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Paying
attention to
tax buoyancy

The packages announced by the finance minister so
far mostly target the supply side. It will take a while
to yield results by way of turning around growth

Buoyancy of total own-tax revenue by states and
the gross tax revenue of the Union
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FTEN, FISCALSTIMULUS

is launched through the

taxside than expenditure

side, assuming that the

buoyancy of the former
will ensure minimum fiscal slippage,
while shoving the economy out of a glut.
The general idea is thata reduction in
rates will increase the tax base and com-
pliance. This, along with its positive
impact on growth, would lead to higher
tax buoyancy. The fiscal stimulus pro-
gramme announced by finance minister
Nirmala Sitharaman is also premised on
a similar idea. An IMF working paper
titled ‘How Buoyant is the Tax System?
New Evidence from a Large Heterogeneous
Panel’ by Paolo Dudine and Joao Tovar
Jalles, published in 2017, finds that tax
buoyancies are generally equal to unity
orgreaterfordeveloped aswell as forless
developed economies.

In oureconomy, the tax-to-GDPratio
has hovered around 14-179% for the last
few decades, which is the combined fig-
ure for the Union and states. Direct and
indirect taxes contribute almost equally
to the total tax revenue, although the
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tells us how fast the buoyancy converges
tothe long-runequilibriumvalue.

The estimatesfor the period 2001-17
show that the long-run and short-run
buoyancyare 1.05 and 1.74, respectively,
for total tax (the Union and states com-
bined). Thehigh short-run buoyancywill
mean that the current slowdown would
have anamplified negativeimpactontax
revenue in the short-run.The slowdown
will have aheavy impacton the Union tax
revenue, which has an overall short-run
buoyancy coefficient thatisvery high.
The very high short-run buoyancy of
direct taxes will escalate the fiscal pres-
sure emanating from the recent cutin
corporation taxes. This will also have a
deleterious effect on the fiscal health of
states as the shareable kittywill shrink
substantially. Now,with the 15 th Finance
Commission (FC) asked to consider the
impact of theaward of 14th FCon Union
finances, any fall in the share of states
would adversely affect state finances.

Relatively low buoyancy for states’
taxes (1.04 for the long-run and 1.19 for
the short-run) will mean a reduced
adverse impact of theslowdown on states
as awhole. But the effect on individual
states will depend on their buoyancies
and the extent of deceleration of the
gross state domestic product of respec-
tive states. Short-run buoyancyis found
tobe eitherequal to orless than unity for
all states. Bihar, Goa,Haryana, Jharkhand,
Odisha and Sikkim will be the ones that
would be least affected in the short-run,
with a buoyancy factor less than unity.
For the long-term, all states have buoy-
ancies either equal to unity or greater
than unity. Goa, Gujarat, Haryana, Kar-
nataka, Madhya Pradesh, Maharashtra,
Odisha, Punjab, Rajasthan, Tamil Nadu,
West Bengal, Assam, Nagaland and
Sikkim have long-run buoyancy equal to
one, making them less vulnerable in the
long-run.Interestingly,most of thericher
states fall inthis category.

The packages announced by the
finance ministerso far mostly target the
supply side. It will take a while to yield
results byway ofturning around growth.
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Tax buoyancy measures sensus that a fall in aggre-

the response of tax revenue to a change
in national income and the tax policy.
Economists generally define it as the
ratio of percentage changein tax revenue
to a percentage change inincome. Buoy-
ancy can be estimated forthe long-term
as well as for the short-term. Short-term
buoyancy above unity signifies that the
tax system actsasanautomatic stabiliser.
Here, the tax system itself would auto-
matically leave a greater proportion of
incomewith the taxpayersduringa slow-
down dampening the fall in demand.
Similarly, during a boom, the system
would automatically take away more
income through taxes, consequently
slowing down the growth of demand.
Such a tax system has abuilt-in stabiliser.
In other words, the short-run buoyancy
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gate demand is the main cul prit, steps
can be initiated to shore up aggregate
demand. These interventions can be on
both revenue and expenditure sides.On
therevenueside,areductionintaxes that
will benefit therelativelypoorersections
and rationalisation of GST will definitely
have a high multiplier effect. Expendi-
ture oninfrastructure and upscaling pro-
grammeslike MGNREGAwill also havea
highermultiplier effect,leading torevival
of growth

growth.

More detailed analysis of buoyancies
ofindividual taxesincluding GST (where
wehaveonlya short-time series) is essen-
tial. Although we have incorporated the

imal parameterisation in the models
by choosing the aptlag lengths, the esti-
mates can be refined furtherby incorpo-
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