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Abstract
This paper has analysed the composition of public expenditure and its impact on per cap-
ita income in major states of India. The study finds that the share of revenue expenditure 
in total spending of the government has increased in all the states although its effect on 
growth is negative. The share of capital expenditure, government spending on infrastruc-
ture, agricultural productivity, gross capital formation and share of service sector in net 
state domestic product have significant positive impact on per capita income. The paper 
has explained the political economy of public expenditure and contributed to the literature 
by using theoretical framework in growth process and incorporating other factors as con-
trol variables in panel regression. It has tried to explain why the government spends more 
on the unproductive or less productive heads in the revenue account at the cost of long-run 
growth. This paper argues that the government in a democratic set-up allocates a greater 
share of funds to distributive purposes to strengthen its support base. The results of panel 
regression show that if the government remains in power for a long period, the share of 
revenue expenditure will be higher in total spending. The effect of coalition government is, 
however, uncertain.
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Introduction

Public expenditure and economic growth remain an interesting and relevant topic for 
research in public finance and growth economics for the last few decades. In the dynamic 
perspective, whether public expenditure accelerates economic growth, which components 
of government expenditure are more productive and how fiscal policy becomes sustainable 
in the long run are very crucial issues in the context of public finance and policy (Meltzer 
and Richard 1981; Aschauer 1989; Alesina and Rodrick 1994; Barro1990; Devarajan et al. 
1996; Bruce and Turnovsky 1999). Aschauer (1989) examines the effect of public expendi-
ture on growth via its impact on productivity, and his empirical study shows that stock of 
non-military public capital, specially roads and highways, airports, water management sys-
tem are very important in determining productivity and growth. Barro (1990) shows in his 
paper on endogenous growth with government spending that public expenditure enhances 
growth by increasing efficiency of labour. However, growth rate increases up to a certain 
level of taxation, and thereafter, growth rate declines with increase in tax rate. Meltzer and 
Richard (1981) have defined size of the government by the ratio of public expenditure to 
GDP assuming that public expenditure is equal to taxation. Using Median Voter theory, 
this study shows that if inequality is high in the society, there will be demand for larger 
government. To finance greater spending of the government, tax burden will be higher on 
the people and this will adversely affect investment and growth. Similar argument has been 
put forward by Alesina and Rodrick (1994) and Persson and Tabellini (1994). Their argu-
ment is that taxation and public expenditure are considered to be important instruments 
of redistribution in the society. So, if inequality is high, greater taxes will be imposed on 
income and capital, and this will cause hindrances to economic growth.

However, taxation and government spending may not be the only mechanism for redis-
tribution. Marjit et al. (2006) demonstrated that informalization of the economy can be an 
alternative route to redistributive politics and it can adversely impact economic growth by 
hampering activities in the formal sector. Besides, the idea of optimal fiscal policy (OFP) 
does not always mean aiming at maximization of growth. The government very often 
adopts distributive policies and spends more on unproductive or less productive heads 
ignoring long-term growth just to ensure its electoral gain (Sasmal 2011; Marjit and Maity 
2006). Whether such distributive policy is sustainable in the long run is a pertinent ques-
tion. Sarkar (2006) shows that political stability can very well coexist with economic stag-
nation in the society. Citing examples from the state of West Bengal in India, Sarkar (2006) 
shows that there is stability of the government for a long period despite stagnation in the 
economy. However, a different kind of political culture and election machinery may be nec-
essary for that purpose. There are counter examples also. Sasmal and Sasmal (2018) dem-
onstrate that the government depends on public debt for distributive policies in addition to 
taxation, but if public expenditure fails to generate sufficient income and tax revenue fiscal 
policy becomes unsustainable in the long run.

So far as the effect of government spending on economic growth is concerned, the 
common wisdom suggests that expenditure on the development of infrastructure like 
road and railways, power generation, irrigation, telecommunication, etc., which are lack-
ing in the developing countries is necessary to accelerate economic growth (Sasmal and 
Sasmal 2016). On the other hand, public expenditures on health, education, social welfare 
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and cultural activities are generally of distributive nature and it takes time to get reflected 
in growth and productivity in the country. Distributive expenses like pension, subsidies, 
allowances and direct transfers are necessary for social welfare, but they are generally con-
sidered as non-developmental expenditures. Banerjee and Newman (1993) and Galor and 
Zeira (1993) have argued that if redistributive policies and social development expendi-
tures can enhance human capital, they can accelerate growth. Conversely, if the implemen-
tation of welfare schemes becomes difficult due to poor governance, corruption and leak-
age of funds, distributive policies fail to bring desired results.

In the analysis of the effect of public expenditure on economic growth, what will be 
the composition of public expenditure and which components of government spending are 
more productive are important questions. Several important studies have addressed these 
issues and obtained mixed results. Devarajan et  al. (1996) have conducted an important 
study in this regard. Their study theoretically shows that capital expenditure may not raise 
economic growth if its initial share is high. The current expenditure of the government 
has been found more productive than capital expenditure in their empirical study based on 
cross-country data. Ghosh and Gregoriou (2008) have found similar results. These results 
have contradicted the findings of Barro (1991) and Chen (2006), which have shown that 
capital expenditure of the government has positive impact on growth. Agenor (2008) estab-
lishes the importance of infrastructure and demonstrates that government expenditure helps 
economic growth if human capital is formed by the development of necessary infrastruc-
ture for schooling and skill formation. In respect of distributive politics, Sasmal (2011) 
shows that the government allocates greater share of funds on less productive heads at the 
cost of long-term growth to maximize its political gain. Marjit et al. (2013) have shown in 
a study in the Indian context that capital expenditure of the government and public expend-
iture on infrastructure have significant positive impact on economic growth, whereas rev-
enue expenditure has negative impact on per capita income. To meet the growing require-
ment of funds for populist and somewhat unproductive schemes, the government very 
often resorts to the policy of public borrowing. Bruce and Turnovsky (1999) question the 
long-run viability of such policy. Sasmal and Sasmal (2018) also express doubt on the sus-
tainability of fiscal policy when distributive policies are financed by public borrowing, but 
public expenditure fails to generate growth and revenue collection.

In the literature of public expenditure and economic growth, we get two types of stud-
ies—country-specific analysis over time and cross-country analysis using panel regres-
sion. Leeper et al. (2010), Afonso and Furceri (2010), Zhang (2015), Magazzino and Forte 
(2016) and Kalaitzidakis and Tzouvelekas (2011) have conducted country-specific studies 
and included some additional factors in explaining the relationship between public expend-
iture and economic growth. Leeper et  al. (2010) have theoretically examined the effect 
of public investment on growth in a neoclassical framework. Admitting the importance 
of public capital in growth, this paper shows that delay in implementation of public pro-
jects or distorted financing of public projects may have contractionary effects on growth. 
Afonso and Furceri (2010) have shown that size and volatility of government revenue and 
spending have negative impact on growth. Kalaitzidakis and Tzouvelekas (2011) have 
demonstrated using a theoretical model how optimally the government fund is allocated 
among different public investments to maximize growth. Magazzino and Forte (2016) have 
shown that the relationship between the share of public expenditure in GDP and economic 
growth is inverted U-shaped. The implication of the result is that in the initial stage, growth 
increases with increase in expenditure share and after a certain point, growth declines 
with higher share of public expenditure in GDP. Zang (2015) has developed a multi-sector 
growth model with public expenditure. The model shows that public expenditure unevenly 
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affects the productivity of different sectors. In effect, ratio of factor prices changes lead-
ing to structural change in the economy. The implication is that output elasticity of public 
expenditure is different in different sectors.

Marrero (2010), Saez et al. (2017) and Gnangoin et al. (2019) are important cross-coun-
try studies in the recent time. While analysing optimal fiscal policy in OECD countries 
over time, Marrero (2010) has examined the relationship between tax-mix and composition 
of public expenditure in the growth process. There are two types of taxation in the econ-
omy—direct tax on income and indirect tax on consumption. On the other hand, public 
expenditure includes public investment and public consumption. The study concludes that 
over the years, the tax system has been more intensive in direct tax, while public expendi-
ture has been more intensive in public consumption. That means, as growth takes place, the 
country is depending more on direct tax for revenue collection and spending more on pub-
lic utility. In the study of Saez et al. (2017), the impact of public expenditure on growth is 
not very clear. Gnangoin et al. (2019) showed in a study on 19 Asian countries that current 
government consumption reduces economic growth, while domestic investment and qual-
ity controls are helpful for growth.

This paper aims at analysing the composition of public expenditure and its impact on 
per capita income in the major states of India incorporating the political economy of gov-
ernment spending. Some important works are available on the relationship between public 
expenditure and economic growth in the Indian context. Mahapatra and Giri (2016) show 
that non-developmental expenditures and revenue expenditure have no significant effect 
on growth in India, while the study of Gangal and Gupta (2013) finds positive impact of 
total public expenditure on GDP in the country. The time-series analysis of Ahmad (2014), 
however, shows that public expenditure and GDP in India are cointegrated. But in the 
test of causality, it found that GDP causes public expenditure, not the other way around. 
The work of Seshaiah et al. (2018) in the Indian context shows that general government 
expenditure has positive impact on economic growth along with FDI and dummy variables 
capturing economic crisis and economic reforms. The studies have analysed the impact of 
public expenditure on growth for the country as a whole and without any theoretical frame-
work. The present study tries to contribute to the literature by conducting the study across 
major states of India and using theoretical structure to explain growth in a balanced budget 
framework.

The existing literature has considered various aspects of public expenditure and their 
impact on economic growth. However, the political economy of government spending is 
almost absent in the existing studies. Where does the government spend and why is a big 
question in public finance and public economics. The government is not always guided by 
the goal of maximizing growth. The decisions in public expenditure are different under dif-
ferent political systems. In a democratic set-up or under a competitive political situation, 
the government definitely aims at increasing the welfare of the people, but at the same, it 
protects its political interest and takes decisions on the budgetary allocations accordingly. 
One important objective of this paper is to address this political issue. The motivation of 
this paper comes from the fact that the government may deliberately or consciously allo-
cate greater share of funds to less productive or unproductive heads and adopts populist 
measures to strengthen its electoral base. It may resort to distributive politics ignoring the 
problems of growing fiscal deficit, and low rate of economic growth. The justification of 
choosing India for empirical verification of the theoretical propositions is that India is a 
vast country with federal structure and multi-party democratic set-up. Moreover, there is 
single-party majority rule or coalition government in the states at the same time. So, polit-
ical decisions may be different. And also, there are anti-incumbency factors in election. 
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On the other side, there are various interest groups including poor, rich, farmers, workers, 
business groups, government employees and so on. The party in power has the compulsion 
to consolidate its vote bank by providing facilities and concessions to different groups.

The components of public expenditures in the literature are described as public capital 
and public consumption, public investment and public services, and disaggregated compo-
nents of expenditure on health, education, nutrition, etc. As per the norms of the Reserve 
Bank of India (RBI), the expenditure of the government is broadly classified into two cat-
egories: revenue expenditure (RE) and capital expenditure (CE). The share of revenue 
expenditure in the total spending of the government has increased over time in India and in 
the Indian states. Revenue expenditure includes a wide variety of expenditures like salary 
and wages, payment of interest on public debt, subsidy, pension, allowances and expendi-
tures on the schemes of social welfare many of which are less productive or unproductive. 
The capital expenditure, on the other hand, generally makes investment for capital forma-
tion and development of infrastructure necessary for economic growth. The government is 
myopic in the sense that it aims at retaining power by strengthening its majority support. 
The electorates too prefer direct and immediate benefits from government because they are 
not sure about their gain from long-term growth.

To sum up, this paper will analyse the nature of public expenditure and its impact on per 
capita income in the major states of India taking the political aspects of government spend-
ing into consideration. It will also try to explain why the government allocates greater 
share of funds to revenue expenditure. The whole study will be supported by theoretical 
arguments and results of econometric analysis. In econometric analysis, the technique of 
panel regression has been used to estimate the impact of various components of public 
expenditure on per capita income. Some variables have been included as controls in the 
regression equations. Since data from major states of India have been used for this study, 
heterogeneity among the states is much less compared to cross-country data and this is 
likely to give better results. To avoid endogeneity problem, the data on per capita income 
have been taken in forward lag as in Devarajan et al. (1996). The paper has been arranged 
as follows: the theoretical framework of the work has been presented in section two. Data 
and Methodology have been discussed in section three. The results of the econometric 
analysis have been presented and explained in section four. Section five gives the conclu-
sions of the study.

The theoretical framework on public expenditure and economic 
growth

The model

Following Barro (1990), Sasmal (2011) and Bruce and Turnovsky (1999), a production 
function has been considered as

where Y is the output, K is the private capital, L is the labour, G1 is the public expenditure 
for long-term growth, and G2 is the distributive expenditure of the government. G1 directly 
helps economic growth through capital formation and infrastructure development, whereas 
G2 helps economic growth by enhancing efficiency of labour through nutrition, education 
and formation of human skill. G2 has dual role. Apart from enhancing efficiency of labour, 

(1)Y = AK�G
�

1
(LG2)

1−�−�
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G2 renders utility to the household also. L is assumed to be constant. A is a parameter indi-
cating given technological efficiency in production. Generally, G1 is considered to be more 
productive than  G2. It is a Cobb–Douglas-type production function where α, β and 1 − α − β 
are production elasticities of K, G1 and G2, respectively. By our assumption, �⟩1 − � − �.

The government follows a balanced budget policy. That is, total tax collection (T) 
is equal to total government expenditure (G), i.e. T = G. Tax is collected from income 
only, and the given tax rate is τ. So, T = � ⋅ Y  . Now, total tax proceeds are allocated 
between G1 and G2. G2 may be conceived as revenue expenditure disbursed in the form 
of wage, subsidy, allowances, direct transfer, payment on welfare measures and interest 
payment on public debt. In developing countries, there is public demand for higher G2 
due to poverty, inequality and social backwardness. If the households derive higher util-
ity from G2, the government allocates a greater share of total spending on G2 (Sasmal 
2011). Suppose the share of G1 in total public expenditure (G) is λ.

Then,

The households derive utility from consumption and G2. The utility from G2 may be 
considered both in separable and non-separable forms with consumption (C). The utility 
from G2 is not necessarily non-separable from C. So, following Agenor (2008), we con-
sider utility function of the household in separable form as

where C is the consumption, φ is the measure of direct contribution of G2 to household 
utility, and � =

1

�
 is the intertemporal elasticity of substitution in consumption. If φ is high, 

G2 will be high. The budget constraint of the household is

Equation (4) can be expressed as the dynamics of capital accumulation:

Given τ and λ, the objective of the household in a decentralized framework is

The household tries to maximize discounted utility in an infinite planning horizon 
subject to the constraints.

Here, ρ is the rate of discount of future utility. This dynamic optimization problem 
can be solved by using maximum principle of optimal control theory. Now following 
Chiang (1992), we can take the current value Hamiltonian as

The F.O.C.s for maximization of J are:

(2)�G + (1 − �)G = G = T = � ⋅ Y

(3)U =
C1−�

1 − �
+ G

�

2

(4)Y = C + K̇ + T

(5)K̇ = (1 − 𝜏)Y − C

(6)
Max
C

V =

∞

∫
0

[
C1−𝜃

1 − 𝜃
+ G

𝜑

2

]
e−𝜌t ⋅ dt

s.t. K̇ = (1 − 𝜏)Y − C

(7)J =
C1−�

1 − �
+ G

�

2
+ �

[
(1 − �)AK�G

�

1
(LG2)

1−�−� − C
]
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The transversality conditions are:

The S.O.C. is satisfied by strict concavity of J in C and K jointly.
Condition (8) determines optimal C at each point of time. It implies that marginal util-

ity from C will be equal to the shadow price of capital (μ) at each point of time. Equa-
tions (8)–(10) along with transversality conditions trace out the optimal path for C and K, 
given the parameters τ, λ and other parameters.

From (8), we get

Taking log of (8)′ and differentiating w.r.t. time, we get

Equation (9) can be expressed as

From Eqs. (11) and (12), we get

Following Bruce and Turnovsky (1999), we may state that in balanced growth, income, 
consumption, private capital, government spending and all other related variables will 
grow at the same rate, i.e.

So, growth rate becomes

From Eq. (1), we get

(8)
�J

�C
= C−� − � = 0

(9)−
𝜕J

𝜕K
= �̇� = 𝜌𝜇 − 𝜇

[
(1 − 𝜏)

𝜕Y

𝜕K

]

(10)
𝜕J

𝜕𝜇
= K̇ = (1 − 𝜏)Y − C

�(T) ≥ 0 and �(T)K(T) = 0

lim T → ∞

(8′)C−� = �

(11)−𝜃 ⋅
Ċ

C
=

�̇�

𝜇

(12)−
�̇�

𝜇
= (1 − 𝜏)

𝜕Y

𝜕K
− 𝜌

(13)Ċ

C
=

1

𝜃

{
(1 − 𝜏)

𝜕Y

𝜕K
− 𝜌

}

(14)Ċ

C
=

Ẏ

Y
=

K̇

K
=

Ġ1

G1

=
Ġ2

G2

= 𝛾

(14′)� =
1

�

{
(1 − �)MPK − �

}

(15)MPK = A� K�−1G
�

1
(LG

1−�−�

2
)
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Equation (15) can be expressed as

After simplification, (16) becomes

In balanced growth, all variables grow at the same rate. As a result, K, G1 and G2 will 
grow at the same rate. Then, 

(
K

G2

)
,

(
G1

G2

)
 and 

(
G2

K

)
 will be constant. So,  MPK will be 

constant and it will satisfy the requirement of endogenous growth. Now, the growth rate 
will be

G1 is development-oriented public expenditure, while G2 is basically distributive in 
nature although G2 has contribution to production through its effect on the efficiency of 
labour. Therefore, if 

(
G1

G2

)
 rises, it means that the government allocates a greater share 

of total expenditure to development expenditure. Let us now see what happens to the 
growth rate as a result of change in 

(
G1

G2

)
.

The differentiation of γ w.r.t. 
(

G1

G2

)
 gives

Equation (19) shows that increase in the share of development expenditure in govern-
ment spending leads to higher growth rate. λ is another indicator of allocation of funds 
between G1 and G2. If λ increases, 

(
G1

G2

)
 increases. So, similar result will follow if the 

growth rate is expressed in terms of λ and other parameters.
Following Sasmal (2011),  MPK can be derived from (1) as

Now solving G1 and G2 in terms of parameters and constants, we can express growth 
rate as

where Ã = 𝛼 ⋅ A
1

𝛼 ⋅ 𝜏
1−𝛼

𝛼 ⋅ L
𝛽

𝛼 (see Sasmal 2011).
The differentiation of (21) w.r.t. λ will give the change in growth rate due to change 

in λ.

(16)
MPK = Ā ⋅ α

K𝛼

K
⋅ G

𝛽

1
⋅ G2 ⋅

1

G𝛼
2

⋅

1

G
𝛽

2

where Ā = A ⋅ L1−𝛼−𝛽

(17)MPK = Ā ⋅ 𝛼

(
K

G2

)𝛼

⋅

(
G1

G2

)𝛽

⋅

(
G2

K

)

(18)𝛾 =
1

𝜃

{
(1 − 𝜏)

[
Ā ⋅ 𝛼 ⋅

(
K

G2

)𝛼

⋅

(
G1

G2

)𝛽

⋅

(
G2

K

)]
− 𝜌

}

(19)
𝜕𝛾

𝜕

(
G1

G2

) =
1

𝜃

{
(1 − 𝜏)

[
Ā ⋅ 𝛼 ⋅ 𝛽 ⋅

(
K

G2

)𝛼

⋅

(
G1

G2

)𝛽−1

⋅

(
G2

K

)]}
> 0

(20)
MPK =

�Y

�K
= Ag

�

1
G

1−�−�

2
⋅ �k�−1 ⋅

�k

�K

where g1 =
G1

L
and k =

K

L

(21)𝛾 =
1

𝜃

{
(1 − 𝜏)

[
Ã ⋅ 𝜆

𝛽

𝛼 ⋅ (1 − 𝜆)
1−𝛼−𝛽

𝛼

]
− 𝜌

}
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(
��

��

)
 is positive on the condition that �⟩(1 − � − �) . That means, if λ increases, the 

share of G1 will increase relative to G2 and as �⟩1 − � − � (by our assumption), growth rate 
will increase.

Data and methodology

In the econometric exercise of this paper, panel regressions have been done to examine 
the impact of the ratio of capital expenditure and revenue expenditures in total govern-
ment spending (cap_rev_ratio) and the shares of public expenditure on infrastructure 
(pub_exp_infr) and social welfare (pub_exp_social) in development expenditure using data 
from Handbook of Statistics on State Finances, The Reserve Bank of India (RBI) (Various 
issues). The data on some control variables have also been used in the regression. Fol-
lowing Devarajan et al. (1996), a forward lag of 3 years or more of the per capita net state 
domestic product (pcnsdp) at constant prices (base: 1993–1994) has been used as depend-
ent variable. This has been done to avoid endogeneity problem in the equation. Also, the 
effect of public expenditure will be reflected on per capita income after a gap of at least 
3 years. That is why per capita income at constant prices (the dependent variable) has been 
taken in 3 years of forward lag. In Devarajan et al. (1996), per capita GDP has been taken 
in 5 years of forward lag in an important study on the same topic. The data on cap_rev_
ratio, pub_exp_infr and pub_exp_social have been taken as explanatory variables for the 
years 1990–1991, 2000–2001, 2005–2006 and 2010–2011. That is, 4 waves of data have 
been used in this panel regression. Other explanatory variables like productivity in agricul-
ture (ln_agri_prod), the share of service sector in net state domestic product (service_nsdp) 
and literacy rate have been taken as controls in regression equation to explain variation 
of per capita net state domestic product at constant prices (ln-pc_nsdp_cnsp) across states 
over time. Since the country has achieved high rate of growth largely banking on service 
sector expansion, the share of services in net state domestic product (servce_nsdp) has 
been taken as an explanatory variable. Gross capital formation at constant prices (ln_gross-
cap) in the private sector plays an important role in determining per capita nsdp in the 
states of India, specially in an environment of economic liberalization. The inflow of for-
eign capital in the states is also subsumed in this private capital formation. But this fac-
tor could not be included in the equation for panel regression because the effect of public 
expenditure on per capita income is the main focus of this paper and it is found that capital 
formation in the private sector is highly dependent on public expenditure on infrastructure 
(pub_exp_infr). Since pub_exp_infr has been included in the regression equation and it 
is an important factor in this study, ln_gross-cap could not be included in this regression. 
However, a separate panel regression has been done to find out the effect of private capi-
tal on per capita nsdp. The information on the single-party majority government or coali-
tion government and period of the government at a stretch have been collected from the 
Website of State Election Commission. The special category states which receive special 
financial grants from the central government have been excluded from the list of states 
except Assam, Himachal Pradesh and Jammu & Kashmir. The econometric analysis has 
been done using 4 waves of data on 17 major states of India. Productivity in agriculture, 
gross capital formation in the private sector and per capita net state domestic product have 
been taken in log because they are big numbers. Following Wooldridge (2009), both fixed 
effects model and random effects model have been used for panel regression.

The equation for the fixed effects model is:
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where Yit is the dependent variable with value of the ith individual observed in time t, i = 1, 
2, … n; Xit is the ith independent variable observed in time t; β is the coefficient for the 
independent variable; ui is the unobserved individual heterogeneity of ith entity of the 
dependent variable; εit is the error term of the ith entity in time t.

In fixed effects model: E (Xit, ui) ≠ 0
That is, Xit and ui are correlated.
The random effects model is:

where Yit, Xit, ui, εI and β are the same as above. But here, E (Xit, ui) = 0.
That means, Xit and ui are uncorrelated.
The Hausman test has been used to examine the appropriateness of the regression model 

and in all cases the fixed effects model has been accepted. From logical point also, it is 
quite natural that fixed effects model will be most appropriate here because many unob-
served state-specific information is there and they are related to the explanatory as well as 
explained variables. Although both fixed and random effects models have been estimated, 
only the fixed effects model results have been presented in tables. F statistic has been used 
to check the overall significance of the panel regression. The robust standard error has been 
done in panel regression to avoid the problem of heteroscedasticity and to obtain robust 
results. Stata software has been used in the whole exercise.

Empirical results

Table 1 shows the increase in per capita income at constant prices (pc_nsdp_consp) from 
1993–1994 to 2014–2015 and nature of public expenditure from 1993–1994 to 2009–2010 
in 17 major states of India. The figures indicate that per capita income has increased sig-
nificantly in the states like Haryana, Maharashtra, Kerala, Gujarat, Tamil Nadu and Karna-
taka. The low-income states are Bihar, Uttar Pradesh, Assam, Madhya Pradesh and Odisha. 
The middle-ranking states are Andhra Pradesh, Punjab, West Bengal and Rajasthan. So 
far as the nature of public expenditure in the states, it is found that the share of revenue 
expenditure (RE) in total spending of the government has increased over time almost in 
all the states although there are fluctuations in the share of RE in some states. It is impor-
tant to note that in most of the states, the share of RE is nearly 80% or more in the total 
spending of the government. Naturally, the share of capital expenditure has remained low 
at 20% or below in most cases. Public expenditure on infrastructure is very important for 
economic growth. In 1993–1994, only in 3 states, the share of expenditure on infrastruc-
ture (pub_exp_infr) in total developmental expenditure of the government was 15% and 
above. The number of states having expenditure share of 15% or more on infrastructure has 
risen to six in 2009–2010. The share of expenditure on infrastructure is high in states like 
Haryana, Punjab, Andhra Pradesh, Gujarat, Rajasthan, Jammu & Kashmir and Himachal 
Pradesh. It is to be noted that there is a rising trend of public expenditure on infrastruc-
ture in all the southern states of India which have experienced significant increase in per 
capita income in the last two decades. Similarly, other high-income states like Haryana, 
Gujarat and Punjab are showing rise of expenditure on infrastructure. Quite strikingly, 
in Maharashtra, an industrially developed high-income state, the share of expenditure on 

(22)Yit = �0 + �Xit + �i + �it

(23)Yit = �0 + �Xit + ui + �it
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infrastructure has significantly declined in 2009–2010 compared to 1993–1994. How the 
pattern of government spending affects economic growth and per capita income has been 
examined by panel regression. In Table  2, the dependent variable is per capita net state 
domestic product at constant prices (ln_pc_nsdp_cnsp). It has been regressed on the ratio 
of capital and revenue expenditures in total government spending (cap_rev_ratio). The 
other explanatory variables like service_nsdp, pub_exp_infr, pub_cap_social, ln_agri_prod 
and literacy rate have been taken as controls in the regression equation. The overall signifi-
cance of the regression is very high. The results show that the coefficient of cap_rev_ratio 
is positive and highly significant. It implies that if the government increases the share of 
capital expenditure relative to revenue expenditure in total spending, per capita income will 
increase. The coefficients of pub_exp_infr, ln_agri_prod and service_nsdp are positive and 
statistically significant. That means, if service sector expands, government spends more on 
infrastructure and productivity in agriculture increases, the state will experience growth 
of per capita income. These findings are supported by the results of theoretical model and 
consistent with the arguments of the existing literature.

It has been already mentioned that revenue expenditure (re) is distributive in nature and 
sometimes oriented towards social sector development. Capital expenditure (ce), on the other 
hand, mainly includes investment for long-term growth. So, if the share of capital expenditure 

Table 1  Growth of per capita income at constant prices and pattern of public expenditure in major states of 
India

Source: Calculated from Handbook of Statistics on State Government Finances, Reserve Bank of India 
(several issues). * at 1993–1994 prices

States Per capita net state domestic 
product at constant prices in 
Rupees (pc_nsdp_cnsp)

Share of revenue expenditure (RE) and capital 
expenditure (CE) in total government expenditure 
and share of expenditure on infrastructure in total 
developmental expenditure (Infra)

1993–1994* 2014–2015* 1993–1994 2009–2010

RE CE Infra RE CE Infra

Andhra Pradesh 7416 21,119 0.83 0.17 0.13 0.72 0.28 0.19
Assam 5715 12,337 0.71 0.29 0.06 0.87 0.13 0.12
Bihar 3037 7128 0.78 0.22 0.12 0.78 0.22 0.07
Gujarat 9796 29,658 0.74 0.26 0.15 0.74 0.26 0.17
Haryana 11,079 33,561 0.80 0.20 0.27 0.85 0.15 0.30
Himachal Pradesh 7870 28,423 0.80 0.20 0.07 0.75 0.25 0.14
Jammu & Kashmir 6543 14,264 0.61 0.39 0.09 0.72 0.28 0.24
Karnataka 7838 29,405 0.79 0.21 0.12 0.80 0.20 0.13
Kerala 7983 31,279 0.83 0.17 0.07 0.87 0.13 0.09
Madhya Pradesh 6584 11,910 0.80 0.20 0.09 0.71 0.29 0.14
Maharashtra 12,183 30,612 0.81 0.19 0.14 0.76 0.24 0.10
Odisha 4896 14,830 0.71 0.29 0.06 0.86 0.14 0.06
Punjab 12,710 26,092 0.74 0.26 0.15 0.89 0.11 0.29
Rajasthan 6182 17,280 0.73 0.27 0.11 0.79 0.21 0.16
Tamil Nadu 8955 28,629 0.85 0.15 0.07 0.83 0.17 0.10
Uttar Pradesh 5066 9637 0.77 0.23 0.12 0.78 0.22 0.11
West Bengal 6756 18,559 0.85 0.15 0.09 0.77 0.23 0.10
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in total government spending increases, growth rate of the economy also increases as shown 
in the theoretical model of “The theoretical framework on public expenditure and economic 
growth” section. But strikingly, public expenditure on social sector development and literacy 
rate are found to have no significant impact on per capita income. The possible explanation 
of these results may be that expenditure on health and education, family welfare, nutrition 
and cultural activities are helpful in social development. But their effect may not be directly 
reflected in productivity and growth in the short run. Besides, the schemes for social develop-
ment are not always properly implemented due to various reasons in a low-income democracy 
like India. Similarly, one plausible reason for literacy rate not being significant is that mere 
literacy does not increase productivity and growth.

Since the gross capital formation in the private sector (ln_gross_cap) could not be included 
in the regression equation of Table 2 for the reasons discussed earlier, a separate equation is 
formulated in Table 3 to examine the effect of ln_gross_cap on per capita income. The results 
show that the coefficient of ln_gross_cap is positive and highly significant. In fact, private 
capital formation has strong explanatory power of the increase in per capita income in the 
states. This indicates the importance of private investment in productivity growth and rise of 
income. It may be mentioned further that investment of private capital highly depends on pub-
lic infrastructure.

Table 2  Panel regression of per capita net state domestic product at constant prices (ln_pc_nsdp_cnsp) on 
ratio of capital and revenue expenditures in total government spending (cap_rev_ratio) and share of service 
sector in net state domestic product (service_nsdp) and other explanatory variables

Hausman test accepts fixed effects model
*Significant at 1% level of significance

Fixed effects (within) regression Number of observations 68
Group variable: state Number of groups 17
R2

 Within 0.8486
 Between 0.1718
 Overall 0.4631

F (6, 45) 42.05
corr (u_i, Xb) − 0.6119 Prob > F 0.0000

ln_pc_nsdp_cnsp Coefficient t P > |t|

cap_rev_ratio 1.1495 2.40* 0.020
service_nsdp 3.0153 3.56* 0.001
pub_exp_infr 2.9276 3.95* 0.000
pub_exp_social − 0.0700 − 0.07 0.941
ln_agri_prod 1.4126 4.40* 0.000
literacy_rate 0.0048 0.59 0.557
Constant − 3.7637 − 1.58 0.121
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Political perspective of increasing revenue expenditure

It has been already mentioned that the share of revenue expenditure in total spending of the 
government has increased in India and in the Indian states over time. It is also found that 
if the share of revenue expenditure in total spending of the government increases, it will 
have negative impact on growth. Then, question arises why does the government spend 
more on the heads of revenue account despite its adverse impact on per capita income? 
The socio-economic factors like poverty, nature of economic activities, density of popula-
tion and literacy rate and some other local factors can explain this phenomenon to some 
extent. But political factors like political ideology of the government, political interest of 
the party in power and the social demand for distributive gains from the government are 
equally important for such spending. Two major political factors may be considered here. 
Firstly, the government in the state is either a single-party majority government or a coa-
lition government. If it is a coalition government, the partner parties may have different 
social or ideological commitments or vote-bank obligations. Then, expenditure on distribu-
tive or welfare measures may be high. In that case, the share of revenue expenditure will 
be high. The second factor is the time period of the political party in power at a stretch. 
If the party is in power for consecutive two terms or more, it will face anti-incumbency 
problems in election. Not only that, the government may be also unpopular due to bad per-
formance, corruption and misrule during its long tenure. Moreover, the government has the 
practice of adopting populist measures by taking public debt to retain power. As a result, 
the debt burden of the government will be higher and in effect, interest payment on loan 
will be also higher. Since interest payment on public debt is an important component of 
revenue expenditure, this may be a cause of higher expenditure on revenue account. In 
Table 4, the share of revenue expenditure (ratio_re) has been regressed on poverty, share 
of agriculture in nsdp (agri_nsdp), density of population per square kilometer (pop_den_
sqm) and literacy rate. In Table 5, ratio_re has been regressed on the dummy variables of 
political factors like political competition (competition_govt) and nature of the government 
(majority coalition). The dummy variables have binary values. If the government remains 
in power for consecutive two terms or more, the value is 1, otherwise zero. Similarly, for 

Table 3  Panel regression of per capita net domestic product (ln_pc_nsdp_cnsp) on gross capital formation 
in the private sector (ln_gross_cap)

Hausman test accepts fixed effects model
*Significant at 1% level of significance

Fixed effects (within) regression Number of observations 68
Group variable: state Number of groups 17
R2

 Within 0.5475
 Between 0.2512
 Overall 0.3568

F (1, 50) 60.50
corr (u_i, Xb) − 0.5617 Prob > F 0.000

Ln_pc_nsdp_cpnsp Coefficient t P > |t|

ln_gross_cap 0.4571 7.78* 0.000
Constant 4.8798 8.08* 0.000
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single-party majority, the value is 1 and for coalition government, it is zero. The results in 
Table 4 show that revenue expenditure will be higher if poverty is higher in the state. It is 
quite plausible that the government will spend more on distributive and welfare measures if 
poverty is high. The share of agriculture in nsdp (agri_nsdp) and population density which 
are indicators of economic backwardness have negative impact on the share of revenue 

Table 4  Panel regression of the share of revenue expenditure in total spending of the government (ratio_re) 
on poverty and other socio-economic factors

Hausman test accepts fixed effects model
*Significant at 1% level of significance
**Significant at 5% level of significance

Fixed effects (within) regression Number of observations 68
Group variable: state Number of groups 17
R2

 Within 0.2499
 Between 0.1418
 Overall 0.0129

F (4, 47) 3.91
corr (u_i, Xb) − 0.9274 Prob > F 0.0080

ratio_re Coefficient t P > |t|

poverty_her 0.001,915 1.88** 0.066
agri_nsdp − 0.62468 − 3.38* 0.001
pop_den_sqm − 0.000312 − 2.06* 0.045
literacy rate 0.000075 0.05 0.962
Constant 1.04496 6.58* 0.000

Table 5  Panel regression of the share of revenue expenditure in total spending of the government (ratio_re) 
on political competition (competition_govt) and nature of the government (majority_coalition)

Hausman test accepts fixed effects model
*Significant at 1% level of significance
**Significant at 5% level of significance

Fixed effects (within) regression Number of observations 68
Group variable: state Number of groups 17
R2

 Within 0.0919
 Between 0.0353
 Overall 0.0237

F (2, 49) 2.48
corr (u_i, Xb) − 0.2096 Prob > F 0.0943

ratio_re Coefficient t P > |t|

competition_govt 0.0352 1.96** 0.056
majority_coalition − 0.0222 − 1.12 0.266
Constant 0.7639 26.19* 0.000
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expenditure. In fact, four decades ago, when the share of agriculture in GDP was very high 
in India, the share of revenue expenditure was much less. Interesting result is obtained in 
Table 5 where it is found that if the same government remains in power for a long period, 
its obligation towards revenue expenditure will be high for the reasons discussed earlier. It 
is found that in most of the states, there are fluctuations in the share of revenue expenditure 
over the years and in some states, it has declined to some extent in the recent past. In states 
like Gujarat and West Bengal where the same political party is in power or was in power 
at a stretch for long time, the share of revenue expenditure is found to have declined in the 
recent past. In some other states also, the share has declined despite change of government 
in the state. What is important here is that the ratio of expenditure in the revenue account in 
these states remains very high over the years. So, change of government at alternate terms 
may be helpful for greater competition in politics leading to higher growth in the state. The 
result in 5 also indicates that the issue of a single-party majority government or a coalition 
government does not matter much in the allocation of funds between revenue and capital 
expenditures. One explanation for this result may be that the political parties in the states 
are not ideologically very different. So, their commitments to the voters, economic policies 
and vote-bank compulsions are more or less the same. However, the coefficient of major-
ity_coalition is negative but insignificant. It gives an indication that in case of single-party 
majority, the revenue expenditure of the government may be relatively less. 

Apart from political issues, factors relating to trade openness, fiscal conditions and 
degree of informalization of the economy are different in different states. These factors also 
have impact on the nature of public expenditure and economic growth. But these factors 
could not be incorporated in this study due to non-availability of consistent data and tech-
nical difficulties in specifying appropriate regression equations. So, in further extension of 
this work, these issues may be addressed in future research.

Summary and conclusions

This paper analyses the impact of the nature and composition of public expenditure on 
economic growth in 17 major states of India. Where does the government spend and which 
components of public expenditure are more productive are big questions in public finance. 
There is rich literature on this topic. Both country-specific and cross-country studies are 
there in the literature. However, study across states in the same country is almost nil. The 
political dimensions of government expenditure are also absent in the existing literature. 
In a country like India, government expenditure is broadly classified into two catego-
ries—revenue expenditure (RE) and capital expenditure (CE). The RE includes wages and 
salaries, pension, subsidy, allowances, interest payment on loan, etc., many of which are 
unproductive or less productive. The capital expenditure, on the other hand, includes capi-
tal investment for long-term growth. It is found that the share of revenue expenditure in 
total spending of the government has increased in India and in the Indian states over time 
although revenue expenditure is generally less productive. That means, the government is 
spending more on less productive or unproductive heads.

The objective of this paper is to analyse the expenditure pattern of the government in 
a democratic set-up incorporating the political economy aspects of government spending. 
The government has a tendency to allocate a greater share of the available fund to distribu-
tive purposes to strengthen its political support base, specially when the demand for such 
distributive benefits is high in the society. Apart from this, if the government remains in 



16 Journal of Social and Economic Development (2020) 22:1–17

1 3

power for a long period at a stretch (say, for consecutive two terms or more), or if it is a 
coalition government, it may have the obligation to increase expenditures in the revenue 
account at the cost of long-term growth.

This study has developed an analytical framework to demonstrate theoretically that 
if the share of capital expenditure in total spending of the government increases, it leads 
to higher economic growth. For econometric analysis, panel regressions have been done 
with robust standard error test to examine the effect of RE and CE on per capita income 
using data from 17 major states of India. The results of panel regression show that revenue 
expenditure has negative impact on per capita income, whereas capital expenditure has sig-
nificant positive effect on growth. Some other explanatory variables like agricultural pro-
ductivity, expenditure shares of the government on infrastructure and social development 
and literacy rate have been included in the regression equations as control variables. Since 
India has achieved high rates of growth in the last three decades largely banking on ser-
vice sector growth, the share of services in the net state domestic product (service_nsdp) 
has also been included in the regression equation. Capital formation in the private sector 
could not be included in the same regression equation because private investment largely 
depends on public expenditure on infrastructure. However, the effect of private capital on 
per capita income has been examined in a separate regression and it has been found that 
private investment has strong positive impact on per capita income. The factors like public 
expenditure on infrastructure, share of service sector in net state domestic product and pro-
ductivity in agriculture are found to have significant positive impact on per capita income. 
Strikingly, public expenditure on social development and literacy have no significant effect 
on per capita income. Both fixed effects and random effects models have been used for 
panel regression in this exercise. Public expenditure has been taken in lag to avoid endo-
geneity problem in regression analysis. In response to the question why the government 
spends more on revenue account, the econometric results suggest that if the government 
remains in power for a long period at a stretch or if it is a coalition government, its anti-
incumbency factor will be high and its vote-bank obligations also will be stronger. In that 
case, the government may resort to populist and distributive measures spending more in 
the revenue account. However, there may be exceptions to this observation depending on 
local factors. Besides, the government may also spend more on distributive purposes due to 
socio-economic reasons and on ideological grounds. In further extension of this work, the 
factors like trade openness, inflow of foreign capital and fiscal deficit in the states may be 
included in the analysis of public expenditure and growth.
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