EXPLANATORY NOTES ON  THE METHODOLOGY ADOPTED IN THE RECEIPTS AND EXPENDITURE FOR 
FORECAST FOR THE YEARS 2010-11 TO 2014-15

Projections of revenues as well as expenditures of the state are, in general, based on the methodology and the guidelines suggested by the Thirteenth Finance Commission (TFC). Based on these guidelines two methods can be used for forecasting revenue and expenditure, viz. Compound Growth Rate (CGR) Method and Buoyancy Method. The details of these methods are given below: 

Forecasting Based on Growth Rate

The conventional approach to the theory of economic forecasting is to estimate growth rate of different budgetary parameters such as revenues and expenditures and other variable in the fiscal domain. 

With the help of growth rate, the estimate may be made with reference to the preceding year or with reference to the preceding time period, i.e. over a period of time. When it is estimated with reference to the past year, it is calculated as a percentage change over the year. This is calculated as ∆R/R, where ∆ represents the change over the past year and R represents revenue collections. This method uses a ratio of change in revenue in the current year over the total revenue of the past year. 

To find out the growth rate over a period of time the variable is regressed against time through the following equation: 

R = abt









Where R= revenue, t= time period, b = (1 + r), and r is the growth rate of R, and t varies from 1 to n. The growth rate calculated through this technique estimates the compound growth rate (CGR). 

This is the simplest method of estimating revenues and expenditure for the forecast period. However, this method does not take into account the causal relationship that indicates the contribution of a particular in the growth. This is especially true of variables such as price change, tax effort, or variation in GDP that affect the growth rate. 

Forecasting based on Buoyancy
Another method to project future stream of revenue or expenditure relates to the coefficient of buoyancy of the revenues or expenditures with respect to GSDP. This method takes into account the relative changes in revenue (with reference to the changes in the tax base) with respect to relative change in GSDP. This method computes the percentage change in revenue (or expenditures) for one percent change in GDP. Such a measure is known as buoyancy. This method thus estimates the responsiveness of the tax (or any revenue measure) to changes in the base (such as income), including the effects of changes in the structure of the tax. 

The Choice of Method

As stated above, the growth rate method is the conventional and the most convenient method for forecasting revenues (or expenditures). It estimates revenue performance independent of any other factor that might contribute to growth. On the other hand, the forecast based on buoyancy method is estimated in relation to independent quantifiable economic variables (such as national income or GDP). Buoyancy relates the growth rate of revenue to the growth of the base of the revenue sources, which is normally GDP. It attributes the growth rate of revenue to the responsiveness of the revenue base (that is, normal automatic growth in revenue due to the growth in the base/rate). Symbolically, this could be expressed as ∆R/R ÷ ∆Y/Y. If this coefficient comes out to be greater than unity, revenue is said to be buoyant. The revenue performance of the governmental unit is supposed to be productive, giving a higher yield as GDP grows. 

The functional form used to measure buoyancy is of the type
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When this exponential form is transformed into a logarithmic form, it changes to: 

logR = loga +blog Y

Where R is revenue, Y is GDP, and b is buoyancy coefficient. This relationship shows the percentage change in revenue with respect to the percentage change in GSDP.
Though forecast of revenue and expenditure for Sikkim has been made from both the methods, In view of the fact that buoyancy relates the change in revenue with respect to change in the base of the revenue sources, which is normally GSDP or its component, and attributes the growth rate of revenue to the responsiveness of the revenue base, buoyancy method is superior to the method of compound growth rate for forecasting revenues and expenditures. We have, therefore, adopted buoyancy method for forecasting revenues and expenditures. Wherever  it was not convenient to go in for the buoyancy method for reasons of availability of data or for some other constraints, we have adopted growth rate method. The details of the methodology for forecast is given below:
Details of Methodology of Forecast through Buoyancy Method
Forecast of Tax and Non-tax Revenues
For projections of receipts, the Commission has recommended that the rate of growth of revenue should not be less than the rate of growth of 2007-08 and 2008-09. Keeping this in view buoyancy and buoyancy based growth rate (BBGR) is estimated for the period 2002-03 to 2007-08. This BBGR is then used to forecast revenues (tax and non-tax) for the period 2010-11 to 2014-15. The summary of forecast of revenue and capital account for the period 2010-11 o 2014-15 is given in Statement ST 1, The summary of capital account is given in Statement ST1A. The statement ST 2 gives forecast for revenue receipts. Revenue expenditure based on buoyancy (non-plan) and compound growth rate method for plan, CSS, and CPS is given in ST 3. Finally, forecast of capital expenditures  based on the compound rate of GSDP has been given in ST 4. 
 However, for making the forecast through buoyancy method, few adjustments as given below, has been made where the observed values through the application of buoyancy were found to be abnormal:
When the BBGR during the period 2002-03 to 2007-08 is abnormally high (as seen in land revenue and in ‘other taxes on income’), growth rate of 2007-08 and 2008-09 has been used. However, if this growth rate (i.e. 2007-08 to 2008-09) is lower than the GSDP growth rate, the latter is used.
1. If, on the other hand, the BBGR is negative, the forecasted values for 2010-11 to 2014-15 have been fixed at the 2007-08 level as the negative values of growth rate would yield fall in revenue and decline will not be acceptable to the State.
2. Outliers (one time high receipt) in a particular year in specific item have been excluded and the normal interpolated values have been used for trend rate. Such outliers are seen in stamps duty, registration fees and other taxes. 
3.1 In case of stamps & registration fees, in the year 2002-03, receipts were Rs. 3.09 crore (which was out of tune due to inclusion of one-time receipt of Rs. 2.30 crore). Therefore, this amount has been netted out and an amount of Rs. 0.79 crore has been used for estimating trend growth rate. 

3.2 In the case of sales tax an amount of Rs. 0.43 lakh has been deducted (under the heading “Deductions”) from total sales tax revenue of Rs.26.74 crore in the year 2006-07. 

3.3 Under the head “other taxes and duties on commodities and services” there are certain “Funds”, the amount of which has been added. In 2006-07, an amount of Rs 6.69 crore was of Sikkim Transport Infrastructure Development Fund (STIDF); in 2007-08, an amount of Rs 7.50 crore was of STIDF and Rs 1.50 crore was of Sikkim Ecology Fund (SEF). While in 2008-09, STIDF was Rs 8 crore and SEF was 2 crore. Since, these “Funds” are not of regular income nature; these have not been taken into account while estimating the growth rate of this head.

3. In case of Income Tax, the revenue has been shown as nil because as per Finance Bill 2008, the State (Sikkim) Income Tax Manual 1948 (which was in vogue from the earlier times and was still being implemented), will no longer be enforced in the State. 

4. In the case of state lotteries, the revenues have been shown as net figure (receipts minus expenditure). This is due to the fact that the revenue figures are misleading without taking expenditures into account, which have been rising year after year. Hence, the correct view of the revenue from state lotteries could be taken only when it is shown as a net figure. Also, for projecting this component, the revenue has been frozen at level of yield in 2007-08, this being the normal yield during last four years. 

5. Different treatment accorded to minor irrigation, police, and interest receipt. In case of minor irrigation the BBGR being extremely high, the rate of change between 2007-08 and 2008-09, as submitted to Planning Commission has been applied. 
6. Income on account of interest accruing on short-term deposits of cash balances is not an assured flow of income. So, income cannot be forecasted and the 2008-09 (BE) level has been frozen. 
7. The receipts under the head ‘Police’ accrue due to lending of services of Sikkim Police to outside the government of Sikkim. These services are primarily hired by the Government of NCT of Delhi and also by the agencies of power generating projects operating in the State. This is not a regular and assured source of income; the receipts from these receipts have been frozen at the 2007-08 levels. 
8. In power sector, the Government has entered into agreement with power generating agencies to have a share in total power generated by these agencies. This share may be either consumed locally or may be sold outside the state. So, as an ARM, the Government envisages an additional revenue receipts by sale of this share of power. These are amounts are shown as indicated in the contracts.
Forecasting Capital Receipts

This is based on the average ratios of capital receipts to capital disbursement for the period 2002-03 to 2008-09. 

Forecasting Non-Plan Revenue Expenditure
The projections of non-plan revenue expenditures are based on buoyancy based growth rates (BBGR) of each of the expenditure item for the period 2002-03 to 2007-08 (RE). This rate has been applied to all the items except those for which estimates have earlier been submitted to the Planning Commission by the Government These are marked with asterisk (*) in the Table. 

In addition, some differential method has been adopted in the following exceptional cases:

First, when there is a declining trend in expenditure (such as in Interest on Loans and Advances from Central Government), the values have been frozen at 2007-08 levels and marked with ‘$’ in the Table).

Second, when the BBGR is very high, a 12.42% rate, which is the observed CGR of GSDP, has been applied to items such as stamps duty and registration fee (marked with # in the Table).

Besides these exceptions, a few more adjustments have been made.
1. State Lotteries: The Lotteries have been shown as net figures in the receipts. So expenditures have been netted from receipts and no expenditure has been shown here.
2. Admn. of Justice and Council of Ministers: The CGR of State legislature, as given to planning commission (7 percent), has been applied to these items.
3. Interest Payments on Internal Debt/Interest on Market Loans: A higher growth rate has been applied because a higher level of internal and market loans would be required hence more interest liabilities are expected.
4. Appropriation for Reduction or Avoidance of Debt: Due to heavy demands for development in State, it is expected that large amount of loans from the market and internal sources would be raised. It is estimated that by 2010-11, an amount of Rs 500 crore may be needed, which is likely to increase annually at least by 10%. The State has also to maintain a Consolidated Sinking Fund @ of 3% of fresh borrowings annually.
5. Interest on Small Savings, Provident Funds, etc.: It has been estimated at 2008-09 base.
6. Relief on account of Natural Calamities: In 2007-08, a one-time expenditure was done to the tune of Rs 13.64 crore. It has been netted for projection purposes.
7. Floods, Cyclones etc. Expenditure under this head is sometimes more than the Major Head total. It is because the transfers booked under the head number 05 (Calamity Relief Fund) are not factored into totals.
The following items have been separately estimated by respective departments and put as a row in the given format: 

i) Proposed expenditure on municipalities
ii) Impact of pay revision due to Fourth State Pay Commission
· Pay Revision
· Arrears due to pay and pension revision
· Pension
· Revision of wages
iii) Committed liabilities of Eleventh Five Year Plan
iv) Liability due to PRI devolution
Plan Revenue Expenditure

In general, estimated CGR has been used for forecasting Plan Revenue Expenditure. However, the growth rate of GSDP (12.42%) has been applied to the items that have shown a very high growth rate in expenditure over the years. These items include: Technical education, sports & youth services, rural health services, housing and urban development, welfare of SCs/STs/OBCs, labour & employment, nutrition, agricultural research and education, other agricultural programmes, other rural development programmes, surface water, flood control and drainage, power, village & small industries, industries, tourism, and other general economic services.
Plan Revenue Expenditure on CSS/CPS Schemes:

Normally, observed CGR has been used for forecasting plan revenue expenditure on CSS/CPS Schemes. However, in some sectors the growth rate is abnormally high due to some schemes added during the period. Hence, GSDP growth rate of 12.42% has been applied. These sectors are secondary education, welfare of SCs/STs/OBCs, animal husbandry, special programmes for rural development, and tourism
Capital Expenditure: Plan

The CGR has been applied for forecasting. However, in some cases it is observed that the CGR is negative showing downward trend or where the CGR is abnormally high (higher than 50%) a growth rate of 12.42% of GSDP has been applied. These items are as water supply and sanitation, housing, urban development, welfare of SCs/STs/OBCs, forestry and wild life, other rural development programmes, other special area programmes, village & small industries, civil aviation, roads & bridges, other scientific research, and tourism. In addition, the financial requirements of the State for upgrading certain sectors/activities are given as a separate row.

Capital Expenditure: CSS+CPS
In case of very high CGR, a growth rate of 12.42% of GSDP has been applied in the following items: Fisheries; Power Projects; and Tourism.
� The lotteries have been shown as net figure (receipts minus expenditure). This is due to the fact that the net revenue from this item is very small in recent years. Even the net revenue in the year 2002-03 and 2006-07 is abnormally high, as shown below:


                                                                                                                                                 (Rs. in crore.)


MAJOR HEAD 0075/2075�
2002-03�
2003-04�
2004-05�
2005-06�
2006-07�
2007-08�
2008-09�
�
Receipts (Gross)�
1,256.62�
473.67�
912.27�
898.35�
963.30�
1,243.29�
943.36�
�
Expenditure (Gross)�
1,172.48�
442.25�
881.11�
876.16�
913.29�
1,213.29�
913.36�
�
Receipts (Net)�
84.14�
31.42�
31.16�
22.19�
50.01�
30.00�
30.00�
�
Thus, these two years (i.e. 2002-03 and 2006-07) have been treated as outliers and not been considered for forecasting. The average of non-outliers (viz. 2003-04, 2004-05, 2005-06 and 2006-07) has been taken, which has been stabilized for the years 2010-11 to 2014-15.
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