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Abstract

While colculoting the equilibrium level of income in o mocrogconomic framework, we acoumg the vorioble 'G' to be
cutonomouadly given, thusimplying that public ¢xpenditure varioble icbeyond control. However, if we acoume thot thicicao
policy varioblg, then therg chould bg come factorothot bring about chonggoin public ¢xpenditure. Thicpaper icoimed to focuc

our ottention to thicomolyaic.

Several ¢conomiato have introduced variouc theorigo on the growth of public expenditure dug to the increoce in national
income, higher tox revenue ond other factors, Multiple ¢videnceoare aloo available in the literaturg cupporting thece theorigo.
In thiepoper, we have included come empirical teatoon the Indion public ¢xpenditure doto, ond we find ¢vidence validating

moct of the theorieoon the growth of public expenditure.
Keywords: Public Expenditure, Growth, Tox Rgvenueo

Introduction

The function of th¢ public cector ionot cingle-purpoced, but
compriceo a vorigty of cubfunctiong, including dictribution
of incom¢ ond growth cotobilization. However, our main
e¢mphacichere icon the role of public aector in the provicion
of outiofoction of public wonts. Public wontc muct be
provided for through the budget ond be moade avoiloble free
of emy dirgct charge to the ucer. Public goodo ar¢ non-rival
ond non-¢xcludable in noture. Thicimpligothot ong percon’c
portoking of benefito dogonot reduce the benefitc available
to otherc. However, aince the benefits are avoiloble to all,
conoumers will not voluntorily offer payments, may not
reveol demond ond oct aofree rideros. The morket mechomiom
foilo to provide a cocial good efficiently. Linkoge between
producer ond conoumer icbroken ond the government muct
atep in to provide for cuch gooda.

Apoart from expenditures on low ond order, mongtory
otobilization ond regulation, cocial aervices cuch oo health,
¢ducation ond welfor¢ oboorb larggot proportion of
government expenditurg. Rotionole behind mony oociol
programo ic r¢dictribution, or to ¢nour¢ thot no ong follo
below o minimum loving otondord in the ¢conomy.
Buchonon (1965) divides government expenditure into
productive expenditure ond tromofer ¢xpenditurg. The
former meooures government’c purchace of real goods ond
rvicgo ond the latter ¢xplaine the tronofer of purchoocing
power from general toxpayers to opecific individualo ond
groupc. With the proceso of economic growth, cocial ond
gconomic relationchips bgcome morg complex, thereby
giving importonce to incrgaced public expenditure oo o
neceooory condition for functioning of market economy.
Thicrole of public expenditure will chonge in the cource of
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development ac budgetary function chongeo according to
the ngedoofthe gconomy.

Determinants Of Public Expenditure

Government expenditure icconaidered to be determined by
interoction of dgmond ond cupply foctorc ond o ctoble
behavioural function of afew opecific voriableo.

Demand Factors

Provicion of public goodoiomade in reaponcg to the wicheo
ond demondcofpeople, which iobeing collectively cutiofied.
Such provicion would increace the total cize of public
expenditure. The primory demond cide factorcore:

I.  National Incom¢: The behaviour of public expenditure
ic oignificontly r¢loated to the national incom¢ ond ic
gengrolly found to bg income ¢lactic. Dgmond for
publicly provided goodoriceowith the national income.
However, it i not ngcecoury thot incomg elacticity of
total public expenditure ic the come¢ oo that of o
particulor ¢xpenditure compongnt. Each component
com be otudied aeparately in thioregord.

ii. Population: Demographic chonggs incrgocse the
complexity of economic octivity ond increaced public
expenditurg may be required to deal with it. Population
precourgs increoce the demond for public utilitigs, civil
adminictrotion ond other welfore progromo. Within
demogrophic foctors, both oboolute population cize ond
chongeo in oge otructure ore relgvont. According to
Mucgrove (1969), changesin growth rote of population
affgct the population otructur¢ ond chongeo in oge
compoaition collo for varying allocotions to porticulor
public cervicea.
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iii. Urbonization: Growth of urbon population may alco
affect the aize of public expenditure, cince urbonizotion
increaceo the demond for public goods cuch oo roodg,
public trengport, cheaper houaing focilitieogtc.

iv. Previouo Yeor Expenditure: Thicic on importont foctor
in determining the cize of current yeor expenditure ocit
helpomaintoin o certoin level of public goodowhich arg
provided agoinct budggtory recourceo. According to Ira
Sharkonoky (1967), inclucion of previous yeor
¢xpenditure in regreooion onolycic for currgnt
expenditurg provides a dgmondtration of otobility of
government expenditurg from ong budget to the next.

Price Level Chongeo: The moat obvious effect of price
level chongeo ic to inflate the opending of the
government oincg it ic committed to incrgoace the
expenditure to mointoin the reol purchacgs ond
tronoferc. Price rice putoon additionol burden on public
occountoin termoofhigher coct of adminictration.

Supply Factors

On the oupply oide, the moin detgrminont of public
expenditure ic th¢ notionol incomg, which not only
determingo the toxable copacity of the individuols but alco
the recource roicing copocity of the government. At lower
levelo of national incomeg, th¢ conctraingd rgvenue
poaoibilitigc have limitations on ¢xponding government
expenditure. Roicing revenug through toxesbeyond a.certain
limit ic difficult ond ony attgmpt to do co would have on
adverae effect on work ¢fforts, cuvingo ond privote copitol
formation, which in turn would have on adveree ¢ffect on the
total recourcesavailoble to the government for opending.

Mugcgrave ond Cuthbertoon (1953) orgue thot oboolute
public expenditure increacgcacpopulation, productivity ond
per copita incom¢ incrgacgo. It ic importont to conaider
growth of public e¢xpenditurg in r¢lation to total income
becouce ricing expenditure requires increooing tox yield,
which in turn depgndcon required chonge in the level of tox
roteo.

Muggrave (1969) dictinguich¢o between ¢economic, cocial,
cultural ond political foctorc ac determinontc of the growth
of public ¢xpenditure. He arguec that ac per capito income
increaceo dug to increaoing productivity, chore of public
goodo in totol output will be determinged by income
elocticities of demond for private agoinct public conoumer
goodo ond on the oppropriote mix of the copital otock
between private ond public inveatment goodc oo the otock
INCreaceo.

Chonges in cultural valugs, greoter cence of cocial
reoponaibility for welfarg of individualg, troncition from
authoritorion to reprecentative government moy olco have o
aignificont impoct on public expenditures Wor ond mojor
dicturboncgo may aloo have o profound effect on timing of
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expenditure growth, coucing chorp temporory deporture
fromunderlying trendo.

Theories of Public Expenditure
Thiocgction highlightothe main ¢conomic theorigoof public
expenditure, nomely:

i.  Wogner’cLow

ii. Peocock ond Wicemon hypothecic

iii. Samugloon’cthgory of public expenditure
iv. Boumol’'omodel of unbalonced growth
Wagner’s Law

Adolph Wagner, the fomous Germon political ¢conomict
beligved thot a functional r¢lotionchip ¢xioto between the
¢conomic growth ond the¢ growth of itc public cector.
According to him, growth ic on inherent feoture of all
developed ¢conomico. Hio generalizationc about public
expenditure are baced on direct inference from hictorical
¢vidence from Britain, United Stoteg, Fronce, Germony ond
Japon.

Wogner’clow of increacing ctote activity cuggeatothot acper
capito income ond output increoces, the public cector will
grow in proportion to total ¢gconomic octivity. He beligved
that the couce of relative growth of government ic cocial
progreassond the reculting chongeoin the relotive opherecof
private ond public economy.

Precenting the critique of thic low, F. Pryor arguec that
neither highly developed nor highly underdeveloped
countriec fit Waogner’c genegralizotion. Peacock ond
Wicemon (1967) obcerve that Wogner’s orgument cufferc
from two main drowbocko. Firatly, it ic booed upon on
orgonic celf-determining theory of the otate, which ionot the
prevailing theory in moot weotern nationc. Secondly,
Wogner’c hypothgaic overlooks the ocignificont “time
pottern” or “procgas’ of public expenditurg growth.

Peacock and Wiseman’s Hypothesis

Peocock ond Wicemon quedtiongd the gengrality of
Wogner’c low ond introduced their hypothgaio to exploin
tim¢ pottern of growth of government in democratic
countri¢c. Their onalycicicbaced on Britich ¢conomy for the
period 1890-1955, wherein they obaerved thot Britich public
aector hoo grown on a “otep-like” rother thon o “continuouc
growth” booic.

Peocock ond Wicemon cuggedt that government expenditure
dependoon regvenugoroiced by toxation, i.¢. decicioncabout
expenditurgs ar¢ influgnced by political foctors thot ore
different from choicesc made through morket. What ore
inhgrent in thic notur¢ of choices are ceporate idgas of
citizeno ac to whot ic the deairoble public expenditure ond
reaconoble burden of toxotion. Thuo, divergence of the
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revenue ond expenditure ideas of citizeno ic of potential
relevonce oo oo meons of explaining the tim¢ pottern of
government expenditure growth in o lorge number of
oocietieo.

Peocock ond Wicemon opprooch to government gpending
trendo ic mor¢ modeat thon the Wogner hypothgaia. It dogo
not claim to be o low ond merely ottemptoto point out come
choaroctericticoc of th¢ growth pattern. However, thic
hypotheaic dogo not apply to the pattern of public cgctor
growth in the Unites Stotgs, ¢ven though governmentol
octivity in Europe hoo been clocely related to mojor cociol
dicturboncecouch aowor ond dgpreaoion.

Samuelson’s Theory

Somueloon (1954) reprecents the pure theory of public
expenditure in which he givesa mathematicol expoaition to
determing the moct ¢fficignt way of ollocating r¢courcea i.¢.
on ¢fficignt combination of public and privotg gooda.

He aooumeaothat there are two goodoin the economy where
X ic a private good and G ic a public good. There are two
individuoloS1ond S2. Utility function of Slicgiven acU1 =
U1(X1,G) ond cimilarly for S2 iogiven ac U2 = U2(X2, G).
The coat of production of public good i6C(G) ond the total
recource owngrohip of the two individuolobe W1+ W2,

Our aim icto moximize U1 cubject to the conatraint thot U2ic
kept ot a prefixed lgvel of utility, coy U2, ond o recource
conctraint, i.¢., X1+X2 + C(G) = W1 + W2. Setting up the
Logronge, we get:
L=UI(X1,G)+AI[W1+W2-X1-X2—-C(G)] +A2[U2 -
U2(X2,G)]

The first order conditions are:

aL _ av,

—=—-1,=0 . 1
ax, adx, ' @
aL L g
ax, A 9%, " @
aL au, _ ac(G) . au,
—=—2-4——-,—2=0 ... 3
ac a6 ' a6 2 a6 ®
From (3) we get

au, au, . ac(G)

2e Mgz “h—oe 00 -- 4)
Diving (4) by Aiwe get

19U, 2,9U, _ac(G) .
;»06 A, 86 T ®)
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From (1) and (2) we get
au, 1 ¥
%= h - (6)
120 7
ZaXZ -~ ( )

Substituting (6) and (7) in (5) we get:

' ax, 96 '3x, 96

Thicimpliegothat MRS1 + MRS2 = MRT wher¢ MRS1 ond
MRS?2 ar¢ the morginal roteo of cubctitution for S1 ond S2
reopectively, ond MRT icthe morginol rote of troncformation
(or the marginol coct of public good).

Somueloon’stheory of public expenditure emphacizeson on
efficignt ollocation of public ond private goodsc in on
¢conomy, thug, indirgctly pointing towords o greater
uniformity in the public ¢xpenditure pattern for
provicioning of public gooda.

Baumol’s Unbalanced Growth Model

Boumol (1967) through hic mode¢l of unbalonced growth
explainchow public expenditure might be expected to grow
ot o footer rate thon the rect of the economy. According to
him, public cector ic leas productive thon the reat of the
gconomy, but the woge rot¢ remoinc the cume in the two
&ctorc.

Increaced productivity in the productive cector con cupport
the increaced woggo with no ngcgooury increoce in the woge
cootc. The woge roatec would aloo increose in the
unproductive aector, which will rgoult in on increoce in the
unit coots. The products of the unproductive cector would
hence be driven off the market ac o recult of continuolly
increacing coota. However, thic will not occur if morket
demond ic in¢loctic or there ic o otrong political demond.
Thuo there ic o rice in the relative expenditure of non-
productive cector becouce progreas of the productive cector
addoto the coct of unproductive cectorae.

Public cector ic conaidered to be leas productive becouce it
connot moke uce of the technological advonces. Hence the
coat in public aector relative to private cector would increocse

ond governmental expenditure would rice ot o footer rote
thon notionol incomg.

Empirical Evidences From Literature

In order to aupport the theorigcof public ¢xpenditure growth
ond otudy their volidity in vorious weotern ond other
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gconomies, cgveral economictos have tried to work theoe
theorigoempirically. Peacock ond Wicemon, who examined
the public expenditure trendo for UK for the period 1890-
1955, made the biggeot contribution to the empirical
literature. From 1841 to 1890, the chare of government
expenditurg declingd from 11% of GNP to 9% of GNP. Thic
however increacsed to 12% in 1905, 24% in 1923 ond 37% in
1955.

Muograve (1969) exomings the cource of public
expenditur¢o for UK, USA ond Germony. He obcerveo thot
the total public expenditure oo o percentoge of GNP
increaced in oll three countrigo. The biggeat foctor of
increace wao in the cocial ogrvices including education,
welfore progromg, houaing ¢tc.

Herber (1967) ouggeoto thot Peoacock ond Wicemon
hypotheaic dogo not opply neotly to the pottern of public
oector growth in USA. Although the ¢vidence of 20th
century exponoion of federal government ond decling in the
local government compongnt dogc cupport concentration
proceas, the relationchip of public aector gconomic octivity
to aggregoate economic octivity experienced a decling. Thic
wac inconaiotent with the Peacock ond Wicgmon prediction
that new dicturbonce createstoleronce lgvel for toxation.

Goffmon ond Mohar (1971) have otudied the influgnce of
permonent foctors cuch acincomega, prices ond populotion,
on oboolute expenditure growth in Haiti, Dominicon
Republic, CoctaRico, Ponomo, Hondurosond Guyona. They
obeerve that even after these permonent influencecare given
dug¢ credit, o cizgoble proportion of growth in public
expenditure remoinc ung¢xploingd. However, patternc
¢xhibited were oimilor to Peacock ond Wiceman’s. They
orgu¢ thot developed g¢conomies dgmond more public
expenditure becouse ¢conomic development requires cuch
expenditurgo.

Wogner ond Weber (1977) otudied o comple of 34 countrigo
for the poot World Wor-1I period. They found thot, for come
countrigs, Wogner ’cloaw aeemato hold, but for othersit dogo
not. Weatern dgmocracieocoeem to be on the aidg of growing
aize of public cector with exceptiono of Fronce, Germony
ond Icelond. Weight of evidence remainc inconcluacive to
ouggeat that there iono univercol Wognerion law of public
opending. Different patternc of countrigo relate to different
hictori¢cof inctitutional ¢gvolution.

Bird (1971) obcrves thot trendc for UK were not
inconaictent with Wogner’c hypotheaic. For Germony olco,
expenditure grew more thon the incrgace in real per copito
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income. Wogner’c low woo not dioproved in aggregote for
Conadion doto. Similor trendo were obtained for Sweden,
Norway ond USA.

Thorn (1967) on the controry diccucsed about the cocial ond
dynomic forcgs which form th¢ pottgrn of ¢volution of
public ¢xpenditures ond revenugo during the proceaxo of
economic growth, cubctontiolly in ¢xceco of the roate of
growth of national product. On the bacic of thichypotheaia,
he derivesfour empirical propoaitions:

1. Government expenditurg tendo to rice ot o footer rote
thon national product

2. Proportion of total expenditure tendo to rice in the
cource of gconomic growth

3. Rate of growth of government revenueo tendo to equoal
the rate of growth of public expenditurec

4. Proportion of revenug roiced through dirgct toxation

tendotorice

Theae propoaitions arg cupported by cubctontiol ¢mpiricol
evidence from Conodo, Germony, Itoly, Norway, Sweden,
UK ond USA.

K.N.Reddy (1970) obeerveo that in Indio, for the period
1872-1947, government ¢xpenditure hoo grown ot o footer
ratg thon total output ond removal of permonent influgncec
ouch oo population ond price chonggs hoo not offected
aeculor growth, which ic in ling with th¢ Wagnerion
hypotheaic.

Empirical Evidences For Indian Public Expenditure

In thic cection we¢ work the theories ¢gmpirically for the
Indion coce by ctudying the trendoin the public ¢xpenditure
in the poct-reform period, ond comporing these vic-a-vic
chongeo in totol tox rgvenug collected ond GDP. Dota ic
obtained for the¢ tim¢ period 1995-2015 from the Indion
Public Finance Statictico, Miniotry of Finonce
(http://finmin.nic.in/r¢portaipfotot.oop).

It con be oeen in Figurel below that the overoll public
expenditure hoosincreocsed from Re.3 Lokh Crore in 1995-96
to Ro 35 Lokh Crore in 2014-15.During the come period, the
GDP haoincreaced from Ro 11 Lokh Crore to Ra:129 Lokh
Cror¢. Thicincreooing trend in the public expenditure with
the increoce in output ic in ling with the Wognerion
hypothecic. However, no clgar trend ic viaible in the total
expenditure acapercentage of the GDP.
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Figure 1

Growth in Public Expenditure and GDP
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Figure 2

Growth in Public Expenditure and Tax Revenue
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A oimilor onalyoic ic conducted for the chonge in total tox
revenue collected. It icobeerved that the public ¢xpenditure
increoces in ling with the tox r¢venue over the time¢ period
under conaiderotion, thuc cupporting the Peocock ond
Wicemon which ouggedto that government e¢xpenditure
dependoon revenuecraiced by toxation. It may olco be noted
from Figurg 2 thot the ¢xpenditure ic higher than the tox
revenu¢ collgcted by the government, thuc reoulting in
budggetary deficit.

We oloo obtain doto on urbonizotion (urbon populotion oo o
percentoge of the totol) from the World Bonk open dota
oource for the come time period. It icevident from Figure 3
that therg¢ ¢xiotc o poaitive corr¢lotion between the
proportion of urbon population ond the overoll government
expenditurg, owing to the increaced demond for public
goodoond facilitieodue to urbenization.

Figure 3

Growth in Public Expenditure with increasing Urbanization
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It ic oloo importont to look into the cloacoification of
government expenditurg into plan and non-plon
expenditurg. Plan expenditurec comprice of all the
expenditurgo of the government which ar¢ included in the
central plon, while non-plon ¢xpenditur¢o are committed
expenditurgcon completed acchemeoof earlier plonsond the
intergat on borrowingo. Modat recently, from the Budget
2017-18, it hao bgen cuggeated that these two heodo chould
be merged to focilitote ¢oce in recource ollocation ond
monitoring. There ic onother claooification of government
expenditurgs i.¢., Development expenditures ond Non-
development ¢xpenditures. Development ¢xpenditures ore
broodly defined to includg all itemo of ¢xpenditure that ore
decigned directly to promote ¢conomic development ond
ocociol welforg. Non-development expenditurgs include
expenditure pertaining to the generol cervices rendered by
the¢ government cuch oo precervation of low ond order,
defence of the country ond th¢ maintgnonce of the gengrol
orgoncof the government.

Article Section

Toble 1 chowo thot the total public ¢xpenditurec have
increaced from Ro 2,93,104 crore in 1995-96 to Ra
35,37,505 crorg¢ in 2014-15. Total expenditur¢ oo o
percentage of GDP haobeen varying between 25-30 percent
over the tim¢ period 1995-2015. Levelo of development
expenditure followed a trend oimilor to that of the totol
public expenditure. The chare of Development Expenditurgo
in the GDP roce from 12 percent in 1995-96 to 15 percent in
2014-15. Non-development expenditure continuec to be o
lorger proportion of the total expenditurg. Defence, debt
rviceo ond adminictrotive expences ore oo lorge ond oo
oignificont that they or¢ reoponaible for keeping non-
development expenditure ot o high level. The charg of non-
developmental expenditures in total ¢xpenditures of the
centre grew from 52.5 percent in 1995-96 to 55.5 pereent in
2004-05. Poct thic period, the trend reverced ond it fell to
46.9 percentin 2014-15.

Table 1: Development and Non Development Expenditures of the Central Government

Year Rs. Crore As apercentage of GDP

Development Expdt | Non-development Expdt | Total Expenditure Development Expdt | Nordevelopment Expdt
1995-96 139,246 1,53,858 293,14 1L7% 13.0%
199697 157,757 1,67,857 35614 11.5% 12.3%
199798 178,342 194,631 312973 117% 12.8%
199899 206,603 2,39,377 4,45980 119% 13.7%
199500 237,931 2,189,125 51705 12.3% 14.8%
200001 251428 3,00,6% 552,14 12.0% 14.4%
200102 2,74915 3,38,676 6,13,591 12.1% 14.9%
2002903 292,170 369,44 6,61,664 11.9% 15.0%
200304 360,766 4,01,999 7,62,765 13.1% 14.6%
200405 367,253 4,557,227 8,24 480 117% 14.5%
200506 441,736 491,905 933,641 12.3% 13.7%
200607 540,94 545,638 10,86,592 12.6% 12.7%
200708 642,281 6,01,316 1243597 12.9% 12.1%
200809 796,570 7,22,511 15,19,081 14.1% 12.8%
2009-10 9,17,9% 8,9,614 18,14 610 14.2% 13.8%
2010-11 11,0359 10,02,103 21,0569 14.2% 12.9%
201112 12,6385 11,17,609 881434 14.0% 12.8%
201213 1415272 12,33,991 26,49,263 14.0% 12.2%
201314 16,96,385 145,550 3152935 14.%% 12.8%
201415 18,79,247 16,58,258 35,37,505 14.6% 12.9%
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Conclusions

Thicpaper attemptoto otudy the underlying foctorcaffecting
the growth of public ¢xpenditure ond theorigoindicoting the
trendoin public ¢xpenditure growth.

The firet ond the moot importont attempt to otudy public
expenditure woo mode by Adolph Wagner, who degccribed
that otote activity incrgacecwith on incrgace in the output in
the economy. However, thicWognerion low woonot found to
be univeronl, ond it wacsbooed on hictorical gvidenceconly.

Theory of public expenditure actemao from the Pareto optimol
allocation of private ond public goods in the ¢conomy to
which Somugloon hao precented o detailed onolyoic.
Differgnceo in trendo ond differences in cources of trendo
oloo cuggeat differgnces in opplicobility of ¢ach theory to
different gconomiec. However, theoe wide ond fluctuating
differencec may be ottributed to different economic,
political, inctitutionol ond cocial foctorc precent in ¢ach
gconomy.

At the theoretical level, it ic argued that public choice ond
acoociated theorgtical formulotions hove improved our
underatonding by incicting thot growth of public ¢xpenditure
muct be ¢xploingd by utility moximicing bghoviour of
demoandercond cuppliercof public cervicesthrough politicol
ond ¢conomic bghaviour. Yet, there ic o lack of
gotoblichment of lawao through conceptual ond ¢conometric
problem. Hencg it con be concluded thot if we treat public
expenditure asapolicy varioble, then we have to onalyze the
factorothat affect it, the lowothat exploin itobehaviour and
itc impact on other voriobles in the ¢conomy, egpecially
gconomic growth.
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