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Executive Summary

Introduction

1. Government subsidies, which often remain hidden in the budgetary magnitudes, were discussed at length in a Discussion Paper which the Government of India brought out in May 1997 (DP 1997). This paper had considered the subsidy regime in India as unduly large, non-transparent, largely input-based, poorly targeted, generally regressive, and inducing waste and misallocation of resources. The present study revisits the issue of budgetary subsidies in India, provides an estimate of the implicit budgetary subsidies for 1998-99, examines recent trends, and discusses critical policy issues in the context of subsidies.

Meaning and Rationale

2. Goods and services provided by budgetary resources may be classified as public and private goods. But there are many congestible goods in the intermediate space. In a budgetary context, subsidies are taken as unrecovered costs of public provision of goods, that are not classified as public goods. These are private goods or congestible goods where user charges can be levied either according to individual consumers or according to groups of consumers. In particular, the present study (as in DP 1997), focuses on governmental provision of social and economic services.

3. Subsidies are justified in the presence of positive externalities because in these cases social benefits require higher consumption levels than what would be obtained on the basis of private benefits only. In addition, subsidies are sometimes justified for well defined redistributive objectives. However, the financing of subsidies induces its own costs whether these are financed through additional taxation or borrowing. The welfare gains of subsidies should be matched against the costs of financing subsidies. Over-subsidisation could adversely affect allocation of resources and environment.

4. Subsidies in this study, as in the comparable previous studies including DP 1997, are measured as the excess of costs over receipts on relevant budgetary heads in social and economic services. The costs are calculated as the sum of current costs and annualised capital costs. The receipts comprise interest receipts, dividends and other revenue receipts from user charges.

Subsidy Issues in India

5. The size, incidence, allocation distortions, and recent upsurge in some subsidies are the key issues in the context of budgetary subsidies in India. The main issues pertaining to subsidies in India may be listed as: (i) are budgetary subsidies provided for the right reasons; (ii) are many wrong goods/services being subsidised; (iii) does over- subsidisation lead to harmful effects; (iv) are subsidies too large relative to resources; (v) what are the implications of cross-subsidies and off-budget subsidies; (vi) has there been an upsurge in some subsidies in recent years; (vii) what are the implications of subsidising inputs; (viii) is the subsidy regime in India regressive; (ix) what is the interface of subsidies with inefficiencies; (x) is there a case for increasing subsidies in some sectors; and (xi) is there a need for distinguishing long-term subsidies from those that should have a limited life?

Central Budgetary Estimates: Magnitudes and Trends

6. Aggregate central budgetary subsidies in 1998-99 are estimated to be Rs. 79828 crore, amounting to 4.59 percent of GDP at current market prices, and constituting 53.40 percent of the net revenue receipts of the centre, which, as an item, is the highest draft on revenue receipts as compared to estimates for earlier years.

7. The central subsidies decreased from 4.25 percent of the GDP in 1994-95 to 3.49 percent of the GDP in 1996-97. Reversing the trend of a decline since 1994-95, they increased to 4.59 percent of GDP in 1998-99. Four reasons account for the inordinate increase in the central budgetary subsidies in 1998-99: (i) the impact of salary revisions in the wake of the recommendations of the Fifth Central Pay Commission; (ii) the deterioration of position of railways from a surplus sector into a subsidy sector; (iii) large increase in explicit subsidies of the centre; and (iv) increase in other input costs unaccompanied by any improvement in recovery rates. The explicit subsidies, especially in food have risen sharply since 1996-97.

8. In the case of central subsidies, economic sector subsidies are nearly five and half times as large as those for the social sector. Economic sectors arranged in diminishing order of size of subsidies are: agriculture and allied services, industry and minerals, energy, general economic services, and transport.

9. In the context of central subsidies, current costs dominate total costs in both social and economic services, and more so in social services. The energy sector is a notable exception where the capital costs have a much larger share.

State Subsidies: Broad Trends

10. Budgetary subsidies of the state governments amounted to 8.96 per cent of the GDP and about 90 percent of their revenue receipts. After adjustment for salary arrears paid in 1998-99, the state budgetary subsidies are estimated at 8.47 percent of the GDP.

11. Relative to the GDP, aggregate budgetary subsidies of the state governments have fallen in 1998-99 as compared to the earlier available estimates for 1994-95. The recovery rate has also fallen. This can only be explained by a fall in expenditure (relative to GDP), revenue and capital, allocated to social and economic services in the State budgets.

12. Agriculture and irrigation sectors account for the largest share in the state subsidies, followed by elementary education, energy, secondary education and medical and public health.

13. For the special category states, subsidies relative to their GSDPs are extremely high amounting to 22 percent for the larger special category states, and about 34 percent of their GSDPs for the smaller special category states.

14. Per capita state subsidies generally show a regressive pattern: the higher the per capita income of a state, the higher are the per capita subsidies. Per capita subsidies in the special category states are noticeably higher than those in the general states.

15. The state public sector has drawn an implicit subsidy amounting to Rs. 9561 crore. The overall recovery rate in the state level public sector for the budget is dismally low at 1.64 percent of the costs.

16. Per capita subsidies in education and health showed a regressive pattern where, in comparative terms, low subsidies are available to residents of low income states and vice-versa.

All India Subsidies

17. In 1998-99, aggregate budgetary subsidies of the central and state governments are estimated to be 13.54 percent of GDP at market prices, and 85.8 percent of the combined revenue receipts of the centre and states. After adjustment done for salary arrears paid in 1998-99, the aggregate all India subsidies are estimated to be about 13 percent of GDP.

18. As compared to 1994-95, subsidies as percentage of GDP have virtually remained unchanged. Although central subsidies have increased as percentage of GDP, the state subsidies show a small fall. The relative share of the centre is about one-third of the total subsidies, and that of the states, about two-thirds.

19. Agriculture, irrigation, energy, and industry and minerals have the highest shares in that order, followed by elementary education.

20. Together, the public sector covering both central and state level public enterprises, obtains a subsidy from the budget of an estimated amount of Rs. 20,540 crore which is a little more than one percent of GDP.

Policy Issues

21. Cross-subsidies arise in the context of regulated price structures which distinguish between prices according to use/products for the same group of goods/services. Considerable cross-subsidies exist, for example, in the power and, until recently, in the petroleum sectors.

22. There are many off-budget subsidies in the system. An important off-budget subsidy in the petroleum sector has recently been brought on the budget. Subsidies that arise due to guarantees extended by governments for loans taken by the public enterprises are also off-budget subsidies. These have the potential of becoming budgetary liabilities if there are defaults in loans guaranteed by the government or if deficits and surpluses do not balance out as in the case of the Oil Pool Account.

23. Subsidies often promote inefficiencies. For example, fertiliser subsidies promote inefficiencies, and are ill-targeted. In general, administering subsidies through inputs should be discouraged. In the case of fertiliser, presently the old RPS system is being given up. After an adjustment period of five years, fertilisers subsidies should be given up in their present form. At best, there may be a case of subsidising small and marginal farmers to a limited extent.

24. In the case of food subsidies greater decentralisation can lead to efficiencies in carrying and transportation costs, and delivery and targeting mechanism. A well-designed two-tier intervention can increase efficiencies and reduce subsidies to the public distribution system, while providing for the food needs of the BPL population better. Subsidisation of food, targeted towards the BPL population, as a policy objective should be delinked from that of support provided to agriculture. These objectives should be addressed through separate policy instruments.

25. Improving the quality of publicly provided services is crucial to persuading users to pay higher charges. At the same time unit costs need to be reduced to ensure full cost recovery, wherever desirable, and viable. Surplus employment and other operational inefficiencies must be reduced. 
26. Subsidy reforms must focus on selected sectors in the first instance which would yield maximum results. In particular, attention can be focused on food and fertiliser subsidies at the central level, and agriculture, irrigation, power, industries, and transport sectors at the state level.
27. Increase in input costs depends significantly on market conditions and is almost continuous. Increase in user charges should be synchronised with this in terms of automatic periodic revisions. Autonomous bodies that can look after the interests of the users as well as service providers are needed to constantly monitor the link between cost escalation and user charges.

List of Abbreviations

ADR

Adjusted Depreciation Rate

APL

Above Poverty Line

APM

Administrative Price Mechanism

ATF

Aviation Turbine Fuel

BPL

Below Poverty Line

C & F

Cost and Freight Adjustment

COPE

Crude Oil Price Equalisation Account

CRS

Compulsory Retirement Scheme

CSO

Central Statistical Organisation

DAP

Di-Ammonium Phosphate

DP

Discussion Paper (May 1997)

ERC

Expenditure Reforms Commission

FCI

Food Corporation of India

FO

Fuel Oil

FOB

Free on Board

FSP

Freight Surcharge Pool

GDP

Gross Domestic Product

GNP

Gross National Product

GSDP

Gross State Domestic Product

HSD

High Speed Diesel

LNG

Liquified Natural Gas

LPG

Liquified Petroleum Gas

LSHS

Light Sulphur Heavy Stock

MOP

Muriate of Potash

MS

Motor Spirit

MSP

Minimum Support Price

NIA

National Income Accounts

NPK

Nitrogenous Phosphate Potash

OCC

Oil Coordination Committee

OIDB

Oil Industry Development Board

O&M

Operation and Maintenance Cost

PDS

Public Distribution System

PPA

Product Price Adjustment

RPS

Retention Price Scheme

SC

Scheduled Caste

SEBs

State Electricity Boards

SKO

Kerosene

ST

Scheduled Tribe

T&D

Transmission & Distribution

TPDS

Targeted Public Distribution System

TR

Target Ratio

VRS

Voluntary Retirement Scheme

1
ii

