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® HP STATE FINANCES

Tax buoyancy
Is key to fiscal
prudence

Estimating the buoyancy of own tax revenue
and its important components for Himachal
Pradesh for the period 1980 to 2017
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IMACHAL PRADESH WAS
ranked second amongst all
the states and Union terri-
tories of India, with a score
of 69, in the composite
score published by the NITI Aayog in
December 2019, based on its overall per-
formanceacrossmultiple goals of the UN
Sustainable Development Goals(SDG).1t
is notable that Himachal topsin SDG 4,
Quality Education, as a ‘Frontrunner
State’,and SDG 5, Gender Equality,asa
‘Performer State’ It is second only to Ker-
ala, which has overall score of 70. While
achievingthese goals, Himachal has also
made credible progress inadhering to the
‘beyond growth’parameters, focusing on
human capital formationas well.

It will be instructive to explore the
‘role of state’,analysing the finances of
the government and assessing the fiscal
health of this star performerin SDG, to
identify the medium-term challenges
beforethe state. HowhasHimachal nego-
tiated the contours of fiscal discipline
articulated by the Fiscal Responsibility
and Budget Management (FRBM) Act,
Fourteenth Finance Commission (FFC)
and Medium Term Fiscal Policy State-
ment? After registering revenue deficits
in 2013 and 2014, the state hasmanaged
tomove torevenuesurplusfor threecon-
secutive years. But revenue surplus has
slid continuously from 2015-16.FRBM
and FFC proposed afiscal deficit ceiling
of 3% and Himachal has clocked a fiscal
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deficit-to-GSDPratio of 2.85 fortheyear
2017-18.The'State Finances: A Study of
Budgets of 2019-20’report by RBI points
out that a public expenditure retrench-
ment by all the states—and especially
capital spending—is responsible for the
reduction in gross fiscal deficit of states
in 2017-18. The RBI report stated that
thedisbursement ofdiscom loans,aspart
of the UDAY (Ujjwal Discom Assurance
Yojana) power bond programme, hascre-
ated pressures on state finances.
Himachal Pradesh has a total out-
standing debt-to-GSDPratio of 37.55%.
Currently, the ratio of interest payment
torevenuereceiptsofthestateis 10.34%
comparedto11.47%in 2013-14.As per
the recent CAG report, the state might
face fiscal pressure in 2020-21 while
convertingthe UDAY bonds into grants-
in-aid. Himachal has issued bondsworth
¥2,890.5 crore, which was 75% of state
discom’sdebt ason September 30, 2015,
asrequired underthe UDAY scheme.The
UDAY power bond was a tripartite MoU
signed bythe Ministry of Power (govern-
ment of India), discoms (power distribu-
tion companies) and state governments.
It is noteworthy that Himachal Pradesh
has achieved remarkable progress in
reducing the AT&Closses. In thefinancial
year 2018, the figure for Himachal is
0.74%, compared to the all-India figure
of 18.7%. Similarly the ACC-ARR gap for
the state is an impressive ¥-0.07, com-
pared to the national average of ¥0.17.
The financial parameters of the state in
the power sector were impressive even
before joining the UDAY programme.
Oneconomic growth front,Himachal
hasfallen tosingle-digit nominalgrowth
rate from 2014-15 onwards, from about
149% in 2013-14.1In the context of the
ongoing slowdown of the economy, an
immediate rebound is difficult to fore-
see, These challenges make an assess-
ment of the resource mobilisation by the
state extremely difficult.In a context
where the economyis slowing down and
the Fifteenth Finance Commission is
contemplating lower devolution of tax
pool to states, mobilising more own tax
revenue assumes more importance. The
need to meet the targets related to
deficits, outstanding debt and servicing
thedebt also makes mobilisation of more
own tax revenue critical. The state also
faces challenges as a hill state, due to
comparatively difficult terrain; the cost
of construction,maintenanceand service
provision is very high. Himachal has
highlighted this totheFifteenth Finance
Commission during their statevisits and
urged it to incorporate ‘terrain’ asa crite-
rion forfiscaltransfers,This isalso applic-
able in the case of North-eastern states.
Here itmust bementioned that Nepalhas
integrated differential expenditure
needs due to terrain-related constraints
inthe fiscaltransferdesign,althoughitis
ayoungfederation compared to India.
Against this backdrop, the tax buoy-
ancy is the key to fiscal prudence of the
state.We have estimated thebuoyancy of
own tax revenue and its important com-
ponents for Himachal Pradesh for the
period 1980 to 2017 (seeaccompanying
table).The own tax revenue of Himachal
was around 4% of GSDP in the early
1980s. It oscillated between that figure
and close to 6% after that. It touched an
all-time high of 5.9% in 2015, but has
fallen marginally to 5.3% by 2017.
Using static estimates of tax buoy-
ancy,wecan see the buoyancy of own tax
revenue alternated between unity and
less than unity over the decades. And the
buoyancy was less than unity for the
period after 2010. But the long-run esti-
mates forthe period 1980t02017,when
estimated using the autoregressive dis-
tributed lag(ARDL)model,returnalong-
term buoyancy of unity. But the short-
run buoyancy for the entire period is
around0.5.Thetaxon goods and services
has shown a higher buoyancy of unity.
Within that,sales tax, which accountsfor
the bulk of it, has shown a higher buoy-
ancy of unity compared to state excise.
Our estimates on decadal tax buoy-
ancy prevailas the ‘base scenario on tax
buoyancy'for Himachal Pradesh, prior to
the GSTregime.This enables the state to
analyse the GST regime and itsbuoyancy,
once sufficient set of time series data is
eauitoed for=uch analveiz in the future



