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The fiscal year 2022-23 in review

Introduction

The citizens of Kerala look forward to the 2023-
2024 State budget with both trepidation and
hope. Trepidation because emerging media
reports paint an increasingly grim picture of
State finances - Fixed Deposits of Universities
being transferred to the State Treasury in a
desperate attempt to overcome a liquidity
crunch at the Treasury, disbursal of Social
Security Pensions disrupted and a direct
appeal by Kerala's Chief Minister to the Prime
Minister for permission to borrow. On the
other hand, Kerala's record of resilience in the
face of adversity, be it the devastating floods
of 2018 or the COVID-19 pandemic, serves as
the wellspring of hope for its citizens.

In this report, we will attempt to trace the
origins of the present crisis. First, we will
examine the background - Kerala's poor fiscal
health. To work around this fiscal frailty,
Special Purpose Vehicles (SPVs) were set up by
Kerala State Government to raise money
outside its limited fiscal space. This practice
was flagged by the Comptroller and Auditor
General in 2020, 2021 and 2022 as "off-budget"
borrowing. The present crisis stems from the
Union Government's decision to treat SPV debt
as State debt. Section 2 starts with the
definition of Off-Budget borrowing and follows
the events leading up to the present. Section 3
concludes with an outlook on Kerala's fiscal
future.

Kerala’s Poor Fiscal Health

We will examine Kerala’s fiscal health
under the following subheadings

a) Fiscal Vulnerability

b) Debt Sustainability.

Fiscal Vulnerability of Kerala

Fiscal vulnerability describes a situation
where a government is exposed to the
possibility of failure to meet its aggregate
fiscal policy objectives and longer-term
fiscal sustainability. In a recent study by
the RBI titled "State Finances: A Risk
Analysis", the following indicators are
examined to gauge fiscal vulnerability. All
the indicators are expressed as ratios
(either to Gross State Domestic Product
(GSDP) or Revenue Receipts(RR) ) to allow
for meaningful comparison between
states.

1) Debt-Gross State Domestic
Product(GSDP) ratio

Where Debt stands for the total
outstanding debt of the State and GSDP
is the sum of all value added by industries
within the state. Kerala is among the 10
states that have the highest debt burden.
For FY 2022-23, Kerala has the third-
highest debt burden.

2) Gross Fiscal Deficit (GFD)- GSDP
ratio

Where GFD is the gap between the“Total
Expenditure (including Loans net of
Repayments)” and the “Total Receipts
(excluding new Debt to be taken). Kerala’s
Gross Fiscal Deficit (GFD)- GSDP ratio
was the 5th highest in 2021-2022.

3)Interest Payment(IP) - Revenue
Receipts (RR) ratio

This is a measure of the debt servicing
burden on states’ revenues. IP is the
interest due on the outstanding debt of
the State. Revenue Receipts are
financial resources collected by the
state that causes no change in the asset-
liability position of the State. Kerala’s
Interest payment(IP)- revenue receipts
(RR) ratio was the 5th highest in 2021-
2022.
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Furthermore, we will examine patterns of Kerala’s receipts, expenditures and borrowing closely
to identify sources of vulnerabilities therein.

Receipts

Revenue Receipts

The own tax revenue of Kerala constitutes about half of its total revenue collections(Figure 1).
The own tax revenue of Kerala has been declining over time, while Non-tax revenue has remained
volatile, dropping significantly in recent years (Figure 2). The declining own tax revenue and non-

tax revenue affect the states’ expenditure planning and increase their dependence on market
borrowing, making Kerala fiscally more vulnerable.

Figure 1: Composition of States’ Tax
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b. Own Non-tax Revenue
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Revenue Arrears

According to the CAG report on Revenue Sector
Government of Kerala for the year ended March
2019, The total arrears of * 20,146.39 crores
come up to 22 per cent of the total revenue of
the State.
Out of the total arrears
e 5564.64 crore (27.62%) is pending from
Government/ Government bodies.
e 5765.84 crore was outstanding for more
than five years

Furthermore, according to an article in Manorama on January
09, 2023 [4], sources at the Finance Department conservatively
estimate the 2021-2022 tax arrears to have grown to Rs 35,000
crore.

Shortfall Revenue Receipts against
budget Estimates

According to the figure below, between
2015-16 and 2019-20, Kerala collected 13
per cent less revenue than the budgeted
estimates. This shortfall necessitates an
increase in market borrowing, making
Kerala fiscally more vulnerable. Refer
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As seen from the figure above, Revenue
expenditure constitutes close to 90% of all
expenditures of Kerala for the year 2022-
2023, one of the highest among all states.
Although welfare-enhancing, the impact of
revenue spending on economic activity lasts
for just about a year. In contrast, the impact
of capital outlay is more substantial and lasts
longer, with the effect peaking after two to
three years.
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The figure below shows that the same
holds true in the past. The five-year
average ( 2017-18 to 2021-2022) revenue
expenditure as a percentage of total
expenditure was highest in Kerala, while
the five-year average revenue
expenditure to capital outlay ratio was
second highest for Kerala (among the 10
most indebted states).

Figure 3:Revenue Spending and Quality of
Expenditure
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Committed Expenditure

Committed expenditure typically

includes expenditure on payment of
salaries, pensions, and interest. A larger
proportion of the state budget allocated
for committed expenditure crowds out
other developmental expenditures.

The figure below reveals that for 2022-
2023 Kerala has the second highest
committed expenditure as a percentage of
revenue receipts

Figure 4:Committed expenditure as a percentage of revenue receipts in
2022-23
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The figure below shows that the same
holds true in the past. The five-year
average(2017-18 t02021-2022)
committed expenditure as a percentage
of revenue expenditure was second
highest in Kerala, while the five-year
average developmental expenditure as a
percentage of total expenditure was
second lowest for Kerala (among the 10
most indebted states)



Figure 5:Indicators relating to States’ Spending
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Debt Sustainability indicators

For Debt Sustainability,

e The real interest rate on debt should be
lower than the real GDP growth rate: r-g <0 .
This was true for Kerala during the last five
years except in 2019-2020 and 2020-21
(Figure 6)

e The growth rate of GSDP should be higher
than the growth rate of public debt.
However, this was not the case for Kerala
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Off Budget Borrowing- The
Crisis Trigger

KIIFB and KSSPL

Off-budget borrowings refer to loans taken
by government entities or special purpose
vehicles that are repaid from the
government's own budget instead of the
borrowing entity's cash flows. Therefore,
these loans do not appear on the
government budget and are referred to as
"off-budget."

Two key Special Purpose Vehicles utilised
by the Kerala State Government to engage
in such off-budget borrowings are Kerala
Social Security Pension Ltd (KSSPL) and
the Kerala Infrastructure Investment Fund
Board (KIIFB).

Between 2019 and 2021 the Comptroller

and Auditor General (CAG) has repeatedly
flagged these borrowings in its state audit
reports . In 2019, the CAG clarified that
government borrowings through entities
without an independent source of income
would be treated as liabilities on the
governments own income. This was
followed by a March 2020 that specifically
flagged KSSPL and KIIFB for off-budget
borrowing. Then, in 2021 the CAG stated

during the last five years except for 2021-
2022 (Figure 6).

Out of the two Debt Sustainability considered,
Kerala’s debt is unsustainable according to the
second.

Figure 6: Debt Sustainability Indicators.
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Difference in nominal GSDP and debt growth (Percentage point)
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adjusted against the state's Net Borrowing
Ceiling over the next four years. The Union
Government decided to adjust the ¥12,562
crore loan taken by institutions, including
KIIFB, in 2021-22 by reducing the state's
Net Borrowing Ceiling by %3,140 crore for
each of the years from 2022-23 to 2025-26.

Source:RBI Report 2022 "State Finances: A Risk Analysis"



Crisis timeline

2019
CAG issues clarification on
off budget borrowings

2020
CAG specifically flags
KSSPL and KIIFB for their
borrowings

2021

CAG notes KSSPL's liabilities of

10,848.61 crore constitute
65.87% of the total off budget
borrowings by the state

2022
Union Finance Ministry takes
action. Says all such
borrowing undertaken in
2021-22 will be adjusted
against the states net
borrowing ceiling

End Result
Union Government adjusts
the 12, 562 crore loan taken
by institutions and reduces
Kerala's annual net
borrowing ceiling by 3,140
crore till 2026.
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Questions to be addressed

What is the Kerala Government's position
on the Vidhi Centre for Legal Policy report
regarding the conditions that the
Government of India may impose on Kerala
while providing consent under Article
293(3) of the Constitution?

How does the Kerala Government plan to
address FC-XV's stance on clearing off-
budget liabilities in a time-bound manner,
given the limited resources from regular tax
and non-tax revenues?

The revised Government Order is silent on
the repayment of funds already mobilised
by KSSP. How will this be accomplished?
How will the Social Security Pension be
funded now that off-budget borrowing
through KSSPL to finance revenue
spending for social security pension
schemes is no longer possible?

Out of the 993 approved KIIFB Projects
with an outlay of Rs. 73,908, only 120
Projects worth Rs. 6201 Crores have been
commissioned.

Is there a significant backlog in the KIIFB
project implementation? The project status
on the KIIFB website does not match the
"2nd Pinarayi Vijayan Ministry progress
report 2021-2022 by Information and
Public Relations Department". For example,
the construction of the BANANA & HONEY
PARK, THRISSUR, is in the final stages
according to the progress report but only
"awarded" on the KIIFB site. Which one is
accurate?

If, according to the Kerala Finance Minister,
infra financing through KIIFB is not an
option for the 2023-2024 budget, what is
the alternative?



"Do the Dark Clouds have a Silver Lining ?

Key developments over the last two months give us cause for guarded optimism.

e In November 2022, The Hindu reported that GST collection in October 2022 was 29%
more than October's. This is a promising improvement in GST collection efficiency.

e In December of 2022, the Union Finance Ministry permitted the State Government an
additional 0.5% GSDP worth of borrowing to implement power sector reforms
successfully.

¢ In January of 2023, the Chief Minister of Kerala announced that the revamp of the GST
department was complete. The coming year will expect improved tax collection efficiency
and more revenue.

e The Union Budget 2023-2024 announced an unconditional hike of 0.5 % of GSDP on the
net borrowing ceiling of all states. This will give Kerala breathing space.

Relevant trends following budget 2023-2024
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