Kerala’s Development at Crossroads: New Economic Pathways.
By Dr. Joseph Abraham
The Kerala Model: Promise vs Reality

Kerala’s celebrated development model, built during the 1970s—2010s,
prioritized human development through investments in health, education, social
security, and local governance. It delivered exceptional outcomes; high literacy,
life expectancy, and social indicators ahead of states with similar per-capita
incomes. However, our comparative analysis of two timelines, FY2000-01 and
FY2024-25, reveals mounting structural stress. The workforce remained
overwhelmingly unorganized, accounting for 90% of employment in 2000 and
86% in 2025. Public employment stagnated around 6%, while the organized
private sector doubled its share from about 4% to 8%, but still represents only a
small fraction of jobs. Output, however, tells a different story: the organized
private sector’s share of real GSDP jumped from 34% to 55%, reflecting Kerala’s
rising dependence on IT services, BFSI back-offices, organised retail, logistics,
and formal manufacturing. State tax revenues now largely originate from this
organized block, contributing about 65% of SOTR by 2025, while the public
sector contributes 10% and the vast unorganized block only 25%. Yet state
spending patterns remain skewed, 46% of the budget flows to public-sector
wages, pensions, and administration, 40% to household-facing welfare, and only
14% directly benefits organized-sector productivity. This widening mismatch
between where output is generated, where taxes are collected, and where
spending flows defines Kerala’s evolving fiscal paradox.

The Productivity Trap and Allocative Imbalance

This analysis reveals a deepening productivity trap; where Kerala’s fiscal
architecture sustains consumption but underinvests in productivity multipliers.
Tax—benefit dynamics show stark imbalances. In 2025, for every X100 of state

taxes recorded from each block, the public sector receives benefits worth 3460,
up from 3253 in 2000, while the unorganized workforce gains X160 (vs. 125

earlier). In contrast, the organized private sector, the state’s growth engine, sees
its benefit per Y100 of taxes fall from Y27 in 2000 to just I22 in 2025. Net

balances confirm the disparity: public employees enjoy a +36 percentage-point
surplus between benefits and contributions, the unorganized workforce gains +15
pp, but the organized private sector faces a —51 pp deficit. While some
redistribution is intentional, the magnitude now undermines Kerala’s growth
engine: organized firms generate over half the GSDP and most state taxes but
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receive proportionately little support for infrastructure, technology, logistics, and
skill development. This limits job formalization, traps most workers in low-
productivity sectors, and depresses Kerala’s tax buoyancy per worker, a cycle
that intensifies fiscal stress.

Regressive Taxation and Its Structural Costs

Kerala’s fiscal mix exacerbates inequality between economic actors. On paper,
taxes are concentrated in the organized block because registered firms remit GST,
VAT, and excise. In reality, however, the incidence of taxation is heavily
regressive: high dependence on consumption taxes; especially GST, fuel duties,
and alcohol levies; that pushes burdens onto households across income groups,
including those in the low-wage unorganized sector. Yet, these revenues do not
sufficiently flow back into productivity-enhancing public goods. By FY2025,
almost 86% of Kerala’s workforce remains informal, lacking access to the
infrastructure, skilling, and credit needed for upward mobility. Meanwhile,
welfare expenditures and public wage-pension commitments dominate state
budgets, crowding out capital investments that could reduce prices and raise real
wages sustainably. The structural result is a low-productivity equilibrium: a
system where rising taxes fund rising entitlements but insufficiently address the
underlying drivers of competitiveness, innovation, and formal employment
growth.

Economic Trends

Positives emerge clearly. Kerala’s formal output engine has strengthened, with
organized private-sector GSDP shares climbing from 34% to 55%, and formal
employment shares improving modestly from 4-5% to 7-8%. Human
development remains an asset: a literate, healthy workforce provides the
foundation for rapid upgrading if policy pivots are made. The welfare state has
also cushioned shocks, enabling poverty reduction and resilience during crises.

Negatives, however, outweigh the gains. The benefit-to-tax ratio for organized
firms sits at just 0.22, disincentivizing private investment while over-relying on
their revenues. Public wage and pension dominance has risen to 46% of state
spending, crowding out critical capital expenditures and enterprise-enabling
investments. Despite the organized block driving growth, the 86% dominance of
informal jobs perpetuates low productivity, widening inequality, and slowing
GST buoyancy per worker. Added to this are Kerala’s persistent transaction
frictions; high strike rates, frequent hartals, and slow project clearances; further
dampening Total Factor Productivity (TFP) gains and threatening long-term
competitiveness.



New Kerala Model- Pillars for Sustainable Growth.

The transition to a New Kerala Model demands realignment of taxes, spending,
and incentives around productivity, competitiveness, and inclusion. Based on our
findings, six core pillars emerge:

Rebalancing State Budgets Toward Productivity. Raise capex and enterprise-
enabling investments from 14% to >25% of total outlay by FY2027.

Link wage-pension growth to productivity. For every X1 increase in payroll
spending, mandate I1.25 towards infrastructure, skilling, R&D, and industrial
corridors.

Fairer, Pro-Growth Tax Architecture. Diversify beyond regressive
consumption taxes by modernizing property and land-value taxation, introducing
circle-rate realism and automatic revaluations. Enhance GST efficiency using
real-time analytics, invoice matching, and targeted compliance drives to reduce
evasion and stabilize refund cycles.

Closing the Tax—Benefit Gap Across Segments. Aim to raise the organized
private sector’s benefit-to-tax ratio from 0.22 to 1.0 by FY2029 through
investments in power quality, freight logistics, ports, industrial land, and R&D
ecosystems. Rationalize public-sector spending, reducing benefit ratios from 4.6
to 3.0, while channelling more welfare into productivity-linked support for the
unorganized workforce.

Massive Employment Formalization Drive. Launch a statewide apprenticeship
guarantee for all 18-25-year-olds, co-funded with GST-paying firms, ensuring
skill-onboarding into productive sectors. Simplify compliance for six high-
growth clusters—IT/ITeS, medical devices, food processing, electronics
assembly, logistics, and tourism—to double organized employment share to 15%
by FY2030.

Unlocking Private Productivity Through Capex. Prioritize 24x7 reliable
power, industrial feeders, logistics corridors, and plug-and-play industrial parks
to reduce logistics costs by 2-3% of GSDP by FY2029. Focus capex where
Kerala has comparative advantage: IT/BFSI hubs, medical travel, higher
education, agro-marine processing, rubber engineering, and premium tourism
circuits.

Inclusive Growth Through Productive Empowerment. Convert untargeted
welfare transfers into toolkits for upward mobility: skill vouchers, digital
bookkeeping, quality certification, and producer cooperatives. Set a target to



transition 1 million workers from unorganized to organized or semi-formal
employment by FY2030, reducing dependency on pure consumption subsidies.

Expected Transformations

If adopted, the New Kerala Model would shift Kerala’s economy from a
consumption-heavy, transfer-dependent structure toward a productivity-driven,
inclusive growth pathway. At the macro level, higher capital efficiency and Total
Factor Productivity would accelerate real GSDP growth, improve GST buoyancy
without further rate hikes, and soften Kerala’s debt stress as the denominator
expands faster. At the micro level, firms would benefit from better infrastructure,
lower frictions, and higher competitiveness; workers would gain access to more
formal, better-paying jobs; and households would face lower effective prices for
logistics-heavy goods alongside better public services. Redistribution would
remain, but it would increasingly enable productivity and self-sufficiency rather
than perpetuating dependency.

Conclusion

Kerala’s famed social achievements were built on a fiscal strategy that, over time,
underinvested in the very engine of economic growth. Our findings reveal a
widening tax-benefit gap, a persistent dominance of unorganized employment,
and chronic underfunding of productivity drivers. The proposed New Kerala
Model offers a pragmatic rebalancing; anchored in fiscal discipline, fairness, and
strategic capital investments; to restore Kerala’s competitiveness while
preserving its welfare commitments. Without this transition, Kerala risks
remaining trapped in low-productivity equilibrium despite strong human
development gains.
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