rates would be an increase in the already acute interest
burden on the government budget. (5.5.2)

6.5.12 However, the long-run benefits of the ensuing price stability
as a result of the gradual demonetisation of public debt can be
expected to outweigh the short-run additional interest burden.
Further, the price stability can be expected to obviate the need for
raising the yleld on a continuous basis (5.5.3 and 5.5.4)

6.5.13 The favourable consequences of the yield rate revision rest
on the crucial assumption that savings are interest—elastic. Available
empirical evidence in this respect in India is not conclusive.(5.5.5)

6.5.14 However, financial investments of the private sector have
demonstrated to be interest—elastic, which would mean that even if the
yleld rate revision entails short-run costs such as higher interest
burden and “crowding out” phenomenon, the long-run benefits of price
stability and “crowding in” effect, in all probability, may more than
compensate for the costs. (5.5.6 and 5.6.1)

6.5.15 It should be noted that demonetisation does not completely
neutralise the inflationary effects of public debt, for, credit
creation by the banking sector is also inflationary. (5.6.2)

6.5.16 This points to the imperative need to increase the internal
generation of savings within the public sector. (5.6.3)
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