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What India’s Tax/GDP ratio convey?

With the Union Budget being round the corner, one of the important ratios to watch out for is the tax
to GDP ratio. There are different literature on narratives on the relationship between tax collections

and GDP. Here from a theoretical perspective we tried to capture the following:

1. How India’s Tax to GDP ratio is positioned compared to major economies?
2. What has been the historical trend between India’s Gross Tax Revenue and Nominal GDP?

3. Whether any empirical relationship persists between the two?

India versus the world

India’s Gross Tax revenue of Centre to GDP is lower at 11.7%, but accounting for both Centre and
States, the ratio is at 19.6% which is at par with major economies (Fig 1). In fact, for other Emerging
Markets (EMs), such as Hong Kong, Malaysia and Indonesia, the ratio is far lower. However, Advance
Economies (AEs), stand out. For Germany, it is as high as 38%. For US, it is at 25.6%. This is important
from policy standpoint as India has much larger potential from the angle of favourable demographics.
With more efforts being directed towards holistic tax reforms in the form of simplification,
rationalization and digitization, there are signs of improving tax to GDP ratio in the near term.

The past few years have witnessed important regulatory changes ranging from enacting the Income
Tax Act 2025 (effective from 1 Apr 2026), to rationalization of corporate tax structure, ratifying the
OECD/G20 Base Erosion and Profit Shifting (BEPS) Multilateral Instrument (MLI) in 2019 to combat tax
avoidance, bringing in place Vivad se Vishwas scheme (VSV Scheme) focusing solely on dispute
resolution. All aimed at improving transparency and streamlining compliance procedures. Hence the

benefit of these structural measures is soon to show their effect.

Fig 1. For India, there remains potential for increasing the tax to GDP ratio

Tax / GDP ratio
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Source: OECD, Union Budget, Bank of Baroda Research, Note: For majority of the country’s 2024 figure is provisional data, *For India both state and centre have been considered

N
w
3

131 131 12.0

Japan
Korea
China
India*

Singapore -

' Hong Kong -
Malaysia -
Indonesia F !

Phillipines
Thailand

Germany
Australia


https://www.google.com/search?q=Base+Erosion+and+Profit+Shifting&sca_esv=3e001843e4d244d0&sxsrf=ANbL-n6QeL8qBUajaWYEy52evc1zxLLLbw%3A1768815896034&ei=GP1tabPlAdKivr0P1ta2wA0&ved=2ahUKEwiDtKzhqJeSAxX2aPUHHYloPGUQgK4QegQIARAB&uact=5&oq=modification+of+India%E2%80%99s+tax+treaties+through+ratification+of+the+multilateral+instrument++G20%2FOrganisation+for+Economic+Co-operation+and+Development+%28OECD%29+Base+Erosion+and+Profit+Shifting+project&gs_lp=Egxnd3Mtd2l6LXNlcnAixgFtb2RpZmljYXRpb24gb2YgSW5kaWHigJlzIHRheCB0cmVhdGllcyB0aHJvdWdoIHJhdGlmaWNhdGlvbiBvZiB0aGUgbXVsdGlsYXRlcmFsIGluc3RydW1lbnQgIEcyMC9PcmdhbmlzYXRpb24gZm9yIEVjb25vbWljIENvLW9wZXJhdGlvbiBhbmQgRGV2ZWxvcG1lbnQgKE9FQ0QpIEJhc2UgRXJvc2lvbiBhbmQgUHJvZml0IFNoaWZ0aW5nIHByb2plY3RIzAlQAFi-BXAAeAGQAQCYAagBoAGoAaoBAzAuMbgBA8gBAPgBAfgBApgCAKACAJgDAJIHAKAHkgGyBwC4BwDCBwDIBwCACAA&sclient=gws-wiz-serp&mstk=AUtExfDGtlJivI5Zhe_nplEZ1rkaXuSMXWNbfHAUi3ZEUIEKujem8MIY4Xd4aIyEn1qh0YbZhD6T2t5Rf3sc6qvFOe2yMUkKHlenkH4hCHzkBx5kPChUerm9xMK6VFp2quybnqcGR_RmECKTt3iybt9rkc3XpCMbSzri5pNLmuxZ9P6D1iUQNij6AZ5-A0SLYtC5DPKIzvHYeh9IuRugkhfqCG076z_PAj9ufLcyZEh28MQb_0RNZFe1Bxk_5vAhSY26dpkRsoAEEx2MST8YQCC-vkP73reWA0pP2A7Q79sUtCFPz7pJWrdUIcJT6st6cW8GpHuGr_pL9oladxnxwXk_KWMWb8jk4jjUd3hzg6VTTYS1j9-7L-RLo0wZB44TkHnKwodGbms6C2bZo950LDyzkw&csui=3
https://www.google.com/search?q=Multilateral+Instrument&sca_esv=3e001843e4d244d0&sxsrf=ANbL-n6QeL8qBUajaWYEy52evc1zxLLLbw%3A1768815896034&ei=GP1tabPlAdKivr0P1ta2wA0&ved=2ahUKEwiDtKzhqJeSAxX2aPUHHYloPGUQgK4QegQIARAC&uact=5&oq=modification+of+India%E2%80%99s+tax+treaties+through+ratification+of+the+multilateral+instrument++G20%2FOrganisation+for+Economic+Co-operation+and+Development+%28OECD%29+Base+Erosion+and+Profit+Shifting+project&gs_lp=Egxnd3Mtd2l6LXNlcnAixgFtb2RpZmljYXRpb24gb2YgSW5kaWHigJlzIHRheCB0cmVhdGllcyB0aHJvdWdoIHJhdGlmaWNhdGlvbiBvZiB0aGUgbXVsdGlsYXRlcmFsIGluc3RydW1lbnQgIEcyMC9PcmdhbmlzYXRpb24gZm9yIEVjb25vbWljIENvLW9wZXJhdGlvbiBhbmQgRGV2ZWxvcG1lbnQgKE9FQ0QpIEJhc2UgRXJvc2lvbiBhbmQgUHJvZml0IFNoaWZ0aW5nIHByb2plY3RIzAlQAFi-BXAAeAGQAQCYAagBoAGoAaoBAzAuMbgBA8gBAPgBAfgBApgCAKACAJgDAJIHAKAHkgGyBwC4BwDCBwDIBwCACAA&sclient=gws-wiz-serp&mstk=AUtExfDGtlJivI5Zhe_nplEZ1rkaXuSMXWNbfHAUi3ZEUIEKujem8MIY4Xd4aIyEn1qh0YbZhD6T2t5Rf3sc6qvFOe2yMUkKHlenkH4hCHzkBx5kPChUerm9xMK6VFp2quybnqcGR_RmECKTt3iybt9rkc3XpCMbSzri5pNLmuxZ9P6D1iUQNij6AZ5-A0SLYtC5DPKIzvHYeh9IuRugkhfqCG076z_PAj9ufLcyZEh28MQb_0RNZFe1Bxk_5vAhSY26dpkRsoAEEx2MST8YQCC-vkP73reWA0pP2A7Q79sUtCFPz7pJWrdUIcJT6st6cW8GpHuGr_pL9oladxnxwXk_KWMWb8jk4jjUd3hzg6VTTYS1j9-7L-RLo0wZB44TkHnKwodGbms6C2bZo950LDyzkw&csui=3

Tax collections and Nominal GDP moving in consonance

Apart from the structural measures, does tax collection have any relationship with any
macroeconomic variable. There is varied literature attributing long run relationship between tax
collection and GDP (Lum Collaku, Driton Balaj, Artan Hajdini, 2023). Widmalm (2001) established a
negative relationship between taxes and economic growth for 23 OECD countries. Romer and Romer
(2010) studied the impact of tax reforms on U.S. economic performance and concluded tax reforms

had positive impact on growth of US.

Fig 2. Shows historical movement in growth rate of India’s Gross tax revenue collections and nominal
GDP. Three episodes emerge 1) FY93-FY02, where gross tax revenue collections have been broadly
volatile on account of narrow tax base 2) FY03-FY13, showed initial divergence between nominal GDP
growth rate and tax collections and 3) From FY14 till date, there has been visible signs of convergence
between Gross tax revenue collections and nominal GDP with convergence being more pronounced

from FY23 onwards. The Covid-period witnessed some aberrations.

Fig 2. Directional convergence between growth in nominal GDP and tax collections
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Source: CMIE, Union Budget, Bank of Baroda Research, Note: FY25RE, FY26BE

India’s tax to GDP ratio has shown sharp correction since Covid period. It is currently at 11.7 and the
tax elasticity is running above long run average at 1.1. Further with more labour reforms, formalization
of the economy, simplification of India’s tax structure and leveraging technology, we expect the
buoyancy to pick up at a sharper pace. FY27 is expected to be the year of revival of India’s consumption
curve as the past reforms of rejig in income tax structure, ongoing GST reform and benign inflation,
will act concomitantly towards stimulating consumption demand and indirectly is expected to
contribute towards effective pickup in tax buoyancy, going forward.

Figure 3: India’s Tax to GDP ratio picked up Figure 4: Tax elasticity to GDP running above long run
significantly since Covid period average
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Does any empirical relationship exist?

The next exercise tries to draw an empirical relationship between different components of Gross Tax
revenue collections. For example, income tax collections are mapped with nominal GDP as tax and
economic activity theoretically should have some coherence. Customs to import growth and
corporation tax and growth in profit before tax of corporates have also been examined.

There exists strong positive correlation coefficient of income tax to per capita income as well as
income tax to nominal GDP. For customs to imports it is at 0.37 and for Corporation tax to PBT, it is at
0.30. If looked at from the aspect of buoyancy, for income tax to per capita income it is significantly
higher currently compared to long run average level. The same is for income tax to nominal GDP,
speaking of improving economic activity acting positively on the tax collection numbers. The buoyancy
of corporate tax to profit before tax is also high compared to long run average. This shows that
improving financial earnings of corporates have been positive for corporate tax collection.

Figure 3: Strong correlation between nominal GDP Figure 4: Tax buoyancy currently is above Long-run
and income tax collections (LR) average
Correlation FY93-Till Correlation Current tax LR
date buoyancy average
Gross Tax to GDP 0.61 Gross Tax to GDP 1.4 0.96
Income tax to per capita income 0.57 .
Income tax to Nominal GDP 1.93 1.37
Income tax to Nominal GDP 0.55 .
Income tax to per capita 216 1.60
Income tax to Real GDP 0.52 income
GST to Services GDP at 103 157
Service tax to Services GDP 0.30 current price : ’
Customs to Imports at current prices 0.37 Customs to Imports 0.08 0.01
Corporation tax to PBT 0.30 Corporation tax to PBT 0.84 -0.63
Source: CMIE, Union Budget, Bank of Baroda Research Source: CMIE, Union Budget, Bank of Baroda Research

The correlation coefficient established that there exists a strong positive correlation between tax
collections and GDP. However further to examine the causality, we conduct the Granger Causality
test. Here we have taken 35 observations (FY93-FY26) into account. The prerequisite of series being
stationary has been fulfilled and the series turns out to be stationary in its first difference.

Null Hypothesis: F-Statistic Prob.
D(TAX) does not Granger Cause D(GDP) 18.4 0.00
D(GDP) does not Granger Cause D(Tax) 16.8 0.00

Note: D(GDP): First difference of GDP, D(Tax): First difference of Gross Tax Revenue

Thus, as per results, Tax does Granger Cause GDP, and GDP does Granger Cause Tax. To further check
whether the relationship is spurious or not, we have used the concept of cointegration. Here, as seen
before performing Granger causality test that both Tax &GDP ~I (1) [Integrated of order 1] and the
error termis | (0) i.e. stationary (Appendix 1).

However, OLS estimates give hint of spurious regression as t-statistic is very high, R2>Durbin Watson
stat (Appendix: 2). Here we use log scale of GDP and Tax for better interpretation of result especially
the coefficient. To further establish whether the series are cointegrated or not, we run the
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cointegration regression and Engle Granger and Phillips Ouliaris tests, both of which convey that
series are cointegrated, not confirming any long run relationship (Appendix 3). Thus, gross tax
revenue is more dependent on structural factors which are contingent on reforms focusing on
improving tax base, efficiency in collection and simplification in tax structure. India with its ongoing
reforms in place is solely targeting the correct epicenter.

To sum up:

e |ndia’s Tax to GDP ratio is in line with major economies. In fact, compared to major Emes, it is
far higher. Further with favourable demographics, India has immense potential. The ongoing
reform in place is already focused on simplification, rationalisation and transparency in tax
structure. This will act positively on the tax numbers going ahead.

e So, an attempt is made to see the determinants of India’s Gross Tax collection. It is seen that
there exists a directional convergence between Gross tax collections and nominal GDP. The
convergence is more pronounced from FY14 onwards.

e Empirical relationship also shows strong positive correlation coefficient between nominal GDP
and income tax collection, customs to imports and corporation tax to PBT.

e The current tax buoyancy numbers of Income tax to Nominal GDP, Income tax to per capita
income, Corporation tax to PBT is also significant when compared to long run average.

e Further to establish the causality between gross tax collections and nominal GDP, Granger
Causality Test have been conducted which shows that Tax does Granger Cause GDP, and GDP
does Granger Cause Tax.

e However, on further validating whether any cointegrating relationship exists between the two
variables, it is found to be not significant. This confirms the fact that tax collections are more
contingent on structural reforms. India has already seen a host of changes on this front and
with the new Income Tax Act 2025 coming into effect and changes in indirect tax structure,

the tax collections number is expected to show improvement.



Appendix 1.

Null Hypothesis t-Stat Prob
LGDP has a unit root -1.72 0.72
LTax has a unit root -2.17 0.49

Augmented Dickey-Fuller test statistic
Residuals has a unit
root -3.17 0.00
First Difference

LGDP has a unit root -4.1 0.01
LTax has a unit root -5.3 0.00

Note: LGDP: Log scale of GDP, LTax: Log scale of Gross Tax Revenue
Appendix 2: OLS Results

Variable Coefficient  Std. Error t-Stat Prob
C -3.49 0.19 -18.15 0.00
LGDP 1.07 0.01 99.02 0.00
R-squared 0.997 - - -
Prob(F-statistic) 0 - - -
Appendix 3:

Null hypothesis: Series are not cointegrated Value Prob

Engle-Granger tau-statistic -3.17 0.10

Engle-Granger z-statistic -13.46 0.14

Phillips-Ouliaris tau-statistic -3.29 0.08

Phillips-Ouliaris z-statistic -14.62 0.11
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