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ABSTRACT

The study analyses whether the growing State Domestic Product
(SDP) of Kerala since the latter half of the 1980s, has acted as a larger
resource base for the State and finds that it has not. While the inability
to fully tap the existing resource potential could be cited asareason, the
paper argues that the main constraint isthe limited taxing powers of the
States. The Study concludes that the power to tax the services should be
devolved fromthe Centreto the States, lest thefiscal dispossession should
affect the sustainability of achievements, which made the development
experience of Kerala unique.
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General Backdrop

The achievements of Kerala in Human Development Indicators
have been widely discussed. The role of the state in acting as a prime
mover in providing basic social goods like education and health as well
as itsinitiatives in redistributive measures like land reforms has been
internationally acknowledged (CDS: UN, 1975). The paradox of having
a lower per capita income, while moving ahead in achievements like
high literacy, low levels of infant mortality, high life expectancy etc.
evoked theinterest of many scholarsand Kerala's devel opment experience
cameto bewidely discussed (Dreaze and Sen, 1989; Franke and Chasin,
1991). George (1999) had found that a slow expansion of the resource
base was setting a limit to the development of Kerala. The study stated
that the superstructure of an expanding welfare state was built on shaky
foundations of an economy marked by low rates of growth. Thissituation
changed since the latter half of the 1980s when the Kerala economy
started growing at afaster pace. At present, the State hasrelatively higher
per capita income levels and it ranks first in the human devel opment
indicators!. Kerala's achievementsin human devel opment indicators have
often been compared with that of other nations in the world like China



and Sri Lanka (Dreaze and Sen 1989, Osmani 1988). These comparisons
bring out sharp contrasts between the performance of other Statesin the
Indian Union vis-a-vis that of Kerala and the latter's comparable
achievements with other nations.

While comparing asub-national entity like Keralawith sovereign
nations, it hasto be taken note of that the powers of resource mobilisation
(necessary for enabling the state to intervene in the fields of education,
health and social security etc.) of the former are far more limited than
that of the latter. This can act as an impediment to the state intervention
at the sub-national level, for sustaining the achievements.

The paper analyses the fiscal scenario of Kerala since 1957-58,
the year in which the first popular government assumed office after the
State formation on 1st November 1956, till 2003-04, The aim is to
examine the trends in the revenue receipts, revenue expenditure and its
components like education and health, and trace reasons on how the
lurking signals of fiscal imbalances evolved into persistent trendsin the
later years. The revenue deficit has become chronic and Balance from
Current Revenues (BCR) hasturned negative?. Thefocusof thestudy is
to examine the question whether the faster economic growth has acted
as an expanding resource base enabling Keralato maintain and upgrade
the quality of the achievements.

Revenue Receipts of Kerala

Therevenue receipts of Kerala, like all the Statesin India, consist
mainly of tax and non-tax revenues. A part of thisis mobilised by the
State's own efforts and the remaining is tax and grant devolution from
the Centre. In addition to revenue receipts, there are also capital receipts,
which include loans from the Centre and market borrowings.

Asregards Central resources, the Finance Commissions constituted
every five years, asrequired under the Article 280 of the Constitution of
India, recommend devolution of a portion of the tax revenues of the



Centreto the States according to the criteriadevised by them3. The other
component of the revenue recei ptsisthe non-tax revenue, which consists
of thereceipts from the social, economic and other services provided by
the State and Central grants. The Central grants consist of Plan and non-
Plan grants, the former being devolved by the Planning Commission
and the latter by the Finance Commission®.

Out of the Revenue Receipts, 81 percent was from tax revenue
during the period 1990-91 to 2002-03. The proportion of tax revenues
in revenuereceiptsisincreasing over the period of time. The State'sown
tax revenues consisted of 77 percent of the tax revenues during the same
period. In the Own tax revenue, the largest source was the Sales Tax,
which has been replaced by Value Added Tax (VAT) with effect from 1st
April 2005. We will now discuss the measurement of tax effort, whichis
nothing but the amount mobilised astaxesas aproportion of itseconomic
base, which hasto be estimated by a proxy measure,

Table 1. Component of Revenue Receipts and Tax Revenue
Period Tax Revenue/| Own tax Sales Tax /
Total revenue| revenue/ Own Tax
Tax Revenue | Revenue

1957-58 to 1969-70 0.59 0.75 0.44
1970-71 to 1979-80 0.65 0.71 0.57
1980-81 to 1989-90 0.75 0.72 0.63
1990-91 to 2002-03 0.81 0.77 0.70

Source: Computed from RBI Bulletin, various issues
Tax Effort

a) Economic base of taxes

In this section, we discuss the choice of aproxy for the economic
base of taxation for Kerala. At the national level, taxes are levied on the



manufacturing output (Central excise), on value of imports (Customs
Duty), on corporate profits (Corporation tax) and on persona incomes
above alimit (Personal Income Tax). Manufacturing output, Corporate
and Persona incomes are components of Gross Domestic Product (GDP).
Hence the tax effort of the Central Government is measured in terms of
tax-GDP ratio. At the States' level, the taxes levied on trade of
commoditiesand are essentially afunction of consumption expenditure,
with of coursethe exclusion of subsistence and non-taxable consumption.
But consumption isagain afunction of income and hence State Domestic
Product (SDP) can be taken as the economic base for taxes. But in the
Kerala context, another measure, which enlarges the SDP by adding the
remittances by the non-residents, has been suggested as the economic
basefor taxes, asthe latter, especially from the Gulf, isavery important
inflow into the State through banking as well as non-banking channels.
[See Sebastian 1994, Kannan and Hari (2002), Rakhee (2003)].
We are not adopting this as the tax base for the following
reasons

1) Though the income from remittances can be the source for
consumption expenditure on goods and services within the
geographical boundary of the State, this ought to be reflected in
the output of the economy.®

2) There can be leakage of remittance induced spending and part of
it may be spent outside the State and thiswill get reflected in the
other States SDP. ©

Because of these two reasons, addition of remittances from abroad
will an abnormal enlargement of the economic base of taxation. If we
attempt to use consumption expenditure data, comparable year-wise
seriesisnot available. Theresults of the thin rounds of the NSSO survey
are not comparable with those of the quinquennial rounds and there are



limitations in the consumption expenditure dataitself (Sebastian, 1994;
Gulati, 1994). Taking into consideration all these measurement problems,
we prefer the SDP as the economic base of taxation, asthisisastandard
measure and easily comparabl e acrosstime and with that of other States.
We use the SDP at current prices’ and analyse the movement of own
tax-SDP ratios and the rel ations between the growth rate of SDP and tax
revenue.

b) Kerala's Tax Effort

The own tax-SDP ratio of Kerala has risen over the decades, but
has been increasing at adecreasing rate since the 1990s. It hasimproved
from 4.12 during the 1960s to 5.12 in the 1970s 8.44 during the 1980s
and 9.39 during the period 1990-91 to 2001-028. Thisincrease captures
the response to the increase in tax base, changesin tax structure and the
structural transformation of the SDP. But another indicator of tax effort,?
that isthe rel ationship between the growth rates of tax revenue and SDP10
shows that the increases in SDP has not been acting as an increasing
resource base for the government (Table 2). To elaborate this further,
though tax-SDP ratio has risen, it has increased at a decreasing rate in
the 1990s. If this decrease in rate of increase continues, it can lead to a
fall in tax-SDP ratio in future. The Twelfth Finance Commission report
while prescribing normative buoyancy ratesfor States hasfixed ahigher
rate of 1.30 for Keralacompared to many other States. A higher normative
buoyancy is fixed when the tax-SDP ratio needs to rise more when per
capitaSDPishigh, Thisisconsidered necessary by the Twelfth Finance
Commission, if thetax-SDP ratio should not fall in the future. When we
test the buoyancy of own tax revenue with another base, i.e. consumption
expenditure!! (the limitations of which have been separately mentioned),
it has declined from 1.57 in the 1970s, to 1.42 in the 1980s and to 1.08
in the 1990s!2.
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Table 2. Growth Ratesof Tax Revenuesand SDP 1960-61 to 2001-02

Period Growth Rate | Growth Rate | Growth Rate

of Own Tax of Salestax/ of Salestax/

Revenue/ Growthrate | Growth Rate

Growth Rate of SDP of Trade and

of SDP manufacturing

sub-sectors
1960-61 to 1964-65 1.76 2.14
1965-66 to 1969-70 0.87 0.75
1970-71 to 1974-75 1.38 1.62 1.30
1975-76 to 1979-80 2.22*% 1.85 1.75
1980-81 to 1984-85 1.35 1.50 1.55
1985-86 to 1989-90 1.31 1.35 1.26
1990-91 to 1994-95 0.97 1.12 1.35
1995-96 to 2001-02 0.89 1.16 0.98

Source: Computed from RBI Bulletins, various issues.
Thisvery high buoyancy for this period seems exceptiona and

* Note:

it was seen that there was wide growth fluctuation in the tax
revenues. For finding out reasons, an analysis of the changein
prices of commodities yielding tax revenue will have to be

looked at in detail.

Figure 1. Trend Growth Rate of the State Domestic Product at
Current prices 1960-61 to 2001-02
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Research Foundation
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Figure 2. Sectoral composition of SDP at 1993-94 Prices, spliced
Series
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Figure 3. Trend of own- tax SDP-ratio
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Tax Buoyancy

Inthe Kerala context, it is during the period when SDP has grown
faster (the underlying trend!3 rises from the latter half of the 1980s to
early half of the 1990s), that the ratio of growth of own tax revenue and
growth of SDP has fallen. The fall is discernible since the 1990s!4.
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A testable hypothesis that can be advanced is that though the
Kerala economy has been growing, the fastest growing sub-sector, i.e.
the services sector, is outside the taxing powers of the States. Under the
Indian Constitution, States can tax the sale of commodities and not the
services, except a few ones like electricity duty, entertainment tax etc.
AsaStatewithinthe Indian Union, Keralaisthus Constitutionally barred
from taxing the fastest growing sectors of its economy. This particular
pattern of growth itself has evolved out of cross- border and inter-State
remittances and has resulted in the State having sectors and sub-sectors,
which grow fast, but are out of its tax net (for example,
Telecommuni cations, Banking and | nsurance and awide range of services
included in ‘ Other Services').

Therewasastructural shiftinthe State Domestic Product with the
share of the primary sector falling since the second half of the 1970s. It
ceased to be the dominant sector since the early half of the 1980s. The
share of thetertiary sector, in which the sub-sector trade is the dominant
one, started rising. Though the share of the secondary sector also has
been rising, it is below that of the other two sectors. This shift gets
reflected in the trend of tax-SDP ratio, which shows arise in the same
period and then flattens out. This flattening could be mainly due to the
fact that the faster growing components of the service sector are outside
the taxing powers of the State. [See Figure 3]

This brings us to addressing the question of devolving the power
to tax the services to the States. We will discuss the economic and
Congtitutional issuesinvolvedinthisafter examining whether theexisting
tax base of the State is being mobilised fully.

Non-M obilisation from Existing Tax Base- An Empirical
Examination

Sales tax, which is primarily atax on consumption, is the major
source of tax revenue for all the Statesincluding Kerala. Out of the sub-
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sectors of SDP, the Manufacturing and Trade can be taken as a proxy
base for sales tax1®. The growth rate and underlying trend of the sales
tax basefor the period 1971-72 to 2001-026, shows an upward movement
in the second half of the 1970s. This is accompanied by a rise in
underlying trend of sales tax growth. The trend in the growth rate of
sales tax shows two upward shifts, onein the early 1970s and the other
in the early 1990s. But the rise in the trend of the tax base in the latter
half of the 1980sis not seen reflected in the trend of the growth in sales
tax revenue. It grows only in the beginning of the 1990s and then starts
declining. This rise could be due to petroleum price hikel’, which will
not get reflected in the domestic tax base. There is a decline in trend
growth rate of salestax since the latter half of the 1990s. In addition to
the decline in the trend in the growth of the base, a rising organised
resistance to tax enforcement could be another reason. The political
economic ramifications of these will have to be studied separately. A
commodity wise analysis of tax potential and actual as done by the
Taxation Enquiry Committee (1969) and Sebastian (1994) may throw
more light on the extent of salestax evasion, but it is outside the scope of
this paper. Other studies have also concluded that there is considerable
tax evasion in Kerala (Rakhee 2003, Ravi Raman 2004).

Figure4. Trend Growth Rate of Manufacturing and Trade sectors
1970-71 to 2001-02
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Figure5. Trend Growth Rate of Sales Tax Revenue 1960-61 to
2003-04

20 30 40
1

10

STgr/tr STgr

T T T T T
1960 1970 1980 1990 2000

Year
I

STgr lrSTgrl

Source: Computed from RBI Bulletin, various issues

Pushpangadan (2003), while analysing the impact of remittances
on economic growth has stated that though the Marginal Propensity to
Consume (MPC) is coming down, especially for the remittances, the
consumer demand for durable goodsisincreasing. The study found that
the inter-regional trade is predominant. This should have formed the
basefor salestax, which isessentially afirst point levy within the State.
It isherethat the problem of widespread evasion needsto be considered.
Had it not been there, tax revenue should have been more buoyant.

But tax evasion is not a Kerala specific phenomenon and all States
aswell asthe Centreface thisproblem. Inrelative performance, Kerala's
tax-SDP ratio has been better than that of many other States, which havea
higher per capitaincome. As we do not have a normative standard for
evasion or even authentic studies on comparable levels of tax evasion at
the States and the Central level, it can be stated that going by the higher
tax-SDPratio, Keralaslevels of evasion cannot be considered higher than
that prevailing in other States. Though it needs to be emphasised that the
tax potential hasto betapped in abetter way, the suggestion that tax evasion
has to be completely checked in Kerala, or in any other State, will not be
aredigtic one. Here, the argument for enlarging the taxing powers of the
States by including servicesin their tax net assumes significance.
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Devolving Service Taxation to the States

a) Congtitutional I ssues

InKerala, thefastest growing sub-sectorswithin the services sector
arethe Transport and Communications, Banking and I nsurance and Other
services and all these are outside the taxing powers of the States.

Taxing of serviceswasnot conceived origina ly under the Congtitution.
On the recommendations of the Chelliah Committee Report (1993) on tax
reforms, the Centre started selectively taxing the services, using the power
in the Residuary List of the Congtitution. The service tax levied by the
Unionwaspart of thedivisible pool and was shareablewith the Stateson the
recommendations of the Finance Commissions. The Constitutional
amendment, which introduced the Article 268A made taxing of services
part of the Unionlist. It will hereafter not be part of the divisible pool under
Article 270 of the Congtitution, and it will be taxed according to separate
norms to be laid down, in which collection and appropriation of taxing of
servicesbetween the Centreand the Stateswill bementioned. Thedevolution
of taxing powers of the servicesto the Statesin toto will requirethe deletion
of the Article 268A and a fresh Condtitutional amendment. Another way
will beto substantially devolve the power to tax servicesto the Statein the
separate norms to be laid down by the Parliament. Though amore difficult
route, the former seemsto be a better solution in the long-term?®,

b) Economic Reasons

In a federal set-up where the Union and the Provincial entities
have distinct taxing powers, generally the more elastic and mobile tax
bases are with the former and taxes like consumption tax are with the
latter. But this can lead to vertical inequity between the Union and the
Provinces, especially when thelatter has higher expenditure obligations.
Thedevolution of taxesfrom the Union to the Provincesisthe mechanism
adopted for ensuring vertical equity. The reason for mobile and elastic
bases to be with the Union is that tax competition between provinces
would otherwise result in shifting and erosion of tax bases. Inthe Indian
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federal set up, the elastic and more mobile taxeslike the Personal Income
Tax, Corporate Tax, Excise Duty and Customs Duty are with the Centre.
The more inelastic and less mobile Sales Tax is with the State
Governments. Tax on servicesislevied on the services performed and is
not a mobile tax base. On the basis of economic reasoning, thistax can
be devolved to the States, as the shifting of this tax base is not easily
possible. The Centre istaxing the income earned from services sector in
Personal Income tax and Corporation tax and also levying servicestax,
whichisessentially atax on therendering of the service. If the latter is
handed over to the States, it will help them to tax the fastest growing
sector of their economy.

Non-Tax Revenues

With tax revenues being 81 percent of the total revenue during
1990-91 to 2002-03, the non-tax revenues occupy aminor proportion of
the total revenue receipts. Out of the non-tax revenue, Central grants
occupy asubstantial component. Table 3 showsthe proportion of Central
grantsin non-tax revenue

Table 3: Grants as a proportion of Non-Tax and Total Revenue

Period Central Grants | Central Grants/ |  Non-Tax
Non-Tax Revenue, Total Revenue | Rev/SDP (%)
1960-61 to 1964-65 0.47 0.18 3.36
1965-66 to 1969-70 0.57 0.22 3.88
1970-71 to 1974-75 0.49 0.18 3.50
1975-76 to 1979-80 0.44 0.15 453
1980-81 to 1984-85 0.38 0.10 3.86
1985-86 to 1989-90 0.55 0.13 3.80
1990-91 to 1994-95 0.56 0.12 3.55
1995-96 to 2002-03 0.54 0.09 2.38

Source: Computed from RBI Bulletin, various issues
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As a proportion of non-tax revenue, the contribution of grants
increased inthe mid-1980s and stagnated there after, while asaproportion
of total revenue it declined. The non-tax revenue/ SDP ratio declined
during the period 1960-61 to 2002-03. During the second sub-period in
the 1970s proportion of Central grants to non-tax revenue fell, but the
proportion of non-tax revenue to SDP went up, implying that own non-
tax revenue improved during this period. During the 1980s, the reverse
happened, the Central grants' share improved but proportion of non-tax
revenue to SDP fell, implying that own non-tax revenue fell.
During the 1990s, both central grants and own non-tax revenues have
fallen.

Asfar asthe own-non tax revenues are concerned, its sharein the
total revenue receipts have fallen in the four decades, the 1960s, the
1970s, the 1980s and the 1990s. Kerala's proportion of own non-tax
revenue to total revenueislessthan the all-States' proportion by almost
50 percent. (See Table 4) The share of the revenue from forests, which
congtitutesa substantial portion of the own non-tax revenues of the State,
has been coming down. The White Paper on State Finances (2001) and
the Report of the Resources Commission (1993) discusses thisin detail
and state that the environmental regulations as well as inadequate
exploitation of the potential asthe reason for this. Theformer estimates
that an additional Rs. 50 crores can be mobilised from this source.
Receiptsfrom other sourceslikeinterest, feesfrom socia and economic
services, revenue from leased land etc. have been described asfar bel ow
potential. Sincethe head-wise details have been discussed in these reports
we are not going into them here. Sufficeit to say that, the government
can attempt to take steps to mobilise Rs. 425 crores from the various
heads, as outlined in the White Paper on State Finances®®. But this
will only cover one-fifth of the negative Balance from Current
Revenues.
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Table 4: Own Non-Tax Revenuesto Kerala's Revenue Receipts

Period Own Non-tax | Non-Tax Revenue/| Revenue from
Revenue/Total Total Revenue forestsOwn
Revenue Receipts Receipts # Non-Tax Revenue
1960s 18.19 38.6 27
1970s 18.22 (19.00) 35.12 32
1980s 12.59 (17.00) 24.41 27
1990s 8.66 (15.00) 19.39 25
2000-01to| 6.66 (13.00) 16.71 22
2003-04

Source: Computed from RBI Bulletin, various issues.

Note: # This includes Central plan and non-plan grants. The figures
within parenthesisaretheratio of all States own non-tax revenue

to total revenue receipts.
Trendsin Central Devolution of Grantsand Taxesto Kerala

The Centra grantsinclude Plan and non-Plan grants. Almost half of
the non-tax revenue of the State is from Central grants. Grants from the
Centre are devolved by the Finance Commission, which devolves non-
Plan grants, Planning Commission, which devolves Plan grantsand various
Centra Ministries, which give matching grants or discretionary grants.

The grants under Article 275 of the Constitution are devolved on
the recommendations of the Finance Commissions. Under this, if aState
hasadeficit in non-Plan revenue account after devol ution of taxes, grants
will be given to bridge this deficit. The Ninth Finance Commission
adopted anormative method (wherein estimated recel pts and expenditure
areprojected for thefive-year period) to determinethe deficitsin revenue
account and recommended grants based on this approach. Prior to this,
the Finance Commissions used to revise the estimates submitted by the
States and the non-Plan revenue deficit used to be filled by devolving
grants under Article 275. The Finance Commissions after the Third
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looked at only the non-Plan revenue account. The Ninth Finance
Commission looked at the revenue deficit as a whole and made
recommendations for allotting non-Plan and Plan grants as well?1,
Though the subsequent Finance Commissions have followed the
normative method of assessing expenditures and revenues, they have
confined the grants under Article 275 to deficitsin the non-Plan revenue
account only. In addition to Article 275, the Article 282 empowers the
Union or a State to make a grant for any public purpose, irrespective of
the question whether the purpose is one over which the grantor has
legislative competence. It is using this residuary power that Planning
Commission and the Ministries devolve grants. Theeratio of the quantum
of the non-Plan and Plan grants for Kerala has come down from 0.42 in
the 1970s to 0.12 in the 1980s and reached 0.19 in the 1990s till 2002-
03. The grants under the residuary power far exceed the statutory grants
devolved by the Finance Commission. On an examination of the non-
Plan revenue deficits projected by the Eleventh Finance Commission
under the normative method and the actuals as per the budget, it can be
seen that Kerala has not been getting grants under Article 275 from the
Finance Commission despite having deficits in the non-Plan revenue
account. The normative estimates of the Finance Commissions have
been wide off the mark when compared with the actuals.

Table5: Normative Estimates and Actual Non-Plan Revenue
surplug/Deficits (in lakhs)

Period Eleventh FC Actuals (as per Accounts)
2000-01 28946 -170342
2001-02 90654 -166965
2002-03 96082 -181111
2003-04 190573 -201925
2004-05 306812 -230640(RE)

Total 2000-05 713067 -107723 (BE)

Source: Report of the Eleventh Finance Commission and RBI Bulletins,
Various issues.



Table 6: Tax and General Purpose Grant Devolution by the Finance Commissionsto Kerala

In lakhs
Tax Grants Central tax | Central grants
under Total Tax Non tax devolution/ | grants/Non-
Article275 | Others revenue revenu e Total tax tax revenue
revenue

1957-58 to 1960-61 2203 817 78 8719 5592 0.25 0.16
1961-62 to 1965-66 5586 2775 115 19995 12521 0.28 0.23
1966-67 to 1968-69 5025 6264 90 20586 15653 0.24 0.41
1969-70 to 1973-74 18329 5016 145 56511 30278 0.32 0.17
1974-75 to 1978-79 31801 22307 150 125537 73741 0.25 0.30
1979-80 to 1983-84 86056 0 210 278093 104596 0.31 0.00
1984-85 to 1989-90 196301 20 1560 735224 217725 0.27 0.01
1990-91 to 1994-95 333923 24598 0 1338446 377781 0.25 0.07
1995-96 to 1999-2000 | 645087 7470 0 2809417 574097 0.23 0.01
2000-01 to 20005-06* | 1244580 0 0 6013197 440984 0.21 0.00

Source: Budget in Brief 2005-06
Note * Includes revised estimate for 2004-05 and budget estimate for 2005-06.

074
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States also get a share of taxes from the Centre. The traditional
devolution criteria like Area, Distance and Population have not been
favourableto Kerala. The share of Central taxes as a proportion of total
revenues has come down during the 1990s, especially after the Eleventh
Finance Commission, which had to adopt substantially different standards
for tax devolution. In the 1990s, when the economy has grown fast, the
State's own tax revenue aswell as Central share of taxes has come down
creating a constraint in the receipts side.

Table 6 showsthetax and grant devol ution by the various Finance
Commissions from the second to the Eleventh. It can be seen that the
devolution of Central tax revenues have declined as a proportion of the
State'stotal tax revenues. Thetrend of the general-purpose grants under
Article 275 has declined sharply after the Ninth Finance Commission
and has been reduced to nil, leaving the State with no grant for covering
the negative BCR. Thisimpliesthat the plan size of the Statewas entirely
financed by borrowings save the grant component, which is 30 percent
of plan fund devolution under the Gadgil formula. Since the revenue
component of the plan expenditure far exceeds this, much of the plan
revenue expenditure is a so financed by borrowing. This puts pressure,
as the debt burden of the State rises and since Kerala has a substantial
portion of high cost debt, the burden of committed revenue expenditure,
through interest payments rises.

Let us also briefly discuss the two tax devolution criteria, which
are considered asincentivesfor better Tax Effort and Fiscal Self-Reliance.
The Tenth, Eleventh and the Twelfth Finance Commissions have used
these two along with other criteria for devolution of tax receipts of
the Centre. The Commissions assigned the following weights to these
criteria
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Table 7: Weights in Tenth, Eleventh and Twelfth Finance
Commissionsfor Incentive Criteria

Criteria Tenth Eleventh Twelfth
Tax Effort 10 5.0 75
Fiscal Self Reliance - 7.5 7.5

Source: Report of the Finance Commissions

Asregardstax effort, thetax -GSDP rati os of the respective States
were compared after giving a weightage for the inverse of per capita
GSDP. The Tenth Finance Commission weighted the tax-SDP ratio by
inverse of per capita GSDP, the Eleventh Finance Commission reduced

Table 8: Tax-GSDP Ratios of Statesin India- Three-Year Average
of 1999-00 to 2001-02

Tamil Nadu
Karnataka
Kerda
Haryana
Gujarat
Maharashtra
Andhra Pradesh
Goa
Punjab
Chhattisgarh
Rajasthan
Uttaranchal
Madhya Pradesh
Uttar Pradesh

8.63
8.18
7.81
7.78
7.74
7.49
1.27
6.8
6.73
6.38
6.14
5.88
5.49
5.45

Orissa
Himachal Pradesh
Jharkhand
Assam
Bihar
West Bengal
Sikkim
Jammu & Kashmir
Meghalaya
Tripura
Arunachal Pradesh
Nagaland
Mani pur

Mizoram

5.16
5.04
4.85
4.29
4.24
4.22
4.04
3.92
3.25
212
121
117
114
0.79

Source: Report of the Twelfth Finance Commission.
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the weight inverse of per capita GSDP to 0.5 and the Twelfth Finance
Commission used the square root of the inverse of the per capita GSDP
astheweight. Theweight based on inverse of per capita GSDPisgiven
so that a poorer State gets more weightage for better exploitation of its
tax base. Kerala, which ranks sixth among the Statesin per capita GSDP,
has atax-SDP ratio of 7.8 percent, ranking third below Tamil Nadu and
Karnataka during the reference period of the Twelfth Finance
Commission.

The Tenth, Eleventh and the Twelfth Finance Commissions
calculated the Tax Effort by scaling down the tax-GSDP ratios of the
States by different forms of inverse of per capita GSDP.

Scaled Tax effort of each State T; = Tax-GSDP ratio of the State X
different forms of inverse of GSDP (inverse, 0.5 X inverse and square
root of the inverse)

Tax Effort measured by the Finance Commission Tg = T/ Ti,
where Y T isthe aggregate of scaled tax efforts of all States.

It can be seen that Keralahas benefited by the application of square
root of inverse of per capita income, whereas States with poorer per
capita income have not benefited from this. The overall picture of all
States is complex as the tax effort criteria used by the Finance
Commission comprisestheinteraction effect of tax -SDPratios, per capita
GSDP and the weights assigned to the tax effort criteria. Kerala, which
isthird when inter-State comparison of tax-SDP ratios is made, goesto
the sixth position in tax effort, i.e. when scaled down by the square root
of the inverse of per capita GSDP and given weightage of 7.5 percent.
Had the scaling down criteria of the Tenth and the Eleventh Finance
Commissions been used by the Twelfth Finance Commission, Kerald's
position would have been 13'th. The middle income States like Tamil
Nadu and K arnataka, which are on the top would have occupied 9'th and
10'th positions respectively had scaling down by the previous
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Commissions been used. The poor income States like Bihar and Uttar
Pradesh have moved down from the top position in the present scaling
down weightage. An analysis of cross-State comparison on the basis of
these criteria is outside the scope of our study. The point to be noted
hereisthat though rising per capitaincomes have brought Keralato the
group of high income States, its tax-GSDP ratio is behind that of Tamil
Nadu and Karnataka during the reference period of the Twelfth Finance
Commission. Thisisanindication of thefalling tax buoyancy dueto the
slowing down of the increase in tax-GSDP ratio. As stated earlier, the
report of the Twel fth Finance Commission hasrecognised and prescribed
a higher rate of buoyancy for Keralain comparison to other States for
the period 2005-10.

As regards the other incentive criterion, Fiscal Self Reliance,
Keralas position is 16'th among all States. This is despite the fact that
Kerala has been better than many other States in meeting revenue
expenditurefrom own revenue recei pts. The methodol ogy of computation
of Fiscal Self Relianceis asfollows

The base period ratio of own revenue receipts and revenue
expenditure of aStateistaken and itsratio with theall States' ratio of own
revenue receipts and revenue expenditure is computed. The sameis done
for the reference period. Then theimprovement over and declinefrom the
base period ratio to thereference period ratio isseen. If thereisdeterioration,
the index of Fiscal Self Reliance will fall below one and if there is an
improvement the index will be above one. For example, let us assume

The base period ratio of own revenue receipts to revenue expenditure of
i'th Sate= 0.75

The base period ratio of all States' own revenue receipts to revenue
expenditure = 0.65

The base period ratio for thei'th Sate = 0.75/0.65= 1.15

Thereference period ratio of own revenuerecel ptsto revenue expenditure
of i'th Sate= 0.73
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Thereference period ratio of all Sates own revenue receipts to revenue
expenditure = 0.64

The reference period ratio for thei'th Sate = 0.73/0.64= 1.14
Fiscal Self Reliance Criterion = 1.14/1.15= 0.99

The base period ratio of own revenue receipts to revenue expenditure of
j'th Sate = 0.40

The base period ratio of all Sates own revenue receipts to revenue
expenditure = 0.65

The reference period ratio for the j'th Sate = 0.40/0.65= 0.61

Thereference period ratio of own revenue recel ptsto revenue expenditure
of j'th Sate = 0.42

Thereference period ratio of all Sates' own revenue receiptsto revenue
expenditure = 0.64

The base period ratio for the j'th Sate = 0.42/0.64= 0.65
Fiscal Self Reliance Criterion= 0.65//0.61= 1.07

The Fiscal Self-Reliance Index of a State with a far less own
revenue receiptsto revenue expenditure ratio can be better than that of a
State which meets substantially ahigher amount of revenue expenditure
from own revenue receipts. Kerala's Fiscal Self-Reliance indicator
computed by the Twelfth Finance Commission is 0.97 as against 1.09
for the period of the Eleventh Finance Commission award. The slowing
down of own revenue to revenue expenditure between the base and
reference periods of the Twelfth Finance Commission. i.e. 1993-96 to
2000-2003, can be due to 1) fall in tax buoyancy resulting in tax-SDP
ratio rising at adecreasing rate 2) low mobilisation of non-tax revenues,
3) increase in revenue expenditure, which have among many reasons @)
the impact of the Fifth pay Commission on salaries and pensions and b)
increasein revenue expenditure dueto classification of all grantsdevolved
tolocal bodies (even though a portion of them might have been spent for



26

capital purposes) as revenue expenditure. In any case, Kerala has not
gained at all from thiscriterion, inspite of it meeting ahigher proportion
of revenue expenditure from own revenue receipts, when compared to
many other States. The analysis of these two incentive criteria clearly
shows that Kerala is being pushed backwards in Central devolution of
taxes based on them.

Expenditure Trends of Kerala

The underlying trend of revenue expenditure shows that the
movement iscyclical from the 1960still the 1990s. Theregular upswings
of approximately five-year cycles can be due to the impact of regular
institutionalised pay revisions, rise in committed non-plan revenue
expenditure on completion of plan periodsetc. Thefiveyearly averages
of growth rates of revenue expenditure since the 1960s are given in
Table 9.

Figure6: Trend in Growth Rate of Revenue Expenditurein Kerala:
1958-59 to 2003-04
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Table 9: Growth Rate and Proportion of Revenue Expenditure to

SDP
Period Average Growth Revenue
rate of Revenue Expenditure /SDP
Expenditure
1960-61 to 1964-65 11.42 7.67
1965-66 to 1969-70 16.66 8.44
1970-71 to 1974-75 14.50 9.14
1975-76 to 1979-80 13.30 11.47
1980-81 to 1984-85 16.67 13.23
1985-86 to 1989-90 15.21 15.98
1990-91 to 1994-95 17.18 15.07
1995-96 to 1999-2000 18.04 16.02 (1995-96
to 2001-02)
2000-01 to 2003-04 8.11

Source: Computed from RBI Bulletin, various issues

Therewas higher growth rate of revenue expenditurein the 1990s,
a period when the faster growing economy had lower revenue receipts.
During this period the share in Central taxes and grants also declined.
The devolution of a higher share to the Panchayats also reflected as
higher revenue expenditure as grants are always categorised as revenue
expenditure, even though thelocal bodies might have used it for capital
purposes. In addition to this, there is the impact of the implementation
of salary and pension revision in consequence to the recommendations
of the Fifth Pay Commission. During the period 2000-01 to 2003-04,
the growth in revenue expenditure has been contained. This has been
mainly through compression of the Plan expenditure and the one-time
risein 2002-03 is dueto a higher plan allocation for the Tenth Five Year
Plan. Salary isasubstantial portion of the revenue expenditurein Kerala
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(as in other States) due to the spending on social services, especially
education and health in which, salary expenditure to the personnel isthe
major component.

Till the 1980s, 70 percent of the revenue expenditure was
developmental expenditure, but this has declined since the 1980s and it
is marked in the years since 2000-0122 . It is also pertinent to note that
the spending on education and public health, which have made significant
contributionsin the unique devel opment experience of Keralahave also
declined considerably since 2000-01.

Table 10: Education, Health and Development Expenditure as a
proportion of Revenue Expenditure

Period Education Health Development Exp/
Revenue Exp
1957-58 to 1969-70 35.32 10.18 69.25
1970-71 to 1979-80 36.80 10.28 70.90
1980-81 to 1989-90 30.27 8.63 69.43
1990-91 to 1999-00 28.37 7.06 60.35
2000-01 to 2003-04 20.53 4.99 52.81

Source: Computed from RBI Bulletin, various issues

An Analysis of the Imbalancesin the Revenue Budget

It isdiscerniblefrom the revenue account that it has been in deficit
except for 11 years, during the 46-year period from 1957-58 to 2003-04
(Table 11). Since 1983-84, the State has had a persistent revenue deficit.
In other words, total revenue receipts, which consist of the State's own
tax revenue, Central devolution of taxes, State's own non-tax revenues
and Central devolution of grants have not been ableto cover therevenue
expenditure, leaving nothing for capital expenditure. A substantial part
of the revenue expenditure is also covered by borrowing.



Table 11: Revenue Deficitsand Surplusin Kerala 1957-58 to 2003-04 (in lakhs)

1957-58
1958-59
1959-60
1960-61
1961-62
1962-63
1963-64
1964-65
1965-66
1966-67
1967-68
1968-69
1969-70

-142

4473
-1424

1970-71
1971-72
1972-73
1973-74
1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
1981-82
1982-83

-1298
-741
-695

-1965

31
-349
-330
2905

4300
5793

-2722
9598
2678

1983-84
1984-85
1985-86
1986-87
1987-88
1988-89
1989-90
1990-91
1991-92
1992-93
1993-94
1994-95
1995-96

-5820

-1367

-3759
-15224
-19459
-16394
-25065
-42201
-36433
-33744
-37160
-39988
-40281

1996-97
1997-98
1998-99
99-2000
2000-01
2001-02
2002-03
2003-04

-64304
-112293
-202996
-362422
-314705
-260564
-412217
-368030

Source: Computed from RBI Bulletin, various issues
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Table 12: Revenue Deficit asa proportion of SDP 1960-61 to 2003-04

1960-61

1961-62

1962-63

1963-64

1964-65

1965-66

1966-67

1967-68

1968-69

1969-70

0.12

0.92

0.04

NA

NA

NA

NA

NA

NA

0.86

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

1979-80

0.77

0.38

0.29

0.71

0.01

0.11

0.10

NA

NA

NA

1980-81

1981-82

1982-83

1983-84

1984-85

1985-86

1986-87

1987-88

1988-89

1989-90

0.55

NA

NA

0.78

0.17

0.42

152

175

1.27

1.70

1990-91

1991-92

1992-93

1993-94

1994-95

1995-96

1996-97

1997-98

1998-99

1999-2000

231

1.75

141

1.28

1.13

0.99

1.43

2.20

3.57

5.74

2000-01

2001-02

2002-03

2003-04

4.52

3.42

5.09

4.08

Source: Computed from RBI Bulletin, various issues

oe
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The revenue deficit as a proportion of SDP crossed 1 percent of
SDP in 1986-87 (Table 12). During the first half of the 1990s when the
SDP was growing at afast pace, it fell, but increased in the latter half as
the growth of revenue expenditure was increasing when the growth of
revenue receipts was falling. The three main components of the revenue
expenditure are salary, pensions and interest payments and it is not
possible to contain them in the short run. Attempts can be made only to
contain these in the medium and long run?3.

Let ustake alook at the trend in the growth of capital expenditure
during the period 1958-59 to 2003-04. The trend growth rate of capital
expenditure has been much lower sincethelatter half of the 1980s, when
buoyancy of revenue receipts started falling and revenue expenditure
was sought to be financed through borrowing. Since 1987-88, there has
been consistent surplus in the capital account and deficit in the revenue
account, clearly indicating that the money borrowed was being spent for
revenue expenditure (Table 13).2* The burden of any fiscal adjustment
has fallen on capital expenditure.

Figure7. Trend Growth rate of Capital Expenditure 1958-59 to 2002-03
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Table 13: Capital Deficits/Surplusesin Kerala: 1957-58 to 2002-03 (in lakhs)

1957-58
1958-59
1959-60
1960-61
1961-62
1962-63
1963-64
1964-65
1965-66
1966-67
1967-68
1968-69
1969-70

223
134
-10
100
-30
586
-305
369
383
-1096
-731
-654
969

1970-71
1971-72
1972-73
1973-74
1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
1981-82
1982-83

314
-2942
9867
463
1187
-1282
-1159
-516
2287
-3705
-4205
-15791
418

1983-84
1984-85
1985-86
1986-87
1987-88
1988-89
1989-90
1990-91
1991-92
1992-93
1993-94
1994-95
1995-96

3525
-6352
19479
-1883
18815
11704
22601
40556
31631
42748
47081
79951
46780

1996-97
1997-98
1998-99
99-2000
2000-01
2001-02
2002-03

66393

83775
166449
360441
272707
282757
391262

Source: Computed from RBI Bulletin, various issues

ce
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Before proceeding to the next section, let us also briefly look at
the size of government in the State by taking the total expenditure as a
proportion of SDP as its proxy.2> The total expenditure places
commitments of revenue and debt and hence used as a measure of the
size of the government?6,

Table 14: Total expenditure asa Proportion of SDP

Period Total Revenue Capital
Expenditure/ expenditure/ | Expenditure/SDP
SDP SDP

1960s 0.12 0.08 0.04
1970s 0.14 0.10 0.04
1980s 0.19 0.15 0.04
1990s

(till 2001-02) 0.18 0.16 0.03

Source: Computed from RBI bulletin, various issues.

The revenue expenditure as a proportion of SDP has been rising,
especialy in the 1980s. The proportion of capital expenditure has been
stagnant from the 1960still the 1980s and declined during the 1990s. In
view of the revenue side constraints, the revenue expenditure has been
financed through borrowing at rising interest rates. The government has
been borrowing from the Public Account?” and also from welfare boards
like Toddy Tappers Welfare Board to tide over cash constraints, at very
high rates of interest?8. This leads to an unsustainable fiscal situation.
But instead of adeficit targeting based method, which does not take into
account the quality of expenditure, Kerala needs a revenue led fiscal
consolidation, with due regard to efficiency in expenditure. The size of
government measured by the proportion of total expenditure to the SDP
has come down in the 1990s when compared to the 1980s,2% lending
strength to the argument that the fiscal consolidation needsto berevenue
led.
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Hurdlesin seeking a way out of the Chronic Revenue I mbalance

Thedeficit in the revenue account has become quite chronicinthe
past two decades. Themajor contributor to thisisthefalling tax buoyancy
despite an increasing growth of SDP. The major reason for thisis that
thefastest growing sectors of the economy are outside the taxing powers
of the State.

At thispoint of time, Keralaalong with 21 other States has shifted
to the Value Added Tax (VAT) System, though the Sales Tax Act still
exists. The argument in favour of VAT is that it would bring the entire
chain of input transactionswithin the tax net, albeit with input tax credit
and scope for evasion will come down. There is also rate harmonisation
across the States. On the other hand, apart from the crucia question of
States autonomy in fixing tax rates, there is the problem of high cost of
detection of evasion through bogusinvoices and misuse of input credits.
At this moment, this major policy shift makes any prediction of revenue
performance even in the near future impossible.

Asfar asthe non-tax revenues are concerned, various committees
of the Government have identified areas from which increasing revenue
can be mobilised. Even if the amounts targeted are mobilised fully, it
will not make asubstantial dent intheimbalancesin the revenue account.
Asregards curtailing expenditure, the programme has to be necessarily
medium and long term as in the short run committed expenditure,
especialy non-plan revenue expenditure, cannot be cut.

Sustaining the Developmental Role- Emerging Questions

Given these hurdles, spending for maintaining the quality and
upgrading the social and economic services becomes difficult3C. In
addition to this, a situation has been created where the State is not able
to pay arrears of pension to the beneficiaries of many of the unique and
pioneering social security schemes in the unorganised sector, initiated
earlier. Though thetotal fiscal burden of these on going pension schemes
is0.24 and 2.27 percent of the SDP and the revenue recei ptsrespectively
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during the financial year 2002-03, it is these payments, in which per
capita benefit is quite meagre, that bear the brunt of treasury controls
due to liquidity problems of the State.

The deficit targeting approach. i.e. requirement to contain deficits
asaproportion of SDPto alimited level in atime-bound manner has now
becomealegidative commitment. With political economic constraintslike
strident resistance from dominant class formations like rich traders, in
considering the route of revenue mobilisation and the fall in Central
devolution of taxes and grants, the easier route of expenditure cutswould
be attempted. Thisputsinto danger theachievementsinthefield of primary
education, health care and social security benefits, which gave Keradla a
pride of place in the map of human development indicators3L.

Chronic revenue deficits, decline of developmental expenditure
as a proportion of total expenditure and afall in Central devolution of
taxes and grants have been the major fiscal problems for all the States
during the 1990s. In fact, the Centre'sown tax GDPratio hasfallen from
10 to 11 percent in the beginning of the 1990s to 8 to 9 percent at
present32, Thefall in Centre'stax-GDP ratio has had an adverse impact
on devolution of resourcesto the States.

If servicesare kept out of the States'stax net33, thefaster economic
growth will not act as a resource base and the rising expenditure
commitments, especialy the non-developmental ones will result in
chronic deficitsin the revenue account. Apart from reforming the existing
tax administration and tap the present taxes in a better way, the taxing
powers of the States including Kerala have to be enlarged to capture the
faster growing sectors of the economy. Thiscallsfor arestructuring the
fiscal relationships between the Centre and the States.

Being society with a high level of political mobilisation and as a
sub-national entity, which chartered a path of development by state
provisioning of basic needs, the future of Kerala's development
experience needs special consideration. A state hamstrung by fiscal
constraints and required to adopt deficit targeting approach to fiscal
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correction will have fewer options than to retreat from the efforts of
providing basic needs on auniversal basis. Thiswill resultin restriction
of access to basic needs, which will become commodified and out of
reach for the poorer sections of the needy. Though with higher per capita
incomes, (which can be due to the income increases in the hands of
certain sectionsonly)34 Keralamay have ahigher economic growth, the
development experience, which was pioneered by the state efforts may
well become athing of the past. Thistype of economic growth will find
it hard to pass the touchstone of virtuosity. Retreat of state provisioning
can lead to exclusion of large sections of society from access to
entitlements for a higher quality of life. The basic cause of the retreat of
thestateisthefiscal dispossession arising from lack of powersto mobilise
adequate revenuesfrom theincreasing incomes and the political economic
constraint in tapping fully the existing tax potential. But in a relative
frame, Kerala hastapped its tax potential better than many other States.
It has a very strong reason to demand powers to tax the services sector,
the fastest growing sector of its economy.
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Notes

1 This stage of higher per capitaincomes co-existing with higher level of
human devel opment i ndi cators has been described by some observersas
‘Virtuous cycle of growth’. See Pushpangadan (2003) for a discussion.

2 The Balance from Current Revenues (BCR) is the difference between
the Revenue Receipts excluding Plan grants and the Non-Plan Revenue
expenditure. The surplusfrom BCR isthe State's own resources available
for financing Plan expenditure. If thisis negative, the entire Plan outlay
other than Plan grants will be financed out of borrowed funds.

3 Under Article 270 as it originally existed, the revenues from Personal
Income Tax were mandatorily shareable with the States and the excise
duty at the option of the Union. The other two important taxes,
Corporation tax and the Customs duty were not shareablewith the States.
The surcharges and Cess levied by the Centre were also not shareable.
But after the Eightieth Constitutional amendment, the divisible pool
consists of all taxes and duties, other than surcharges and cess and a
prescribed portion of them is shareable with the States. The Eighty-
eighth amendment, which introduced Article 268A, has excluded Service
tax levied by the Centre from the divisible pool of taxes.

4 Plan grants are devolved from the Planning Commission to meet the
revenue component of the Plans and the Non-Plan grants are devolved
on the basis of the Finance Commission recommendations. The Plan
fundstill now were devolved on the basis of what isknown asthe Gadgil
formula. The 70 percent of the funds are loans from the Centre and 30
percent grants. This is based on the implicit assumption that 70 percent
of the Plan expenditureis capital in nature and 30 percent revenue. Prior
to 1969, the plan funds were devolved on a project-to-project basis. The
Twelfth Finance Commission has recommended that Centre need only
devolve Plan grants and need not tie the grant and loan component
together asin the Gadgil formula. The States should have the option of
borrowing from the market or the Centre. The recommendation has been
accepted by the Central Government.

5 This will not be reflected in cases of measurement problems and tax
evasion. In some types of tax evasion, when the output of a sector (like
turnover) iscollected from official sourcesthepart of theturnover evaded
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10

11

12

will not get reflected and to that extent there will be underestimation of
domestic output in the economy. The problems in estimation can be
there for other indicators like consumption expenditure.

Patnaik (1991) states, “the expenditure stimulated by remittances could
not have its demand generating effects confined to Keralaaone. A good
deal of it leaked out to neighbouring Tamil Nadu, where wages were
low and production centres already existed. A large amount of
construction material, for instance is imported into Kerala from Tamil
Nadu to meet requirements of the construction boom”

Since the SDP measured in current prices of different series differ, they
have been spliced to the 1993-94 series at current prices.

A simple comparison of tax-SDP ratios across States will not be correct
as structure of the tax base or taxable capacity proxied by SDP can be
different. Modelslike regression method and Representative Tax System
are used to compare the tax effort of different States and countries. (See
Bahl 1972 for a discussion).

The ‘Budget in Brief’ published by the Government of Kerala uses the
termsAverage Propensity to tax and Marginal Propensity totax for these
two indicators.

SeeBahl (1972) and Mansfield (1972) for adiscussion. Whilemeasuring
tax elasticity, the impact of the discretionary changes is taken out using
Prest’s formula. In buoyancy, impact of discretionary changes and
automatic response to the growth of tax base are both captured.

We have taken the data of consumption expenditure from Rakhee
2003:P.25, Table 11.

In the seminar in which this paper was presented, a question was raised
whether the tax buoyancy of above one meant 1) the tax administration
isefficient and/or 2) the indicator used as the economic base SDPis not
agood one. We have considered both aspects. It isquite possiblethat tax
buoyancy can be greater than onefor reasons other than tax administration
efficiency alone. A fluctuation in the growth rates of Sales tax as it
happened in the 1970s can lead to a higher figure of buoyancy. Despite
problemswith tax administration efficiency, tax buoyancy hasbeen more
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than onefor the Centre aswell asmany States. When we use consumption
expenditure al so, the buoyancy has been above one. Asregards SDP, for
want of abetter or morereliableindicator with usesfor comparison, itis
preferred. See also the Report of the Twelfth Finance Commission for a
discussion.

The underlying trend is found after removing cyclical and irregular
fluctuations in the growth rate. In this paper, this has been found by a
process of weighted compound median smoothing using STATA 7.0.

Thetax buoyancy ishigh at 2.22 in the second half of the 1970s. Thisis
the period when the sectoral share of manufacturing and services started
rising and that of the primary sector started falling (See Figure 2). Intially,
therisein the share of trade and manufacturing should have contributed
partly to the rise in tax buoyancy. There is also the reason of wide
fluctuation in growth rate of sales tax during this period.

Sales Tax is essentially levied on the sale and purchase of commodities
and the output of the trade sub-sector can be taken as a proxy base. As
far as manufacturing is concerned, it will be the base of first point levy
aswell asfor the Central Salestax collected by the State on inter-State
trade.

Here we are restricting the time period due to non-availability of
comparable sectoral SDP data for earlier periods.

International petroleum prices went up in 1973 and in 1990 and there
was a rise in domestic prices also. Petroleum products contribute
substantially to the sales tax revenue of the State. But commodity wise
break up of salestax revenues are not available, as stated in the Report
of the Resources Commission (1993). Discussion with informed sources
of the sales tax department reveal that sales tax on petroleum products
together with excise duty on liquor contribute 50 percent of the own tax
revenues of the State.

The Twelfth Finance Commission has devolved service tax also to the
States as the notification consequent to the amendment has not been
issued. But the Finance Commissionsin futurewill not be ableto devolve
proceeds of the servicetax to the States. The Twel fth Finance Commission
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has made a recommendation that the once the notification is issued, it
should be ensured that the share to the States from service tax should
not go below the existing one.

When the power to tax servicesisdevolved to the States, certain problems
canarise. If the serviceinputsare given credit while computing the Central
Excise Duty, the question to be addressed is whether the Centre will be
willing to give credit to the service tax paid to the States. The Centre
might not easily accept giving up powersto tax services aswell asto give
credit to the service tax paid to the States. There have been suggestionsto
bring goods and services comprehensively under a single tax instead of
taxing them separately (Rao 2001). TheKelkar Task Force(2004) suggested
anational level goods and services tax, with the Centre and the States
sharing the same tax base. Another option will be to devolve the service
tax to the States and adjust the credit given to service inputs from the
devolution of net proceeds from the Centre to the States.

The Resources Commission (1993) and the White Paper on State Finances
(2001) have discussed about the explicit and implicit subsidies. The
Resources Commission report has stated that a substantial portion of the
subsidiesisinthe socia sector and of thesetwo thirdsisin the educational
sector. The levy of user chargesin social and economic services can be
an important source of non-tax revenue. We are not discussing the head-
wise details here.

See Second report of the Ninth Finance Commission, Chapter VII,
‘Grants-in- Aid, Pp. 27-29

When the share of developmental expenditure in the revenue budget is
highin previoustime periods, i.e. expenditure on education, health, public
works etc., non-developmental expenditure in subsequent time periods
is bound to increase. The reason for thisis that a substantial portion of
the developmental expenditure, especially in the social sector, is salary
expenditure as these are personnel oriented services. In later periods,
the superannuation and retirement benefits paid to them will be
categorised as non-devel opmental expenditure.

For suggestions, see Report of the Second State Finance Commission
(2000) and White Paper on State Finances (2001).
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We do not argue here that by merely increasing capital expenditure, the
quality of fiscal management will improve. If we cannot raise user charges
or be able to obtain revenue receipts at least to the extent of financing
the interest payment burden and meeting maintenance expenditure,
increase in capital expenditure will also induce afiscal burden.

Thiswill not be an exact measure as government can influence through
regulatory functions, which actually do not get reflected in the
expenditure. See Slemrod (1995) for a discussion.

When compared to the Central government and all States' average,
Kerala's total expenditure as a proportion of SDP is not higher.

The Centre as well as the States have the Consolidated Fund, the
Contingency Fund and the Public Account. The Public Account consists
of the moneys, which the government holds in fiduciary capacity, like
the small savings, provident fund etc.

See the Report of the Resources Commission (1993).

The proportion of revenue expenditure has gone up during the 1990s.
We have separately discussed the reasons for this and also the difficulty
in cutting committed expenditure in the short run. While emphasising
on efficiency in expenditure, it is considered that revenue-led fiscal
consolidation is preferable to deficit targeting approach, in which, the
quality of expenditure that is being cut is not given importance.

As discussed in the paper, committed expenditure cannot be cut. With
problems in revenue moblisation and deficit targeting becoming a
legidlative commitment, the expenditure reduction in social and economic
services becomes the first option for containing deficits. The argument
of private sector taking the place of public provisioning will aso be
advanced. There are debatable points in this, the details of which are
beyond the scope of our discussion. For an analysis, see Leys (2001).

In the seminar on 23/05/2005 in which this paper was presented, an
argument was raised that the achievements in human development
indicators could be sustained despite the reduced level of state
intervention. In support of the argument, it was pointed out that despite
the declining share of developmental expenditure, Kerala has been
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achieving better human devel opment indicators than other States. It has
to be taken note of that the adverse impact of the retreat of the state will
befelt only after alag period. Still, it need not get reflected intherelative
position because, thefiscal constraints operatefor other Statesalso. Since
most of the private sector initiatives in education and health are for
catering to the needs of peoplewho can afford high costs, it will exclude
a vast majority from the benefits of this. The state retreat from these
fields can accentuate this problem and adverse impact on human
development indicators is bound to follow.

See Mohan (2004) and Report of the Kelkar Task Force (2004) for a
detailed discussion

A point that came up for discussion on this paper was that suggestion
for emphasis on resource mobilisation essentially means more taxes and
it can have distortionary effects. Though an analysis of relative
distortionary effects of different taxes and optimal taxation is an area
wide enough for aseparate analysis, wewould liketo clarify that we are
not suggesting any fresh taxes. The suggestion is for shifting of the
taxation on services from the Centre to the States.

The higher level of per capitaincome is due to impact of remittances
also and only 17.6 percent of Kerala's households received remittances
(Zachariah and Irudaya Rajan 2004).
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