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ABSTRACT Unfavorable disparities have occurred in the State’s fiscal profile. In spite of commendable achievement 
in the sphere of human development, industrial growth in Kerala has been tardy. The state economy has 

been portrayed susceptible to instabilities to remittances from abroad. Recently, unemployment and rural poverty have 
been fairly high and there has been deterioration in the setup of education, and health built up over the years. The 
study scrutinizes the fading financial situation in the State to recognize the problem areas. It makes numerous sugges-
tions to perk up the revenue productivity of the tax system by rationalizing the constitution and operation of sales and 
excise taxes in the State. The paper finds that there have been some improvements in the fiscal position of Kerala in 
recent years though it continues to remain vulnerable. Besides, the State’s performance fares badly in comparison with 
the average of All States and many individual states. While fiscal conservatism and fundamentalism need to be avoid-
ed, fiscal prudence is still a desirable virtue. A worrying feature of the budgetary operations of the state is the very low 
rate of capital formation in government and the almost total reliance on borrowings for financing state’s plan outlay, 
the revenue component of which is ever on the increase at a time when the plan component of State’s expenditure 
is coming down. The participation of local bodies in the preparation of projects and plans as well as administration 
of plan funds is the first of its kind in Indian states. This augurs well for the economic prospects of the state. Continu-
ance of present trends under moderate growth, as captured in the base scenario implies a deepening fiscal crisis, even 
while the plan has to be cut down. In this backdrop, a reform package has been suggested in the report with a view to 
achieving a sustainable debt to GSDP ratio and higher growth rate.

Introduction
All the recent discussions on budgets, whether that of 
Central government or the State governments begin with 
a discussion of the trends in Gross Fiscal Deficit (GFD). The 
term ‘fiscal deficit’ had “hardly ever figured in the lexicon 
of fiscal policy in India”. But the term has come to be in-
creasingly used from the nineties. The term only indicates 
the volume of annual borrowings of the governments re-
quired to finance the combined annual expenditure on 
revenue and capital accounts. The higher fiscal deficit is 
viewed with disfavor because it has the potential to under-
mine the macroeconomic stability, trigger inflationary pres-
sures, and harden interest rates and crowding out private 
sector borrowings and investments. Besides, it threatens 
the stability and flexibility of future budgets. But, the bur-
den of public debt depends upon the direct and indirect 
returns to the budget from the investments financed by 
such borrowings. The direct returns to the budgets can 
be in the form of dividends, interest and non-tax revenue 
receipts arising from loans and the capital outlay that in-
clude the investments of the governments. The returns 
to the budgets can also be indirect in the form of higher 
taxes arising from the higher tax potential provided the 
economy grows as a result of the loans and capital outlay 
made out of the borrowings. The question whether the fis-
cal deficit will lead to instability in future budgets depends 
upon how productively the resources are utilized and how 
effective the government is in mobilizing tax and non-
tax revenue from the additional income generated from 
its expenditure. Ultimately, the apprehensions regarding 
the growing fiscal deficits arise from the doubts regard-
ing the productivity of public expenditure and the capac-
ity and willingness of the governments to garner a portion 
of the additional income generated to the budget. These 
critical issues are not getting highlighted in the current dis-
cussions on fiscal deficits in India, which are preoccupied 
with numbers. But the problem in today’s context is that 

the states have very few options in this regard as both the 
Government of India and the recent Finance Commissions 
place ceilings on fiscal deficits, revenue deficits, public 
debt and interest outgo. Any crossing of the ceiling is vis-
ited by penalties in the form of denial of grants and debt 
relief. Besides, the apprehensions regarding the growing 
fiscal deficits and their impact on the sustainability of the 
budgets or the burden of public debt are not totally mis-
placed in India and in Kerala.

This Paper attempts a review of the finances of Kerala 
state during the long period including the current finan-
cial year. The period coincides with the economic reforms 
in the country characterized by Liberalization, Privatization 
and Globalization. Privatization implies less space for gov-
ernment and less budgetary involvement, at least in pro-
duction sectors. The period was characterized by policies 
of fiscal conservatism with emphasis on containing budget 
deficits of various hues. Legislative sanction for fixing ceil-
ings on Gross Fiscal Deficit (GFD) and Revenue Deficit (RD) 
was obtained by the Fiscal Responsibility Act which was 
passed by Kerala (2003) and almost all other states. The 
period under the present study is characterized by a re-
markable turnaround in both the national and state’s econ-
omy. The state’s finances are now being examined in the 
context of changes in economy of the country as also the 
changes in national and state’s policies, particularly the fis-
cal policies during the last twenty years. 

The methodology and sources of data
This paper is focused on Kerala, but comparisons are 
made with the averages of All States and in a few cases, 
with major individual states. Therefore the paper can be 
considered to deal with the trends in state finances during 
the post reforms period. 

The sources of data are mostly the annual studies of State 
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Finances conducted by the Reserve Bank of India (RBI). 
Also rely on the budget documents of the Kerala govern-
ment, the reports of the State’s Public Expenditure Review 
Committee. 

Deficit Indicators 
Kerala had created a surplus in its capital account dur-
ing all the twenty years which implies that it had bor-
rowed more than what it had spent and/or invested and/
or loaned under capital account. All States, on the other 
hand, created a deficit in the capital accounts in the earlier 
noted three years implying that they had spent on capi-
tal works or invested or given loans to others more than 
what they had borrowed. This was made possible by the 
surpluses in the revenue accounts during the above years. 
As for Conventional Deficits (CD), Kerala had such deficits 
during ten years. Conventional surpluses during most of 
the years were created by the states including Kerala de-
spite revenue deficits, by creating surpluses in their capital 
accounts.

Table 1 gives the budgetary deficits/surpluses in the reve-
nue and capital accounts. It also gives the figures of Gross 
Fiscal Deficit, Conventional Deficit (Overall Deficit) and the 
Primary Deficit (PD).

Table 1
Budgetary Surpluses/Deficits Kerala

As may be expected, Kerala had Gross Fiscal Deficits con-
tinuously. In the revenue account, Kerala had deficits dur-
ing all the twenty years, for which comparable data from 
RBI are available for all states. The average of all States, 
on the other hand, had shown a surplus in the revenue ac-
count during three years (2006-2007 to 2008-09). Kerala 
continues to have large revenue deficits in 2011-12 and 
2012-13.

Table 2 gives the deficit indicators of the seventeen Non-
special Category states given by the RBI (RBI, 2011). The 
table shows that Kerala’s average Gross Fixed Deficit to 
Gross State Domestic Product was the fifth highest dur-
ing the three-year period 2005-08. Surprisingly, only 
Orissa, one of the most backward states had a fiscal sur-
plus. In 2008-09, Kerala’s position improved to eighth. In 
2009-10, the relative position based on the figures im-
proved dramatically to fifteenth. Revenue Deficit/GSDP 
ratios show that 13 states had surpluses during 2005-08. 
But Kerala continued to have Revenue Deficits in relation 
to GSDP which was lower only than that of West Bengal 
and Jharkhand. It was the same as that of Punjab. In 2008-
09, eleven states had revenue surpluses and one state had 
neither surplus nor deficits. Kerala’s position in revenue 

deficit continued to be high. It was the third highest after 
West Bengal and Punjab. In 2009-10, the number of sur-
plus states came down to six and Kerala’s relative position 
in RD continues to be third after, West Bengal and Gujarat. 
It may be noted however that there was a gradual reduc-
tion in the RD/GSDP ratio of Kerala unlike that of West 
Bengal which continues to show an increase. The Primary 
Deficit to GSDP ratios shows that Kerala’s Primary Deficit 
was the third highest during 2005-08. In 2008-09, Kerala’s 
position was the eighth. In 2009-10 the relative position of 
Kerala improved substantially to fifteenth .

Table 2
Deficit Indicators of Major State Governments

The burden of Liabilities of Kerala
Table 3 gives the total outstanding liabilities of Kerala and 
AS in relation to GSDP/GDP given by the RBI8 . The ta-
ble shows that the ratio of liabilities to GSDP of Kerala was 
higher than that of AS during all the years. In fact, the ra-
tio was as high as 40 percent at the end of 2003, 2004 
and 2005. Budget documents of Government of Kerala 
show fluctuating trends between 2008 and 2009. The Re-
vised Estimates for 2011-12 and the Budget Estimates for 
2012-13 suggest further decline to reach the targets of the 
13FC or even go below them.

Table 3, the Finance Commission wants the debt to 
GDP ratio reduced progressively to 29.8 percent by 
2014-15.

Year Kerala

2010 32.3

2011 29.8

2012* 28.6

2013# 26.8

Table 4 given below presents the debt indicators of major 
state governments given by the RBI (2011). In the average 
ratio of Debt to GSDP during 2005-08, Kerala’s position 
was ninth highest among seventeen states. In 2008-09, 
Kerala’s relative position improved to seventh. In 2009-10, 
the position improved further, though marginally. As may 
be seen from Table 3, the Finance Commission wants the 
debt to GDP ratio reduced progressively to 29.8 percent 
by 2014-15
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Table 4
Debt Indicators of Major State Governments
 

 

State

 

2005-08 

 

2008-09

(Percent)

2009-10
Debt/GSDP Debt/GSDP Debt/GSDP

Andhra Pradesh 33.6 29.2 30.1
Bihar 51.8 39.1 39.7
Chhattisgarh 23.9 15.8 15.2

Goa 38.5 36.2 35.5

Gujarat 35.4 32.6 32.1
Haryana 22.5 18.3 19.0
Jharkhand 30.6 31.7 33.6

Karnataka 27.1 24.1 24.3

Kerala 37.1 35.3 34.3

Madhya Pradesh 40.5 35.2 34.4

Maharashtra 30.8 26.9 25.1

Orissa 46 32.9 30.6

Punjab 43.2 37.1 35.2

Rajasthan 48.2 41.8 41.1

Tamil Nadu 25.4 25.4 25.5

Uttar Pradesh 54.0 46.8 43.5

West Bengal 47.1 42.5 42.8

All States 28.9 26.3 25.0
Source: RBI, State Finances 2010-11
Liquidity Management
The Conventional Deficits noted earlier were financed by 
drawing from the cash balance and cash balance invest-
ment accounts and by resort to Ways and Means Advances 
and Overdrafts from the Reserve Bank of India. Despite the 
fiscal deficit and the revenue deficit, the recourse to Ways 
and Means Advances from the Reserve Bank of India had 
been coming down from 2004-05. It was particularly low 
during the last three years. In 2010-11, it was nil for Kerala. 
But for 2011-12 and for 2012-13 it shows steep increases 
in the Ways and Means Advances taken from the RBI. Re-
course to Overdrafts as indicated by the number of days 
also has come down from 2004-05. During the last three 
years, there was no occasion for resorting to overdrafts 
from RBI by Kerala and AS. Surprisingly, in spite of the 
chronic deficit, both Kerala and all states were maintain-
ing increasingly large cash balances. In 2009-10, the total 
cash reserves of Kerala were more than one-tenth of its 
total revenue expenditure. Maintaining huge cash reserves 
out of borrowed resources are adversely commented upon 
by both the RBI (2011) and the 13th Finance Commission. 
Apart from the improved macroeconomic situation which 
had positive implications for State finances, the accumu-
lation of large surplus cash balances indicates that some 
States tend to borrow more than their Fiscal Deficit. Gov-
ernment of Kerala had indulged in this practice in 5 years 
of the present decade. Taking note of this situation, the 
Thirteenth finance commission has highlighted that while 
States require some cushion for smoothening expenditure 
at the implementation level, the accumulation of cash be-
yond a level reflects inefficiency, leading to an avoidable 
interest burden.

Capital Formation through the State Budget
Table 5 gives the ratio of Capital Outlay, Loans and 
Advances by state governments and Revenue Ex-
penditure to GSDP/GDP. The Capital Outlay com-
prises of direct expenditure on capital projects by 

the state government as also investments made by 
them in public sector undertakings, joint ventures, 
and cooperatives and in a few cases private sector 
companies. In popular perception and in media dis-
cussions, Capital Outlay and the loans made by the 
State government contributes to more growth and 
consequently more revenue generation than the 
revenue expenditure as the former adds to the cap-
ital formation in the state in the government sector 
10.

Uses of Borrowings

The table shows that the Capital Outlay to GSDP ratio was 
very low not only in Kerala but also AS. The ratio of Kerala 
was always less than that of all states except in 1996-97 
when it was just equal. The ratio was just above one per-
cent up to 1998-99. It was the lowest at 0.6 percent from 
2004-05 to 2006-07. It was less than one percent since 
then till 2010-11. 2011-12 and 2012-13 show marginal in-
creases. Even if we add Loans and Advances given by the

State governments under Capital account to Capital Out-
lay, we see the same trend. As seen earlier, it is sometimes 
argued that Kerala’s Capital Outlay is much more than 
what is reflected in the budget as a large component of 
transfer of plan funds to local governments goes for capi-
tal expenditure.

Table 6 presents the disaggregated picture of capital for-
mation from the budget of the State government. The ta-
ble shows that construction accounts for an overwhelming 
share of capital formation (84 percent to 93 percent). Only 
the rest of the capital formation is on account of machin-
ery and other equipments.

Table 6
Capital formation from state budgets
                                                   (percent)

2007-08 87.66 12.32 0.02 100.00

2008-09 86.86 12.90 0.25 100.00

2009-10 92.64 7.08 0.28 100.00

2010-11 92.61 7.11 0.27 100.00

Source: Capital Formation-Budget in Brief
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State Fiscal scenario
The fiscal scenario appears to emit mixed signals. One un-
favorable factor for the states’ revenue is the lower growth 
rate of Gross Domestic Product of the country, expected 
due to many reasons. This can lead to lower growth in 
Central government’s tax revenue. If this happens, the 
state will lose revenue by getting lower amount as share 
in Central taxes. The State Budget for 2012-13 shows a 
reduction of Rs.187 crores in the share of Central taxes in 
2011-12. The reduction for the current year is expected to 
be Rs.21 crores Kerala economy however has been grow-
ing at a pace faster than the national economy (Ahluwalia, 
2011). In fact, the growth rate of the state was the high-
est among states in India during the 1993-2009 periods. It 
is possible that Kerala may not be affected by the decel-
eration of the economy to the same extent as the national 
economy. There are indications that factors like deprecia-
tion of the rupee may help the state to attract large funds 
from the nonresident Kerala (NRKs) and from its exports. 
This expectation is based on the assumption that the West 
Asia to which the majority of the Non Resident Keralites 
(NRKs) have gone may not be affected to the same ex-
tent as the Western World. As noted earlier, even dur-
ing the recession in the country in 2008-09 and 2009-10, 
Kerala economy continued to grow. The growth rate was 
the 2nd highest among the States after Goa. If the current 
economic growth trends persist in the State, it can lead to 
higher revenue from state’s own taxes. There seems to be 
yet another factor favorable for the growth of state’s rev-
enue. It is expected that the proposed Goods and Service 
Tax (GST) would introduce buoyancy in revenue, both by 
widening the tax base and by stimulating economic growth 
due to lower compliance cost and lower effective tax rates 
on a wider base according to the Reserve Bank of In-
dia (RBI, State Finances, 2009-10). It is expected that the 
“Goods and Service Tax dispensation would be better for 
Kerala as the state is a consuming state with most of the 
imports coming from outside. Besides, the share of service 
sector in Kerala’s GSDP is one of the highest among the 
states. 

Different options for the state 
Ultimately, if the competing demands on the state’s reve-
nue, some of which are quite legitimate, but many others 
only responding to the ever growing aspirations of people 
fuelled by diverse interest groups well entrenched in the 
system, and backed by competing populist politics are to 
be met, there is a need for further expanding the fiscal 
space of the state government. It appears that the scope 
for widening space by a State in India is getting increas-

ingly limited. The option for containing deficits by increas-
ing the tax rates and widening the tax base is getting lim-
ited for both the Central and State Governments in view of 
the need, allegedly so, for falling in line with the tax rates 
of other competing countries in the era of globalization. 
An individual state’s autonomy in a federal state in fixing 
its own rates on its own tax base, limited as it is under In-
dian federal constitution, is getting further limited in view 
of the increasing uniformity stipulated by the Central Gov-
ernment especially with regard to Value Added Tax (VAT) 
and the proposed GST. Everything however is not lost. 
The space can still be widened by a state in a number of 
ways such as strengthening tax administration, mobilizing 
non tax revenue, cutting down low priority expenditure, 
implementing expenditure programmes efficiently and at-
tracting larger transfers from the Central Government. An 
examination whether and to what extent there is scope for 
increasing the revenue and reducing the expenditure does 
not fall within the purview of this study. A large number 
of reports had in the past examined how the resources of 
the state can be augmented or expenditure reduced. In 
the current context, there is scope for mobilization of ad-
ditional tax and non tax revenues as the State economy 
has been growing very fast. The current year’s budget 
estimates an in GSDP (at current prices) at a hefty rate 
of 19.7%. It may also be noted that Kerala today stands 
at the very top of Indian States in terms of per capita in-
come and household consumer expenditure. The Finance 
Minister has made some effort in the right direction in 
the current year’s Budget (2012-13) to mobilize additional 
resources of Rs.1512 crores. However laudable this effort 
may be, this ‘a scratch here and a fiddle there’ approach 
may not be good enough if we are to reach the current 
Budget’s ambitious goal of “leading Kerala to the Highway 
of development integrating it with global economy is to 
be achieved”. 

Conclusion
The fiscal situation of the State calls for radical and com-
prehensive reforms and a bold statesman like initiatives. 
The implementation of reforms in tax system, mobilization 
of

Non-tax revenue and expenditure management howev-
er are bound to be met with stout resistance, given the 
state’s fractured polity, competitive and populist politics 
and organized and articulate interest groups which are 
now bold enough to take their demands to the streets. 
But there are also structural rigidities inbuilt into the state’s 
finances by the Kerala’s unique model of development 
heavily emphasizing social sector development and the 
conflicts in development priorities between the Central 
and the State Governments arising from the higher levels 
of social development of the State. The state’s maneuver-
ability with regard to its budgetary operations is getting 
further limited by the increasing conditionalities of Union 
Finance Commissions and the proliferation of Centrally 
Sponsored Schemes. Thus the task of finance management 
in Kerala is an unenviable one, to steer the State between 
the rock of domestic political compulsions and the hard 
surface of the much needed fiscal prudence, not neces-
sarily fiscal conservatism often bordering ‘fiscal fundamen-
talism’ of the Union Government and the recent Finance 
Commissions.
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