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4.1.

LEARNING OBJECTIVE

After studying this module, you shall be able to
 Learn the concept of public expenditure and its main objectives
 Distinguish between public and private goods, public expenditure and private expenditure
 Study the Pure theory of public expenditure
 Understand the structure and growth of public expenditure
4.2. INTRODUCTION
The spending done by the government of a country on the collective needs of the citizens is
called public expenditure. The government incurs this expenditure to provide the goods and
services that the competitive market would not be willing to provide. Public expenditure for
goods and services can be considered as a means of supplying services in appreciable quantity
that would not have been possible through the market. In practice, the government needs to
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spend in order to run the government to serve the society and protect the people from foreign
aggression. Public Expenditure shows the decision of the Parliament and other independent
executive bodies for the scope of public expenses. It is measured with respect to the public
expenses made by the government in the previous year or last financial interval. Public
expenditure is not only a financial mechanism but it also aims at acquiring social objectives. The
major objectives of public expenditure include:
 Administration of law, order, and justice
 Maintenance of police force, army, and provision for defence goods
 Public administration
 Servicing of public debt
 Development of industries, transport, and communication
 Provision of public health, healthcare and education
 Promotion of socio-economic welfare of the citizens
4.3. SOME CONCEPTS
4.3.1 Difference between Public and Private Expenditure
It is well acknowledged that there is resemblance between public & private expenditure. Neither
public nor the private individual likes to incur expenditure without any return. Both public as
well as the private expenditure possesses the element of flexibility. Also, in each case, there can
be more than one way of raising additional resources. Contrary to this, there are also points of
difference between the two. The main points of difference between public and private
expenditure can be summarised as follows:
 Public expenditure is a type of spending usually done by firms in the public sector, or
govt organizations, examples include: building of schools, dams, and public and merit
goods. Whereas private expenditures are approved out by firms in the private sector of an
economy, who have their main motive as profits. Illustrations of these expenditures
contain: setting up a factory, or expansion of a profitable outlet.
 A public expenditure is financed by the taxpayer whereas a private expenditure is
financed by an individual or a group of investors aiming, generally, to make a
profit.
4.3.2 Types of Goods
The difference between national defence and a burger, as a layman would see, is that the former
is free while the latter has a price. But this is not the only difference. National defence is an
example of public good whereas a burger is a private good.
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4.3.2.1 Public Good
Samuelson describes it as one “which all enjoy in common in the sense that each
individual’s consumption of such a good leads to no subtraction from any other individual’s
consumption of that good”. In short, a public good is non-rival in consumption. Another defining
feature of public good is that of non-excludability which means that to prevent anyone from
consuming the good is either very expensive or impossible.

4.3.2.2 Private Good
Private goods are rival in consumption, in the sense that if one individual consumes a good, the
same good cannot be consumed by another person. They also possess the property of
excludability which means that if one individual buys a good, it gives him/her the right over it
and the same good cannot be purchased by some other individual.
The provision of public goods through the market is inefficient because they possess the property
of non-excludability and if people cannot be excluded, it will deprive the firms of their profits.
Hence, there is no incentive for the private firms to provide these goods. As a result, government
has to step in for the provision of these goods.

4.4. THE PURE THEORY OF PUBLIC EXPENDITURE
It was given by Paul A. Samuelson though the tradition goes back to Italian and Austrian writers
who are responsible for the revival of the benefit approach. Their main concern was the
presentation of efficient resource allocation and optimal provision of public good. The next topic
of discussion is how to determine the optimum provision of public goods.
Private goods are provided on the basis of preferences revealed by individuals in the market. But
in the case of public goods, individual preferences are not known. So, public good cannot be
provided by private organization and hence, are provided collectively. How can the market
principle then be applied to the determination of the optimal provision of financing of public
goods?
One important characteristic as described by the definition of public goods is that they are nonrival in consumption, meaning the consumption of the good by 1 individual does not decrease the
benefits derived by all other individuals from the same good. Therefore, one resultant
implication of this characteristic is that when finding out the aggregate demand for the good,
individual’s demand curves must be added vertically rather than horizontally as in the case of
private goods.
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public good. For quantity q of the public good, tA is the price paid by A, tB is the price paid by
B, and P is the price of the public good.
The optimality condition in this case becomes
MC= MBA+MBB
As can be clearly seen from the above discussion, the aggregate demand curve in the case of
private good is found by horizontally adding the individual demand curves whereas in the case of
public good the aggregate demand curve is found by vertical summation of the individual dd
curves. The summation in case of private good is over quantity at any price whereas in the case
of private good the summation is over price at any quantity.
The question now is what combination of private and public goods should be produced?
Some important terms need to be discussed in order to answer the above question.
Transformation curve: It is a graphical illustration of the maximum amount of 1 good or service
that an economy can produce by reducing production of other good or service and transferring
the resources saved to the production of the former good. Let us take a case of two commodity
world.
An economy is capable of building and equipping fifty hospitals if it does not build any schools
or eighty schools if it builds no hospitals. Either of these combinations would be a point on the
transformation curve, which can be plotted on a graph with the number of hospitals built and
equipped on one axis, and the number of schools on the other as shown in the figure below. The
Transformation Curve traces the no. of schools that can be built and equipped using the resources
needed for any given level of hospital building.
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Figure 2: A Transformation Curve
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In part (b) and (c) the indifference curve maps are shown for individuals A and B. A is held on
the indifference curve I2 A and in this way A’s level of welfare is fixed. Now, each individual
must consume the same quantity of the public good. The indifference curve I2 A shows the
alternative quantities of private & public good that keep A on the fixed level of welfare.
Therefore, when A consumes Og of public good, he will also consume g1 of the private good,
and B would similarly be able to consume Og of the public good and (g2- g1) of the private good
if the economy operated efficiently.
Repeating the process for every possible output of the public good produces a curve CC in part(c). This curve is the set of consumption possibilities available to individual B assuming that A
is kept on I2
A. This curve has been derived by deducting I2 A from TT. Now, the problem is to find out that
output level for private and public goods which maximizes the welfare of individual B.
This is shown by the tangency point between I3 B and the curve CC.
It is clear that at point 3 in part (c), the tangency has been found by subtracting (at Og) the
marginal rate of substitution (MRS) for individual A from MRT and then equating the MRS of
individual B to the slope of CC which is given by (MRT- MRSA).
Therefore, the Pareto optimality condition in an economy that produces public and private good
becomes
MRSB = MRT-MRSA or,
MRT = MRSA + MRSB

7

8

4.5. STRUCTURE OF PUBLIC EXPENDITURE
4.5.1 Introduction
Classification of public expenditure refers to arranging various components of public
expenditure on a systematic, scientific, and economic basis from which one is enabled to
distinguish between the nature and effects of different kinds of public expenditure. In order to
make it more useful and effective, the classification should not be formal. It must always have
some meaningful and realistic public expenditure to reveal the effects and incidence of various
kinds of expenditures and also focus on the relative importance which has been put to each head
of expenditure. It is also significant in a democratic country, as the people need to know whether
the public expenditure is appropriately spent or is used for wasteful purposes or is
misappropriated. Most of the economists believe that the basis for classification should not be
absolute but it should be relative to the purpose for which classification is taken up.
As per R. N. Bhargava, a good classification must satisfy two tests as follows:
 The classes should be mutually exclusive so that the idea can be allocated to one class
only.This will make the classification exact.
 The basis of classification should be a necessary attribute of the object classified. This
will make it scientific and sensible. Many classifications have been given by economists
and each classification is relative to the need for which it was given. Some of the
classifications have laid emphasis on benefits received by individuals and others have
emphasized on the functions of the government. We are following in this lesson, the
classification adopted by GOI.
4.5.2 Plan and Non-plan Expenditure
India has implemented economic planning as an approach for economic development. The
Government of India Expenditure is divided into Plan & Non-plan Expenditure. Plan expenditure
is incurred on govt programmes & flagship schemes, while non-plan expenditure comprises
spending on defence, subsidies and some devolutions to states. Plan expenditure comprises
current development & investment outlays that ascend due to suggestions in the current plan.
Non-plan expenditure is one which government is obliged to do, i.e. the estimated expenditure
given in the budget for expenditure during the year on routine working of the government. It
comprises both development & non-development expenditure. Part of this expenditure is
mandatory like Defence, Police, etc. Expenditure on maintenance of assets of the previous plan
is called non-plan expenditure in current plan.
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4.5.3 Revenue and Capital Expenditure
The United Nation prepared ‘A Manual for Economic & Functional Classification of
Government Transactions’ in 1958 for functional and economic division of their budgets. Budget
is separated in two heads Revenue & Capital and therefore both Receipts and Expenditures are
divided in two heads of Revenue & Capital.
4.5.3.1 India’s case
In India, Revenue Expenditure includes all current expenditure on administration, defence, and
public commercial undertakings like railways, post and telegraph, etc. Capital Expenditure
consists of all capital transactions including defence and capital transactions of public
commercial undertakings. In India also such classification of the government’s budgetary
transaction to the Central Budget was being followed since 1957-58. In India, revenue
expenditures includes all current expenditure on administration, defence and public commercial
undertakings like railways, post and telegraphs, grants-in-aid while capital expenditure involves
all capital transactions.
4.6. GROWTH OF PUBLIC EXPENDITURE
Public expenditure has increased manifold in the recent past and it continues to be exhibiting an
increasing trend in almost all countries of the world. In the words of C. C. Plehm, “Public
Expenditure grows because, and as, public activities increase. This increase is both extensive and
intensive. Government in every branch- central, intermediate, and local- are constantly assuming
new work or duties and are constantly performing the older functions and in turn, newer ones
also, on an ever larger scale”. In India also, public expenditure has been increasing over time.
4.6.1 Reasons for the Growth
 Growing population: An upsurge in population calls for upsurge in public
expenses.Population growth has made it essential for govts of most countries to spend
cumulative amounts on health, education, social security, subsidy, etc.
 Inflation: Inflation would mean that the Govt is forced to incur more expenditure in
providing essential goods to the public. Hence, the public expenditure would increase.
 Urbanization: It has raised the dependence of people on the government for basic
requirements such as drinking water, sanitation, etc. It has also led to the migration of
labour from rural areas that end up living in slums. The government has to take the
responsibility of these people and provide them with the basic requirements.
 Interest Payments: Govt borrowing has been on an increase. As a consequence, the
government has to incur large interest payments resulting in a rise in public expenditure.
 Economic Development: In less developed countries, the Govt has to take the
responsibility of achieving rapid economic development because the private sector is not
willing to take up huge investments. This leads to an increase in the public expenditure.
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4.7. SUMMARY
Public Expenditure is the expenditure made by the govt of a country on the collective needs of its
citizens. These collective or public goods would not be provided by private enterprise because of
the lack of profit incentives. The aggregate demand in case of private goods is determined by the
horizontal summation of individual demands at given price, whereas the aggregate demand in
case of public goods is given by the vertical summation of the individual prices that each
individual is willing to pay for the provision of a given extent of public good. The pure theory of
public expenditure, given by Samuelson, provides the optimality condition in an economy that
produces public and private goods. Public Expenditure has been categorized into Plan & Nonplan expenditure, & Revenue and Capital expenditure. The public expenditure has been
increasing over the years and the reasons for the growth of public expenditure include growing
population, inflation, urbanization, interest payments, economic development, social security
measures, and increase in defence expenditure
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UNIT-5

WAGNER’S LAW OF INCREASING STATE
ACTIVITY, PEACOCK-WISEMAN HYPOTHESIS

5.1. Learning Outcomes
5.2. Introduction
5.3. Wagner’s Law of Increasing State Activities
5.3.1 Explanation
5.3.2 Graphic Presentation
5.3.3 Criticism
5.4. Peacock-Wiseman Hypothesis
5.4.1 Theory
5.4.2 Graphic Presentation
5.4.3 Criticism
5.5. Summary

5.1. LEARNING OUTCOMES
After studying this module, you shall be able to
 Know the Wagner’s law of increasing state activity and Peacock-Wiseman hypothesis.
 Identify various factors affecting the public expenditure.
 Evaluate the empirical validity of the two hypotheses.

5.2. INTRODUCTION
The Growth of Public Sector
The role and importance of public expenditure is very important both in developed and
developing countries. According to Adam Smith, government expenditures are made to supply
such goods and services that are advantageous to a great society but private sector would not
supply those due to profitability concerns.
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Adam Smith in the Wealth of Nations viewed that the expenditure should be restricted to:
(a) Defense against foreign aggression;
(b) law and order in view to maintenance of internal peace and
(c) public development work specifically where private sector is not ready to supply or supply is
not as per requirement. Besides these the state expenditure is considered as unnecessarily.
Economists explain that government has to provide a number of facilities providing large
societal benefits but the provision of these facilities requires huge investment. The gestation
period is also very high in such cases. We use the term ‘public goods’ in context of such goods
which are provided by the government and provision of which is not profitable for private
enterprises because efficiency requires that these goods should be provided at a zero price. This
is so because public goods are non-rival and non-excludable in consumption. It is either not
possible or feasible to facilitate exclusion in the consumption of public goods. In other words,
due to feasibility reasons or cost concerns, one cannot limit the consumption of public goods to
those who pay a price for them. Also, within limits, consumption of a public good by some
members of a society does not reduce the amount of it available for others. The common
examples of pure public goods are defense, lighthouses, flood control, public fireworks, etc.
Besides providing goods and services, government expenditures are also incurred on collective
goods, transfer payments, subsidies, tax provisions.
Further, expenditures of government are influenced by various interest groups, among which
political parties and policymakers are more important as compared to other interest groups such
as labor unions, trade associations, chambers of commerce, religion and occupational groups,
military and bureaucracy, even the unaffiliated citizens. The importance of these groups varies at
different stages of development of a society from a traditional to a modern one. Besides these
interest groups, expenditures are also affected by the economic structure of a country as well as
by sociological, geographic, demographic and technological factors. Nurkse has emphasized that
international demonstration effect also affects the government expenditures of the poor countries.
In this context, there are two scholars who have provided views on role and importance of
increasing state activities in an economy: (i) The Law of Increasing State Activity by Adolph
Wagner and (ii) The Peacock-Wiseman Hypothesis by Alan T. Peacock and Jack Wiseman.
Before explaining the laws, it is important to understand that these two theories are concerned
only with resource-using public expenditure which is distinct from transfer payments. Distinction
is caused mainly by the reasons of growth of two types of expenditure. Resource-using public
expenditure is related to public expenditure on goods and services and on domestic fixed capital
formation whereas transfer payments might grow due to quite different reasons. Further, these
two hypotheses are classified as macro models of the growth of resource-using public
expenditure by Bailey (1995) as distinct from micro models of public expenditure growth. Macro
models analyse the long term growth of public expenditure whereas micro models analyse the
changes in particular components of public expenditure.
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5.3. WAGNER’S LAW OF INCREASING STATE ACTIVITY
5.3.1 Explanation
In 1883, Adolph Wagner (1835-1917) a German political economist, based on his study of public
expenditure in industrial nations propounded a law called "The Law of Increasing State
Activity". Wagner’s law is classified as a positive theory of public expenditure. It emerged in
response to the absolute as well as relative growth experienced by the Western world during
second half of the 19th century and in 20th century.
Wagner opined that economic development of a nation leads to an increase in the activities and
functions of the government. He explains that in progressive societies, governments at central
and local levels constantly undertake new functions while they also perform old functions and
this leads to a regular increase in the activity of the government. The aim of government
activities is to satisfy economic needs of the people more efficiently and more completely so that
there is an increase, extensive as well as intensive, in such activities and hence public
expenditure.
Therefore, public sectors in industrializing nations grow as proportion of total economic activity
with the increase in per capita income and output i.e. share of government expenditure in total
output increases inevitably. Although Wagner has based his study on industrial nations but
according to him the law is equally applicable in case of developing countries.
Wagner views that relationship between the state and its citizens is such that the state exists
independently of the individuals in society but it has a general responsibility for the economic
and social welfare of society as a whole. According to him, a state performs three functions:
providing administration and protection, ensuring stability and ensuring social and economic
welfare of society.

According to Herber (1979), the hypothesis explains that ‘a fundamental cause –and –effect
relationship exists between the growth of an industrializing economy and the relative growth of
its public sector…relative growth of the government sector is an inherent characteristic of
industrializing economy”. He further explains the hypothesis as efforts to find a predictable,
long-run functional relationship between certain causal variables and relative public sector
growth.
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5.3.2 Graphic Presentation of the Law
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5.4. PEACOCK-WISEMAN HYPOTHESIS
5.4.1 Explanation
Alan T. Peacock and Jack Wiseman conducted a study of behavior of government expenditure in
UK for the period 1890 to 1955. Their study was based on the Wagner’s hypothesis of increasing
state activity. The study analyses the time pattern of public expenditure. It explains some
important characteristics of growth of public sector. It is argued that growth in public
expenditure involved spurts of growth followed by long static periods rather than a smooth and
continuous growth pattern i.e. in a step-like pattern coinciding with social crises and wars.
They explain the hypothesis with the help of three types of effects through which public
expenditure increases - displacement, inspection and concentration effect.
Displacement effect is explained through comparing public expenditure in times of peace and
times of social disturbances as they see that the expenditure cannot be same at these two times.
They were of the view that government likes to increase its expenditure as it has to take care of
society’s welfare. Besides, some disturbances at times may also lead to increased need of
government expenditure which may not be met from existing public revenue. But the fact that
citizens do not like to pay taxes puts a constraint on government spending. The government
expenditure is constrained by what they call ‘tolerable level of taxation’ which remains quite
stable during the times of peace. With the growth in national income, tax revenue would also
grow at a constant ‘tolerable’ tax rate. It enables the public expenditure to grow gradually. This
gradual trend is disturbed by social crisis such as wars, famines or other economic problems
during which higher taxes also become acceptable to society as government needs higher public
revenue to meet unanticipated expenditure. The relative expansion in government activity at the
times of social disturbances displaces the previous level of government expenditure which they
termed as the displacement effect. And they also argued that this displaced public expenditure
does not fall back to original level i.e. it remains displaced at this level even after the crisis.
Peacock and Wiseman argued that increase in public expenditure does not tend to be smooth and
continuous rather it increases in jerks or step-like fashion.
The Inspection Effect takes place when people observe and accept the greater social spending
required to fulfill social needs during the crisis. It happens as society realizes that it carry new,
higher tax burden. In other words, new levels of tax tolerance emerge.
The Concentration (scale) Effect is the tendency for central government economic activity to
become an increasing proportion of the total public sector economic activity during times of
economic growth of a society.
Gupta (1967) subjected the displacement hypothesis to empirical testing in case of five countries
and found an upward displacement confirming the validity of the hypothesis. Dada and Adesina
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5.4.3 Criticism
Peacock-Wiseman hypothesis recognized the importance of public expenditure during social
crises but it has failed to explain the limit after which an economic problem can be qualified as a
‘social crisis’.

5.5. SUMMARY








The role and importance of public expenditure is very important both in developed and
developing countries. Public expenditures are made to supply such goods and services
that are advantageous to a great society but private sector would not supply those due to
profitability concerns.
The importance of public expenditure is positively correlated with the development of
country. To provide theoretical understanding, Adolph Wagner developed ‘The Law of
Increasing State Activity’ and Alan T. Peacock and Jack Wiseman developed ‘The
Peacock-Wiseman Hypothesis’.
According to Wagner “a fundamental cause –and –effect relationship exists between the
growth of an industrializing economy and the relative growth of its public sector. The
relative growth of the government sector is an inherent characteristic of industrializing
economy.
The Peacock-Wiseman Hypothesis analyses the time pattern of public expenditure. It
explains some important characteristics of growth of public sector. According to Peacock
and Wiseman, the public expenditure does not increase in smooth and continuous
fashion. It involves spurts of growth followed by long static periods i.e. in a step-like
pattern coinciding with social crises and wars. They explain the pattern of public
expenditure based on three elements namely - displacement, inspection and concentration
effect.
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UNIT 6: TRENDS AND LESSONS IN PUBLIC EXPENDITURE

6.1. Learning Outcomes
6. 2. Introduction
6.3. Classification of Public Expenditure
6.4 Trends in Public Expenditure in India
6.5. Trends in Development and Non Development Expenditures
6.6. Trends inPlan and Non Plan Expenditures
6.7. Lessons and Priorities
-

-

6.8. Summary

6.1. LEARNING OUTCOMES
After studying this module, you shall be able to:
 Understand the Meaning of Public Expenditure
 Understand the classification of Public Expenditure
 Analyse the Trends in Development and Non-Development Expenditures
 Analysethe Trends in Plan and Non-Plan Expenditures
 Focus upon the lessons learnt from rising expenditures and why there is need to
prioritize

6.2 INTRODUCTION

Public expenditure refers to the expenditure which is incurred by the government of a country on
central, state and local levels for the maintenance of the economy, external and internal security
and for the promotion of the socio-economic welfare of the people. This government
expenditures also consist of expenditures done on general, social and economic services.
The principles of public expenditure are closely associated with the functions of the state and are
inter related with the aims as well as the ideals of the state which it attempts to achieve. The
method of spending resources and the activities to be performed by the state are, thus, dependent
upon the needs of the state, which are the given objectives for the public expenditure. The scope
of public expenditure, therefore, enfolds within itself the money spending activities of the
government.
Throughout the 19th century, most governments followed laissez-faire economic policies and
their functions were only restricted to defending aggression and maintaining law and order.
Therefore, there was a minimal size of public expenditure. In the early 20th century , to
determine the level of income and its distribution, the role of public expenditure was advocated
by John Maynard Keynes. In developing countries, a public expenditure policy not only
accelerates economic growth and promotes employment opportunities, but also plays a useful
role in reducing poverty and inequalities in income distribution. Thus, the expenditures of
governments all over have significantly increased.
6.3. CLASSIFICATION OF PUBLIC EXPENDITURE
Every year, the government prepares an estimate of expenditures, it is projected to incur or had
incurred in the past and then puts it for a parliamentary approval (Article 112 –Indian
Constitution) in the form of a budget document. This document classifies various expenses under
different categories for better accounting, reporting and financial management purposes. The
government expenditures are classified as:
I. Revenue and Capital Expenditures
Revenue expenditure is current or consumption expenditure. This recurring
expenditureincursyear after year.Revenue expenditures comprise of interest payments, defence
revenue expenditures, subsidies (food, fertilizers and export promotion, others), debt relief to
farmers, postal deficits, police expenditures, pensions, and expenditures on other general services
(organs of state, tax collection, external affairs, etc.).On the other hand, Capital Expenditures of
the government refer to those expenditures which results in creation of fixed assets. Capital
expenditures are incurred in building durable assets like expenditures on agricultural and
industrial development, highways, dams and irrigation projects, purchasing machinery and
equipment. They are non-recurring types of expenditures in the form of capital investments.
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Such expenditures are anticipatedto improve the productive capacity of the economy.Capital
expenditures include capital outlays and loans to states and union territories to finance theplan
projects, loans topublic enterprisesand loans to foreign governments. Capital defence
expenditures are also included in this category.
II. Plan and Non-Plan Expenditures
Under this classification, all public expenditure were classified into:
 Plan Expenditures: Plan expenditures comprise of all the expenditures of the government,
which are included in the central plan. The expenditures related to new projects and
programs become plan expenditures during a plan. Plan expenditures are further divided
into revenue and capital expenditures.


Non-Plan Expenditures: Non-plan expenditures are expenditures which are committed on
completed schemes of earlier plans and the interest on borrowings to finance capital.
Non-plan expenditures are also further segregated into revenues and capital expenditures.
Revenue expenditures occur in the day-to-day running of the to a creation of either
physical or financial assets or reduction in recurring financial liabilities.

III. Development and Non-Development Expenditures
There is yet another classification of government expenditures:
 Development Expenditures: Development expenditures includes all the items of
expenditures which are designed to further social welfare and economic development
directly. Development expenditures mainly include spending on economic services
(agriculture, industry, communication, transport, energy, science, technology and
environment) and social services (education, health, employment, nutrition, housing and
others). The basic needs of people in developing countriescan be fulfilled through the
expenditures by the government on social and economic services. However, the share of
the Centre’s expenditure on social services is small. Given the division of responsibilities
between the Centre and the states, about 85 percent of the spending on social services in
India is undertaken by the state governments. It is the responsibility of the states to spend
on social services for human development. Further, states are responsible for most of the
infrastructure services (except telecommunications, railways, civil aviation, and major
ports), and law and order.


Non-Development Expenditures:Non-development expenditures include expenditures
which relateto the general services rendered by the government, such as preservation of
law and order, defence of the country and the maintenance of the general organs of the
government. Non-development capital expenditures comprise of capital defence
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expendituresis an important factor that has been constraining the growth of development
expenditures.Non-development expenditures continued to be a large proportion of the total
expenditures. Defence, debt services and administrative expenses were so large and so
significant thatthey were responsible for keeping non-development expenditure at a high
level.The share of non-developmental expenditures in total expenditures of the Centre grew from
42.54 percent in 1980-81 to 45.70 percent in 1990-91 and 58.62 percent in 2000-01. Then in
2000s, the trend reversed and it fell to 45.29 percent in 2010-11(Table 2).
Development expenditures remained more than non-development expenditures as a percentage
of total expenditures in the eighties. In 1980-81, it was 57.46 percent and remained at 54.30
percent in 1990-91. The government was focused on the improvement in infrastructure therefore,
the expenditures on development activities like rural electrification, irrigation and flood control
and rural upliftment were high. Crop insurance schemes, social security schemes and antipoverty programmes were launched. Many employment generation schemes and other rural
development like national rural employment plan, integrated rural development plan, national
rural employment plan, and rural landless employment guarantee programme were launched in
1987-88. Apart from these, expenditure on energy, transportation, railways, communication,
health services and rural water supply, housing etcwere increased.
Non-development expenditure increased during this period owing to increased interest rates and
defenceexpenditures. As a percentage of GDP, non-development expenditure increased from
6.59 percent in 1980-81 to 8.42 percent in 1990-91(Table 2). Large portion of the borrowed
funds was loaned to priority sectors, weaker sections of the society and state governments for
development at subsidized rates. External debts were increasing along with deterioration in the
quality of the debt during the last half of the decade. This was the major cause of increase in nondevelopmental expenditure during that period. Thus, the composition of expenditures was more
in favour of development expenditures during the eighties.
Inthe nineties, the development expenditure started declining. With the introduction of reforms,
the composition of expenditures started changing towards non-development expenditures.
Development expenditures as a percentage of total expenditures in 1990-91 was 54.30 percent. It
came down to 41.38 percent in 2000-01. On the other hand, the share of non-development
expenditures in total expenditures increased from 45.70 percent in 1990-91 to 58.62 percent in
2000-01. As a percentage of GDP, the rate of development expenditure came down from 10.00
percent in 1990-91 to 6.43 percent in 2000-01 and the share of non-development expenditure
during the same period increased from 8.42 percent to 9.11 percent.
In 2000s, the development expenditures as a percentage of total expenditures started rising again
after falling in the nineties. This was because of slowdown of reforms since 1996-97, the drought
of 2002-03, the growth objectives of FRBMA and the National Common Minimum Programme
(NCMP) in 2007-08.
Development expenditures as a percentage of GDP rose from 6.43 percent in 2000-01 to 8.68
percent in 2010-11. Non-development expenditure as a percentage of GDP continued to fall
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expenditures. Within revenue expenditures, in 1980-81, defence expenditures had the highest
share of 22.75 per cent; interest component was 18.07 per cent while subsidies were 14.07 per
cent. However, by 1990-91, the largest component was the interest share of 29.24 per cent with
subsidies constituting 16.54 per cent and defence only 14.79 per cent.
Because of the reforms there was some reduction in the Centre’s fiscal deficits up to 1996-97,
the trend was reversed afterwards under the impact of the industrial slowdown and the
implementation of the recommendations of the Fifth Pay Commissions’ award. Once again fiscal
consolidation was brought about through compression of capital expenditures, with
consequential effects on growth and infrastructure constraints in the future. Since the fiscal
correction was achieved through cutbacks in capital expenditures, rather than through improved
revenues, the consolidation efforts could never be sustained for long.
The government had limited scope to reduce the defence budget due to security problems across
the Indian borders. The interest payments, both on domestic and foreign loans have been one of
the major components of government expenditure and have been increasing throughout as the
government debt has increased considerably over the years. Another cause of concern is
subsidies. The government has been providing subsidies on a number of items such as fertilisers,
exports, food and fuel and these subsidies have been increasing over the years resulting in fiscal
imbalance. Therefore, the development and capital expenditures have suffered the most, when it
comes to reducing the expenditures.
Priorities:
Despite rapid economic growth and buoyant revenues, India’s inability to contain expenditure’s
growth has led to a modest decline in the general government debt. The government needs to
focus on reducing the revenue expenditures and increasing the growth rate of capital
expenditures. Greater detail is required for better targetingof social expenditures to achieve
fiscal consolidation while maintaining the process of growth. Expenditures need to be reoriented
to contain the deficits, whilst providing adequate outlays for essential social sectors like
education, health etc. The government needs to strengthen the public distribution system for
better targeting of subsidies, bring in efficiencies and make the system more transparent.
Overstaffing in government departments has led to low productivity and inefficiencies, hence
downsizing of staff is essential. This shall also reduce the wage bill of the government
substantially. The borrowings from the internal and external sources should be closely monitored
in order to control the interest payments.
6.8. SUMMARY
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6.8 SUMMARY


Public expenditure refer to government expenditures incurred by the central, state and
local governments of a country for the maintenance of the economy, external and internal
security and for the promotion of the socio-economic welfare of the people.



The government expenditures were 15.21 percent of GDP in 1980-81 and increased to
17.96 percent in 1990-91 and then fell down to 15.01 percent in 2000-01. In 2010-11, it
was 15.60 percent of the GDP.



In absolute terms, the total public expenditure had increased by almost 50 times, from Rs.
22,768 crores in 1980-81 to Rs. 11,97,328 crores in 2010-11.



In 1980-81, the share of development expenditures in GDP was 8.91 percent and it
increased to 10.00 percent in 1990-91. Thereafter, the share fell sharply in the nineties
and was 6.43 percent in 2000-01. In 2010-11, the share of development expenditures in
GDP increased to 8.68 percent.



As a percentage of GDP, non-development expenditures increased from 6.59 percent in
1980-81 to 8.42 percent in 1990-91 and then to 9.11 percent in 2000-01. Then it fell
down to 7.19 percent in 2010-11.



The development expenditures in absolute terms have always been higher than the nondevelopment component.



The plan expenditures had increased from Rs. 8,994 crores in 1980-81 to Rs. 3,79,039
crores in 2010-11 showing an absolute increase of about 45 times. In the eighties, the
non-plan expenditures were about Rs. 13,774 crores and it was Rs. 8,18,289 crores in
2010-11.



Plan expenditures as a percentage of GDP decreased from 6.01 percent in 1980-81 to
4.84 percent in 1990-91 and 3.81 percent in 2000-01. However, the trend reversed and in
2010-11, the ratio was 4.94 percent. As a percentage of GDP, the non-plan expenditures
were 9.20 percent in 1980-81, 13.12 percent in 1990-91, reduced to 11.20 percent in
2000-01 and 10.66 percent in 2010-11.



The fiscal correction was achieved through cutbacks in capital expenditures, rather than
through improved revenues, therefore the consolidation efforts to reduce deficits could
never be sustained for long.The government needs to focus on reducing the revenue
expenditures, especially subsidies and interest payments along with better targeting of
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social expenditures to achieve fiscal consolidation while maintaining the process of
growth.
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