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CHAPTER - 1
AN OVERVIEW

National Economy

The national economy continued to show
signs of good performance during the vyear.
Though at the beginning of the financial year
inflation threatened to assume serious proportions
it has been stabilized and is showing a declining
trend reaching 5.42 per cent as on 15th January
2005. The Sensex, which slipped in the post-
election reaction, is now very vibrant reaching
6419.09 (as on 28.1.2005) and showing signs of
continuing at a higher level.

1.2 In 2003-04 the Indian economy recorded
an impressive growth of 8.1 % mainly led by an
unusual 9.1% growth in agriculture which
recovered from a bad drought in the previous
years. Industry and Service sectors also grew by
6.7% and 8.7% respectively.

1.3 The trend is continuing in the current year
also with the real GDP growing by 7.4% in the
first quarter compared to 5.3% in the same period
last year. Significantly all three sectors viz.,
agriculture, industry and services recorded higher
growth of 3.4%, 6.8% and 9.5% compared to the
respective growth rates of 0.1%, 6.0% and 7.4%
in the corresponding quarter of the previous year.

14 Though there was a shortage of about
13% in the Southwest monsoon for the country
as a whole, reducing growth of agriculture to
negative 0.8%, more than normal post-monsoon
rains in October and good North East monsoons
could enable agriculture to record reasonable
growth. But foodgrain production is predicted to
fall by 8.5% to 194 million tonnes.

1.5 The foodstocks of Government, which
determine both comfort and safety levels in
possible bad times, are above 20 million tonnes;
i.e., more than 10% higher than the buffer stock
norm of 18.1 million tonnes. Lower stocks than in
recent years have contributed to reduction in the
carrying costs of food grains, which works out to
nearly one-fifth of the food subsidy (and the high
production has ensured the revival of the
foodgrains market).

1.6 In the industrial sector, it is significant to
note that capital goods sector has grown by 14.5%
in the first two quarters and electricity by 7.7%
during the same period compared to respective
figures of 10.0% and 3.0% during the same period
last year.

1.7 Macro-economic indicators are by and
large positive. The foreign exchange reserves
have touched 131.18 billion dollars. The Indian
rupee is stable and strong against the dollar. In
the balance of payment estimates both the current
and capital accounts recorded surpluses of $ 1.9
billion and $ 5.6 billion respectively during the first
quarter.

1.8 In the third quarter of the year there have
been two shocks due to the spurt in petroleum
prices and the havoc caused by the Tsunami
disaster. But going by indicators, the country
seems to have absorbed the shocks quite well
without basically upsetting the economy.

1.9 In public finance the revenue deficit was
proportionately more than the previous year.
However the fiscal deficit was less. The gross
tax revenue increased by nearly Rs.18, 500 crore
and non-tax revenue practically had no change
during the first six months.

1.10 A significant feature indicative of the
fiscal confidence is the bold decision to introduce
VAT from 1-4-2005, which marks the most
fundamental tax reform in independent India.

Developments in Kerala’s Economy.

1.11  The most noteworthy aspect of Kerala’s
economy in the last decade is the change for better
in the growth scenario. In the 1970’s Kerala’s
economy grew at 2.27 %, which further slipped
toalow 1.16 % in the 1980’s. However, it picked
up significantly in the 1990’s, and in the last decade
and a half it has grown at an average of around
5.8 % which is very close to that of the growth of
the national economy. It would appear that the
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policy of equitable human development followed
by the State did yield positive results albeit with a
lag. At the same time it is to be noted that a new
level of human development is needed by the State
focusing on quality and relevance so that it can
translate immediately into jobs and wealth in a
fast changing national and global economy.
Otherwise there is danger of slippages in the
future. Already there is a growing mismatch
between the skills and knowledge levels of the
products and education and those demanded by
the new industry and emerging economy.

1.12  The rates of growth of different sectors
of the economy in the last four years are given
below:

Kerala Economy: Sectoral Growth Rates

(per cent)
Year Sectors

Primary | Secondary | Tertiary | Overall
2001-02 -0.06 -0.84 2.84 [.50
2002-03 (p) 1.47 5.81 8.55 6.03
2003-04 (q) -2.01 6.02 3.88 6.31
2004-05(a) -2.88 5.56 8.76 6.15
p-Provisional Estimate q-Quick Estimate a-Advance Estimate
1.13  The structural transformation of the

Kerala economy has been continuing on the same
trend heavily biased in favour of the service sector
for quite some time now. The agriculture sector
whose contribution to the economy was 18.17 %
in 2002-03 has come down further to 16.74 % in
2003-04.

1.14  The State income (NDP) at constant
prices (1993-94) is estimated at Rs.39,73,699
crore in 2003-04 (Rs. 78,93,313 crore at cwrrent
prices). As per the latest figures the per capita
income at constant prices (1993-94) has increased
from Rs. 11,389 in 2002-03 to Rs.12,109 in 2003-
04 recording 6.32 % growth. This compares well
with the per capita income at the national level
which is Rs. 11,684 for 2003-04.

Agriculture

1.15  The agriculture economy of the State,
which is heavily dependent on cash crops
continued to improve with the pick up in prices of
cash crops especially rubber and coconut. The
comparative prices of major cash crops in the last

= AN OVERVIEW )

three years are given below:

(in Rupees)

Crops 200203 | 2003-04 | 2004-05*
Coconut (1000 Nos) | 4756.00 | 582730 | 5982.27
Rubber (Qtl.) 3919.00 | 5040.00 | 5992.00
Pepper (OQtl) 7692.17 | 6802.46 | 6903.20
Tea (Kg) 4721 45.78 44.05
Coffee 28.12 32.29 32.39
Cardamom 561.13 361.02 356.90

* first quarter

1.16  Thus the price situation has been good
for the farmers, though pepper, tea and cardamom
fetched price less than what prevailed
in2002-03.

1.17  Diversification of agriculture and
introduction of new high value crops have been
happening more due to the initiative of progressive
farmers. This needs to be accelerated through
the intervention of Krishibhavans, which now have
sufficient flexibility in preparing local level plans
for the Village Panchayats, according to the local
need and potential. The extension work needs to
be backed by appropriate research regarding
multiple cropping in homesteads.

1.18  An Agri Export Zone (AEZ) covering
nine districts for the export of vegetables, banana
and pineapple has been established. Project report
has been prepared for establishing three more Agri
Export Zones for spices, flowers and medicinal
plants for which Government of India’s financial
support sought. AEZ is expected to help Kerala’s
agriculture reposition itself in the new trade
regime.

1.19  Kissan Kerala, an innovative joint project
implemented by IIITMK and the Department of
Agriculture applying the Information
Communication Technologies has been initiated
to disseminate information of regional relevance
in agriculture and allied sectors including market
information.

1.20  Aremarkable development in the last two
years, which is now gathering momentum, is lease
land farming by Neighbourhood Groups of women
below poverty line under Kudumbashree. In a State
with small homesteads and a large number of
absentee landowners having other occupations,
this has come as a big boon benefiting the landless
poor as well as the small landowner. What is
needed is that the semi-formal system should be
given credit as well as technology support without
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attempting to construct rigid legal systems
around it.

1.21  The livestock economy shows no signs
of improvement mainly due to the cost
disadvantages vis-a-vis neighbouring States. Milk
production declined in 2003-04 by 3.09 lakh tonnes
or 12.76% to 21.11 lakh tonnes in 2003-04 from
the figure of 24.20 lakh tonnes of the previous
year. Egg production declined by 5.2% in 2003-
04, to 1277 million from the previous year’s figure
of 1347 million. Only in the production of poultry
meet was there an increase.

1.22  NDDB has signed an MOU with the
State to implement an animal disease control
project at a cost of Rs.34.18 crore over a period
of five years. A massive vaccination programme
against Foot and Mouth disease has been taken
up. This addresses the important quality
dimensions in Animal Husbandry activities in the
State

1.23  But some interesting experiments Jike
spreading the Malabari Goat stock and introducing
Boer Goat stock bears some promise. Also linking
animal husbandry activities to the micro enterprise
initiatives of Kudumbashree could achieve some
positive results.

1.24  Marine fish production had only a
marginal increase of 5000 tonnes from the figure
of 6.03 lakh tonnes in 2002-03. However inland
fisheries increased by 4000 tonnes over the 2002-
(03 catch of 75,000 lakh tonnes. What seems
appropriate to Kerala is conservation and
upgradation of resources in the marine sector
while promoting reservoir and other inland
fisheries and even ornamental fisheries. Also as
export of fish gives significant income to the State,
adherence to international quality standards is
becoming a priority policy item.

Water

1.25  Fortunately the drought of 2003-04 was
relieved to a great extent by the improved rainfall
in both the south-west monsoon and the north-
east monsoon in 2004, This has not only assisted
in reviving the agricultural economy but has filled
up the electricity producing reservoirs of hydro-
electric projects with the result the Kerala State
Electricity Board is expected to save considerable
amounts through reduced purchase of high cost
thermal power.

( AN OVERVIEW)

Industry

126  After 2001-02 industrial growth has
shown a marginal decline. During 2002-03 the
decline was 1.07% and in 2003-04 it was 0.68%.

1.27  The traditional industries continue to be
in a bad shape especially coir and cashew.
However, the silver lining is that after a long time
viable projects are emerging in these areas.
Already major projects have been sanctioned by
Government of India for coir (Rs.56.8 crore) and
handloom (Rs.15.76 crore). Efforts are needed
to reposition the traditional industries linking with
the tourism industry as well as with global
preference for eco-friendly and ethnic products.

128  Information Technology, which took a
long time to strike root in the State, now can be
said to have reached the blooming stage. It has
attracted an investment of Rs 907 crore during
2003-04 and is estimated to have generated 7300
jobs. The recent success of Info Park at Kochi
and the prospective Smart City again in Kochi as
a tie up with Dubai Company signify the coming
of age of IT in the State. Also the expansion of
the pioneering e-literacy project Asraya to seven
more districts is a significant achievement.
However e-governance initiatives are yet to yield
final results as also e-education initiatives, though
many of them have been under implementation
for some years now.

1.29  Recently Special Economic Zone status
has been given to the Electronic Park at Kochi
and Food Processing Park at Malappuram. The
declaration in this year’s Trade Policy, of Kannur
(for Handloom) and Aroor (for marine products)
as towns of export excellence is expected to
improve the growth and performance of these
towns in their niche industries.

130 The most significant achievement in the
industrial sector is the fact that Kerala is now be
regarded as a viable investment destination thus
erasing the negative perception which had driven
away investment from the State for more than
three decades. In this context the decision of
BMW to identify Kochi as a probable location of
its factory in India is of significance, symbolic now,
but catalytic, once the final decision is made.
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Tourism

1.31 In 2003 the State saw an increase of
26.68 % in the arrival of foreign tourists; during
the same period the inflow of domestic tourists
also went up by 5.4%. It is calculated that tourism
has generated § lakh jobs directly and indirectly
in the State.

1.32  The focus of tourism is now rightly
shifting to quality, which implies that unfair
practices and environmentally harmful activities
need to be controlled while packaging new
products of cultural and nature tourism

Infrastructure.

1.33  The decision of Government of India to
set up the International Container Transshipment
Terminal at Vallarpadam and LNG Terminal at
Puthu Vypeen has given a boost to job generating
and value adding infrastructure in the State. At
the same time it has created certain challenges
as well. The State needs to plan out the
concomitant infrastructure in the Kochi region to
get the best value out of these investments as
also the industrial corridors that can be developed
once the gas supply is available,

1.34  Urban infrastructure will be benefited
considerably through the ADB supported Kerala
State Urban Development Project to be
implemented in the five cities of Kerala from the
next year. The recent spurt in infrastructure
creation, as part of the Capital City development
programme is significant and needs to be
developed into a regional development strategy,
with appropriate reforms and innovative financing.

1.35 The State’s own effort to create
international quality infrastructure by setting up a
Transshipment hub at Vizhinjam also is nearing
fruition. This will be a path breaking one in terms
of public-private partnership, which needed a
push, in view of the fact that in spite of much
potential, public-private partnership has not
happened in infrastructure creation but for the
Mattancherry Bridge.

136 The public utilities of KSEB and KWA
continue to be in difficulties though KSEB shows
clear signs of improvement. Reforms in K WA are
long over due and at least in the case of rural

water supply the proposed MOU with
Government of India could improve matters.

Health and Education.

1.37  The State is still grappling with quality
issues and second generation problems. In the
matter of health, lifestyle diseases and problems
like ageing are new challenges which the public
system is not able at present to cope with. The
proposed Health Systems Project with World
Bank support could be of great use in addressing
these issues.

1.38  1In the case of education, introduction of
new subjects and restructuring of curricula have
both been very slow. ‘Defreezing’ the education
system and the technical and vocational training
systems 1s overdue and has to be done urgently
to keep up the State’s gains in Human
Development.

Poverty Reduction

1.39  Kudumbashree is the flagship programme
of poverty reduction which has become a national
best practice by providing nearly 2,34,756 self-
employment opportunities to women below
poverty line. Kudumbashree has succeeded in
making a significant dent on poverty in the State.
The Community Based Social Security programme
for the absolutely poor called ‘Asraya’, which was
piloted last year, has again developed into a very
viable model. So much so, it is to be extended all
over the State in two years. With the introduction
of community based monitoring of poverty through
the NHG network of Kudumbashree the quality
of implementation of anti-poverty programmes is
expected to improve considerably, resulting in
better targeting of benefits and higher utilization
of assistance.

140  Though reasonably balanced
development has taken place in all parts of the
State, there are still pockets — mostly inhabited
by scheduled castes, scheduled tribes and
workers of traditional industries — where poverty
is concentrated, incomes are low and housing and
services are also poor. Special attention needs to
be given to such ‘pockets’ both by the State
Government agency and the concerned local
Governments.
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Employment

141 Though employment through micro
enterprises is on the increase, formal sector
employment has not improved in the State. The
rate of unemployment is 20.97 %. Even the
prospects of employment outside would not
continue as before unless the State is able to
achieve a fundamental shift in the nature of
education it imparts. Employability needs to be
increased, to start with through last mile training
for the already ‘qualified” people to bridge the
gap between their knowledge and the knowledge
required in the job market, followed by realigning
the preferential education sector with the
requirements of the modern job market.

Institutional Finance,

1.42  After a long period of stagnation bank
finance has started improving. The CD ratio
reached 56.0 as of September 2004 which is more
than 10 percentage points above the level achieved
two years ago. Happily credit flow to agriculture
is also on the increase; but most of the credit is
for short-term operations and not for capital
investment. This is a cause for concern.

State Finances

\ AN OVERVIEW)

fiscal reform introduced in 2002 — cutting down
unnecessary expenditure and increasing revenue
mobilization to raise resources for pro-poor
development - are all the more relevant now.
Unless these principles are meticulously applied
to every fiscal decision the danger of sliding back
to the anarchic situation of 2001 is very real.

Decentralisation

1.45  With the implementation of the
recommendations of the Second Finance
Commission resource flow to local governments
has increased considerably especially to take care
of critical maintenance requirements. Now the
other accepted recommendations of the Finance
Commissions need to be operationalized so that
the financial base of local governments is
considerably strengthened. The institutionalization
efforts are continuing even though very slowly.
They need to be speeded up so that by the time
the newly elected local governments assume
office in early October 2005 new systems and
procedures would be in place.

Governance

1.46 The Modernizing Government
Programme has taken up an important initiative
to improve Service Delivery in public institutions

1.43  The picture of State finances is given
below: ] like hospitals, schools, anganwadis, police stations,
(Amount in Rs. Crore) public offices and so on. The pilot Service Delivery
Year Revenue Deficit Fiscal Deficit project is being implemented in
Amount | % of GSDP | Amount | % of GSDP | 2605 institutions, which are of
2000-01 3147.06 | 4.51 3877.80 | 5.56 direct benefit to the ordinary
2001-02 2605.64 | 3.28 3269.40 |4.12 citizen especially the poor. [fthe
2002-03 4118.66 | 4.53 4990.04 | 5.49 public institutions are not
2003-04 3680.30 3.59 5539.05 5.41 conditioned to respond to the
needs of the people it would lead
144  The State’s debt as on 31.3.2004 is 1o a serious democratic deficit affecting the

Rs.37452.21 crore. Though on the face of it the
figures do not appear impressive, a lot of cleaning
up has been done and discipline brought into the
governmental system. The basic principles of

credibility of public institutions. In this context the
Citizen’s Charter initiative and the simplification
of procedure in matters of interface with the
citizen are of special relevance.
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CHAPTER - 2

STATE FINANCES

All States: Trend

The fiscal position of the State Governments in
India, as indicated by the key deficit indicators.
has been under severe stress, especially from the
mid 1990’s. The GFD/GDP ratio of all States,
which was 2.6 per cent in 1995-96 went up to 4.7
per cent in 2002-03 and revenue deficit, which
was 0.7 per in 1995-96 cent went up to 2.5 per
cent (Table 2.1) in 2003-04.

2.2 1997-98 was the year that many State
Governments desire to forget. It was the year of
the onset of the fiscal crisis. Unable to withstand
the fiscal shock many States embarked on the
reform but none has yet fully recovered. While
all the State governments accepted the

recommendations of the Eleventh Finance
Commission and formulated a Medium Term
Fiscal Reform Programme, the question now
looms large as to when the stated targets will be
achieved.

2.3 The weaknesses in the finances of State
governments have arisen in some cases because
of adverse reaction from the financial markets in
the widening spreads and under- subscription to
market loans,

2.4 Growing interest burden, increasing liabilities
on salary and pension, rising administrative cost,
mounting losses in public sector undertakings,
poorly targeted subsidies, inappropriate and

Table 2.1
Key Fiscal Deficits Of All States
{Rs. crore)

Year Gross Fiscal Deficit (GFD) | Revenue Deficit Primary Deficit
1995-96 31426 8201 9494

(2.6) (0.7) (0.8)
1996-97 37251 16114 11675

(2.7) (1.2) (0.9)
1997-98 44200 16333 14087

(2.9) (1.1) (0.91
1998-99 74254 43642 38381

(4.2) (2.5) (2.2)
1999-00 91480 53797 46309

(4.7) (2.7) (2.4)
2000-01 895 32 53569 37830

(4.3) (2.5) (1.8)
2001-02 95994 59188 33488

(4.2) (2.6) (1.5)
2002-03 102123 55111 31981

4.1) (2.2) (1.3)
2003-04 141010 72126 57042
RE (5.1) (2.6) 2.1)

e Figures in brackets are percentages to GDP at current market prices.
Source: State Finances, A study of Budget, 2004-05, RBI, December 2004.
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inadequate user charges, declining Central
transfers coupled with inadequate buoyancy in
revenue receipts are the major problems
confronted by the States.

e

management.

.

In recent years there have been some instances of under subscription to the
State government issues despite easy liquidity conditions. This inadequate response
on the part of the market participants once again underlined the need for prudent
fiscal management at the state level to ensure completion of the approved borrowings
of the State government. In this context the persistence of large aggregate borrowings
of the Central and the State government continues to be a matter of concern in terms
of its possible adverse impact on the desired acceleration in growth that is consistent
with stability and also from the point of view of ensuring efficient monetary and debt

Source :Mid-Term Review of Annual Monetary and Credit Policy, 2004-05. RBI

{ STATE FINANCES

J/

2.5 To arrest the above trends many State
Governments initiated measures for revenue
augmentation, containment of non-essential
expenditures. enactment of Fiscal Responsibility
and Budget Management legislation. Public Sector
Reforms etc. Though the combined fiscal position
of the State showed some improvement in 2001-
02 and 2002-03, it turmed out to be transitory.
The GFD of all States declined from 4.7 per cent
of GDP in 1999-00 to 4.1 per cent of GDP in
2002-03 and the revenue deficit declined from 2.7
per cent of GDP in 1999-00 to 2.2 per cent of
GDP in 2002-03. However, it got reversed in
2003-04. As per the revised estimate for 2003-
04, the GFD/GDP ratio is estimated to increase
to 5.1 percent from 4.2 per centin 2001-02. The
bottom line is the fact that reform measures
initiated by the States could not be sustained and

therefore the fiscal deficits remain challenging.

KERALA

Overall fiscal position

2.6 The fiscal position of Kerala has to be viewed
against the backdrop of fiscal position of all States.
In 2003-04 the over all fiscal health of the State
showed some improvement as is evident from the
level of relevant fiscal indicators given in Tables-
2.2 and 2.3. The revenue deficit came down from
4118.66 crore (4.53 per cent of GSDP) in 2002-
03 to Rs 3680 crore (3.59 per cent of GSDP) in
2003-04. The Gross Fiscal Deficit as a percentage
of GSDP also came down from 5.49% in 2002-
03 to 5.41% in 2003-04. Primary deficits also
witnessed similar trend. The GFD could have
been much lower had it not been for Securitization
of KSEB’s dues to central power utilities.

“It is ironic that higher and higher deficits over time have not resulted in increasing the
Government’s ability to spend where higher expenditure is required, for example, in the
maintenance or expansion of public services. Most of the Government expenditure is
now committed to servicing past debt or meeting salary and other past commitments.
We now have a high fiscal deficit without fiscal empowerment. A wholesale change in
the Government’s fiscal policy and making it more responsive to changing requirements
are now essential”.
Sri. Bimal Jalan, former Governor, Reserve Bank of India

Source: India State Fiscal Reforms in India. Progress and Prospects. Nov.10, 2004-
Document of the World Bank

\. J
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However a significantly large proportion of
borrowed funds are being utilized for the current
Tevenue expenditure rather than the capital
expenditure. The increasing gross fiscal deficit in
absolute terms year on year has led to a steady
accumulation of debt over the years.

2.7 Balance from the current revenue is showing
a secular deterioration, reflecting the widening gap
between the revenue receipts and the revenue
expenditure. Share of capital outlay on capital
receipts, return on investment ratio and asset-
liability ratio are also showing a diminishing trend.
This trend can be reversed only if fundamental

changes are brought about in thé structure of the
State’s finances.

Pattern of Revenue Receipts
2.8 The revenue receipts of State Government:

are from two sources-(i) State’s own revenue and
(ii) Central transfers. State’s own revenue
comprise of State’s own tax revenue and State’s
own non-tax revenue. Central transfers comprise
of State’s share of union taxes and grant -in-aid
and other receipts from Central Government for
plan and non plan.

2.9 The revenue receipts of the State in 2003-04
increased by Rs.720 crore (11.7 per cent) as
against the increase of Rs.1379.13 crore (17.5
per cent) in 2002-03 (Table-2.4).

2.10 During the period 1995-96 to 2002-03 the
revenue receipts in the State increased by an
annual average growth rate of 10.2 per cent. The
component-wise growth rates during this period
are: 11.8 per cent by own tax revenue, 4.5 per
cent by own non tax revenue and 8.8 per cent by

Table-2.2
Major Deficit Indicators
. (Rs.crore)
Year Revenue Deficit Fiscal Deficit Primary Deficit
Amount % to Amount | % to GSDP | Amount % to
GSDP GSDP
1995-96 4{)2.82 1.04 1302.66 3.36 378.5 0.98
1996-97 (43.03 1.45 1542.48 3.47 439.07 0.99
1997-98 1122.9 2.27 2413.85 4.88 1127.76 2.28
1998-99 2029.96 3.61 3012.2 5.36 1565.94 2.78
1999-00 3624.21 5.80 4534.56 7.25 2582.29 4.13
2000-01 3147.06 4.51 3877.8 5.56 1620.2 2.32
2001-02 2605.64 3.28 3269.4 4.12 779.93 |- 0.98
2002-03 4118.66 4.53 4990.04 5.49 2043.20 2.25
2003-04 3680.30 3.59 5539.05 |5.41 2210.75  |2.16
Source: Finance Department, Govt. of Kerala
Table. 2.3
Financial Indicators for Government of Kerala
Particulars 1998-99  [1999-00 |2000-01 |2001-02 2002-03
Balance of current -437 -2069 -1704 -1660 -1811
Revenue (BCR)
(Rs Crore) _
Interest Ratio * 0.19 0.24 10.26 0.27 0.28
Capital Outlay/ 0.24 0.14 0.17 0.16 0.15
Capital receipts
Return of Investment 0.004 0.006 0.006 0.003 *0.005
ratio
Outstanding Guarantees/ |0.71 1.00 1.09 1.30 1.19
Rev.Receipt
Assets/Liabilities 0.61 352 0.47 0.44 0.4
Source: Finance Department, Govt.of Kerala
3 3 I o
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Central transfer to the States. The worrisome
feature is that growth rate of revenue receipts in
the State is far behind that of revenue expenditure
which was as high as 14.7 per cent during the
same period and is one of the major reasons for
the fiscal instability of the State.

State’s Own Tax Revenue

2.11  State’s own tax revenue in 2003-04
witnessed a moderate growth of 9.86 per cent as
against the growth of 23.3 per cent in 2002-03
(Table. 2.5). The total own tax realised during
2003-04 was Rs.8022.27 crore, out of which,
Rs.5991.43 crore (74.08 per cent) was by way
of sales tax and Rs.655 crore (8.1 per cent) by
way of State excise duties. During the year, all
the major sources of own tax revenue witnessed
improvement in tax realisation. When sales tax
increased by 12.12 per cent over the previous
year, fees on stamps and registration increased
by 12.96 per cent and motor vehicle tax increased
by 14.03 per cent. Since, only 50 per cent of the
State’s revenue expenditure can be met normally
with the State’s own revenue, more effective ways
of tapping the tax revenue have to be explored ,
otherwise, the State will be constrained to continue
borrowings to meet the revenue expenditure .
Since sales tax is the most predominant source of
revenue of the State, maximum effort is to be
taken to tap the full potential of this vital source

{ STATE INANCES

of revenue( or its successor, the VAT). The annual
average growth raies of Staie’s own tax revenue
during the period from 1995-96 to 2002-03 were
13.1 per cent for sales tax, 7.1 per cent for fees

on stamps and registration and 12.8 per cent for
motor vehicle tax.

State’s Own Non-tax Revenue

2.12 State’s own non-tax revenue constitutes,
on an average, only about 9-10 per cent of State’s
own revenue. In 2003-04, the non-tax mobilization
moderately increased by Rs.125 crore (18.3 per
cent). from Rs. 681.26 crore in 2002-03 to
Rs.806.98 crore in 2003-04( Table-2.6). The
component-wise revenues are shown in the
Table. The major component of the non-tax
revenue is the revenue from the forests and it
constitutes about 20 to 30 per cent of the total
non-tax revenue in the State. The annual average
growth rate of revenue from forests for the period
from 1995-96 to 2002-03 is 0.7 per cent only and
further wide fluctuations are witnessed in the
year wise revenue. A significant point noted is
that the gap between the non- tax revenue
realisation and the investment by Government is
progressively widening in the State. This aspect
needs to be looked into in the larger interests of
the State’s fiscal stability and rational measures
have to be taken for augmentation of non tax
revenue to a desired level. Pricing of services

Table-2.4
Revenue Receipt

{Rs.in crore)

Year State’s Own Revenue Share of Total | Annual
State's Own | State’s Total Central Revenue Growth
Tax Own Non 2+3) Taxes and (4+5) Rate
Revenue Tax Grants
Revenue
1 2 3 4 5 6 7
1995-96 3382.68 535.49 3918.17 | 1505.39 5423.56
1996-97 3898.5 513.8 4412.3 1732.78 6145.08 13.3
1997-08 4501.65 552.11 5053.16 | 2065.06 7118.22 15.8
| 1998-99 4649.56 557.66 5207.22 | 1990.90 7198.12 1.1
‘ 1999-00 5193.5 530.71 572421 | 2217.53 7941.75 10.3
2000-01 5870.26 659.09 6529.35 | 2201.51 8730.86 9.9
2001-02 5923.42 543,38 6466.8 2589.59 9056.39 3.7
2002-03 7302.55 681.26 7983.81 | 2653.58 10637.39 17.5
2003-04 8022.27 8006.98 8829.25 | 2986.12 11815.37 11.07
Annual Average 11.8 4.5 11.0 8.8 10.2
Growth Rate
{AAGR) (1995-96
lo 02-03)

Source: Finance Department ,Govt. of Kerala
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9 13 Table 2.7 shows a comparative position of
non tax revenue in the four neighbouring States
during 2001-02. When the non tax revenue
realized by Andhra Pradesh, Kamataka and Tamil
Nadu are 11.8 per cent, 5.9 per cent and 7.2 per

and rationalization of subsidies may be
considered, without affecting the welfare of the
f:ommon man. Such measures have become
inevitable in view of the emphasise that needs to
be given for providing better service delivery as
increasingly demanded by society.

Table-2.5
State’s Own Tax Revenue
Rs.in crore

Year Land Stamps and | State Sales Tax | Motor Otbers Total Annual

Revenue Registration | Excise Vehicle ' Growth

fees Duties Tax Rate

1995-96 23,71 353.79 449,29 | 228596 | 222.87 47.06 3382.68
1996-97 22.33 360.30 418.53 | 2772.28 | 247.59 77.47 3898.5 15.3
1997-98 23.75 331.36 54341 | 3084.09 | 301.63 216.81 4501.05 | 15.5
1998-99 32.73 301.15 529.62 | 3366.62 | 323.31 96.13 4649.56 | 3.3
1999-00 34.67 279.65 591.1 3853.54 | 380.83 53.72 5193.51 | 11.7
2000-01 39.35 341.1 688.94 | 4344.33 | 394.85 61.69 5870.26 | 13.0
2001-02 34.93 394.28 541.46 | 4440.85 | 452.18 59.72 5923.42 | 0.9
2002-03 38.40 486.53 663.07 | 5343.15 | 513.20 253 7302.54 | 23.3
2003-04 40.58 549.81 655.90 | 5991.43 | 585.77 198.78 8022.27 | 9.86
Growth nate| 7.9 5.5 7.1 13.1 12.8 11.9
(1995-96 o02-
03}

Source : Finance Department, Govt. of Kerala

Table-2.6

STATE’S OWN NON TAX REVENUE
) (Rs.in crore)

Debt Social Others | Total Annual
Year Forest Services Development Growth

(Interest) | Services* Rate
1995-96 160.77 100.32 096.42 17798 | 535.49
1996-97 162 55.73 86.3 209.77 | 513.8 -4.1
1997-98 144.91 53.48 106.73 246,99 | 552.11 7.5
1998-99 121.03 70.96 122.66 243.01 | 557.66 1.0
1999-00 109.88 37.31 118.41 265.11 | 530.71 -4.8
2000-01 141.24 36.81 165.02 315.97 | 659.04 24.2
2001-02 113.7 31.08 135.51 263.09 | 543.38 -17.5
2002-03 149.58 35.86 185.67 310.15 | 681.26 254
2003-04 187.18 52.42 223.21 321.02 | 806.98 [8.45
Growth rate(1995- | 0.7 9.2 11,9 9.1 4.5
96 to 02-03)

Sources:. Finance Department,Govt.of Kerala
* It includes Education, Medical and Public Health, Agriculture, Rural Deveiopment,Animal Husbandry, Co-
operation, Industries, Community Development, NES etc. and miscellaneous Social Organisations.

Table -2.7
Comparative position of States” Own Non-Tax Revenue in

four neighboring States (2001-02 )
(Rs in Crore)

States Andra Pradesh | Karnataka Kerala Tamil Nadu

Non Tax Revenue of State 2917.6 1093.4 543.4 1556.7

Revenue Expenditure (RE) 24726.33 18605.70 11662.03 21556.97

Revenue Receipts (RR) 21845.05 15321.25 9056.39 18818.03

NTR /RE 11.8 % 59% 4.7 % 72 %

NTR /RR 13.4 % 7.1% 6.0 % 83 %
Source: State Finances, A Study of Budget, 2003-04, RBI, April, 2004.
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cent respectively of their total revenue
expendutrue, the same realised by Kerala is only
4.7 per cent.

Central Transfers

2.14  An important factor affecting the State’s
{inances has been the declining trend in the growth
of central transfers on year on year basis.Table
2.8 shows the Central transfer to the State during
the period from 1995-96 to 2003-04. It can be
seen from the Table that transfers are not
favorable to the State. Within the period 1995-96
10 2003-04, the Central transfers witnessed decline
in 1998-99 and in 2000-01. The total transfer to
the State in 2003-04 was Rs.2986.12 crore, out
of which, Rs.2078.57 crore was State share in
union taxes and Rs.907.61 as grant-in aid and
other receipts from Central Government for plan

and non plan purposes. The ratio of Central
transfer to GSDP has been coming down steadily.
From 5.03% in 1990-91, the ratio came down to
4.3% in 2003-04.The annual average growth rate
of the total Central transfer for the period from
1995-96 to 2002-03 was 11.1 per cent.

2.15 Table 2.9 presents a comparative position
of Central transfers to the neighbouring States.
Kerala’s position is at the lowest, both in Central
taxes and in grant-in-aids. Andhra Pradesh is at
the top followed by Karnataka.

Eleventh Finance Commission

2.16 The Eleventh Finance Commission’s Award
was extremely unfavourable to the State. The
estimated reduction in transfers for the perod
2000-05 as per Eleventh Finance Commission

Table 2.8
Central Transfers: 1995-96 to 2003-04
: (Rs. crore)
. Grant-in-aid and other
Share in Cen.tral taxes & receipts from Centre Total transfers
Year duties for plan and non-plan
Amount Annual Amount Annual Amount Annual
growth rate growth rate growth rate
1995-96 1637 468 1505
1996-97 1243 19.9 490 4.7 1733 15.2
1997-98 1272 2.3 793 61.8 20065 19.2
1698-99 1382 8.0 608 -23.3 1990 3.6
1999-00 1535 111 682 12.2 2217 114
2000-01 1586 3.3 616 -9.7 2202 -0.7
2001-02 1614 1.8 975 58.3 2589 17.6
2002-03 1715 6.3 938 -3.8 2653 18.9
2003-04 2078.51 21.16 907.61 -3.39 2986.12 | 12.55
AAGR 7.6 14.3 11.1
{1995-96
2002-03)
Source: Finance Dept.. Government of Kerala
Table 2.9 Rsin Crore
Comparative Position of Central Transfers to Neighbouring States
2001-02
State Share of Central Taxes | Grant from the Centre Total
Amount Percentage | Arnount Percentage | Amount Percentage
Andra Pradesh | 3048 .44 5.8 3315.31 1.7 6363.75 6.7
Karnataka 2924.99 5.6 1751.18 | 4.1 4676.17 4.9
Kerala 1614.26 3.1 975.33 2.3 2589.59 2.7
Tamil Nadu 2870.07 55 1381.54 3.2 4251.61 4.5
All States 52215.30 | 100 43082.30 | 100 05297.60 | 100

Source: State Finances, RBI. April 2004
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Award as compared to the previous Commission
has been worked out to be Rs.3664 crore (Table-
2.10). This is been due to sharply reduced
weightage given to population (1971 population)
and increased weightage given to various
parameters of backwardness. The parameters
chosen and the weights assigned to them are:
population (10 per cent), income (62.5 per cent),
area (7.5 per cent), index of infrastructure (7.5
per cent), tax effort (5 per cent) and fiscal
discipline (7.5 per cent).

Twelfth Finance Commission

2.17 The Twelfth Finance Commission was
constituted in November 2002. The State
Government has submitited a detailed
memorandum to the Commission depicting the
fiscal problems being faced by the State, the
second generation problems and the inabilities to
maintain the services , created over the decades
with the State’s own effort. Very detailed
estimates of the maintenance needs were also
given to the Commission

2.18 The State has strongly raised the relevance
of “backwardness™ being given major weightage
by the Finance Commissions when
‘backwardness’ is being dealt with under the plan
in variety of ways. State has pointed out that
there are nowadays a large number of Centrally
Sponsored Schemes that had removal of
backwardness as the main objective. State has
also strongly urged that if backwardness is the
main criteria for transfer of large funds under the
discretion of Government of India under various
Centrally Sponsored Schemes, then there is no
justification for adopting the same criterion in
horizonta! devolution by Finance Commission also.
Suggestions made by the State were as follows:

e Horizontal Devolution weightage on three
criteria- Population 80%, tax effort 10% and
fiscal correction 10%.

® To ensure that there is no shortfall in resource
flows as compared to Commission estimates,
Commission must lay down that in case ther_e
is a short fall in actual vertical devolutioq it
should be made good in the form of grant-in-
aid by the Centre under Art. 275.

® A three stage application to cover the non
plan and plan revenue deficit as given in the
Memorandum.

® In addition to adequate provision for
maintenance of assets and services special
grants for dealing with second generation and
special features in the State.

® Future plan assistance should be in the form
of grants. Past plan liability with regard to the
loans taken from GOI must be written off in
respect of States like Kerala which has utilized
most of these funds in efforts to reach a high
level of human development.

® In future loan portion of Central Assistance
for State Plan and negotiated loans could be
discontinued and in their place adequate
increase in open market borrowing may be
allowed within a prudent limit.
Correspondingly, borrowing by Centre from
open market can be reduced.

2.19 The Twelfth Finance Commission has
submitted its recommendations to the President.
From news reports appearing in the Press and
reports of some leaks on the contents of the
recommendations it is seen that the Twelfth
Finance Commission has also continued to give a
predominant position to backwardness in the
weightage formula. If it tumms out to be true, then
the share of our State in the horizontal devolution

Table 2.10
Finance Commission Award : Share
E l‘eventh Tenth Finance
Item Finance . .
. . Commission

Commission
Population share 3.490% 3.438%
Share of Taxes 3.057% 3.498%
Share of Grants 1.387% 2.498%
Share of Total transfers 2.832% 3.407%
Estimated reduction in transfers in the | Rs. 3664 crore
EFC , compared to that inTFC

Source : Finance Department, Govt

Economic Review 2004




{ STATE FINANCES

may not show improvement over the 3.057% of
the Eleventh Finance Commission’s award. This
may be the case for other southern States also.

2.20 What will benefit the State is the reported
recommendation on non-plan revenue deficit
grants. Also, it is most likely that the
recommendation on debt restructuring and partial
debt write-off, plan assistance in the form of
grants, market borrowings in the place of central
loans and back to back arrangements on
multilateral assistance etc will be beneficial to us.
This is one of the points raised by State in the
detailed estimates. A great deal will depend on
the quantumn of grant recommended.

Expenditare Pattern

The revenue expenditure

2.21 During the period from 1995-96 to 2002-
03, when the revenue receipts increased by an
annual average growth rate of 10.24 per cent
only, the revenue expenditure increased by a
higher growth rate of 14.7 per cent. In 2003-04,
the revenue expenditure increased by Rs.739.62
crore (9.97%), over 2002-03 (Table 2.11). A
disquieting feature noticed is that the share of
development expenditure to total revenue
expenditure in the State is on decline. The share
of development expenditure which was 58.56
per cent of the total revenue expenditure in [995-
96, declined to 51.17 per cent in 2003-04. In

other words, the share of non deveiopment
expenditure is on increase .When the
development revenue expenditure increased by
an annual growth rate of 13.82 per cent only,
non development revenue expenditure increased
by a growth rate of 16.19 per cent during the
period from 1995-96 to 2002-03. The higher
growth rate in non development expenditure is
partially on account of the higher growth rates
in debt services and pensions. The trend in major

sector-wise expenditures are shown in Table-
2.12.

Capital Expenditure

2.22 Table 2.13 presents the capital outlays for
the period from 1995-96 to 2003-04.The trend
shows steep decline over the years. When the
total expenditure in the State went up by an annual
average growth rate of 13.91 per cent during the
period from 1995-96 to 2002-03, capital
expenditure increased only at a very slow pace
of 3.96 per cent. The ratio of capital expenditure
to total expenditure, which was 8.82 per cent in
1995-96 dwindled to 3.96 per cent by 2003-04.
This trend adversely affects the development and
growth of the state. Despite higher growth in
borrowings, the capital expenditure is on decline
and this is one of the most disturbing features of
the State finances. There is resort to the easiest
option for fiscal correction through cuts in capital
expenditure as short term measure sacrificing long

Table 2.11
Trend in Revenue Expenditure
(Rs. crore)
Total Revenue . Non Development
Expenditure Development Expenditure Expenditl:.lre
Year Annual % to total % to total
Amount growth Amount revenue Amount revenue
rate expenditure. expenditure
1995-96 5826.38 3412.16 58.56 | 2414.22 41.44
1996-97 6788.10 16.51 4047.96 59.6 | 2740.14 40.4
1997-98 8241.12 2141 5031.26 31.05 | 3209.86 38.95
1998-99 0228.08 11.98 5642.03 61.14 | 3586.05 38.86
1999-00 11565.96 25.33 6510.24 56.29 | 5055.72 43.71
2000-01 11877.52 2.69 6396.50 53.85 | 5481.42 46.15
2001-02 11662.03 -1.82 6028.34 51.69 | 5033.69 48.31
2002-03 14756.05 26.53 8064.80 54.65 | 6691.25 45.35
2003-04 15495.67 9.97 8023.46 53.97 | 7472.21 46.03
AAGR 14.67 13.82 16.19
1995-66 to
2002-03

Source: Budget in Brief, Kerala, 2002-03, 2003-04, 2004-05

Finance Department Govt. of Kerala
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term capital formation. There is no gainaying the
fact that, over the last 10 years, public
development outlay has become a residual to other
expenditure. The sector-wise trends in capital
expenditures are shown in Table-2.14

Interest, Pension and Salary

2.23 Interest, pension and salary are the major
items coming under non development expenditure
of the State. The trend in expenditure on these
items is shown in Table 2.15. When interest was
growing at a rate of 18.4 per cent during the
period from 1995-96 to 2002-03, pension was
growing at a rate of 19.4 per cent and salary ata
rate of 11.4 per cent. The combined growth of
these three items during the above period was
16.2 per cent. The total commitment on interest,

= STATE FINANCES

pension and salary which was 71.4 per cent of
the revenue receipts or 66.4 per cent of revenue
expenditure in 1995-96, gradually increased and
reached at a level of as high as 99.4 per cent of
revenue receipts or 73.1 per cent of revenue
expenditure in 2000-01. In 1999-00. the
commitment on this account was more heavy i.e.
104 per cent of revenue receipts. This was due
to the additional burden, following the pay revision

of State employees on par with the Fifth Central
Pay revision.

2.24 The Table reveals that the burden of interest
and debt services is increasing alarmingly. Within
the period of eight years from 1995-96 to 2003-
04. interest payments have increased more than
three and a half times (362 per cent). State’s

Table 2.13
Trend in capital expenditure
Capital Expenditure Total Expenditure Captl.expr
Year Amount | Annual GR | Amount Annual GR | as % to total
expr

1995-96 563.47 6389.85 8.82
1996-97 622.52 | 10.48 7410.62 15.97 8.40
1997-98 738.87 | 18.69 §979.96 21.18 8.23
1998-99 651.63 | -11.81 9879.71 10.02 6.60
1999-00 648.18 | -0.53 12214.14 23.63 531
2000-01 577.20 | -10.95 12455.11 1.97 4.63
2001-02 558.36 | -3.26 12220.38 -1.88 4.57
2002-03 698.66 | 25.13 15454.71 26.47 4.52
2003-04 639.71 | -3.13 16135.38 4.40 4.00
Annual Average 3.96 13.91
Growth Rate
(95-96 to 02-03)

Source:Budget in Brier, 200%1—125 !

Finance Department Govt of Kera E'll‘ able-2.14

Trend in Capital Expenditure

(Rs.in crore)

Year Irrigation | Agriculture and | Industries | Public Works | Others | Total
allied Services

1995-96 170.34 52.49 91.50 137.05 | 112.09 | 563.47
1996-97 187.59 51.14 110.69 155.65| 117.46 | 622.53
1997-98 188.29 53.57 106.11 - 236.04 | 154.86| 738.87
1998-99 177.76 40.57 80.06 182.68 80.56 | 651.63
1999-00 169.75 54.67 68.79 24190 | 113.01 | 648.18
2000-01 154.5 36.69 58.2 187.99 | 139.82 577.2
2001-02 147.21 29.18 30.24 222.14 | 129.59 | 558.36
2002-03 132.32 44,95 33.09 287.42 | 200.88 | 698.66
2003-04 159 39 31 273 | 138.71 | 639.71
AAGR(95-96 -3.35 [.91 -10.83 14.33 14.34 3.96
to 02-03)

Sources: 1. Finance Department, Govt. of Kerala

2. Budget in Brief, Kerala: 2003-04
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undue dependence on short term high cost
borrowings and medium term loans to clear the
over draft liabilities are the major reasons for this
state of affairs. The debt swap scheme of the
Govt. of India has not had a major effect. The
State was permitted to swap only Rs.344 crore
of high cost debt during 2002-03 and in 2003-04
including the swap available under National
Savings loan the debt swap would not exceed
Rs.1100 crore. Even before the gains from the
parametric pension reforms brought in 2002 could
be harvested, Government rolled back the
parametric changes in 2004. Such a rollback would
cost the Government Rs 350 crore per annum as
savings foregone. Other States are bringing in the
parametric changes taking the cue from Kerala,
but the State that effected the parametric changes
first has rolled them back. Pension payments are
likely to increase further as life expectancy is on