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Introduction

The study of structural change concomitant to economic development divides the set of all
economic activities into three broad sectors - the primary, the secondary and the tertiary. In
common usage the activities of the primary and the secondary sectors are described respectively as
extractive and transformative in nature. All the diverse residual activities are then grouped together
under the tertiary sector. One common feature of this group is that, barring minor exceptions, they
do not result in any material product. In recent times many of these service activities have expanded
so rapidly and the quality of the services have changed so vastly that many commentators have
discerned in this phenomenon the emergence of the post-industrial society (Fuchs, 1968;
Lewis,1973; Singleman,1978; Chanon,1978; Miles and Irving,1982; Liston,1992).> Advances in
information technology in the 70's and the 80's have revolutionized the organization of activities in
distributive trade, banking and even in manufacturing. In fact the concept has developed that
manufacturing is akin to a service. "Everybody is familiar with the concept of after-sales service.
There is also service on delivery - just in time and however it is required, and the service on
application, showing the customer how to use the product to best advantage. ... the manufacturers ...
see the supply of goods almost as incidental to the service they supply (Lawrence, 1992). Thus in
the 1990's the distinction between manufacturing and services have become somewhat fuzzy,
though the extent of this influence is likely to vary form country to country and particularly between

the developed and the developing countries.

However, economists have been making classifications for a long time and the study of sectoral
trends has an established tradition (Clark, 1940; Kuznets, 1971). The share of the tertiary sector? in
gross domestic product (GDP) is supposed to be linked to the degree of development of a country.
Table-1 shows how important the service sector is for the developed countries today. Even in some
developing countries like Brazil and Mexico this sector has a very high share in GDP. Question has

been raised about the soundness of this development.

! The development has led to such anguished remarks: What will the service industries be servicing
when there is no hardware, no wealth is actually being produced? We will be, probably, servicing the
product of wealth by others..., we will become a curiosity. | don't think that is what Britain is about. | think
that is rubbish. (Lord Weinstock, 1985, quoted in Liston,1992).

% There is some ambiguity regarding the definition of the service sector, particularly with regard to the
inclusion or exclusion of “Transport and Communication” in the tertiary sector. Here we follow Kuznets
(1971) to classify the sub-sector in the secondary sector.



Table 1: Share of Services” in GDP, 1994
Selected countries

INDIA 42 UNITED KINGDOM 66
CHINA 32 JAPAN 58
INDONESIA 42 UNITED STATES* 66
BRAZIL 49 GERMANY* 60
MEXICO 64 FRANCE 70

Source: World Development Report, 1996
* Refer to 1990 based on World Development Report, 1992
# Include transport and communications

Various reasons have led to the rapid growth of services. In developing countries in particular, with
the faster growth of the manufacturing sector relative to GDP, service sector tends to grow fast as a
large part of these activities, viz. - distributive trade, banking and insurance, etc. - is linked to the
manufacturing activities. With this point in view a distinction between material and non-material
services used to be made in the national product accounting of erstwhile socialist countries. How
far are the above considerations relevant for the Indian economy? The question becomes especially
relevant, as many observers do not view the rapid growth of the tertiary sector as a healthy
development, particularly for a developing economy. It is felt that the basic necessities of life like
food, clothing, etc., and the capital goods needed for growth, are all material goods. So, the rapid
growth of the tertiary sector may be a distraction from the desired path of development. The
objective of the present paper is to analyse the influences behind the rapid growth of the tertiary

sector of the Indian economy during roughly the last five decades.

Table-2 shows the trend of the relative shares of agriculture, industry and services, and also of
manufacturing and material services, in GDP of the Indian economy during the period 1950-51 to
1996-97. We see that the share of agriculture (which includes forestry and fishing) declined from 55
to 26 percent while the share of industry (which includes manufacturing, mining, construction and
public utility) and transport together increased from 19 to 37 percent over the four decades. Increase
in the share of the component manufacturing was also of the same order of magnitude - from 11 to
22 percent. The share of services (the tertiary sector) increased from 26 to 37 percent. But the share
of material services (comprising of distributive trade and financial services but excluding transport

which has been classified with industry) increased very rapidly from 10 to 22 percent, which really



implies that the share of non-material services actually declined marginally from 16 to 15 percent.

This is quite interesting.

We may now look at the sub-sectors of the tertiary sector. Table-3 presents the trend of the
relative shares of the sub-sectors. The estimates presented here are somewhat different from the
official estimates in two important respects. Firstly, our estimates of the share of commercial
banking services are based on a new approach explained later in the paper. Our approach is
different from the official approach in some important respects and our estimates show the
improvement in commercial banking's share in GDP to be slower than the official estimates. This,
however, does not affect GDP significantly. Secondly, the estimates for Public Administration and
Defence (PA&D) are our adjustments of official estimates (explained in section 1V). The

adjustments lead to a sharp downward revision of the share of PA&D.

Table2: Share of Broad Sectors in GDP At constant prices (1980-81 =100)
SECTORS 1950-1 1960-1 1970-1 1980-1 1990-1 1996-7
AGRICULTURE 55.4 50.9 445 38.1 30.9 26.1
INDUSTRY 18.6 22.9 27.1 30.6 35.3 36.8
including
TRANSPORT (11.2) (13.4) (15.7) a7.7) (21.2) (22.5)
Manufacturing
SERVICES 26.0 26.2 28.4 31.3 33.8 37.1
Trade and

Finance (9.6) (11.2) (12.8) (14.8) (17.8) (22.4)
Source: CSO, National Accounts Statistics, different issues.

Table-3 shows that the share of distributive trade in the tertiary sector increased rapidly during
the first decade and relatively slowly but steadily during the next three decades. The increment
for banking (including the whole of finance and insurance) was dramatic - from just 7.8 percent
in 1950-51 to as much as 27.1 percent in 1996-97. The rate of this increment was rather moderate
during the first two decades but it accelerated during the later decades. The share of public
administration in the tertiary sector remained stagnant during the decade of the 50’s, but it
increased during the 60°s and declined thereafter. We may note here that the decline in the share
of Public Administration and Defence has taken place despite significant increase in the
expenditure on public administrative services expressed as a share of GDP. The rest of the

activities of the tertiary sector taken together declined steadily and rapidly throughout the period



concerned. Among the components of this residual category are the miscellaneous ‘legal,

religious and recreational, domestic and other personal’ services.

In the subsequent three sections of the paper we take up an analysis of the growth of the three
major sub-sectors - distributive trade, finance and public administration - and then in section V
we take a bird’s-eye view of the development of the tertiary sector. Section VI concludes the
study with a brief discussion of the implication of the growth of services on the relative weights

of material and non-material production.

Table 3: Relative Shares of Sub-sectors of the Tertiary Sector (1980-81 prices)
Distributive Finance Public Real Estate | Tertiary/GD

Trade Administration &C. P ratio
1950-51 32.3 7.8 11.5 48.3 26.9
1960-61 36.4 9.5 11.6 42.5 27.6
1970-71 37.2 10.2 147 37.9 30.5
1980-81 38.1 14.0 141 33.8 34.1
1990-91 38.5 24.1 9.8 27.7 34.2
1996-97 41.8 27.3 8.4 22.4 39.6

Source: Tables 20 and 21

1
The Growth of Distributive Trade in India
Distributive trade constitutes by far the largest sub-sector of the tertiary sector of India. The share of
the sub-sector in GDP at factor cost (referred to here as the trade ratio) gradually increased from 8%
in 1950-51 to more than 13% in 1996-97 (table-4). Ignoring short interruptions, over the whole
period of about five decades value added in trade services increased at the rate of about 4.9 percent
per annum. This is about 0.8% higher than the rate of growth of GDP at factor cost. This fact is
reflected in the growth of trade ratio at 0.8% per annum.® Our purpose here is to understand the

factors affecting the growth of trade services both absolutely and relative to the growth of GDP.

*The trends are obtained by fitting the following semi-logarithmic curves: log(value added in trade) = 3.52 +
0.049*T + 0.788*AR(1); R* = 0.998, DW = 1.69. And log (trade ratio) = -2.45 + 0.0083*T + 0.838*AR(1); R* =
0.974, DW = 2.13. All the coefficients are significant at 1% level. AR(1) refers to first order autoregressive
correction.



If the process of material production is viewed as extending from extraction of resources from
nature to distribution of the final product to the users, then trade is an integral part of this process.
So, the growth of trade services may be viewed as the result of an expansion of the production

process. But the point

TABLE 4: GDP and Trade Ratio (at 1980-81 prices) Unit: Rs '00 crores

Year GDP (Factor Cost) Value Added (Trade) Trade Ratio
1950-51 429 344 0.080
52-53 451 36.4 0.081
54-55 499 404 0.081
56-57 541 46.5 0.086
58-59 575 49.4 0.086
1960-61 629 57.3 0.091
62-63 662 64.2 0.097
64-65 749 74.0 0.099
66-67 729 76.3 0.105
68-69 808 825 0.102
1970-71 904 91.6 0.101
72-73 910 93.7 0.103
74-75 963 102.1 0.106
76-77 1063 1154 0.109
78-79 1205 136.0 0.113
1980-81 1224 138.4 0.113
82-83 1339 155.3 0.116
84-85 1504 170.9 0.114
86-87 1633 196.3 0.120
88-89 1885 219.8 0.117

1990-91 2123 249.3 0.117
92-93 2234 267.2 0.120
94-95 2577 323.7 0.126

96-97 2968 402.9
0.136




Source: CSO (1979a, 1988 1992, 1995 and 1998

sometimes gets embroiled in other considerations. Some “unscrupulous' activities of traders, like
cornering and hoarding of commaodities with the objective of black marketing and profiteering leads
to a popular resentment against the activities of traders. It is reasonably felt that if profit (and, so,
value added) can be increased just by these means then this value does not have a material
counterpart (Datta, 1989). However, the point here really is the artificial inflation of price and this is
discounted in the constant-price estimates of trade services. It should be clear from the method of

estimation of real value added in trade.

The CSO arrives at the annual estimates of constant-price value added in trade by blowing up a
benchmark estimate by the quantum index (for the organized sector) of goods transacted or the
index of gross trading income (GTI) at constant prices (for the unorganized sector). The CSO
estimate of value added in trade for the bench mark year is arrived at on the basis of detailed results
of the population census, the economic census and its follow up surveys, and other relevant reports
of companies. Where data are not directly available, as in the case of the unorganized sector that
accounts for the lion's share of trading activities, the estimates of GTI are arrived at by using
estimates of marketed surplus, even if rather imprecise, and guestimates of trade margins (vide
CSO, 1989); trade margin is effectively a fixed proportion of trade and transport margin. For
constant price estimates, the margin for each commodity is taken as constant over time. Thus, the

method adequately discounts for artificial price inflation.

Two Components of Distributive Trade
Our question now is: does the rising share of trade reflect the changing structure of the Indian
economy? To answer the question we use the framework of input-output transactions of the

economy. Let us use the following notations:



Xij = ith commodity used as inputin the production of the jth commodity
C; = consumption of the ith commodity
I, = grossinvestment of the ith commodity
G; = governmentconsumption of the ith commodity
(The quantities include imported items, i, j = 1,2,...n)
ai = proportion of total intermediate use of the ith commodity
handled through traders
a{ = the proportion of total final use of the ith commodity
handled through traders
mm; = value added ‘through.trade per unit value of commodity i traded
Y = GDP atfactor cost
The trade ratio, i, may then be splitin the fllowing manner:

m n

2 (2 xpal 7 Zm: (Ci+ li+Gi)a i m;

i=1 = i=1

= +
H Y Y

+ export trade ratio ... (1)

In the above expression 'i' runs from 1 to m because many commaodities - mainly services - are not
traded. But they use intermediate inputs in their rendering; so, “j’ runs from 1 to n. ‘'m'is the
number of commodities traded while 'n-m' is the number not distributed through trading. We

consider all the variables at constant (1980-81) prices.

Incidentally, the time series for export trade ratio does not show any strong trend different from that
of the overall trade ratio and it constituted roughly around 7 percent of total trade over the period.*

Henceforth we refer to the ratio shown in equation (1) excluding the last term (the export trade ratio) as the

share of trade excluding exports (STRDX) and denote it by:[' . Further, we refer to the first term to the right hand side
of the equation as the intermediate trade ratio (ITR) and the second term as the final trade ratio (FTR). So, we write
4= ITR + FTR.

In the course of industrialization intermediate trade should come to be more and more determined by the progress of
manufacturing activities as these activities are supposed to be more intermediate-input intensive compared to
agricultural and service activities. But this consideration does not have a bearing for final trade. VWe may note here that
the CSO does not estimate the value added in intermediate and final trade services separately.

“Towards the end of the 80's the export trade ratio started rising faster than the overall trade ratio.



The fact is that the TTM for different items of manufacturing are very close to each other. While the
margins for items of the group food and vegetables vary quite a lot, for the group taken as a whole
the margin seems to be quite close to those for items of manufacturing (CSO, 1989b, P.127).
Therefore, it may not be a gross error to ignore the differences between the margins for different

commaodities and write the partial ratios as follows.

”i(ci +1; + G ) ari

FTR = —= v (2)
ﬂ_z (Z Xj) ai
ITR = ——* ‘:Yl ..(3)

[Note that we have replaced 7; s of equation (1) by a uniform 72 in equations (2) and (3)]

As regards af and ai's, where the superscripts F and | stand for final and intermediate products
respectively, we may note here that the whole of the produce may not constitute marketable surplus
for many commodities. Similarly, the whole of the marketable surplus of a commaodity need not be
distributed through traders. The proportion of such commodities in aggregate final products should
have a negative relationship with the FTR. However the ITR will not be affected by the mode of
handling of the final products. Clearly, a change in the composition of the basket of final goods may
affect the FTR though this is not likely to affect the ITR directly. There should, however, be some
indirect effects as the overall requirement of intermediate inputs is dependent on the composition of
final demand. Splitting up of the trade ratio (STRDX) into the ITR and the FTR allows us to study
the effect of the change in the composition of output on the trade ratio (henceforth we use the terms
STRDX and trade ratio interchangingly) and thus view the trend in the ratio as a concomitant to the

process of industrialization.

The Final Trade Ratio

The FTR is given by expression (2). The numerator of the expression contains only material goods
that are distributed to the final users through trading business. However, the denominator is GDP
(at factor cost). Clearly, if a new final service is introduced so that GDP rises; the numerator of (2)

will, nevertheless, remain unaffected as the summation runs over only material goods. So the FTR



will fall. In general, we can say that the FTR will be negatively related to the share of final services
in GDP. There is another major source of influence on the FTR. The bulk of agricultural produce
(mainly cereals, pulses, and vegetables, a large part of which is kept for self consumption) is only
partially traded. Further, construction is an activity that involves a lot of trade in intermediate
inputs, but the final product - a building or a highway, for example - is not distributed through

trade. At this stage it is worth considering these points in somewhat detail. Consider equation (2):

ITZ(Ci + I + G)af
FTR= —=

Y

We can call the expression within the summation sign as traded final material products (TRMP). It
is quite understandable that we have excluded final services from the expression straight away as
al = 0 fori=m+1to n. Final material goods are tradable though a part of it may not actually be
distributed through traders. For example, a large part of the major agricultural products are only
partially traded. We have determined that a good approximation is to take 50% of cereals, pulses
and vegetables as traded (CSO, 1989b. p.126).

Among the non-agricultural final material goods gross domestic capital formation has to be closely
observed. GDCF includes "construction’ and “change in stock' which do not involve final trade.
Even the delivery of ‘machinery and equipment’ to final users do not always involve traders, as
these are often installed by the manufacturers themselves. Input-output transactions table for 1978-
79 (CSO, 1989c) shows that final trade constitutes only about 3.6% of the value of GDCF while the
corresponding figure for private final consumption is 9.1%. Remembering that a small part of
private final consumption (mainly food grains retained by producers for self consumption) is not

traded, we take as a rough guess 30% of GDCF as traded.

We can now estimate roughly the value of final material goods that is traded (TRMP). We know
that the value of domestic final uses of commaodities and services equals GDP (at market prices)
plus trade deficit (imports less exports). In order to obtain the volume of TRMP we have to deduct
from the final domestic uses of commaodities the consumption (both private and public) of services
and the non-traded portion of final material products (all at constant prices). For this purpose we
have taken the whole of ‘community, social and personal services', 70% of "real estate, etc.' and the

same percentage of “transport and communications,' as per CSO classification, as final
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services.”The rest of the above services are used as intermediate inputs. Also, as already mentioned
above, we have excluded half of the consumption of cereals, pulses and vegetables as retained by
producers for self-consumption. For the category gross domestic capital formation we have
guestimated only 30% as traded, as mentioned above.”

The ratio of TRMP thus estimated, to GDP, denoted STRMP, should clearly be proportional to the
FTR. It is possible to make a rough idea about the factor of proportionality from the input-output
tables. The table for 1978-79 (CSO, 1989c) gives the intermediate trade to be 55% of total trade
(excluding exports). Calculating FTR for the specific year on this basis and then comparing it with
the STRMP we arrive at an estimate of the trade margin equal to 8.7%.” Applying this margin on
the STRMP we find an approximation of the time series of the FTR and deducting it from the
STRDX we get the ITR.

Diagram-1 shows the line diagram for the two series - the STRDX and the FTR, apart from the
ITR. A look at the diagram makes it clear that the two series do not show the same pattern of trend.
While the STRDX increased gradually, the rate of growth of the ratio declining very slowly, the
FTR show the trend to be practically (though not statistically) insignificantly declining for the first

half of the period and rising as slowly after that. This is reflected in the quadratic trend lines fitted

*The figure 70% has been arrived at after comparing roughly the expenditure on the items concerned
as shown in the statements on private final consumption expenditure (CSO, NAS, various issues).

® An important point is that we have not found any strong evidence of these proportions (of non-
traded goods) showing either a rising or a falling trend.
" Calculations based on input-output table, 1973-74 (CSO, 1981), also yield close result.
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The FTR moved over a narrow band - from 0.051 to 0.058 - over the period under study, which
means that it had practically no influence on the trend (though not the magnitude) of the STRDX.
The rising trend in STRDX, therefore, reflects the trend in the ITR. Clearly, the value-added in
distributive trade caused by the distribution of final goods to the users increased over the period
under study practically at the same rate as GDP. The faster growth of overall trade services (and
hence the positive trend in STRDX) must, therefore, be explained by the growth of intermediate
trade faster than GDP. It is clear from the regression results that the trends in the STRDX and the

ITR have similar patterns.

The Intermediate Trade Ratio
The ITR is given by expression (3) in section Il. As in the case of FTR, we have taken the trade
margin outside the summation because the margins do not vary much across commodities and so

the simplification is worth making. However, unlike in the case of the FTR, the proportion of

& Trend regressions for the three series (43 observations in each) STRDX, FTR and ITR yield the
following results:

Log(STRDX) = -2.644 + 0.021(t) — 0.00025(t?); Coeff. AR(1) = 0.582, Adjusted R* = 0.98, DW=1.92
Log(FTR) = -2.880 — 0.005(t) + 0.0001(t%); Coeff. AR(1) = 0.549, Adjusted R?=0.58, DW=1.91
Log(ITR) = -4.056 + 0.067(t) — 0.001(t?); Coeff. AR(1) = 0.532, Adjusted R?=0.96, DW=1.72

(All the coefficients are significant at 5% level for all the three regressions.)
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different groups of intermediate material inputs distributed through traders may, as a simplification,

be taken as one.® Then the new expression for ITR takes the simple form:

m n
T Z Z Xij
i=1 j=1

ITR =
Y

Clearly, our task of finding out the sources of change in ITR now reduces to identifying the sources

m n
of change in the volume of material inputs used, >_(>_x; ) relative to GDP. The summation
i=1 j=1

includes, as explained earlier, material goods used as intermediate inputs in the rendering of
services (j runs from 1 to n) but does not include services used as intermediate inputs (‘i’ runs from
1 to m, commaodities m+1 to n being services) in production as services are not distributed through
trading. Now, since GDP takes into account value added in all industries but different industries use
different quantities of material inputs per unit of value added, change in the structure of the
economy should affect the ITR.

Changing Structure of the Economy

The requirement of material inputs per unit of value added in the broad sectors “agriculture and
mining' (AGM) and “services and utility' (SVU) are quite low compared to that in “manufacturing
and construction' (MNC). This is shown in table-5, which is based on the input-output tables
published by the CSO. When we view this in the light of the fact that the Indian economy has
undergone a substantial structural change over the last four and a half decades (table-6) its

implication for the ITR becomes clear.

Table: 5 Intermediate Trade per Unit Value Added (percentage)
Year AGM MNC Svu
1968-69 1.28 23.31 2.95
1973-74 1.32 23.76 3.82
1979-80 3.43 27.65 5.05

°In our view, this simplification is worth making. For FTR self-consumption was a major reason for a ;s
to be different. For ITR similar considerations are not very relevant, though, to some extent, vertical
integration may cause d s to be less than unity and this need not affect all commodities in the same way.
Nevertheless, the simplifying assumption should give us insight into the dynamics of the ITR.
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Note: AGM = agriculture and mining, MNC = manufacturing and constructions, SVU = services and utility.
Source: CSO (1978, 1981), National Accounts Statistics, CSO (1989), Input-Output Transactions Table:1978-79

Table: 6 Share of Sectors in GDP (at current prices)
Year AGM* MNC* SVU*
1950-51 56.5 14.3 29.2
1955-56 47.9 17.1 35.0
1960-61 46.8 19.2 34.0
1965-66 45.1 20.2 34.7
1970-71 46.1 19.9 34.0
1975-76 41.7 21.3 37.0
1980-81 39.6 22.7 37.7
1985-86 37.1 23.1 39.8
1990-91 33.5 24.7 41.8
1993-94 32.7 22.9 44.4
1996-97 28.8 25.4 45.8

* Abbreviations explained in note on table 3.
Source: CSO (1989,1992,1995, 1998), National Accounts Statistics, N Delhi

We note that the share of MNC in the aggregate value added (GDP) has increased from just one-
seventh to about one-fourth over the period concerned. Whereas, intermediate trade requirement
per unit of value added in this sector is several times (more than five) higher than those in the
other sectors (AGM and SVU). So, one should expect quite a significant increase in the ITR over
the period caused by the changing shares of the major sectors of the Indian economy. We may

call this the structural effect.

There seems to be another influence working in the same direction. Table-5 shows that the
intermediate trade per unit of value added in all the sectors of the Indian economy has been rising
gradually over the decade from 1968-69 to 1978-79. Another evidence seems to indicate the

presence of the same influence over a longer period of time in the manufacturing sector (table-7).
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Over the three decades form 1960-61 the proportion of material inputs to the value of gross
output in each of the three use-based categories of the registered manufacturing sector of India
has increased (albeit) slowly. It may be noted that the material input intensity is the highest in the
consumption goods sector but the share of this sector in total output of the registered

manufacturing sector has declined rapidly.

Table: 7 Material Input to Gross Output Ratios
Registered Manufacturing Sector (Current Prices)
Year 1960-61 1970-71 1980-81 1991-92
Consumption Goods 73.0 76.1 76.4 82.1
Basic+Intermediate 66.1 65.5 76.0 77.1
Capital Goods 65.9 69.6 73.1 73.4
Overall Manufacturing 69.8 715 75.4 77.9

Note: The first three columns are based on CSO (1984), Bulletin No. ISD/9; the last column is based on CSO

(1995), Annual Survey of Industries. The last row is calculated from the appropriate elements of tables 7 and 8.

In spite of this structural change in the manufacturing sector the input intensity of the overall
registered manufacturing sector has increased (observed from the last row of table 5) over time.
Thus the evidence suggests that the Indian economy tended towards gradually more intensified
use of intermediate inputs in all the sectors (table-3) and particularly so in the manufacturing
sector (table-7). This must have contributed to, independently of the structural effect, the rising

trend of the ITR. We may call it the intensification effect.

Table: 8 Shares of Use-based Categories in Aggregate Output

Registered Manufacturing Sector (Current Prices)

Year 1960-61" 1970-71 1980-81 1991-92
Consumption Goods 54.8 46.8 36.1 32.9
Basic+Intermediate 27.2 29.0 39.6 42.5
Capital Goods 18.0 24.3 24.3 24.7

Note: The first column is based on CSO (1984), Bulletin No. ISD/9; other columns are based on CSO (1986 and

1995), National Accounts Statistics.
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Table: 9 Regression Results

Dependent Variable is ITR No. of observations: 43

VARIABLE COEFFICIENT T-STAT.
SMNC 0.1526 28.2284 Adjusted R-squared 0.937
TIME 0.0005 10.6554 Durbin-Watson stat. 0.5048

First order autoregressive error correction

SMNC 0.1776 7.1830 Adjusted R-squared 0.9698
TIME 0.0003 1.5492* Durbin-Watson stat 2.0256
AR(1) 0.8132 7.7308

Unit root test:

Dependent variable — First difference of residual

Residual(-1) -0.4809 -3.6639 Adjusted R-squared 0.2420
Durbin-Watson stat 1.9791

Dickey-Fuller t-statistic ~ —3.6639 *statistically insignificant at
McKinnon critical value (10%) -3.6656 10% level.

SMNC = GDP share of value added in manufacturing and construction

It is now interesting to check how far the structural effect and the intensification effect explain
the ITR. We run ordinary least squares of ITR on the share of the MNC in GDP and time. Time
is supposed to be a proxy for the intensification effect. Though we do not have a sufficient basis
to assume that the intensification effect acted to increase trade coefficients steadily over time,
using a trend term in the regression seems to be a useful check. The regression results presented
in table-9 show the coefficients of SMINC to be highly significant and of the proper sign. Time
has, as expected, a slow but positive impact on the ITR. AR(1) in the second regression
represents first order auto-regressive correction. Necessity for this correction is shown by the
very low D-W statistic for the first regression. The serial correlation of the error terms is perhaps
not unexpected as estimates of the ITR involve a number of approximations (to arrive at the
estimates of the FTR). Again, the fact that the coefficient of time is not statistically significant
even at 10 percent level may only indicate that the intensification effect did not operate very
smoothly over time. Unit root test shows that ITR and SMNC are not cointegrated at 5% level of

significance but they may be taken as cointegrated at about 10% level.
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The Trade Ratio, The ITR and the FTR

We have now analysed the two components (the FTR and the ITR) of the overall trade ratio (the
STRDX). It may be recalled that estimates of the ITR are derived as ITR = STRDX - FTR, where
the FTR for the year 1978-79 is obtained by using the intermediate trade to final trade ratio given by
the 1978-79 input-output table published by the CSO. Annual estimates of the FTR are then
obtained by blowing up the particular estimate by the indices of the STRMP. A problem is that the
estimates of the ITR thus become susceptible to the particular input-output table used. The problem
becomes really disconcerting if we compare (Datta, 1988) the input-output tables published by the
CSO with one for the year 1979-80 published by the Planning Commission (1983). Therefore, it
does not seem to be justified to hold estimates (magnitudes) of the ITR based on any particular
input-output table to be the correct one. (This comment, however, need not be valid for the trend.)
Hence we seek to ascertain how significant the explanatory variables for the ITR and the FTR are in
explaining the overall trade ratio by avoiding using any estimate of the ITR. From the discussions
of the previous sections the following relationships may be specified:

FTR = b.STRMP ... (i) ITR = by + b,.SMNC + t ... (ii) STRDX = ITR + FTR ... (iii).
So, combining (i) (ii) and (iii),STRDX = by + b1.STRMP + b,.SMNC +t ...(iv)

For testing the relationship by using ordinary least squares (OLS) we must add a stochastic error
term to the relation. Regression of ITR presented in the last section shows that b in relation (ii) is
insignificant. An interpretation of the insignificant constant term is that when there is no output of
manufacturing and construction (SMNC = 0) intermediate trade is negligible because intermediate
inputs are used predominantly in manufacturing and construction. We subject the relation (iv) with
a stochastic error term to OLS and find by to be insignificant again. Then we run OLS after

dropping the constant term and obtain the results presented in table 10.

All the coefficients of regression are found to be positive and statistically significant at 5% level.
The explanatory variables together explain about 98% of the variation in the. As noted earlier, the
STRMP does not show any notable upward trend over the period under study but SMNC shows a
strong trend (table 10). Thus the above result is in conformity with our contention that it is the ITR
that causes the rising trend in the trade ratio. It is to be noted that the coefficient of "t' here is
significant at 5% level while that is insignificant even at 10% level for the regression of the ITR
(table-9). Thus the results of table-10 seem to confirm the hypothesis of significant intensification

effect also.
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Table: 10 Regression Results

Dependent Variable is STRDX

Number of observations: 44

VARIABLE COEFFICIENT T-STAT
STRMP 0.0422 7.3077 Adjusted R-squared 0.9751
SMNC 0.3211 14.6000 Durbin-Watson stat  0.9751
TIME 0.00014 2.4644

First order autoregressive error correction

VARIABLE COEFFICIENT T-STAT.

STRMP 0.0457 5.6696 Adjusted R-squared 0.9799
SMNC 0.3063 10.2657 Durbin-Watson stat  1.9103
TIME 0.00018 2.2477

AR(1) 0.5252 3.8332

Unit root test:

Dependent variable — First difference of residual

Residual (-1) -0.4731 - 3. 6020 Adjusted R-squared 0.2354

Durbin-Watson stat 1.8752

-3. 6020
-4. 0507

D ckey-Fuller t-statistic

McKi nnon critical value (10%

STRMP = share of traded material products (value) in GDP and SMNC = share of value added in manufacturing and

construction in GDP.

The problem of serial correlation of errors is serious in the present regression too and we use first
order autoregressive correction. The coefficients change only marginally after the correction and
they all remain significant at 5% level. However, unit root test of cointegration shows that the null

hypothesis of unit root is now not rejected even at 10% level.

In spite of the absence of an unambiguous support from the regression analysis, the analysis of the
present section, in our view, strongly supports our contention that the steady increase in the trade
ratio over roughly the last five decades has been caused by structural changes in the economy
associated with economic development. This structural change has affected mainly the ITR through
the structural effect and the intensification effect. The structural effect is the change in the GDP
shares of the different sectors of the economy leading to greater use of intermediate inputs. The
intensification effect points to the phenomenon of growing intensity of intermediate input use more
of less in all the sectors of the economy. Throughout the period FTR has remained more or less

steady at a fixed level.
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i
Finance
The major financial institutions (FI) in India are the commercial and cooperative banks, the non-
banking financial companies (NBFC), and various insurance companies. These companies (apart
from some insurance companies) mainly play the role of intermediaries between the net savers
and net borrowers. Clearly, rapid growth of FI's is an essential requirement of modern economic

development.

One index of the pace of growth of the FI's is obviously the growth of value added in the sector
relative to GDP. But in studying the trend of value added in different FI's there is need for caution.
The formula used for computing the value of intermediation service (FI's other than banks do not
provide liquidity service in any important measure) is the same for all FI's. The value is the interest
and dividend receipts less interest paid out to depositors (CSO, 1989b, P.140). Since NBFC's own a
relatively large proportion (vis-a-vis commercial banks) of funds at their disposal, they pay out a
relatively small part of their receipts to their depositors or investors. Consequently, their service
tends to be overvalued compared to similar service from banks for which the borrowers may be
paying the same interest. Herein lies a disparity. The “basic’ interest, which we define as the sum of
the imputed value of ‘liquidity’ service and actual interest paid out by banks to their depositors
(Datta, 1991), paid out by banks to households (depositors), which is treated by the CSO as
generated in the borrowing enterprises, constitutes the source of disparity'®. It is largely because of
this element that, as per CSO estimates, the NBFC's are found to have far overtaken commercial
banks in terms of contribution to GDP in 1995-96 (table - 11). This is, of course, not to undermine
the phenomenal growth of the NBFC’s during the decade of the 90’s. But, in spite of this growth,
the deposits of the household sector kept with the NBFC’s, is only half of that kept with the
commercial banks in 1995-96 (EPWRF, 1997, P.22).

Commercial banks and non-bank financial companies account for the lion’s share of services

rendered by the sector “finance’ (table-11). According to the official estimation procedure these two

' SNA (1993) makes a modification vis-a-vis SNA (1968) in the computation of income generated in
financial intermediaries. The funds owned by the intermediaries are no longer supposed to generate any
intermediation service. So, the value of intermediation service, under the new system, will be smaller than
before (SNA, 1993, PP. 139-40).
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categories of institutions render intermediation service, which is almost wholly an intermediate
input in other sectors, particularly, industry.This view ignores an important service, the liquidity
service (as mentioned above), rendered by commercial banks to depositors. This service is to be
viewed mainly as a final service enjoyed mainly by individuals. Before proceeding further, we will
attempt at correcting the flaw in the official estimation procedure regarding the measurement of

commercial bank services.

Table: 11 Components of Value Added in the Financial Sector of India (at
1980-81 prices)
Year | Commercial | Basic NBFCs Insurance Total VA *
Banks Interest Companies

1960-65 316 415 56 235 1387
1965-66 404 525 102 525 1852
1970-71 588 695 165 675 2513
1975-76 788 1091 243 784 3408
1980-81 1385 1903 420 848 5361
1985-86 2237 3290 1152 1231 9110
1990-91 3832 4355 3687 1842 15524
1995-96 5338 6280 10141 2621 26080

* Includes cooperative banks and other companies not elsewhere classified.
Source: CSO, different issues of National Accounts Statistics
Note: NBFC = non-banking financial companies; VA = value added

Official Measure of CB Services

The major source of commercial banks earnings is loans and investments made out of deposits. In
the process of mobilization of deposits (mainly from households) and their allocation as loans and
investments banks allow the depositors the facility of making withdrawals and transfers through
cheques. Thus fund owned by one set of people or institution (the depositors) is made available to
another set of people or institutions (the borrowers) through the intermediation of banks. At the
same time the depositors enjoy the liquidity of their fund. Clearly, two major services rendered by
CB's are intermediation and liquidity services. It is the mode of bank's realization of charges for
these services (discussed below) that creates the problem of their valuation. Other services rendered
by CB's (e.g., trust services and services related to foreign exchange transactions) account for a

relatively small part of their total earnings. We will call the charges on these services “direct
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charges' in order to distinguish them from banks' share of earnings in the form of interest or

dividend on loans and investments.

The United Nations System of National Accounts (SNA) forms the basis for the measure of CB
services adopted by the CSO (UN, 1968; CSO, 1989, UN, 1993)). This measure ignores the
liquidity service rendered by CB's. Their interest and dividend income (for simplicity we will refer
to it as just interest income) out of loans and investments made is divided into two parts. A part,
which is paid out by banks to their depositors as interest on deposits, is considered as income
generated in the units that receive the loan or the investment (henceforth referred to as borrowing
units, for simplicity). The other part of CBs' interest income, which is retained by the banks
themselves, is taken as the value of intermediation service rendered to borrowers. The service is,
therefore, an intermediate input to firms but a final service to the government or the household
(CSO, 1980, pp. 47-48), as in the case of the government or the household the loans are considered

to cater to final consumption.

The question that immediately comes to our mind with respect to the above procedure is that a part
of CB's interest income from loans given to households and the government (consumption loans),
which is paid out by banks as interest on deposits, cannot be treated as having been generated in the
borrowing units; because that would be tantamount to treating consumption as productive. The
CSO bypasses this problem by excluding this part of banks interest receipts from the GDP; though
the amount, as any other interest receipts by CB's, accrues in the process of bank's business. Thus

a (small) part of income realized by CB's is left out of account from GDP.

The other question with respect to the official approach, as mentioned above, is the neglect of the
liquidity service. It is interesting to note here that Ruggles and Ruggles (1956) takes the opposite
approach of ignoring the intermediation service and treating the entire amount of bank’s retained
interest income as the imputed value of the liquidity service to the depositors (see also Gorman,
1969). This approach treats CB's as representatives of the depositors in receiving interest income
from the borrowing units that have generated (it is supposed) the factor income (interest). The
problem of the treatment of interest receipts from consumption loans remains in this approach too,

because this interest cannot be shown as being generated in any productive activity.
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Now, if CBs are supposed to provide mainly intermediation service then the volume of their service
should be closely related to the volume of bank deposits. So the CSO uses the aggregate bank
deposits deflated by the wholesale price index as the volume indicator, which is applied on a
benchmark estimate of the value added in CBs to obtain the constant price value-added series.
However, if the CBs are also supposed to provide liquidity service then the composition of deposits
(which has undergone a steady and substantial change over time) becomes important. In the
following section we attempt at developing a measure of bank services after taking into account the
two problems noted above - treatment of interest on consumption loans and treatment of liquidity

services. This is important because this has a bearing on the growth of the volume of service.

An Alternative Approach

We propose to treat the income generated in the CB's on the same basis as that for any other
enterprise. So,

value added in CBs = value of services rendered less value of intermediate inputs

The predominant source of banks' earnings is the interest (and dividend) on loans (and investments)
and we can do no better than take these receipts as the value of the corresponding services just as
bank's miscellaneous direct charges represent the value of the relevant services. This approach
implies that the part of CBs' interest earnings paid out to depositors is also income generated in the
CBs. The CSO treats it as income generated in the business enterprises making payments to banks.
When the paying (or the borrowing) units belong to the government or the household (for
simplicity, henceforth we refer only to the household sector) the CSO excludes the amount (it is
anomalous, since it is income generated in the process of banks' normal business, as any other
interest receipt) from GDP in order to avoid the anomaly of treating consumption as a productive

activity. Our approach does not involve such anomaly.

Our next question is what is CBs' intermediate input? The answer is a bit involved. A basic input
used by the banks is deposits. Banks pay for this input in terms of a part of their interest receipts
and free liquidity service. The sum of the imputed value of this free service and interest payments to
depositors may be called the "basic' interest, in order to distinguish it from the receipts in the form
of interest by banks themselves. Interest paid by borrowers may thus be viewed as the sum of a
“basic' interest and an intermediation service charge. The part of this basic interest received by

households represents income generated in CBs on account of a primary input. The “basic’ interest
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received by business enterprises (in their capacity as depositors; the receipt forming a part of the
enterprise’s operating surplus), on the other hand, must be treated as a payment for an intermediate
input (as it is generated by a business enterprise). The other elements of banks' intermediate inputs
are as usual - cost of goods and services purchased. We can, therefore, write:

CBs’ "basic' interest payments = Imputed value of liquidity service

+ actual interest payments to depositors e (D
This is the cost incurred by commercial banks in mobilizing deposits from households and business
enterprises. Again,

CBs' interest receipts = "Basic' interest payments + value of intermediation service ... (ll)
Or,

CBs' interest receipts = Imputed value of liquidity service + actual interest payments to depositors

+ value of intermediation service (using I)

(1)

Clearly,

CBs' interest receipts - actual interest payments to depositors (= Value of the intermediation

service by the CSO approach) = Imputed value of liquidity service + value of intermediation

service by our approach
(V)

It follows:

Value added in CBs = Value of services provided (= receipt of direct charges + interest receipt +
imputed value of liquidity service) - value of intermediate inputs (= value of intermediate goods

and services purchased + ‘basic' interest paid out to depositor business enterprises)

V)
Or,

Value added in CB’s = receipt of direct charges + imputed value of liquidity services + value of
intermediation services + “basic' interest paid out to households - value of intermediate goods and

services e (VD)

(relation VI is obtained by using relation 1l and canceling out ‘basic’ interest paid out to business

enterprises)



23

Three points should be emphasized here. Firstly, as shown by relation IV, the CSO estimate of
intermediation service at current prices is the same as the sum of our estimates of the liquidity and
the intermediation services. However, this equality will not hold for estimates at constant prices as
the volume indicators will now be different. Thus explicit consideration of the liquidity service will
affect the estimate of CBs' services at constant prices even when we leave out the question of

“basic’ interest (discussed below).

Secondly, as mentioned above, the CSO approach ignores the part of interest proceeds from
consumption loans that is paid out to depositors. Our approach does not have the problem and it
considers this part as income generated in the CBs and to that extent leads to an upward revision of

the GDP (though practically insignificant).

Thirdly, the CSO considers the actual interest payment to depositors (almost wholly)'* as income
generated in business enterprises that borrowed funds. But our approach considers the "basic'
interest payments to households as income generated in CBs. This has two consequences. The first
is to inflate the value added in CBs at the expense of that of the borrowing enterprises (apart from
the effect on GDP mentioned in the previous paragraph). The second consequence is to inflate the
GDRP itself to the extent of the liquidity service provided to the household sector (which is a final

service).*?

An Alternative Measure

To implement the approach outlined above, we have to keep in view the following principles: i)
Intermediation service should be related to loans and investments made by banks. ii) Liquidity
service should be related to current and savings deposits only. iii) The total value of the two
services is equal to the excess of CBs' receipt of interest and dividend over the amount paid out as
interest on deposits (vide. relation IV). The price of the service of money (loans and investments) is

rate of interest, which changes from year to year. So the estimate of value of bank services at

1 Excludes the part of banks' proceeds from consumption loans that it pays out to the depositors.

12 A significant feature of holding of bank deposits is that households prefer deposits of longer maturity.
Current accounts were held largely by corporations and other institutions, while 91% of savings deposits
and 70% of fixed deposits were held by households in March, 1980 (Chakraborty, 1985, p.64).
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constant prices should take the rates of interest of a benchmark year and apply them to all the years.
We use the following notations:
R = total receipts from CBs' loans and investments.
f, s, ¢ = rates of interest on fixed, savings and current deposits respectively.
D = aggregate deposit.
F, S, C = fixed, savings and current deposit respectively.
L = aggregate of loans and investments made by CBs.
m = rate of intermediation service charge.
I, g = rates of liquidity service charge on savings and current deposits respectively.
w = wholesale price index .
According to principle (iii),
R = sum of the liquidity and intermediation service charge realized by CBs + actual interest paid
out on different types of deposits.
Using principles (i) and (ii),
R = (I*S + g*C) + m*L + (f*F + s*S + ¢*C)
=m*L+f*F+ (I+s)*S+(q+c)*C.... 1)
Now, (f - s) and (f - c) are interest sacrificed per unit of savings and current deposits respectively.
Therefore we may write:
I=(f-5s) .. 2
g=(f-c)... 3)
It follows from (1), (2) and (3):
R=m*L+f*(F+S+C)=m*L+fD

Or,m=(R-fD)/L ... 4
Thus the total nominal value of intermediation and liquidity services, N, is:
N=m*L+I*S+g*C ... (5)

The first term on the right represents intermediation service and the rest represents liquidity service.
Clearly, all the variables on the right hand side of (5) are observable. Further, (5) can be used to
obtain the real value of the intermediation and liquidity services just by using appropriate deflators
for L, S and C. We note that current deposits are mainly held by business units and are treated as
their working capital. So, an appropriate deflator for C should be related to the cost of production.
A major part of bank loans also goes to the business sector while bank investments mainly take the

form of government securities. Thus an appropriate deflator for L needs to be specially constructed
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taking into consideration the composition of L. However, for want of a better alternative, we have
taken the wholesale price index, w, as the deflator for both C and L. For S, on the other hand, it may
seem that the implicit deflator of private final consumption in domestic markets, p, would be
appropriate because this deposit is held almost wholly for transactions relating to household
consumption. However, looking the other way round, for banks there is no distinction between the
liquidity provided to the depositors whether they hold the savings or the current deposit. So, we
take "w' as the deflator for °S' also. Thus the real value of intermediation and liquidity services taken
together for period "t with period "0’ as base is given by:

Nt = [M*L + g*C + I*S]/wy e (6)

The first term within bracket refers to the real value of intermediation service and the next two

terms relate to the value of liquidity service.

Apart from the above two services, the other services rendered by CBs are directly charged for. This
category includes a number of services of different kinds, each accounting for a small proportion of
CBs' aggregate receipts. Rather than seeking a separate deflator for each kind of service, for

simplicity, we use the wholesale price index, w, as the deflator for earnings from these services.

The only other aspect of value added in commercial banks relates to the "basic' interest paid to
households. It may be thought, as interest is the price of the use of money, "basic' interest at
constant prices should be related to the real volume of deposits and we could obtain that by carrying
forward the base year “basic' interest by the real value of D, i.e., D/w. That is tantamount to double
deflation both for changes in the rate of interest and for inflation. However, interest is treated as a
factor payment in national income accounting. So, the real value of payment to the factor, money,
should incorporate changes in the productivity of the factor just as real wage incorporates changes
in productivity of labour. We can probably do no better than take changes in the “basic' interest
rate’® as reflecting changes in the productivity of money. Therefore, estimates of “basic interest' at
constant prices should not be based on double deflation, it should incorporate changes in interest
rate and discount for inflation only. Our estimates presented in table-12 are rough approximations

keeping the above points in mind.

13 This is nothing but the average rate of interest on fixed deposits.
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Here we recall that the CSO does not treat the “basic' interest as generated in the CB's. So, our
estimates of real value added excluding “basic' interest might be compared to the corresponding
CSO estimates. For consistency with CSO estimates, we will henceforth refer to the sum of liquidity
and the intermediation services as bank services and we will refer to ‘basic’ interest separately
where necessary. Since the CSO obtains its estimates by blowing up a benchmark estimate by the
aggregate bank deposits deflated by the wholesale price index, a comparison with our estimates will
give an idea about the effect of the steady change in the composition of bank deposits over time on
the growth of liquidity service and its relative importance vis-a-vis intermediation services rendered

by CBs.

Estimates

Table-12 shows the changes in the composition of bank deposits over the last four and a half
decades. We observe that the share of current deposit in total has declined drastically from 70% in
1950 to 44% in 1969, the year of nationalization of 14 major banks, and further to just 15% in
1996. The share of savings deposit improved from just 15% in 1950 to 26% in 1969 and then
declined to less than 20% in 1996. The corresponding figures for fixed deposit improved steadily
from 15% to 30% and further to 65%. Obviously, such enormous changes reduce the relative

weight of liquidity service in aggregate bank services.

Table: 12 Deposits of Scheduled Commercial Banks of India
At constant (1980-81) prices unit: Rs.’00crores

Year Current Savings Fixed Total
1950 37 8 8 53

1955 47 12 16 75

1960 47 14 34 95

1965 50 232 41 114
1969 61 36 41 138
1970 68 39 46 153
1975 87 56 75 218
1980 78 109 193 380
1985 115 182 335 632
1991 132 244 500 876
1996 217 273 926 1416

Source: RBI, Statistical Tables relating to Banks in India (different issues). Conversion to 1980-81 prices

is based on WPI. Figures for 1996 have been adjusted on the basis of GOI, Economic Survey, 1996-97.
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Table: 13 Commercial Bank Services
At constant (1980-81) prices, unit: Rs. crores

Year $(1*S $ m*L N, %80 Basic int. Non- int. V.AS

+q*C) to hhs.® V.AF (CSO)
1950 283 185 468 215 381 204
1955 365 262 627 310 509 292
1960 371 332 703 415 571 383
1965 419 399 818 525 672 489
1969 535 483 1018 630 808 642
1970 593 535 1128 695 895 767
1975 177 763 1540 1091 1257 1034
1980 873 1330 2203 1903 1833 1833
1985 1351 2212 3563 3290 2860 2989
1991 1656 3066 4722 4625 3840 4998
1996 2314 5245 7559 7152 6146 1727

Source: CSO estimates are obtained from different issues of National Accounts Statistics. Other
estimates are calculated on the basis of procedure detailed above.

Notes:

$ m*L = value of intermediation service. (I*S +q*C) = value of liquidity service. m, I and g have been
obtained on the basis of 1980 interest rates.

@ 80% of banks' payment of interest on deposits is taken as going to households. Figures have been
deflated for changes in rates of interest as well as prices. hhs.= households, int.= interest.

# This excludes basic-interest paid out to households. The non-interest value added for 1980 has been
equated to the CSO estimate (vide equation iv), thus yielding an adjustment factor 0.8287 which has been
applied to all the years. V.A.= Value added.

* CSO estimates prior to 1980-81 are at prices of 1970-71. These have been converted to the base of
1980-81 by using a conversion factor 2.84 representing price index.

The determination of service charges is given by equations 1 through 5. We have taken the average
rate of interest on fixed deposits, f, for the benchmark year 1980 to be 7%. Rates of interest on
savings and current deposits, s and c, for the year were 4% and nil respectively. Rate of
intermediation service charge, m, is found to be 3.5%. We have arrived at our estimates of constant
price value-added in CB's (including banking department of the RBI) using the above figures. The
estimates are presented in table-13. Our estimates of non-interest real value added are comparable
with the CSO estimates of real value added in commercial banks. The difference between the two
sets of estimates, therefore, should be attributable mainly to the consideration of liquidity service

and the adoption of double deflation (for price and rate of interest) in our approach.

Comparing our estimates of non-interest real value added with the corresponding CSO estimates

(table-14) we find that the CSO projects a picture of faster growth of bank services. This is
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largely understandable in terms of the composition of deposits. The sharp fall in the share of
current deposits in aggregate deposits of commercial banks and the sharp rise of the share of
fixed deposits, as mentioned above, means a sharp decline in the share of liquidity service in
bank services'*. This has a depressing effect on the growth of bank services as per our approach.

But the effect of the change in composition is not reflected in the CSO approach.

Growth rate calculations show that value added by the CSO measure grew faster (uniformly over
the whole period) by two percent vis-a-vis comparable aggregate (value added in bank services
excluding ‘basic’ interest) by our approach. It may be noted, however, that the jump in the rate of
growth of value added in CB's after bank nationalization in 1969 is only marginally smaller for
our measure compared to the CSO measure. As expected from the change in the composition of
bank deposits, the rate of growth of liquidity service is found to be the slowest among all the
quantities mentioned above. As the official measure ignores this service the rate of growth of
bank service at constant prices by this approach is higher than that found by our approach. The
above discussion makes one thing clear. While aggregate financial services increased at a very
high rate, the liquidity service has expanded only at a moderate rate, leading to a precipitate fall
in its share in the aggregate. So, the rapid growth of commercial bank services in India is
predominantly the effect of the growth of other sectors (mainly industry) of the economy using

financial services as an intermediate input.

The rapid growth of the overall financial sector is shown in table-22 in section V. Our
adjustments show larger share of finance. This is due to the inclusion of “basic interest’, which is
considered as generated in the borrowing sector (mainly industry) by the CSO. This, however,
does not make any difference so far as income generated in material products sector is concerned,
as financial services are material services for all practical purposes (vide section VI). The rapid
development of the financial sector is also portrayed in the steady rise in the financial ratios.
Financial interrelation ratio, defined as the ratio of increase in the stock of financial claims to net
capital formation, increased four-fold, from 0.63 to 2.5, over the four decades to 1990. Over the
same period the intermediation ratio, defined as the ratio of secondary issues to total issues,

increased from 0.27 to 0.45 (Rangarajan and Jadhav, 1992).

 The share of liquidity service in aggregate liquidity and intermediate services has declined from 60.5%
in 1950 to 30.4% in 1996.
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Public Administrative Services

Public Administrative Services (PAS) are constituted of a host of different activities at different
levels of government, i.e., the central government, state governments, municipal corporations,
different district and local boards and panchayati raj institutions. Services involved are general
government administration, defence, government economic administration, social services like
education and health, and other welfare services. The first three categories are clubbed together to
form what may be called pure government service; no close substitute being available in the market.
This category is shown in the National Accounts Statistics as Public Administration and Defence
(PA&D). But some other services rendered by the government administrative departments - mainly
education and health services - are also provided by the private sector. Expenditure on the category
PA&D accounts for more than two-thirds of total expenditure on PAS up to early 90’s. Income
originating in PA&D expressed as a proportion of Gross Domestic Product at factor cost (at current
prices) increased steadily from just 3 percent in 1950-51 to 5.7 percent in 1990-91; it then declined
somewhat to 5.3 percent in 1996-97 (Table-14).

Table-15 shows that over the last four and a half decades Government consumption of
administrative services as a proportion of GDP at current market prices increased steadily, from
5.9 in 1950-51 to 10.9 percent in 1989-90 (col.7); but then showed a significant decline in the
first half of the 90’s. The share of PA&D declined from roughly three-fourths to less than two-
thirds of government administrative expenditure (col.8) over the four and a half decades. The
decline seems to be striking since mid-seventies, when the share of expenditure on social
services increased markedly. We may explain here that community and social services mentioned
in the table includes education, ‘'medical and health services', "housing and other community
amenities', and other miscellaneous services. The cost of a service is the sum of employees'
compensation (value-added) and cost of material and service (intermediate) inputs, with value-

added constituting the lion’s share of the cost.

Table 14: Value-added in PA&D as percentage of GDP at factor cost (current
prices)

Year Proportion Year Proportion

1950-51 3.0 1975-76 4.9
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1955-56 3.7 1980-81 4.7
1960-61 3.7 1985-86 5.4
1965-66 4.3 1990-91 5.7
1970-71 44 1996-97 53

Source: i) CSO (1998), National Accounts Statistics. ii) EPW Research Foundation (1997), table3B.

In table-14 we use current price estimates of value added because the concept of "volume' of
public service is particularly tricky. The Central Statistical Organization (CSO) provides constant
price estimates of value added in PA&D. These estimates are obtained after adjusting the
compensation of employees for rises in cost of living. The implicit assumption is that any real
increment in employees' compensation is due to improvement in productivity. Clearly, this is not
a very happy assumption. An alternative and more appropriate approach seems to be suggested

by the hypothesis of the ‘rising-cost-of-services”.

The hypothesis is that in a progressive economy the relative cost of services increases over time
(Baumol, 1967). So, even if the real amount (in some sense) of public services rendered grows at a
slower rate than the production of material goods, the share of services in national income may
increase. Economic activities, according to this approach, can be divided into two categories (i) the
technologically progressive activities where productivity per man-hour increases very rapidly over
time, and (ii) other activities where productivity increments are relatively modest. The basic source
of distinction lies in the role played by labour in the activities. In one case labour is only an
incidental requirement for the attainment of the final product, while in the other labour, for all
practical purposes, is itself the end product. Material production, particularly manufacturing,
encompasses the most obvious examples of technologically progressive activities. Teaching, live
performances, etc., are examples of the latter category. The difference between the two cases in
respect of productivity improvements should not however, be overemphasized. Technology in the
rendering of services also has been undergoing changes leading to substantial improvements in
productivity of workers. Take, for example, the case of financial services. Nevertheless, the
distinction between the two categories may not be out of place and it may provide an insight into
the mechanism of changes in the share of PAS in national income.

Table 15: GDP, PA&D and PAS (current prices)
Unit: Rs. "00 crores

Year GDP Expenditure on Percentage
(market PA&D PASless PAS 3) (5) 3)

prices) PA&D 2 2 %)
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) ) ®3) (4) ®) (6) () (8)
1950-1 93.66 4.1 14 55 44 59 74.5
1955-6 102.58 50 19 6.9 4.9 6.7 72.3
1960-1 162.01 7.9 2.9 10.3 4.9 6.4 76.9
1965-6 261.45 16.3 5.8 22.1 6.2 8.5 73.8
1970-1 431.63 27.1 9.7 36.8 6.3 8.5 73.6
1975-6 787.61 50.7 193 70.0 6.4 8.9 72.4
1980-1 1360.13 833 399 1232 6.1 9.1 67.6
1985-6 2619.20 1839 884 2723 7.0 10.4 67.5
1989-0 4568.21 3424 157.0 4994 7.5 10.9 68.6
1993-4 8010.32 553.6 2728 826.4 6.9 10.3 67.0
1995-6 11189.6 681.0 402.0 1083.0 6.1 9.7 62.9

* Excludes relief on natural calamities.

Source: (i) Kumar and Bhatnagar (1982), Journal of Income and Wealth, 6(1). (ii) CSO (different
issues), National Accounts Statistics.

Given the distinction between the technologically progressive and non-progressive activities, the
thesis can be stated in simple terms. "If productivity per man-hour rises cumulatively in one sector
relative to its growth elsewhere in the economy, while wages rise commensurately in all areas, then
the relative costs in the non-progressive sector must inevitably rise, and these costs will rise
cumulatively and without limit. Because, while productivity increases in the progressive sector will
serve as an offset to rising wages in the sector, this effect must be smaller in the non-progressive
sector” (Baumol, 1967, p. 419-20,). Further, if there is only a limited possibility of substitution both
in production and in consumption of these services, their share in GDP may well increase even with
a modest or no growth of the volume (in some sense) of the services rendered.

Verification of the rising-cost hypothesis

We have noted that according to this hypothesis wage increments in the technologically progressive
sector is generally offset by productivity gains. Thus productivity improvements offset to a great
extent the inflationary potential of wage hikes. The offset, however, does not work in the non-
progressive sector where wage of the worker tend to increase at about the same rate as that in
manufacturing. As a result the relative price of products of the non-progressive sector, particularly

Government services, tends to rise.

Table-16 below presents the indices of per-employee gross value added (GVA) at constant prices

and real emoluments for the manufacturing and the public services (practically the same as PAS)
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sectors. Here we may note briefly the method of computation of the indices. Figures for per capita
real GVA and real emoluments for 1960-61 and 1970-71 refer to selected industries accounting for
90 percent of the value added in the registered manufacturing sector as provided in the CSO
Bulletin (1984). But figures for later years are based on NAS data for the whole of the
manufacturing sector. Adjustments, sometimes based on partial estimates, have been made to make
data for different years comparable. Data on emoluments are taken from NAS break-up of value
added. Relevant data for public services are current price values deflated by cost of living indices
for urban non-manual workers. For such services value added is practically the same as
remuneration to workers. Data on employment are based on Labour Bureau (1983) and Agarwal et
al (1996). Data culled from so many different sources are naturally not always strictly comparable.
This necessitated cross checking and adjustments. With all the precautions taken, we feel that the

trends portrayed in table -16 should not be terribly misleading.

Let us compare per capita GVA at constant prices in the manufacturing sector with real
remuneration per employee in the sector. In India the index of constant price value added per
employee in the manufacturing sector increases to 131 in 1970-71 (1960-61=100) and then to 144
in 1981-82 (not a remarkable improvement) and further to 263 in 1990-91. The table shows that
real emoluments per employee in the same sector increased to 118 in 1970-71 (with 1960-61=100),
then to 142 in 1981-82 and further to 228 in 1990-91. Thus during the three decades wage
increments in the manufacturing sector may be viewed to have roughly corresponded with
productivity increments. As for real emoluments per employee in public services, it seems that the
increments followed those in manufacturing rather closely probably with the exception of a stretch
in the mid 70's." These observations are in accord with the rising-cost hypothesis. Thus there is a
case for the presumption that, in general, the cost of public services in India increased relatively to

the cost of manufacturing products; and this was particularly so during the 80's.

Table 16: Index of Gross Value Added at Constant Prices and Real
Emoluments per Employee

GVA/Employee
in Manufacturing

Real Emoluments / Employee
Year

Sivasubramanium (1998) also presents index of gross value-added by sectors. His sources of data are
different from ours. So, the estimates are also somewhat different. Nevertheless, it is interesting to note
that the order of magnitude of the difference between real emoluments (or, per-capita value added) in
manufacturing and PA&D is the same for our and Sivasubramanium’s estimates both in 1970-71 and
1990-91, though it was not so for 1980-81.



33

Manufacturing Pub. Services
1960-61 100 100 100
1970-71 131 118 108
1976-77 132 127 91
1981-82 144 142 128
1985-86 191 174 155
1990-91 263 228 203

Source: Labour Bureau (1983), Pocket Book of Labour Statistics; CSO (1984),Bulletin no. ISD/9; CSO
(1993), Statistical Pocket Book; Agarwal and Varma (1996), India: Economic Information Yearbook

On the basis of the above evidence we can say that the inflation of value added per worker in
PA&D (and also PAS) has two components. First, increment of cost of living leads to wage hikes.
Second, increment of real wage in the manufacturing sector induces similar increments in the public
services sector too. Deflation by cost of living index offsets the first component, but not the second.
This means that the ‘constant price’ estimates arrived at by simple deflation cannot be taken as

indices of the services actually rendered.

Expansion of the ‘volume’ of service

Many commentators have expressed their misgivings regarding the rapid growth of the sector
PA&D. It is appropriately pointed out that the growth of this sector is neither necessarily related
to the demands of the development process, nor is it related to the need for improvement in
overall efficiency in a developing economy. It should, therefore, be interesting to consider what
the rapid growth of public consumption signifies in terms of the growth of the ‘volume’® of
public services. In the course of our discussion of the “rising-cost-of-services' hypothesis it has
been indicated that expansion of actual services was slower as the relative cost of these services
increased, particularly after 1980-81 when real remuneration of employees in PAS increased
substantially. Real remuneration to employees in public administrative departments (PAS)
reflects, at least partly, the productivity increments in the manufacturing sector. Whether or not
productivity of employees in PAS did increase commensurately with that of manufacturing
workers is hard to prove. There is widespread presumption that it did not. Under the presumption

of no productivity improvement in the activities concerned the CSO constant price estimates are
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overestimates of the actual (‘volume’ of) services rendered. It should, therefore, be interesting to
consider alternative estimates of ‘volume’ of services obtained by deflating the CSO constant
price estimates by the index of real remuneration of employees of government administration

(table-16). The results are given in table-17.

Table-17 presents the official estimates (at 1980-81 prices) of value added and also our
adjustments of those estimates to obtain the ‘volume’ of services rendered by PA&D as well as
the whole of PAS. A glance at the table reveals that the trend in the growth of the ‘volume’ of
services is much flatter than that for the constant price official estimate. The reason for the
difference has already been discussed above. But the findings look very striking when expressed
as a ratio to NDP. While the official estimates show a steady growth of the ratio from 3.3 percent
in 1960-61 to 8.3 percent in 1990-91 and then a fall to 7.9 percent in 1995-96, the volume index
as a ratio to constant-price NDP shows a steady (though slower) growth only up to 1980-81.
After 1980-81 the ratio shows a steady and considerable decline. Thus, as a ratio to NDP at
constant prices, the ‘volume’ index of public services increased steadily for 4.2 percent to 7.2
percent between 1950-51 and 1980-81; it then declined steadily to 4.9 percent in 1995-96. The
above analysis suggests that the rapid relative growth (vis-a-vis NDP) in the volume of public
services during the two decades before 1980 has almost been nullified by the relative decline
since then. This is true despite the rapid expansion of education and health services, during the
last two decades. So, any apprehension that the sector PAS, and particularly PA&D, are
expanding too fast may not be well founded. Furthermore, cost escalation in the sector, though
very rapid, is probably inevitable to a great extent. In fact, non-escalation of cost of these services
may probably be the characteristic of an economy with a stagnant industry.

Table 17: Official Constant-price (1980-81) Estimates of Value Added and Our

Adjustments for Volume Indices: PAS and PA&D
(Absolute values and ratio to NDP at factor cost)

Year PA&D PA&D PAS less PAS PAS as ratio | PAS as ratio
(CSO) (Own) PA&D (Own) to NDP to NDP
(CSO) (CSO) (Own)
1950-51 9.2 12.8 NA NA NA NA
1955-56 10.7 14.3 NA NA NA NA

16 We have not defined the concept ‘volume’ of public services. It is indeed a tricky concept and one can think of
defferent alternatives. As an example, one can try to measure it by taking different indices of actual services, though
this option is not free from serious problems.
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1960-61 14.9 19.1 4.8 25.2 3.3 4.2
1965-66 22.8 28.2 8.0 38.1 4.6 5.7
1970-71 31.8 37.8 134 53.7 5.4 6.4
1975-76 39.9 45.9 16.5 64.8 5.9 6.7
1980-81 53.1 53.1 26.3 79.4 7.2 7.2
1985-86 72.8 60.6 35.8 90.4 7.7 6.4
1990-91 103.3 65.4 53.7 99.4 8.3 54
1995-96 130.3 78.0 63.1 115.8 7.9 4.9

*Estimates for PA&D and PAS use interpolations on indices of real emoluments given in table-6 to
obtain missing values. Clearly, these estimates are only indicative, not very precise.

NA = not available.

Source: NAS (1988, 1992a, 1992b, 1998); Datta (2001).

Growth of Components of Public Administrative Services

We now break up public services into its components - defence, general administration, economic
services and other social and community services that include education, health and other
miscellaneous services. Table-18 presents elasticities of components with respect to total
expenditure in PAS for the first two and a half decades, as well as for the whole period of four and
a half decades. It is seen that defence expenditure had elasticity decidedly above one for the first
period but not so for the extended period. General administration had elasticity very close to one for
both the periods. Economic services had elasticities decidedly below one for both the periods, but
smaller during the first part compared to the whole period. Thus, the decline in the share of PA&D
in total public consumption has been caused mainly by the decline in the share of economic
services. Elasticities for education and health services were very close to one for the first period
but decidedly above one for the extended period. This means that these services grew relatively
during the last two decades. Thus we find that the pattern of allocation is a story of relatively
rising defence expenditure at the cost of economic services in the first two and a half decades.
During this period the rest of the components of PAS maintained their shares. But during the
next two decades education and health services improved their shares somewhat at the cost of
more or less all the components of PA&D, but particularly economic services. In spite of the
rather rapid decline in the share of economic services in PAS, the elasticity of this category of

services with respect to GDP was greater than one over the whole period (table-19). This is
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explained by elasticity of the overall expenditure on PAS with respect to GDP being significantly

greater than one.

Table 18: Elasticity of Components with respect to Total Expenditure on
PAS
Period Defence General Economic Education Health
& Misc.
1950-95 0.998 0.991 0.921 1.042 1.066
1950-75 1.070 0.997 0.861 1.008 0.999

Source: Datta, 2001
Elasticities obtained from double-log regression. All the coefficients are significant at 1% level.

Table 19: Elasticity of Components with respect to GDP at market prices

Period Defence General Eco- Education | Health PAS
nomic & Misc.
1950-95 1.114 1.108 1.030 1.165 1.193 1.118

Source: Datta, 2001
Elasticities obtained from double-log regression. All the coefficients are significant at 1% level.

\%

Rest of the tertiary sector

The remaining services of the tertiary sector are categorized in the official statistics as ‘dwellings
real estate and business services’ (DRB) and ‘other services. Net value added in the sub-sector
DRB consists almost entirely of rental income, both actual and imputed, from dwellings (forming
97 percent of value added in the sub-sector in 1980-81, vide. CSO, 1989; P.151). It is important to
note that labour plays practically no direct role in the rendering of service of dwellings while for
many other services of the tertiary sector labour, so to say, itself constitutes the service. Naturally,
unlike PAS, constant price estimates of rental income from dwellings are based on physical indices.
These indices are the number of dwelling units obtained from Population Censuses separately for
rural and urban areas (CSO, 1989b). A base year estimate of rental income (obtained from national
sample survey) is moved forward by these indices to obtain estimates at constant prices. Estimates
of value-added in business services, being a very small proportion of the aggregate value added in

the sub-sector DRB, do not affect the overall estimate much.

This leaves us with the category ‘other services’. In the course of our analysis of the growth of

Public Administrative Services (PAS) we have mentioned that education, and "health and medical
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services' are areas where private sector too operates parallelly with the government. National
Accounts Statistics (NAS) classifies these activities, both private and public, in the residual
category "Other Services' along with miscellaneous services of various descriptions while pure
government administrative activities - like defence, general administration and government
economic services - are classified, as mentioned in the last chapter, as Public Administration and
Defence (PA&D).

According to official estimates, the share of the sub-sector, “other services', in income originating in
the tertiary sector declined sharply from 25.7 percent to 15.8 percent between 1950-51 and 1995-96.
It is interesting to note that the combined share of education and health in “other services' increased
very rapidly from 23 percent to 75 percent over the same period (table-20). This means that the
share of the two services in NDP in fact increased by about 100 percent over the period in spite of
the sharp fall in the share of “other services'; while the corresponding share of the remaining medley

of various services of the sub-sector dropped precipitately.'’

Revision and Comparison
The logic of our revision of CSO constant-price estimates of PAS is equally valid for similar

services rendered by the private sector (e.g., education and health services of the private sector).
But this comment is not valid for other sub-sectors of the tertiary sector, because the real-value-
added estimates for the sub-sectors distributive trade and DRB are based on physical indicators
(mentioned in relevant sections). The same is true, in a way, of estimates of commercial bank

services (section I11) and some miscellaneous services.

Table-20: Income Originating in Sub-sectors of the Tertiary Sector (at
1980-81 prices, Unit: Rs 00 crores) CSO Estimates
Year Trade Finance PA&D DRB Other Tertiary
etc. Services Sector
1950-51 36.0 4.9 9.2 24.9 25.9 100.9

”"We have noted that expenditure on education and health services under government administration
have increased much faster than GDP. As a result the share of government in education and health
services increased from 33 percent in 1960-61 to 56 percent in 1995-96. If we exclude the part of
education and health services that is under government administration then the share of “other services' in
aggregate value added in the tertiary sector has dropped from about 20 percent in 1960-61 to 10 percent

in 1995-96. This decline is, obviously, more sharp than that of the parent category “other services'.
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1955-56 45.4 7.3 10.7 28.5 29.7 121.6
1960-61 60.0 9.6 14.9 324 34.7 151.8
1965-66 78.0 13.0 22.8 37.8 42.4 193.9
1970-71 95.6 17.8 31.8 43.1 50.6 238.9
1975-76 115.9 22.7 39.9 51.0 58.6 288.0
1980-81 143.2 334 53.1 59.2 67.8 356.7
1985-86 190.9 57.2 72.8 71.9 84.7 477.4
1990-91 257.8 108.7 103.3 86.4 116.8 673.0
1996-97 420.9 219.6 130.3 107.3 161.0 1039.1

Source: NAS, different issues.

As discussed in section 111, our revaluation of the product of finance relates to fresh estimates of
intermediation and liquidity services rendered by commercial banks and inclusion in banks'
output the “primary' interest paid to households. The “primary' interest is equivalent to the
imputed value of liquidity service to households plus the interest actually paid out to them. The
latter part is treated by CSO as being generated mostly in industry. Therefore, its inclusion in
value-added in banks reduces that in industry by an equivalent amount. Thus our revision of the
CSO estimates of value added in commercial banks should raise the NDP estimate not by the
whole amount of the “basic’ interest but only by roughly the value of liquidity service to
households. But as this service constitutes a very small proportion of NDP over the period
concerned, for simplicity of calculations we ignore the requisite upward revision. However, our
estimates of intermediation and liquidity services rendered by commercial banks are different
from the corresponding CSO estimates and this is reflected in our revision of value added in
Finance (table-21).

Our revised estimates are given in table-21. The revisions concern: (i) finance, (ii) PA&D and
(iii) part of “other services' provided under public administration. The official estimate of volume
of services for most of the remaining part of the category "other services' is arrived at by moving
forward the base year estimate with the estimate of the number of persons working in different
activities. This procedure assumes that the volume of service is proportional to the number of
persons involved; i.e., productivity of workers is constant, as we have assumed in our

adjustments of CSO estimates.

Table-21: Value-Added in Sub-sectors of the Tertiary Sector (at 1980-81
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prices, Unit: Rs"00 crores) Our Adjustments”
Year Finance PA&D Other Tertiary NDP (factor cost)
Services CSO Own

1950-51 8.7 12.8 29.0 111.5 406.8 414.8
1955-56 12.6 143 32.6 133.2 483.4 492.2
1960-61 15.6 19.1 37.5 164.8 589.7 597.9
1965-66 20.1 28.2 45.3 209.4 665.8 675.2
1970-71 26.1 37.8 54.2 256.9 831.7 842.6
1975-76 35.9 45.9 63.1 311.8 957.4 978.1
1980-81 525 53.1 67.8 375.7 1103.4 1103.4
1985-86 88.8 60.6 78.5 490.8 1402.2 1408.5
1990-91 139.0 65.4 88.9 637.5 1902.2 1866.4
1995-96 251.0 78.0 106.0 926.8 2451.0 2361.0

It can be checked from tables 20 and 21 that the tertiary sector's contribution to NDP has steadily
increased over time. As per CSO estimates the increase was from about 25 percent in 1950-51 to
39 percent in 1995-96. Our adjustments of the CSO estimates do not make the picture in 1995-96
much different in this respect. The upward revision due to financial services is more than
counterbalanced by downward corrections due to PA&D and “other services', while NDP (at
constant prices) declines due to downward revision of PA&D and ‘other services’. The result is
that the share of the tertiary sector in NDP in 1995-96 is unchanged. During the initial years,
however, the contribution of the tertiary sector is somewhat higher (about 27 percent in 1950-

51) in the adjusted estimates compared to the official estimates.

Table-22 gives the percentage distribution of value-added (at constant prices) in the sub-sectors
of the tertiary sector. The table gives both the official estimates and our adjustments to those
estimates based on the arguments presented above. We find that distributive trade has been the
largest sub-sector of the tertiary sector throughout the period under study. According to the
official estimates the share increased for the first fifteen years and then maintained a constant
(two-fifths) share of the value-added in the tertiary sector. However, our adjustment shows the
share to be rising all through with the exception of the ten years from 1965-66 to 1975-76
(diagram-2)
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Table-22: NDP Originating in Sub-Sectors of the Tertiary Sector
(at 1980-81 prices, percentage distribution)
CSO estimates and olir adilistments (in narentheses)
Year Trade Finance PA&D DRB Other
etc. Services
1950-51 35.7 4.8 9.1 247 25.7
(32.3) (7.8) (11.5) (22.3) (26.0)
1955-56 37.3 6.0 8.8 23.5 244
(34.1) (9.5) (10.7) (21.4) (24.5)
1960-61 39.6 6.3 9.8 21.4 22.9
(36.4) (9.5) (11.6) (19.7) (22.8)
1965-66 40.2 6.7 11.8 19.5 21.8
(37.2) (9.6) (13.5) (18.1) (21.6)
1970-71 40.0 7.5 13.3 18.1 21.2
(37.2) (10.2) (14.7) (216.8) (21.1)
1975-76 40.2 7.9 13.9 17.7 20.3
(37.2) (11.5) (14.7) (16.4) (20.2)
1980-81 40.2 9.4 14.9 16.6 19.0
(38.1) (14.0) (14.1) (15.8) (18.0)
1985-86 40.0 12.0 15.2 15.1 17.7
(38.9) (18.1) (12.3) (14.6) (16.0)
1990-91 38.3 16.2 15.4 12.8 17.4
(40.4) (21.8) (10.3) (13.6) (13.9)
1995-96 40.3 205 127 10.7 158
(41.9) (27.1) (8.4) (11.1) (11.4)

Source: Tables 20 and 21

All the other sub-sectors varied in relative importance over the period under study. In the
beginning (1950-51) dwellings, etc. (DRB) and ‘other services’ each contributed about one-
fourth of the value-added in the tertiary sector. In the end (1995-96), however, the two sub-
sectors together contributed a little more than a fourth of the value-added. The CSO estimate,
though, shows the ‘other services’ sub-sector to be a bit bigger. The reason for the disparity

between the two estimates has been discussed above.

The fastest growing sub-sector has been finance (including insurance). According to CSO
estimates the share of this sub-sector increased phenomenally from just 4.8 percent to 20.5

percent over the period. Our estimate also shows the growth to be of almost of the same order of
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magnitude - from 7.8 percent to 27.1 percent. Public Administration and Defence presents a very
interesting picture. According to CSO estimates its relative importance increased considerably -
from 9 percent to 15 percent - over the first four decades under study. Only during the last
quinquennium the share came down to 12.7 percent. However, after adjustment for the rise in
real remuneration to employees (as discussed in the last section), it seems that the ‘volume of
services’ of the sub-sector increased during he first two decades only. The rising trend stopped
there. From the mid-70’s the constant price share started declining rather rapidly and came down
from 14.7 percent in 1975-76 to 8.3 percent in 1995-96.

DIAGRAM 2
Relative Weights of Components of the Tertiary
Sector (Own Estimates)

Other
Service

VI
Tertiary Sector and Material Production

It should now be of interest to check what has been the significance of the growth of the tertiary
sector of the Indian economy on the relative weights of material and non-material production!
The material products system (MPS) divides activities into two categories - material and non-
material. NMP takes into account only the activities in the material sphere, ranging from
extraction of material resources to their processing and distribution. Thus NMP excludes a
number of activities included in NDP. The non-material sphere consists of the following
branches: Housing, commercial services and public utilities; education, culture and art; health

services, social securities and sports; science and scientific services; finance, credit and
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insurance; general government and other branches of the non-material sphere (U.N., 1971).
Services like goods transport and distributive trade are considered material services and are
included in NMP. The basic idea seems to be that services embodied in material goods are

material services and they should form part of NMP.

The classification of “finance, credit and insurance’ in the non-material sphere, however, violates
the above norm as these costs are mostly embodied in prices of material goods. Nevertheless, the
estimate of NMP is not much affected by this practice. Disregard of the services of this category
only shows the surplus originating in the production of material goods to be higher to the extent
the services formed inputs in the process. To that extent the cost of the services are indirectly
included in NMP though the particular group of services is not explicitly shown as contribution
to material production. Therefore, it is clear that compared to NDP the concept of NMP is limited

to the extent that it excludes only a part of the value added in different services.

We present in table-23 estimates of NMP for the Indian economy since 1950, We observe from
table-23 that NMP (our estimate based on CSO data), as a share of GDP (CSO estimate) at factor
cost, has somewhat increased over the period under study. The growth of the tertiary sector could
not reverse the process. In fact, if our revised estimates were made the basis for calculation of
NMP, the relative share of NMP would be a bit higher, particularly over the last two decades,
mainly due to downward revision of the contribution of PA&D. On the basis of our analysis in
the present paper, we may, therefore, conclude that the growth of the tertiary sector of the Indian
economy over the period concerned has been characterized by the rapid growth of services
connected with material production, and the cause of this growth is embedded in material
production itself. ‘Community, social and personal services’, including public administration, has

not expanded as fast so far as the volume of services in some sense is concerned. However, if we

18 The disaggregated tables of GDP as given in the Central Statistical Organisation publications have
been used to derive these estimates. Our estimates do not exactly conform to the UN guideline for
obtaining NMP from SNA data. This is because the breakdown of activities in the CSO data is not
detailed enough for the purpose. The most important source of divergence of our estimates from the U.N.
guidelines (U.N., 1971) is the inclusion of non-business-related passenger transport in NMP. Other
sources of divergence are failures to determine the proportions, for communication and financial
services, which cannot be treated as inputs to material production. The whole of these services have been
included in our estimates. Further, though the services of hotels belong to the non-material sphere, these
have been included in our estimate because of non-availability of sufficient break-up. Thus our estimates
have an upward bias compared to those one would obtain from strict observance of the U.N. guideline.
Our guess is that the extent of overestimation may range from two to four percent.
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look at the expenditure on these ‘non-material’ services, they too have expanded fast. Even then,

the expansion was not fast enough to reverse the favourable trend of relative weight of NMP.

Tabl e: 23 GDP AND NWP, at factor cost (current prices)
&P NVP nnp/ gdp GoP NVP nnp/ gdp%
1950- 90 73 81.8 | 1975- 712 587 82.5
51-52 95 78 81.8 | 76-77 765 629 82.2
52-53 94 75 80.6 | 77-78 873 725 83.0
53-54 102 83 81.1| 78-79 939 778 82.8
54-55 96 75 78.8 | 79-80 1024 846 82.6
1955- 97 76 77.8 | 1980- 1224 1022 83.5
56- 57 116 93 80.2 | 81-82 1432 1205 84.1
57-58 119 94 79.5 | 82-83 1594 1335 83.7
58-59 133 107 80.4 | 83-84 1867 1575 84.3
59- 60 139 111 79.8 | 84-85 2085 1754 84.1
1960- 153 122 79.7 | 1985- 2338 1965 84.0
61- 62 161 129 79.9 | 86-87 2600 2169 83.4
62- 63 172 136 79.1 | 87-88 2949 2458 83.3
63- 64 197 157 80.0 | 88-89 3527 2967 84.1
64- 65 230 186 81.1 | 89-90 4086 3445 84.
1965- 241 193 80.4 | 1990- 4778 4049 84.7
66- 67 274 222 81.1| 91-92 5527 4681 84.7
67-68 322 265 82.2 | 92-93 6308 5344 84.7
68- 69 339 278 82.0 | 93-94 7319 6244 85.3
69-70 373 307 82.3 | 94-95 8583 7364 85.8
1970- 397 325 81.9 | 1995- 9858 8454 85.8
71-72 422 343 81.4 | 96-97 11200 9575 85.5
72-73 465 379 81.6
73-74 570 475 83.4
74-75 670 558 83.2| "% Shows NW as percentage of
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