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Abstract:-

The Tax - GDP ratio is a
significant feature of any country's Tax
system and thus governments make
constant efforts to advance them. In
the case of India, the ongoing process
of development and liberalization has
made major contribution to its Tax
potential but still, a lot more needs to
be done to make it comparable with
other countries of the world. The paper
seeks to attempt the comprehensive
study of Tax-GDP ratio in India from
1990-91 to 2010 - 11, we have
conducted Ordinary Least Square
Regression taking total Tax and GDP as
dependent variable, GNP per capita,
share of industry in GDPB trade
openness, share of agriculture in GDPB
proportion of developmental
expenditure as independent variables.
In this study, we also attempt to explain
the reason for low Tax GDP ratio in
India and possible solution for above.
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INTRODUCTION

The main objective of the Tox policy in developing countries is to mobilise resources for the
public sector to finonce welfore octivities ond developmental plons. The degree to which Tox policy is
used for this purpose is a.matter of interest for national policymokers ond foreign oid donors. Foreign
governments ond internationol orgonisotions frequently ossess the efforts mode by recipient countries
to lift-up resources domestically. Level of Toxation in o country is usually judged in terms of the ratio
which Toxes beor to some measure of notional income. This ratio is colled Tox-GDP ratio ond the
chonge in it is determined by variations in both the numerotor (totol Tox revenue) and the denominotor
(notionol income).

The denominator of the rotio suffers from more ambiguities becouse there ore vorious
meoasures of national income (GDP, GNP, ond NNP).

In choosing from the olternative meosures of nationol income, the importont considerotions
ore;

X The meosure chosen should be easily availoble,
Xt is extensively understood, ond
XItis consistent.

In view of these considerations, we use GDP ot market prices os the denominator of the Tox-
GDPratio.

The study of Tox-GDP ratio is importont becouse trends in Toxotion in a.country ore onolysed
mainly in terms of this ratio, ond the composition of Tox revenues. Tox-GDP ratio is generolly
regorded os on index of relotive Tox burden in a.country over aperiod of time

SIGNIFICANCE OF THE STUDY

Since Tox-GDP rotio indicates the % of nationol income thot is mondotorily tronsferred from
private pockets to public exchequer and hence, the relative shore of government in the disposition of
national income, it signifies the economic role of o government in the national economy. The rotio
does not reflect the significonce of government sector as o finol purchaser of goods ond services
becouse Tox revenue is returned to the private sector in the form of tronsfer payments ond public
welfare. If such tronsfer payments ore deducted from the total Tox revenue, the ratio of the remoining
Tox revenue to GDP will show importonce of government os o final purchoser of goods ond services.
Since Tox-GDP ratio reflects movements in both Tox receipts ond GDP, ony major omendment in GDP
figures will offect the ratio.

RESEARCHMETHODOLOGY

To identify the determinonts of Tox-GDP ratio in India, the ordinory leost squores regression
onolysis is used in this poper. It examines the impact of per capita GDP, share of industry in GDP, shore
of agriculture in GDP, trade openness ond percentoge of developmental expenditure in total
expenditure of the government. The dependent varioble initiolly used is the rotio of total Tox
collections to India’s GDP. The independent voriobles include per copita GNP, share of industry in
GDP, proportion of developmental expenditure in totol expenditure, trade openness ond shore of
agriculture in GDP.

Stage of economic development is one of the foremost determinonts of Tox rotio ond the
varioble frequently used as aproxy is per copitaincome. It is expected to be positively related with the
government’s obility to collect Taxes ond citizens’ obility to poy them. Another varioble is the shore of
industry in GDP. As industrialisation focilitotes the levy ond collection of Toxes (due to reosons
mentioned above), hence, there is on expected positive correlation between share of industry in GDP
ond the Tox-GDP ratio. The Tox-GDP rotio is olso reloted to the size of the foreign trade sector. Given
the relative ease in toxing foreign trade compoared to domestic octivities, we follow the literoture to
include trade openness in the regression and expect it to have apositive impoct on Tox-GDP ratio.

Another explonatory vorioble included is the proportion of developmental expenditure in the
total expenditure of the government. As explained before, if government expenditure pertoins mainly
to welfore and developmental activities, it will favourebly influence the Toxpaying copacity of the
citizens. Conversely, if a lorge proportion of expenditure is devoted to non-developmental octivities,
the Toxpaying copacity will be reduced. Hence, there is on expected positive correlation between this
varioble ond the Tox-GDP ratio. Finolly, we have included shore of ogriculture in GDP os on
explonotory vorioble. The preponderonce of agriculture is dictoted by generol difficulties
(administrative ond political) of Toxing ogriculture ond the intention of government to either provide
Tox exemptions or subsidies or both. Further, it is generolly believed that the larger the ogricultural
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sector, the greater is the dispersion of income ond the greater are the income inequolities, moking
Toxation difficult. As mentioned obove, predominonce of ogricultural sector olso meons lack of
industriolizotion ond existence of o lorge subsistence sector. Moreover, there is effective political
resistonce to Toxotion of agricultural sector. All these foctors exploin the negative influence of the
ogricultural sector on Tox ratio. The following estimoating equotion is used in the onalysis;

Tox-GDP ratio = a + B, (per copito GNP) + B, (shore of industry in GDP) + B, (proportion of
developmental expenditure in total expenditure) + B, (trade openness) + B, (share of ogriculture in
GDP).

Sample Period and Data Source: The regression cnolysis is done on yeorly doto for a.25-year period
from 1980-81 to 2004-05. The dota for the dependent ond explonotory voriables has been obtained
from Hondbook of Statistics on Indion Economy, RBI.

RESULTS OF THE REGRESSION ANALYSIS

Testing stationarity of time series: To avoid spurious regression, unit root testing wos done to see if
the time series of different variables are stationary or not. For stationarity, the Dicky-Fuller test for unit
root wos opplied.

Augmented Dicky-Fuller Test for Unit Root

Variable Test statistic Z(t)

Tax-GDP ratio -2.357 1(1)
Per capita GNP 4.076 1(0)
Ind - GDP -2.364 I(1)
Devexp -1.683 1(1)
Trade openness 3.992 1(0)
Agri - GDP -2.224 I(1)

MocKinnon criticol values ot 1%, 5% ond 10% are -3.750, -3.000 And -2.630 respectively.

It wos found that for per copito GNP ond trade openness, the value of the computed test
statistic is higher thon the critical value ot 1% significonce level thereby implying stotionority.
However, for all other variobles, the computed test statistic has alower volue thon critical volues ot 1%
ond 5% levels, implying non-stationarity. To convert the non-stationory time series into stotionory
time series, we toke the first differences of the non-stotionary series ond then apply the Dicky-Fuller
test. As the results shown below indicate, all the series have now become stationory.

Augmented Dicky-Fuller Test for Unit Root

(after taking the first differences of the non-stationary time series)

Variable Test statistic Z(t)

Tax-GDP ratio -15.486 1(0)
IndGDP 4.274 1(0)
Devexp 4.727 100)
AgriGDP 4.158 1(0)

MocKinnon critical volues ot 1%, 5% ond 10% ore -3.750, -3.000
And-2.630respectively.

The results of the regression onalysis obtained by using specification mentioned obove are
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reported in Table A. In general, the dota fits the model reasonobly well with R2 around 40%. All the
coefficients have the expected signs. While the estimated coefficients ore significont in cose of per
capita GNP ond trade openness, they are insignificont for indGDP, agriGDP and devexp.

Explanatory variables E@Béﬁ(ﬁnt variable: Tax-GDP ratio
Per capita GNP 0.0002*
(0.0001)
IndGDP 0.4449
(0.7341)
Devexp 0.0843
(0.1727)
Trade openness 1.0625
(0.4068)
AgriGDP -1.0968
(0.6471)
R2 0.40

* indicate significonce ot 5% level

The estimoted elosticity of Tox-GDP ratio with respect to per copita. GNP is
[0.0002*(14116/0.18)] = 15.684. The estimated elosticity of Tox-GDP rotio with respect to trade
opennessis [1.0625%(0.13/0.18)]=0.7674.

ANALYSIS OF THE RESULTS AND INFERENCES

In generoal, while the results show expected signs for all the explonatory voriables token up for
study, only per capita GNP and trade openness are found to be significont. This implies thot os India’s
development process gained momentum monifested in its rising per copita GNP, it had o favoroble
impoct on Tox-GDP ratio. With people having a greater surplus available for Toxation, the scope for
Toxotion increosed. Trade openness wos also found to be ainsignificont explomatory vorioble. India’s
trode openness ratio hos improved consistently, porticulorly after liberalizotion in 1990-91. The
insignificance of this varioble implies thot the increosing size of external sector in the Indion economy
has not been conducive for Toxation by virtue of administrative eose ond perhops indicative of o lorger
orgomized industriol sector.

The composition of GDP is not found to be asignificont determinont in explaining the scope
for Taxotion. For instonce, the proportion of industry in totol GDP is not o significont explonatory
varioble. A possible explonation could lie in the foct thot the proportion of industry in GDP has not
varied significantly over the period under study. Further, Tox reforms have reduced rates of excise duty
over a period of time. So, even if there was on increose in the shore of industriol sector, the expected
increosed Tox revenues might have been offset by reduction in rotes (e.g. excise duties) which would
then have not impacted the Tox-GDP rotio in a.significont monner. Likewise, the shore of ogriculture in
GDP wos found to be insignificant. Normally, ahigher agricultural shore in GDP is indicative of alack
of industriolisation, existence of o lorge subsistence sector, ond oadministrative difficulties in
implementing Tox lows. Moreover, there is effective political resistonce to Toxation of ogricultural
sector. All these foctors explain the negative influence of the ogricultural sector on Tox ratio. In our
case, it hos been observed that for the period under study, the share of agriculture has consistently
fallen, which would normoally imply that o lorger port of Tox revenues would then come from other
sectors more favourably placed for Toxotion. As the proportion of industry in GDP hos not chonged
much for the period under study, it is actuolly the services sector thot has become the single lorgest
component of GDP. However, despite the growing importonce of services sector in the Indion
economy, the inodequate Toxation of services remoins on importont weokness of the Tox system. The
focus of indirect Toxes like excise ond customs hos still been on industry ond monufocturing.
Consequently, despite the foct that o folling share of ogriculture should hove contributed to increased
Tox revenues, the low Toxotion of services did not give the desired result.

Another explonotory varioble, i.e. the share of developmentol expenditure in totol
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expenditure of the government wos found to be insignificont. The development expenditure of the
government is composed of various sociol ond economic services. The economic services, which form
o lorge port of the expenditure, include rurol development, irrigation, flood control, science ond
environment etc. Some of these activities ore related to agriculture which, in any case, is not subject to
widespread Toxation while others do not affect peoples’ income directly and hence may not be having
on impoct on the scope for Toxation.

Thus, on the bosis of the obove onalysis, it con be inferred thot out of the conventional
determinants of Tox-GDP ratio, only per copita GNP ond trade openness significantly exploin the
chonges in Tox-GDP ratio. However the low value of R2 shows that there are o number of other
factors, quontitative or quolitotive, thot may be having o significont impoct on our country’s GDP. The
section below tokes alook ot few such factors.

CONCLUDING REMARKS

The Tox-GDP ratio is on importont feoture of ony country’s Tox system ond thus governments
moke continuous efforts to improve them. In the cose of Indio, the ongoing process of development
ond liberalization hos made significont contribution to its Tox potential but still, alot more needs to be
done to moke it comporable with other developing countries of the world. Indicchas made significont
progress in Tox reforms by reduction of rates (income Tox, excise Tox, customs duty) ond
improvements in Tox odministration, which has helped raise the ratio of Tox revenues to GDP. These
reforms, however, are only the beginning; the process has to be on ongoing exercise for improving
revenue productivity, minimizing distortions, ond improving equity.

Coordinated reforms should be undertoken ot the central, stote, ond local levels. A mojor
objective should be minimization of distortions ond complionce costs. Broadening the bose of both
central ond state Toxes ond keeping the Tox structures simple—within the administrative copocity of
the governments—is om importont international lesson that should be incorporated in further reforms.
Phasing out exemptions for small-scale industry, minimizing exemptions ond concessions to
industries in the services sector, ond minimizing discretion ond selectivity in Tox policy ond
odministration ore oll importont not only for the soundness of the Tox system but to enhonce its
occeptability ond credibility.

Although the customs duties have been significontly reduced, India’s economy is still highly
protected. Further reduction in toriffs, os well os further unification ond rationalizotion, is necessory.
Because these reductions will certoinly entail loss of revenue, a corresponding improvement must be
made in the revenue productivity of oll Toxes. Building o proper information system is crucial to
improving both revenue productivity ond the efficiency of the Tox system. The most importont reform
is in Tox administration. Moking the tremsition to informotion-bosed Tox administrotion, online filing
of Tox returns, ond compiling ond motching information ore key to odministrative reform. Tox
odministrotors should olso ossist Toxpoyers in o timely foshion ond help them to reduce their
complionce costs.
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