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THE VOLDHB AND OCHFOGITICN Og GOVEHNffiNT 
SOBSIDIKS IN INDIA : 1987-88

Introduction

Economists are interested in analysing government 

subsidies for a number of different reasons. A macro economist 

dealing with India's fiscal imbalance, i.e., the growing revenue 

deficit in evidence since the early eighties, would be interested 

in better targeting of subsidies and pruning of unintended 

subsidies as part of a stabilisation programme which attempts to 

reduce the revalue deficit. A price theorist would be interested 

in the allocative effects of subsidies while a welfare economist 

might be interested in their overall welfare effects. Political 

economists would want to interpret the allocation of subsidies in 

terns of their perception of the distributive coalitions which 

control the state. This paper does not belong to any of these 

particular perspectives. Instead, it undertakes an exercise which 

is a necessary first step for addressing any or all of these 

questions operationally. It attempts to measure the volume and 

composition of subsidies provided by the Central Government and 

fourteen major State governments in India, as observed in the year 

1987-88, the last financial year for which conplete accounts are 

so far available. The first part of the paper deals with concepts 

and method. Part two presents estimates of the volume and 

composition of subsidies at the national level. Part three 

analyses inter-State variations and the main conclusions are 

sunraarised in part four.
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1. Subsidies and the Theory of Riblic Expenditure

Government subsidies may be defined as the difference 

between the cost of delivering various publicly provided goods or 

services (henceforth, services) and the recoveries arising from 

such deliveries.1 However, a number of qualifications and 

adjustments must be introduced before this concept can be applied 

to measure subsidies from the available data on government 

expenditure and receipts. These are as follows.

a. fitwariMMit. PiihHc Sector. Government has been

defined in this exercise to include only those departments which 

directly corns under the Central Government or the governments of 

fourteen major States. In particular, non-departroental public 

enterprises or cooperatives have been treated as lying outside the 

government proper. This is admittedly a narrow definition. 

However, it is necessary in order to frame the interface between 

the government budget and public enterprises. The difference 

between financial assistance extended to such enterprises and the 

returns which government receives from them is included in our 

measure of the volume of subsidies flowing through the government 

budget and this component of government subsidy is discussed 

further below.

b. ftiKHo finnAq The wide range of general, social and 

economic services offered by the government at the Centre and in 

the States can, for analytical purposes, be classified into three

1. Wa ignore, for the moment, the issue of differences between 
actual cost and efficiency cost of publicly provided goods
or services.
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broad groups. At one end of the spectrum there are pure public 

goods (services) in the Samuelson sense, characterised by 

non-rivalry and non-excludability in consumption.2 At the other 

end there Mould be pure private goods characterised by rivalry, 

excludability and no externality. Then there would be the vast 

majority of services in the middle category, characterised by 

rivalry and excludability but also varying degrees of 

externalities. We may stretch Musgrave's notion to describe this 

class of services as 'merit goods'.3 Of these, the concept of 

subsidy is properly applicable only to the last two.

In the case of pure public goods we know from the 

theory of public expenditure that the well known Samuelson pricing 

rules cannot in fact be applied because of the free rider problem. 

Given the characteristic of non-excludability, consumers will not 

reveal their preferences for such goods and the demand 

information necessary for calculating Samuelson prices will not be 

available. Hicksell had anticipated this problem before Samuelson 

and he, followed by Lindhal and more recently Musgrave, argued 

that a voting mechanism of near unanimity, choosing between 

alternative expenditure proposals along with associated tax 

prices, could lead to fairly efficient outcomes. However, in the 

absence of such voting mechanisms, the optimal level of public

2. See P. Samuelson, 'The Pure Theory of * Rablic Expenditure', 
Review of Economics and Statistics. Vol. 36, 1954, and 
'Diagrammatic Exposition of a Theory of Public Expenditure', 
Review of Knonnmlrm and Stat.4st.1 . Vol. 37, 1955.

3. See R.A. Musgrave, 'On Merit Goods', Public Finance in a 
Democratic Society. Wheatsheaf Books, 1986, Vol. 1, Chapter
3.
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provision of these services remains indeterminate and their costs 

have to be met out of the general budget since they cannot be 

easily recovered . * Under these conditions it would be 

inappropriate to apply the concept of a subsidy to the expenditure 

cn pure public goods. Could we say, for instance, that defence 

expenditure is a subsidy?

There is clearly a case for excluding pure public 

goods from our computation of subsidies. But empirically where 

does one draw the line between pure public goods and merit goods 

or private goods? There are obvious public good candidates like 

defence and police. But then there are less clear cases where the 

benefits are not immediately tangible, such as agricultural 

extension, or the beneficiaries not exclusively identifiable, as 

in a literacy programme. The conservative rule of thumb followed 

in this exercise is to treat the general administrative services 

in the functional classification of government expenditure as pure 

public services, along with relief on account of natural 

calamities, the general secretariat expenses of social and 

economic services and the compensation and assignment to Local 

Bodies and Panchayati Raj institutions. The expenditure incurred 

on these items has been excluded from the computation of 

subsidies.

4. See R.A. Musgrave and A. Peacock (ed.) Classics In the 
Thftnrv nf Public Finance. London, Macmillan, 1958; R.A. 
Musgrave, Samuelson on Public Goods in B.C. Brown and R. 
Salow (ed.) Paul Samuelson and M o d e m  Economic Theory. 
McGrow Hill, New York, 1983 and K. Arrow, firm!*! Choice and 

Vain**. Wiley and Co., New York, 1951.
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It is possible to take the view that a number of other 

items, particularly certain social services, are also pure public 

services. To the extent that these have not been eliminated, the 

estimated value of subsidies would be larger than the actual 

value. Readers are welcome to apply their own judgement on which 

additional social or economic service ought to be treated as a 

public good and use our disaggregated subsidy estimates to make 

the appropriate adjustments and arrive at their preferred measure 

of the total volume of subsidies. However, it must be noted that 

there could be an element of hidden producer subsidies even in 

pure public goods, whether they be supplied by government 

departments or firms, if these are not supplied cost effectively.

c. Transfer Pjavmwrrhs and Tax Expenditure. The public 

expenditure incurred on transfer payments have been excluded from 

the computation of subsidies since these cannot be treated as 

costs incurred in the public provision of a service which could be 

priced in principle. For the same reason tax expenditures, i.e., 

revenue losses incurred in tax incentives, have also been excluded 

from the computation of subsidies though these are usually treated 

as subsidies in the literature.

d. Tha IHfferBn*. TTIflfrantj; n f Subsidy. The concept of 

subsidy adopted in this exercise actually combines three different 

elements of subsidy as demonstrated in the diagram.
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Diagram

Ua lue
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Let OY be the quantity of some service which is publicly provided, 

YB the actual cost per unit, YD the efficient cost per unit and EF 

the curve of per unit recoveries. XX is the demand curve for the 

service.

The rectangle ABHG measures the total volume of 

subsidy actually required in order to ensure that the market 

absorbs OY quantity of this publicly provided service if the 

market clearing quantity OY' is considered socially inadequate. 

However, ABHG has two components, i.e., a necessary element CDHG 

which is a genuine allocative subsidy and an additional element 

ABDC paid to suppliers to cover their inefficiency. Finally, 

there is a subsidy element GHFE which need not have been paid to 

support consumption level OY, given the state of demand. We may 

therefore describe this as a purely distributive subsidy. Thus, 

our measure of subsidy which conceptually corresponds to the 

rectangle ABFE, in fact combines three distinct elements, i.e., a 

producers subsidy, the allocative subsidy and a distributive 

subsidy. However, it is not possible to disentangle these 

different elements of the subsidy without detailed estimates of 

cost and demand functions for all the different subsidies.

e. Method of Commutation. The exercise covers the 

provision of public services by the Central Government and 

fourteen major State governments for the year 1987-88. In all, 

there are 123 major categories of public services or sectors of 

government activity identifiable from the budget classification, 

of which 37 sectors in general administrative services, etc. are 

treated as pure public services. For each of the remaining 86 

social and economic services subsidy has been computed as

7



sj = vj + i (Kj + Lj) + d.Kj - yj - rj - tj (i)

where j = 38....123 indexes the services. For the jth sector;

sj is the subsidy;

vj is the variable cost or revenue expenditure on the 
service;

Kj is the capital stock in the sector;

Lj is the stock of investments outside government by the
sector in the form of loans or equity;

i is an imputed interest rate representing the opportunity 
cost of money for government;

d is the depreciation rate;

yj is revenue receipts by the sector;

rj is income by way of interest or dividend on loans and
equity; and

tj is a transfer payment from the sector to individual

Similarly the cost of any service j(j = 1....123) is given by

while the total cost of all services, including transfer payments 

and pure public services, is given by

agents.

The total volume of subsidies on all services is given

by

(2)

cj = vj + i (Kj + Lj) + dKj - tj (3)

(4)
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Notice that in calculating the cost of a service we have added the 

variable cost or revenue expenditure (net of transfer payments) of 

the sector with the imputed interest cost of cumulative capital 

expenditure by the sector and the depreciation on capital 

accumulated within the sector. It is this interest cost and the 

depreciation rate which together constitute the element of fixed 

cost associated with the current level of a service and not the 

capital expenditure of the sector in the current period. That 

will form a component of the cumulative capital expenditure which 

supports future deliveries of services from the sector. Therefore 

cj is not the same as total expenditure of the jth sector and C is 

not a measure of the total volume of public expenditure.

The imputed interest rate or the average cost of money 

to the government, calculated as the ratio of domestic interest 

payments by government to the stock of domestic public debt, works 

out to 6.04 per cent. The depreciation rate has been set at 2 per 

cent in real terms, assuming an average life of fifty years for 

capital stock in government activities as on 31st March, 1987.5 

Allowing for an inflation rate of 7.4 per cent this works out to 

10.4 per cent depreciation in nominal terms.

5. A rough estimate of the average life of different types of 
fixed assets attempted by the CSO shows that these range 
from as little as 10 to 30 years in the case of machinery 
and transport equipment to 80 or 100 years in the case of 
construction such as buildings, dams and other construction 
works. See Estimates of Capital Stock of Indian Economy. 
Central Statistical Organisation, Ministry of Planning, 
Government of India, New Delhi, 1988. Checks indicated that 
the subsidy estimates sire not very sensitive to the assumed 
life of capital assets.
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The data used for the exercise has been drawn 

primarily from the Finance Accounts of the Union and State 

governments published by the Office of the Comptroller and Auditor 

General. This has been supplemented by additional information 

drawn from budget documents and the Indian Economic Statistics: 

Public Finance published by the Ministry of Finance.

The concept of subsidy employed in this study should 

be distinguished from the concepts used in the budget and National 

Accounts. The concept of 'subsidy' used in the budgets simply 

applies to the explicit payments made to producers to alter their 

price or output decisions. The best examples are the food and 

fertiliser subsidies. The National Accounting concept is broader 

as it includes, in addition to these explicit payments, the 

implicit subsidies arising from the losses of departmental 

enterprises. The concept of subsidy employed in this study is 

still broader because, in addition to the National Accounts 

concept of subsidies, it includes subsidies to households implicit 

in the provision of social and economic services below cost as 

well as the unrecovered cost of loans given and investments made 

in non-departmental enterprises and cooperatives.

f. Potential Sources nf  TMas It has already been noted 

above that the volume of subsidy measured in this exercise may be 

an under estimate because it excludes tax expenditures. Another 

possible source of under estimation could be some services, e.g., 

highar technical education such as medicine or engineering, where 

the market clearing price may be higher than the actual cost of 

supply, viz., a state of demand illustrated by curve X'X' in the 

diagram. Oh the other hand, there are also some sources of upward 

bias in our estimate. The possibility of some pure public 

services not being excluded from the computation has been noted

1 0



earlier. In addition we must remember that if the existing level 

of subsidies, and therefore the aggregate level of public 

expenditure were to be reduced, then ceteris paribus this would 

also reduce the level of aggregate output and the volume of 

revenue. Thus, in principle, subsidies should be calculated net 

of the revenues which they indirectly generate. Keeping in view 

these possible sources of bias it must be emphasised that the 

estimates presented in this paper should be regarded as nothing 

more than a first approximation.

2. The Level and Composition of Subsidies : All India, 1987-88

a. Thft Volina of aifevirHftg Going by this user charge 

method of costing public services, the total cost of all services 

plus transfer payments for the year 1987-88 worked out to Rs 

91,276 crore, of which Rs 48,599 crore was accounted for by the 

Centre and the balance of Rs 42,677 crore was attributable to the 

States. Compared to the accounts figures of total government 

expenditure in that year of the order of Its 1,01,754 there is a 

difference of about ten thousand crores. This difference arises 

primarily because in this exercise the imputed interest cost and 

depreciation on the cumulative capital expenditure shown in the 

accounts has been taken as the fixed cost element instead of the 

actual capital expenditure in 1987-88.

Transfer payments, including the allocation for 

employment programmes, amounted to Rs 3,836 crore in 1987-88 and 

the cost of pure public services (general services) accounted for 

another Rs 25,000 crore. The balance Rs 62,440 crore would have 

been the total user charge on social and economic services 

provided by the Central and State governments, if these services 

were not subsidised. In fact only 32 per cent of the cost of
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these services was recovered, thus leaving a subsidy element 

amounting to Rs 42,324 crore or almost 70 per cent of the cost of 

these services. As a proportion of GDP this works out to about 15 

per cent (Table 2.1). A little over a third of this total bill 

of subsidies, adding up to about Rs 16,065 crore, flowed through 

the Central Government and the rest through State governments, 

even though the aggregate cost of social and economic services is 

more or less evenly shared between the Centre and the State 

governments. This is because the States account for the bulk of 

social services, which are more heavily subsidised as a matter of 

policy, while the Central Government is predominant in the 

provision of economic services. These details are discussed 

further below. It is this difference in the composition of 

publicly provided services which also accounts for a lower overall 

recovery rate of 16 per cent in the States as compared to 48 per 

cent at the Central level.

It should be clarified here that in calculating the 

recovery rate of the States, receipts in the form of transfers 

from the Centre have not been counted and these have also been 

excluded from the expenditure side of Central Government accounts. 

These receipts and expenditures cancel out when the accounts of 

the two levels of government are combined for a consolidated 

picture of government finance. Even if the accounts at different 

levels of government are analysed separately it would be odd to 

treat such transfers at the Central level as expenditure on 

services which it has not delivered and at the State level treat 

them as if they were recoveries from recipients of publicly 

provided services at the State level.
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TABU 2.1

The Cost of fioveraieat Services : 1987-88

(8s crore)

Revenue Iaputed Iaputed Total Revenue Interest Total Recovery Subsidy Subsidy as Subsidy as Subsidy as
Expenditure Interest Interest Cost of Keceipts and Recoveries Rate Percentage Percentage Percentage

Cost on Cost and Service Dividends of Total of Total of GDP
Loans Depreciation Receipts Col. Subsidy Cost of

on Capital Col. (8/5)zl00 Services and
Outlay (2+3*4) Transfers

(I) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13)

I. Trusfer Payaeats

Centre 649 0 0 649 — - - - - - - - - - - — —
States 3186 0 0 3186 — - - - - - - - - - - — —
Iidia 3836 0 0 3836 — - - - - — - - — - - —

General Services

Centre 14757 0 2173 16931 2009 4 2013 11.89 -- - - —
States 7853 3 213 8069 720 52 772 9.57 — - - - - —
India 22610 3 2387 25000 2729 57 2785 11.14 - - - - - - - -

. Social ud Icoaoaic 
Services

Centre 21471 1584 7963 31019 12198 2756 14954 48.21 16065 37.96 17.60 5.46
States 23602 1702 6117 31422 3288 1875 5162 16.43 26259 62.04 28.77 8.92
India 45074 3286 14080 62440 15485 4631 20116 32.22 42324 100.00 46.37 14.38

All Services 
(Including Transfers 
and General Services)

Centre 36878 1584 10136 48599 14206 2760 16967 34.91 16065 37.96 17.60 5.46
States 34642 1705 6331 42677 4007 1927 5934 13.91 26259 62.04 28.77 8.92
India 71520 3289 16467 91276 18214 4687 22901 25.09 42324 100.00 46.37 14.38



b. Snmal Services. Social services accounted for 40 per 

cent of the total volume of subsidies or about Rs 16,760 crore in 

1987-88. This works out to almost 6 per cent of the GDP in that 

year. As noted above, the major component of these subsidies on 

social services, amounting to Rs 14,460 crore, flowed through the 

budgets of the State governments. These social services have been 

provided virtually free to the recipients as a deliberate matter 

of policy, with less than 4 per cent of the cost of these services 

being recovered (Table 2.2). Such a policy could be seen as an 

effective redistributive measure if the subsidies were targeted to 

reach intended beneficiaries. Experience has shown that 

progressive tax structures by themselves are usually not very 

effective redistributive instruments, whereas the expenditure on 

social services covers all the non-food basic needs items which 

are known to be highly correlated with welfare indicators in the 

physical quality of life index.6

However, the data presented here does not indicate 

that the subsidisation of social services is being effectively 

targeted towards disadvantaged groups. Take for instance 

education - the single largest item of subsidies which alone 

accounted for Rs 9,576 crore or 23 per cent of all subsidies 

(Table 2.2). Much less than half of this was spent on primary

6. See Sudipto Mundle - The Human Element in India's Knonomic 
Development. Paper presented at the North South Round Table 
at Istanbul, September, 1985 and reprinted in K. Haq and U. 
Kirdar (ed.), Human Development : The Neglected Dimension. 
Islamabad, 1986. On the limits of tax policy as a 
redistributive instrument in developing countries, See 
Richard Goode, "Government Finance in Developing Countries". 
Brockinga Institution, 1984.
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TilLI 2 .2  
k h U i  w  f a l i l  S cnicM

(is crore)

Keveaue Total 
Ixpeidltare Cost of 

Service

Total lecovery Subsidy 
lecoveries Bate

Col.
(4/3)1100

Subsidy is 
Perceataie 
of Total 
Subsidy

Sabsidy as 
Perceatage 
of Total 
Cost of 
Services aid 
Traasfers

Sibsidy is 
Perceitaie
of GDP

(1) (2) (3) (4) (5) (6) (T) (6) (9)

1. Idacatioi 

Ceitre 1241 1281 8 0.59 1273 3.01 1.39 0.43
States 8336 1422 118 1.41 6303 19.62 9.10 2.82
Iadia 9577 9702 126 1.30 9576 22.63 10.49 3.25

2. baltk

Ceitre 344 365 20 5.56 345 0.81 0.38 0.12
States 2485 2653 73 2.74 2560 6.10 2.83 0.88
Iadia 2830 3018 93 3.08 2925 6.91 3.20 0.99

3. later St»ly, 
Suitatioa ud louiif

Ceitre 122 319 IT 5.35 302 0.71 0.33 0.10
States 1619 2194 133 6.06 2061 4.87 2.26 0.T0
Iadii 1741 2513 150 5.97 2363 5.58 2.59 0.80

4. Other Social Services 

Ceitre 429 557 177 31.84 380 0.90 0.42 0.13
States 1498 1603 88 5.46 1515 3.58 1.66 0.51
Iadia 1927 2160 265 12.26 1895 4.48 2.08 0.64

S. Total Social Services 

Ceitre 2137 2522 222 8.82 2300 5.43 2.52 0.78
States 13938 14872 412 2.77 14460 34.17 15.84 4.91
Iadii 16075 17394 634 3.65 16760 39.60 18.36 5.69
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education. The major component of Rs 5,460 crore was spent on 

secondary and higher or technical education, sports, art and 

culture (Table 2.3). In our view, this reflects rather weak 

targeting of the disadvantaged in a situation where 64 per cent of 

the population is illiterate. This issue is further discussed in 

the inter-State analysis of subsidies in Section 3. It is worth 

noting that user charge recoveries from secondary education and, 

especially, university or technical education such as madicine and 

engineering would make it possible to almost double the volume of 

subsidies in primary education even without any increase in the 

total volume of subsidies. Of course, this would require 

associated action, such as means test scholarships and special 

bank loan schemes, to ensure that higher levels of education 

remain accessible to the disadvantaged. These issues are not 

pursued further in this paper.

Poverty group targeting in the allocation of subsidies 

in other social services appears to be equally weak. In health 

services, for instance, out of total subsidies of the order of Rs 

2,925 crore in 1987-88, less than Rs 600 crore flowed to the rural 

sector. Similarly in the case of water supply, sanitation and 

housing, out of a total subsidy of Rs 2,363 crore, only Rs 823 

crore flowed to the rural sector. Such an allocation of subsidies 

does not even appear to be equitable, let alone progressive, given 

that about 76 per cent of the total population and the vast 

majority of those below the poverty line live in rural areas.
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TUU 2.3

Srtaift to ihatlw. feiltk «ri liter 1

(Is crore)

teveaae Total 
hpeadltare Cost of 

Service

Total
lecoverles

lecovery
late

Col.
(4/3)1100

Subsidy Sabsldy as 
Ferceatage 
of Total 
Sabsldy

Sabsldy as 
Ferceatage 
of Total 
Cost of 
Services and 
Traasfers

(1) (2) (3) (4) (5) (6) ; (7) (8)

I. Utcatloa (111 M U ) 9577 9702 126 1.30 9577 22.63 10.49
i. Ileaeatary Idacatloa 4114 4127 11 0.26 4116 9.73 4.51
b. Secoadary Idacatloa 3028 3063 57 1.87 3006 7.10 3.29
c. Vaivers 1 ty/Il(ker ud 1827 1865 32 1.71 1833 4.33 2.01

Techilcal Idacitioa
d. Otker Idicatloa 266 274 17 6.03 258 0.61 0.28
e. Sports, Irt aad Cnltare 341 373 10 2.68 363 0.86 0.40

Il.kaltk
a. Coat re 344 365 20 5.56 345 0.81 0.38

i) hral 2 9 0 1.15 8 0.02 0.01
11) loa-hral 342 356 20 5.67 336 0.79 0.37

b. Stitts 2485 2653 73 2.74 2580 6.10 2.83
1) hral 548 566 0 0.01 566 1.34 0.62
11) loa-hral 1937 2087 73 3.48 2014 4.76 2.21

C. Iidii 2830 3018 93 3.08 2925 6.91 3.20
1) hral 550 575 0 0.03 575 1.36 0.63
11) loa-hral 2279 2443 93 3.80 2350 5.55 2.58

III.later Sqrlr,
Saiitatioa aid kulif

i. Centre 122 319 17 5.35 302 0.71 0.33
1) hral 13 16 0 0.19 16 0.04 0.02
11) loa-hral 110 304 17 5.61 287 0.68 0.31

b. States 1619 2194 133 6.06 2061 4.87 2.26
1) hral 658 815 8 0.92 107 1.91 0.88
11) loa-hral 961 1379 125 9.10 1254 2.96 1.37

c. Iadia 1741 2513 150 5.97 2363 5.58 2.59
1) hral 671 830 8 0.91 823 1.94 0.90
11) loa-hral 1071 1683 143 8.47 1541 3.64 1.69
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Clearly, there would be much zoom for substantially 

Increasing the volume of carefully targeted subsidisation of 

social services to genuinely deserving sections of the population, 

even without any increase in the total volume of subsidies, if a 

serious attempt could be made to prune subsidies flowing to 

unintended beneficiaries. Whether or not such expenditure 

switching is compatible with the political economy of fiscal 

policy in India is, of course, another matter.

c. Krvwrl o Services. Subsidies in economic services 

amounted to Rs 25,564 crore or about 60 per cent of the total 

volume of subsidies. A little over half of this flowed through 

the Central budget. Costs were not fully recovered in any economic 

service and the average recovery rate was less than 44 per cent. 

However, there was considerable variation around this average with 

recovery rates varying from as little as 20 per cent to over 75 

per cent (Table 2.4).

The highest recovery rates of 75.7 per cent and 70 per 

cent were recorded in items like transport and cofnnunications. 

Disaggregated data show that these rates were in fact higher for 

some items, e.g., 95 per cent in the case of rail transportation. 

However, the sector averages were brought down by very low 

recovery rates of around 3 per cent in other items like roads and 

bridges. Given the critical role of infrastructure like transport 

and communications and their relatively impressive performance in 

cost recovery, it is unfortunate that the share of these sectors

18



TABU 2 .4

(Is crore)
leveaae Total 

Ixpeiditare Cost of 
Service

Total
lecoveries

lecovery Subsidy 
late

Col.
(4/3)1100

Sabsldy as Sabsldy as 
Perceatage Perceatafe 
of Total of Total 
Subsidy Cost of

Services aad 
Traasfers

Subsidy as 
Perceatafe 
of 6DP

(1) (2) (3) (4) (5) (6) (7) (8) (1)

1. ifricaltue aid Cooperatioa
Ceitn 2126 3178 208 6.53 2970 7.02 3.25 1.01
States SIN 5636 1627 28.87 4009 9.47 4.39 1.36
Iadia TY32 8815 1835 20.81 6980 16.49 7.65 2.37

2. Irrigatioa aad flood Coatrol
Ceatre 11 112 3 2.95 109 0.26 0.12 0.04
States 1907 5686 1221 21.47 4465 10.55 4.89 1.52
Iadia 1988 5798 1224 21.11 4574 10.81 5.01 1.55

S. Pour aad berfjr
Ceatre 690 2949 1162 39.42 1786 4.22 1.96 0.61
States T08 1998 564 28.20 1435 3.39 1.57 0.49
Iadia 1319 4947 1726 34.89 3221 T.S1 3.53 . I N

4. Iadastry
Ceatre 3412 5S38 879 15.59 4759 11.24 5.21 1.62
States 581 937 817 87.19 120 0.28 0.13 0.04
Iadia 3993 (575 1896 25.80 4879 11.53 5.34 1.66

S. Traasfort
Ceatre 8459 10903 9463 86.80 1440 3.40 1.58 0.49
SUtes 1099 1937 254 13.12 1683 3.98 1.84 0.57
Iadia 9558 12840 9717 75.68 3122 7.38 3.42 1.06

1. fi— Icatioa
Ceatre 2096 3511 2468 70.31 1042 2.46 1.14 0.35
States 0 1 0 0.00 1 0.00 0.00 0.00
Iadia 2096 3511 2468 70.30 1043 2.46 1.14 0.35

T. Otker Icoaoaic Services
Ceatre 19T1 2207 548 24.82 1659 3.92 1.82 0.56
States 262 354 268 75.74 86 0.20 0.09 0.03
Iadia 2232 2560 816 31.86 1745 4.12 1.91 0.59

1. Total Icoaoaic Services
Ceatre 19334 28498 14731 51.70 13765 32.52 15.08 4.68
States 9664 16549 4750 28.70 11799 27.88 12.93 4.01
Iadia 28997 45045 19481 43.25 25564 60.40 28.01 8.68
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in aggregate public expenditure has tended to diminish7 in recent 

years.

He next come to power and energy which is generally 

believed to be a major area of hidden subsidies. Admittedly, the 

recovery rate of around 35 per cent In this sector is only about 

half of that observed In transport and coracunications. However,

it Is much higher than the recovery rates recorded in services

relating to agriculture or Industry and the subsidy of Rs 3,221

crore to power and energy, in fact, accounted fpr less than 8 per 

cent of the total volume of subsidies in 1987-88. Much of this 

covered the losses of State Electricity Boards.

The average recovery rate in services related to 

industry was only about 25 per cent and the volume of subsidies

close to Rs 5 ,0 0 0 crore. However, of this over Rs 2,000 crore

flowed as subsidies to the fertilizer industry alone and it is. 

debatable whether this element should be treated as a subsidy to 

the industry or to the activity of crop production. This issue is 

taken up further below. Apart from fertilizers the other 

industries which absorbed substantial subsidies in 1987-88 Include 

village and small industries (Rs 640 crore), engineering and 

telecommunication equipment (Rs 490 crore), consumer industries 

(Rs 490 crore) and atomic energy (Rs 342 crore).

7. See Sudipto Mundle - Pattern of Public Expand!tnre in TnfHa 
: A Financial Perspective of the Developmental State. Paper 
presented at a Conference on 'The State and International 
Linkages', The Hague, October, 1988.
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Finally, we come to agriculture and cooperation. The 

cost of these services, taken along with irrigation and flood 

control, was close to Rs 15,000 crore. Only about 20 per cent of 

this cost was recovered, leaving a subsidy element of around 

Rs 11,554 crore. This works out to a little under half the total 

volume of subsidies in economic services. The bulk of this subsidy 

in services related to agriculture obviously flowed through the 

State budgets since they account for an overwhelming proportion of 

the outlay on agriculture and irrigation.

The single largest item in the bill of subsidies to 

agriculture is the food subsidy which amounted to Rs 2,572 crore 

in 1987-88. Here, a question arises as to whether the difference 

between the cost of grains to government, calculated as a mark up 

on the procurement price, and the issue price of grain in the 

public distribution system should really be treated as a subsidy 

to crop production or to consumers. This will make no difference 

to the total volume of subsidies, but it will effect our 

assessment of the incidence of subsidies. This question is 

discussed further below.

Apart from food, the other important items of subsidy 

to agriculture include various types of rural development and 

special area programmes (Rs 1,397 crore), crop husbandry (Rs 1,105 

crore), animal husbandry (Rs 472 crore) and agricultural research, 

etc. (Rs 384 crore). The subsidy in major and medium irrigation, 

minor irrigation and flood control worked out to Rs 2,679 crore, 

Rs 1,362 crore and Rs 327 crore respectively.
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d. Subsidy to Public Enterprises. We turn now to the 

interface between government and the public enterprises. It was 

explained in Part I that the subsidies estimated in this paper are 

only the subsidies flowing from government proper. Subsidies 

extended by public sector enterprises to the rest of the economy 

are not estimated. However, we do estimate the extent of net 

budgetary support or subsidy to the public enterprises themselves 

from the government. These are shown separately for departmental 

enterprises, non-departmental enterprises and cooperatives in 

Table 2.5.

Subsidies to public enterprises added up to Rs 15,080 

crore or a little over a third of the total volume of government 

subsidies in 1987-88. Of this, Rs 9,213 crore went to Centrail 

public enterprises whereas the State level enterprises received Rs 

5,866 crore worth of subsidies. The average recovery rate was 

only 55 per cent for the public enterprises sector as a whole, 

while the average rate for State level enterprises was still lower 

at 41 per cent.

In other words, fair from contributing a net surplus to 

the revenues of the government, the public enterprises have 

remained a major source of resource drain from the government. In 

the present fiscal crisis this calls for a major policy reform 

vis-a-vis the public sector. Ways must be found of hardening 

their budget constraint and ensuring some improvements in their 

financial performance so that they at least cease to drain 

financial resources from the government, even if they are not able 

to immediately contribute a net surplus to the revenues of the 

government.

2 2



TABLI 2.5 

Subsidf Through Pablic laternrises

(8s crore)

Revenue Total 
Ixpenditure Cost of 

Service

Total Secovery Subsidf 
Recoveries Sate

Col.
(4/3)xl00

Subsidf as 
Percentage 
of Total 
Subsidf

Subsidf as 
Percentage 
of Total 
Cost of 
Services and 
Transfers

(1) (2) (3) (4) (5) (6) (7) (8)

I. Departaeatal Enterprises 
Social Services 457 561 198 35.20 364 0.86 0.40
Econoaic Services 14061 22618 15363 67.92 7255 17.14 7.95
Total 14518 23180 15561 67.13 7619 18.00 8.35

II. loa-Departaeatal hterprises 
Social Services 82 149 20 13.40 129 0.31 0.14
Econoaic Services 6033 9768 3029 31.01 6739 15.92 7.38
Total 6115 9917 3049 30.75 6868 16.23 7.52

III.Cooperatives 
Social Services 5 29 4 14.06 25 0.06 0.03
Iconoaic Services 234 709 141 19.95 568 1.34 0.62
Total 239 738 146 19.72 593 1.40 0.65

If. All Public hterprises 
Social Services 544 740 222 29.97 518 1.22 0.57
Icoaoaic Services 20327 33096 18534 56.00 14562 34.41 15.95
Total 20872 33836 18756 55.43 15080 35.63 16.52

of thick
Ceatral Public hterprises 16485 23814 14601 61.31 9213 21.77 10.09
States' Pablic hterprises 4387 10021 4155 41.46 5866 13.86 6.43
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It is interesting to note in this context that there 

is considerable variation between the recovery rates from 

different types of public enterprises. The recovery rate from 

cooperatives is the lowest at 20 per cent. However, since the 

total cost incurred on this category of enterprises is quite 

small, subsidies to cooperatives account for less than 2 per cent 

of total subsidies. The more important contrast is between 

non-departmental enterprises and departmental enterprises which 

account for 16 per cent and 18 per cent of total subsidies 

respectively. The recovery rate from the former is only about 30 

per cent as compared to an average recovery rate of 67 per cent 

realised from the latter. Thus, the rate of resource drain is 

much higher in the case of non-departmental enterprises as 

compared to the departmental enterprises. This is despite the 

fact that the former includes all the oil companies which have 

been enjoying windfall gains because of the oil shocks. If these 

were excluded, the recovery rate from non-departmental enterprises 

would be even lower.

e. The Riral Share of Subsidies. Measurement of fiscal 

incidence or the incidence of taxes and subsidies remains one of 

the roost intractable problems in public finance and certainly no 

firm measure of the incidence of subsidies can be culled out of 

the present data. Nevertheless, some very broad contours of the 

pattern of subsidy incidence have been indicated such as the share 

of social and economic services, the share of public enterprises 

and so on. We now present an estimate of the share of the rural 

population in total subsidies.
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Each item of subsidy has been classified as rural or 

non-rural based on the evidence available in the budget documents 

about the identity of the beneficiaries. However, there are three 

major items where such an unambiguous classification was 

difficult. The largest item is education, which accounted for 23 

per cent of all subsidies as indicated earlier. It has been 

assumed here that the flow of education subsidy to the rural

sector is in proportion to its share of population though, in

fact, it is likely to be lower.

The other two items are food and fertiliser which 

respectively account for about 6 per cent and 4 per cent of all 

services. In the basic classification the food subsidy is shown 

under agriculture which is included in the rural sector. However, 

it is arguable that much of this subsidy flows to the urban sector 

since a major portion of the actual off take of subsidised 

foodgrains from the public distribution system actually goes to 

consumers in urban areas. In the case of the fertiliser subsidy,

on the other hand, though in the basic classification it appears

as a subsidy to the fertiliser industry, it can be argued that the 

beneficiaries of this subsidy are really the farmers belonging to 

the rural sector.

Estimate II in Table 2.6 gives an upper bound estimate 

of the rural share in subsidies by including both the food and 

fertiliser subsidies along with the rural share of the education 

subsidy. Estimate III gives a lower bound estimate which includes 

the rural share of the education subsidy but not the food and 

fertilizer subsidies. Estimate IV is our preferred estimate which 

includes the rural share of the education subsidy and the 

fertiliser subsidy, but not the food subsidy. With these 

assumptions it turns out that the rural share lies between 41 per
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TJ8U 2 .6 

SiihaiAi to 1ml StcUi

■(Is crore)

leieioe Total 

lipeoditore Cost of 

Service

Total lecorerr 

lecoieries late

Col.

(4/31x100

Sobsldf Sabsidr as 
Perceatafe 

of Total 

Sabsidf

Sabsidf as 

Perceatafe 

of Total

Cost of 

Services and 

Traasfers

Sabsidf as 

Perceatafe 

of GDP

(1) (2) (3) (4) (5) (6) (7) (1) (9)

Istiute I : hral 

Centre 2723 3347 326 9.75 3021 7.14 3.31 1.03

States 91M 12582 2512 19.96 10070 23.79 11.03 3.42

Iadia 18822 15929 2631 17.12 13091 30.93 14.34 4.45

Istlute II : hral 

Centre 5T2! 6641 526 7.92 6115 14.45 6.70 2.01

States m u 11964 2601 13.72 16363 31.66 17.93 5.5(

India 20142 25615 3121 12.21 22471 53.11 24.63 7.63

Istlute III: hral 

Ceatre 1(52 2116 3)2 15.19 1154 4.31 2.03 0.(3

States 13776 11315 26(1 14.20 15714 37.13 17.22 5.34

Iodia 15421 21511 2933 14.31 175(1 41.51 19.25 5.97

Istiute IT : hral 

Ceatre 3715 45(6 526 11.61 3910 9.40 4.3( 1.35

States 137T6 11319 2601 14.20 15711 37.14 17.22 5.34
India 17491 22125 3127 13.70 19(91 4(54 21.51 (.(9

lotes: Istiute I : Unadjusted Istiute : laciades food aabsidr but got fertilizer sabsidr or aaf share of edicitioi sabsidr. 

Istiute II : laiiiai Istiute ■ laciades food u d  fertiliser sabsidr plus share of education sabsidf.

Istiiate IIMiiiiu Istlute : Iiclades food aid fertiliter sabsidr bat inclades share of edocatioa sabsidr.

Istiute II : Preferred Istiute : hclades food sabsidf bat iaclades fertiliter sabsidf and share of edocatioa sabsidf.
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cent and 53 per cent of the total volume of subsidies. Our 

preferred estimate places it at about 46.5 per cent. It may 

appear that some rural : urban inequity is implied here since the 

rural share is less than in proportion to its share of population 

and per capita incomes are also lower in the rural sector. 

However, any such inference about fiscal incidence would be 

premature without taking into account the flow of transfer 

payments and the incidence of direct and indirect taxation, which 

is likely to be lower for the rural sector.

3. Inter-State Analysis of Budgetary Subsidies:

The analysis of subsidies at the all India level 

presented above cannot address a number of subsidy related issues 

which come into focus only when the data are analysed at the level 

of the States. For example, the problem of resource inadequacy 

is particularly severe at the State level® and this underlines the 

urgency of targeting subsidies for the intended groups and making 

adequate cost recoveries from those with higher purchasing power 

so that the prevailing levels of social and economic services 

which are abysmally low can be expanded to satisfactory levels and 

equitably distributed.

8. During the Seventh Plan, for example, the States' actual 
plan expenditure (Rs 74519 crore) was lower than the 
planned outlay by about 8 per cent. This shortfall was 
largely due to below target budgetary contributions. It may 
also be noted that during the eighties the severe resource 
constraint has caused a substantial deceleration in the 
growth of capital expenditures at the State level. On this 
see, Rao, M.G., and Tulasidhar, V.B., 'Public Expenditure 
in India - Emerging Trends'. NIFFP (Mimeo), 1991.
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a. Inter-Statft Analysis of Subsidy. As indicated in 

section 2, the total cost of providing public services and 

transfers in the States in 1987-88 amounted to Rs 42677 crore. 

The cost of general and administrative services was Rs 8070 crore 

and transfer payments amounted to Rs 3186 crore. Of the total 

cost of social and economic services of Rs 31422 crore, cost 

recoveries amounted to Rs 5162 crore, leaving the subsidy amount 

of Rs 26259 crore or 7.9 per cent of GDP. The subsidy amount 

formed over 62 per cent of the total cost of public services and 

transfers.

The most notable feature of inter-State distribution of 

subsidies presented in Table 3.1 is its inequitable spread. It is 

clearly seen that more than a proportionate share of subsidies 

accrued to the high and middle income States. The four high 

income States with only 20 per cent share of population claimed 

almost 26 per cent of the subsidies, whereas the share of the five 

low income States with over 46 per cent of population was only 

about 38 per cent. In fact, all the high and middle income States 

with the sole exception of West Bengal claimed a share of 

subsidies higher than their population share. Similarly, in each 

of the low income States with the exception of Rajasthan, per 

capita subsidies were lower than the all-States average. While, 

for the high income States taken together per capita subsidies 

amounted to Rs 466, the corresponding figure for the low income 

States was just about Rs 299. This was lower than the all States 

average by 17 per cent. Per capita subsidies in the middle income 

States amounted to Rs 384 which was higher than all-States average 

by 6 per cent.
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Per capita subsidies in high and middle income States 

were larger because either the per capita expenditures in these 

States were higher or their recovery rates were lower. So far as 

recovery rates are concerned our analysis shows that recoveries 

as a ratio of the cost of social and economic services were, by 

and large, very low with an average of 16 per cent for the States 

taken together. In 8 States, it was less then 15 per cent, the 

lowest being about 6 per cent in West Bengal. Only in 4 States, 

it was higher than 20 per cent. However, inter-State differences 

in subsidy levels can not be largely attributed to the difference 

in recovery rates since they do not seem to follow any systematic 

pattern (See, Table 3.1) consistent with differences in subsidy 

levels. In fact, recovery rate in the middle income States was 

only 12 per cent whereas, in the low income States it was 17 per 

cent. Nevertheless, in the States of Gujarat, Kerala, Punjab and 

Tamil Nadu, the higher subsidy levels have to be partly attributed 

to their lower recovery rates. In contrast, Haryana, Karnataka 

and Maharashtra present cases where subsidy levels were higher 

despite relatively high recovery rates and among the low income 

States, Bihar and Madhya Pradesh present cases of low subsidy 

levels with high recovery rates.

The observed pattern of higher per capita subsidies in 

more developed States clearly shows that subsidy levels were 

higher in States with higher capacity to raise revenues. In other 

words, the federal transfer policy has failed to achieve its major 

objective, namely, offsetting the lower revenue raising capacities 

of fiscally disadvantaged States. In other words, Central 

transfers have failed to enable the fiscally disadvantaged States
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to provide a standard® level of public services at a uniform 

tax-effort. Consequently, the residents in fiscally disadvantaged 

States have had to be satisfied with lower levels of services as 

well as lower subsidy levels than their counterparts in the better 

off States.

b. ftilyririir in Snnifll Sftrvirra Subsidies in the provision 

of Social Services in all the major States taken together amounted 

to Rs 14460 crore, forming about 55 per cent of the total subsidy 

flowing through State governments. Among the social services, 

subsidy in education alone constituted over 32 per cent of the 

total subsidy, while the subsidy to protective and preventive 

health care (medical, public health, water supply and housing) 

constituted another 18 per cent.

The estimates presented in Table 3.2 show that in each 

of the 14 major States, social services claimed a predominant 

share of subsidies ranging from 47 per cent in Haryana to about 68 

per cent in Kerala. The broad similarity in the relative shares 

of various sub-sectors of social services among the States is also 

notable. In every State, the highest share of subsidy was in 

education. A large share of subsidy was also claimed by 

protective and preventive health care (including medical, public 

health, water supply, sanitation and housing) in all the States.

9. In some federations, 'average' level is taken as the 
'standard' level. For the shortcomings in the design of 
general purpose transfers in India, see, Rao, M.G. and 
Aggarwal, V., 'Central Transfers to Offset Fiscal 
Disadvantages of States: Measurement of Cost Disabilities 
and Expenditures Needs ' , Indian...Economic . Review, 
(forthcoming).
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Considering that social services accounted for almost 50 per cent 

of subsidies in many of the States, it would be instructive to 

analyse this in greater detail.

The most striking feature that emerges from the analysis 

of subsidies in education and health is that, generally, per 

capita subsidies were higher in the States where the levels of 

educational and health services were also higher and vice-versa. 

In the case of education, for example, per capita subsidies were 

higher in States where the literacy rates were higher. In Kerala, 

both the literacy rates and per capita subsidies were the highest. 

Similarly, in the States of Gujarat, Karnataka, Maharashtra, 

Punjab and Tamil Nadu where literacy rates were higher than the 

all-States average, the per capita subsidies were also 

substantially higher. Subsidy levels were the lowest in Bihar, 

Madhya Pradesh, Orissa and Uttar Pradesh all of which had very 

low literacy rates.

A similar positive association between levels of the 

service and per capita subsidy is also noticed in the case of 

preventive and protective health care (medical, public health, 

water supply, sanitation and housing). In the States of Haryana, 

Karnataka, Kerala, Maharashtra, Punjab and West Bengal the infant 

mortality rate were very low indicating substantially higher than 

the average availability of health care services. These were also 

the States with higher per capita subsidies in protective (medical 

and public health) health care services. In Kerala, which had the 

lowest infant mortality rate (27 per cent per 1020 births), per 

capita subsidy in protective health care was higher than the 

average by 33 per cent. In Punjab where per capita subsidies were 

higher than the average by 54 per cent, the infant mortality rate
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was 29 per cent lower than the average. Similar pattern can be 

observed in the case of subsidies in preventive health care 

services also.

Thus, it is seen that per capita subsidies in social 

services were larger in more developed States. What is more, even 

within the States, the benefit of subsidies is concentrated to a 

small proportion of the population. Even in less developed 

States, although per capita subsidies were lower, it is probable 

that the benefit of subsidies accrues mainly to a smaller 

proportion of population which is literate. Therefore, per capita 

subsidy received by the benefitting group may not be very roach 

lower even in less developed States. The more literate who also 

have greater purchasing power seem to have better access to 

social services and, therefore, it would be reasonable to infer 

that the benefit of subsidy in social services accrues mainly to 

this small and relatively privileged proportion of population.

The data presented in table 3.2 also show that the 

recovery rates in social services were extremely low in all the 

States, only 5 per cent or less. The recovery rates were very 

low both in education and health sectors. Clearly, the low 

recovery rates reflect a deliberate policy of providing these 

services free or at very low prices. However, the consequence is 

that small and relatively privileged section of population who 

have better access to social services get them virtually free, and 

hence, appropriate large consumer surpluses, while the vast 

majority do not even have access to these services, let alone, 

availing the subsidies involved in their delivery. Ensuring 

greater accessibility to larger proportion of population involves 

both better targeting and massive expansion in the levels of these 

services. Given the severity of the resource constraint with the
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States, expansion in the levels of services can come about only by 

charging higher user charges on those consumers having higher 

purchasing power. In fact, in the case of higher education and 

technical education, there is no reason why greater recoveries can 

not be made from economically better off consumers. At the same 

time, it is necessary that the benefits of these services should 

be made accessible at subsidised rates to those who are 

economically disadvantaged.

We may now look at some equity aspects of the subsidy to 

the education sector. As mentioned above, education accounts for 

almost a third of total subsidies at the State level. The 

composition of subsidies in various sub-sectors within the 

education sector presented in Table 3.3 points to a number of

important inferences. First, in spite of the fact that almost 65

per cent of the people in the States are illiterate, the 

allocation to primary education was just about 48 per cent. Thus, 

more than a half of the subsidies in education is allocated to 

higher levels. The pattern was broadly similar in all the States, 

the share of primary education ranging from 39 per cent in Haryana 

and West Bengal to 57 per cent in Bihar, Madhya Pradesh and 

Orissa.

The bill of subsidies on higher, technical and other 

education which accrues largely to the literate sections of 

population amounted to almost Rs 1500 crore. i® To this has to be

added an additional tunount of Rs 210 crore on account of

10. This excludes a small element ( about Rs 100 crore) of 
subsidy on account of adult education which really qualifies 
as primary since this item largely consists of a basic 
literacy progranme for illiterate adults.
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agricultural education and Rs 190 crore due to medical education. 

Thus, the total subsidy bill involved in higher levels of 

education amounts to a staggering Rs 1900 crore. It may be 

noted that complete cost recoveries at higher education levels can 

augment the primary outlay on education almost by 50 per cent. Of 

course, this is not to irqply that economically weaker sections 

availing higher educational facilities should not receive subsidy. 

What is inplied is the need to properly target the subsidies on 

higher educational levels. These statistics sharply underline the 

inequitable allocation of subsidies not merely Ln terns of the 

regional spread but also in terms of the distribution between the 

better off and the worse off within the regions.

Reduction in the subsidy to the privileged groups can be 

achieved only by enhancing recoveries on higher education. It is 

interesting to note that recovery rates on higher education for 

the States averaged only 1.7 per cent, which was lower than even 

the recovery rates on secondary education.11 Except in Gujarat 

and Kerala where the rates were a little over 5 per cent and 7 per 

cent respectively, all the States had recovery rates lower than 3 

per cent. In as many as 5 States, it was even less than 1 per 

cent. In technical education too, the recovery rate was only 5.7 

per cent on the average and 5 per cent in 8 States including the 

economically more advanced States of Gujarat (3 per cent), Haryana 

(1.8 per cent) and Punjab (3 per cent), the rates were lower than 

5 per cent.

11. This is partly due to the higher recovery from the activity 
of selling text books at secondary education level in some 
States.

37



Apart from the stated equity consideration highlighted 

above, the low recovery rates in social services also have an 

unfortunate dynamic implication. It has been noted elsewhere that 

the expenditure on social services has been growing faster than 

both general and economic services. If the recovery rates 

continue to remain at such low levels, it follows that both 

inter-regional and inter-personal inequity in the allocation of 

subsidies will increase over time. Better targeting of subsidies 

in social services, perhaps through differential pricing should, 

therefore, constitute an important item on the agenda on fiscal 

reform.

C. ftilwiriir in Bnmrrin SariHnRR The quantum of subsidies 

in economic services amounted to Rs 11800 crore, forming about 45 

per cent of the total bill in the 14 major States taken together. 

The largest component of this amounting to Rs 4465 crore was 

absorbed in irrigation and another Rs 4010 crore was in 

agriculture and allied activities. Other important sectors 

involving significant subsidies include irrigation, power and 

transport and conwunication sectors. These together accounted for 

almost Rs 7600 crore of subsidies.

The inter-State variation of subsidies in economic 

services presented in table 3.4 again points towards a large 

concentration of subsidies in the more developed States. In 

Punjab, per capita subsidy on economic services amounted to Rs 326 

which was more than 3.3 times the amount in Bihar, the least 

developed State and about two times the average. In Gujarat and 

Haryana, the subsidies were higher than the average by 57 per 

cent and 65 per cent respectively. On the other hand, as 

mentioned above, per capita subsidy in Bihar amounted to only
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Rs 98 and in Uttar Pradesh and Madhya Pradesh at Rs 126 and 156, 

it was lower than the average by 18 per cent and 4 per cent 

respectively.

The inter-State distribution of subsidies in some 

important economic services also points towards the inequitable 

pattern observed above. In irrigation, significantly larger than 

the average per capita subsidies accrued to the residents of 

better off States like Gujarat, Haryana and Punjab. However, 

higher levels of subsidy were also seen in some of the poorer 

-States like Madhya Pradesh, Orissa and Rajasthan. At the same 

time, within the States there is no evidence to show that the 

benefits of irrigation subsidy are distributed equitably. 

Equally worrying consequence of improperly designed subsidy 

schemes is the possibility of over use of water resources and 

undesirable changes in the cropping pattern induced by subsidised 

irrigation. Of course, this is not to argue that subsidising 

irrigation per se is undesirable. What is implied,however, is the 

need to ensure that the objectives of such subsidisation should be 

clear and it should not result in unintended resource 

misal location. With regard to other subsidies in agriculture and 

allied activities, the shares of agriculturally advanced States of 

Gujarat, Haryana, Maharashtra, Punjab and Tamil Nadu were nuch 

higher than their population shares. In the power sector also a 

very high percentage of subsidies went to agriculturally advanced 

States like Haryana, Punjab and Tamil Nadu, largely on account of 

the abysmally low rates of power tariff levied on electricity 

consumed for irrigation purposes.
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Irrigation and power, along with road transport, 

constitute three inportant economic services accounting for about 

29 percent of total State subsidies mainly because of low recovery 

rates. In irrigation in all the States except Maharashtra (41 per 

cent) the recoveries were less than a third of the cost and lower 

than 10 per cent in Bihar, Kerala, Madhya Pradesh and Orissa. The 

average recovery in the States taken together was just about 21 

per cent. In the power sector, in all the States except Karnataka 

and Kerala, the volume of subsidies on account of recoveries was 

substantial. The all-States average recovery rate was .about 28 

per cent. However, in Bihar, Gujarat, Rajasthsin, Tamil Nadu and 

Uttar Pradesh there was virtually no recovery and in Punjab and 

West Bengal, the recovery rate was as low as 6 per cent. In 

fact, in Punjab per capita subsidy in the power sector at Rs. 123 

was about 6 times the average. In the transport sector the 

average recovery rate was only 13 per cent and in as many as 9 

States including the more advanced States of Gujarat and Kerala, 

recovery rates were less than 5 per cent of the cost.

d. Budflfttarv Subsidy to Public Enterprises. The flow of 

subsidies to public sector enterprises as a whole have been 

analysed in section 2. We now take up the flow of subsidies to 

these enterprises at the State level. Table 3.5 presents the 

subsidies given to departmental and non-departmental enterprises 

as well as to cooperatives in 14 major States. In the aggregate, 

the total subsidy accruing to public enterprises and cooperatives 

amounted to Rs 5866 crore, forming 22 per cent of the total 

subsidy given at the State level. However, this share showed wide 

variation across States, ranging from 7.5 per cent in Bihar to 

over 38 per cent in Punjab.
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In the aggregate, the largest share of State subsidy, constituting 

almost 14 per cent, accrued to departmental enterprises, while the 

subsidy to non-departmental enterprises constituted about 7 per 

cent. Departmental enterprises claimed a larger share of subsidy 

in all the States except Punjab and Tamil Nadu whereas the share 

to non-departmental enterprises was larger. This is mainly due 

to the large subsidies accruing to the electricity boards in 

the States. The share of cooperatives in total State subsidy 

averaged to about 1 per cent in the States taken together and it 

was generally low in all the States.

In no State was the recovery rate high enough to meet 

the entire cost of providing the services, in the case of either 

departmental or non-departmental enterprises or cooperatives. The 

average recovery rates in departmental enterprises (46 per cent) 

was higher than in non-departmental enterprises (32 per cent) and 

cooperatives (29 per cent). This pattern however was not uniform 

across the States. In fact, the recovery rates showed very wide 

inter-State variations with respect to departmental and 

non-departmental enterprises as well as cooperatives. In the case 

of departmental enterprises, the rate varied from 19 per cent in 

Punjab to about 92 per cent in Bihar. Similarly, the variation in 

non-departmental enterprises ranged from less than 3 per cent in 

Rajasthan, Tamil Nadu and West Bengal to more than 90 per cent in 

Andhra Pradesh and Karnataka.

e. Sihsldv to the Riral S»rfcf>r» As explained in section

2, we have constructed three different estimates of the share of 

subsidy accruing to the rural sector, according to three 

alternative definitions. The estimates are presented in Table 

3.6. In the aggregate, the subsidy accruing to the rural sector 

amounted to Rs 15713 crore according to the narrowest definition
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and Rs 16363 crore according to the broadest definition. This 

formed about 60 to 62 per cent of the total bill of subsidies in 

the States. Substantial inter-State differences were also seen in 

subsidies per rural person ranging from about Rs 213 in Uttar 

Pradesh in all alternatives to over Rs 525 or Rs 533 in Haryana, 

depending upon which definition was considered.

The point to note, however, is that even if we take the 

broadest definition, the share of subsidies accruing to rural 

areas was much lower than the share of rural population in every 

State except Haryana where the two shares are more or less 

equivalent. In the aggregate, whereas the share of rural 

population was over 76 per cent, the share of subsidies accruing 

to the rural sector was just about 62 per cent. The maximum 

difference was in Punjab where the subsidy share was lower than 

the population share by over 25 percentage points. Very large 

difference in the shares was seen also in Orissa, Tamil Nadu, 

Kerala, Uttar Pradesh, Maharashtra and West Bengal. It may be 

noted that these only indicate a broad pattern of subsidies 

accruing to the rural sector. In order to arrive at firm 

conclusions, however, a detailed analysis of the incidence of 

subsidy would have to be undertaken, which is not attempted in 

this study.

4. Concluding Remarks

In this paper an attempt has been made to estimate the 

total volume and composition of government subsidies in India in 

the year 1987-88, after costing government services on a user 

charge basis. The exercise shows that the actual volume of 

subsidies was huge, amounting to Rs 42,324 crore or almost 15 per 

cent of the GDP.
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Pure transfer payments are transparent and their 

beneficiaries are explicitly targeted. Unfortunately, such direct 

transfer payments are still relatively small in India. By 

comparison the total volume of subsidies in 1987-88 was more than 

ten times as large and it turns out that the bulk of this subsidy 

was not visible. The explicit subsidy, as revealed in the budgets 

for 1987-88, amounted to only Rs 5,982 crore. Even by the broader 

National Accounts definition, the volume of visible subsidy worked 

out to only Rs 11,795 crore, or about 28 per cent of the actual 

volume of subsidies.

There can, of course, be differences in judgement about 

whether or not a part of this includes expenditure on pure public 

services, on what should be the correct interest rate or the 

appropriate depreciation rate and so forth. But none of this can 

detract from the essential fact that a substantial proportion of 

the GDP is being distributed in the form of subsidies through the 

budget, much of it invisible, and that it is not at all clear that 

these subsidies are flowing to intended beneficiaries.

We have attempted to make this phenomenon transparent by 

quantifying the flow of these subsidies, even if only as a first 

approximation. The resulting estimates show not only that the 

total volume of subsidies is very large but also that it is 

inequitably distributed. This is the picture which comes through 

if we look either at the distribution of social services between 

socially disadvantaged groups and others or the inter-regional 

allocation of subsidies per capita between high and low income 

States or the inter-sectoral allocation of subsidies between the 

rural sector, where per capita incomes are much lower,and the rest 

of the econony. In all these esses the disadvantaged seem to be 

getting less than their proportionate share of subsidies.
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Admittedly, this in itself cannot be taken as conclusive 

evidence that the overall fiscal system is regressive. For that 

the incidence of taxation and expenditure and the other indirect 

effects of fiscal policy must also be taken into account. But 

clearly, where subsidies are concerned, it is necessary to reform 

them in a more egalitarian direction. Our estimates show that 

with greater transparency and better targeting it should be 

possible to significantly increase the flow of services as well as 

subsidies to disadvantaged groups without any increase, perhaps 

even with a reduction, in the total bill of subsidies. This can 

be done provided the leakage to unintended beneficiaries is 

plugged. This particular implication is of immediate relevance in 

the context of the fiscal imbalance and negotiations with the 

International Monetary Fund which are likely to lead to a major 

fiscal squeeze from the next financial year. Careful advance 

planning is necessary if we are to protect those who are already 

vulnerable from bearing the further costs of adjustment.

We roust also reconsider in this context the issue of 

budgetary support to public enterprises. CUr estimates show that 

over 35 per cent of government subsidies have been flowing to 

these enterprises. Given externalities and missing markets, there 

is no question that public enterprises must play a major role in 

any prograrnoe of industrialisation. However, it is worth asking 

whether, even after forty years of protected domination of the 

conmanding heights of the economy, these enterprises should still 

remain dependent on budgetary support. Even if they are not 

immediately able to pay back to government an adequate return on 

its investments, surely they should at least pay their own way, 

especially when the opportunity cost of budgetary support to these 

enterprises may have to be measured in terms of forgone wages for 

unemployed agricultural labourers in government employment 

progranroes.
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