2. Structure and Growth of
Octroi in Gujarat

As mentioned in the previous chapter, octroi plays a pivotal
role in the finances of urban local bodies in Gujarat. There-
fore, the policy decision to abolish the levy could have a con-
siderable impact not only on the finances of urban local bodies
but also on the economic activities within their jurisdictions.
In order to assess the future repercussions on the finances of
the local bodies, and to examine the possible impact on their
economy, it is necessary to analyse the structure and growth
of octroi in the State. The analysis of the structure of octroi
will provide us with a better understanding of the strength
and weaknesses of the levy which would be useful for desig-
ing the entry tax.

Presently, a major portion of revenue from octroi is collected
in Municipal Corporations and the Municipalities. In 1977-78,
for example, as much as 91 per cent of the total octroi revenue
was realised from the Municipal Corporations and Munici-
palities, their respective contributions being 65 per cent
and 26 per cent. Though 337 of the 12,663 Gram Panchayats
and 80 out of 92 Nagar Panchayats levy the tax, their total
collections amount to a mere 9 per cent of the total octroi re-
venue in the State. Therefore, the analysis of the structure and
growth of octroi in the Municipal Corporations and Munici-
palities in the State should adequately represent the situation
existing in the whole of the State. Further the data on octroi
collections in the required disaggregation are not available
for these Gram and Nagar Panchayats. In addition, the con-
straint of time has forced us to confine ourselves to the
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analysis of octroi in the Municipal Corporations and Munici-
palities in the State.

Salient Features of Octroi

Almost all goods that enter into a local jurisdiction are
subject to the tax. However, exceptions are made depending
upon expediency of the local bodies, and the list of goods thus
exempted differs from one local body to another. In general,
the goods exempt from octroi are bonafide personal luggage
which include certain specified items for personal use subject
to a ceiling, personal effects of a public servant transferred on
duty, raw materials used in the production of goods produced
by Khadi and Village Industries and Cottage Industries, goods
imported by organisations for providing relief for persons
affected by natural calamities or goods imported for free distri-
bution by organisations such as the Indian Red Cross Society
and the UNICEF. 1t should however be mentioned that while
exempting the goods, considerations such as equity and admi-
nistrative convenience have not been taken account of, unlike
in the case of the Sales Tax Acts of the State. This is so be-
cause perhaps it is conceived that the role of local bodies in
achieving the objective of equity, if anything, is only minimal
and as the tax is checkpost-based rather than account-based,
the administrative problems incidental to the sales tax do not
arise in the case of octroi.

As mentioned above, very few items imported into the
jurisdiction of local areas are exempted from octroi and diff-
erences in the items exempted among the different local bodies
alone may not cause perceptible differences in the effective
rate of tax from one region to another. However, non-unif-
ormity is found not merely with regard to the exempted items
but is a prominent feature in the rates of tax levied on differ-
ent commodities in different jurisdictions. This could cause
substantial differences in the effective rates of tax, leading to
misallocation of resources.

It is not possible at the present juncture to go into the
question of rate differences among the 51 Municipalities in the
State in detail. Suffice it to say thatthe rates vary rather wide-
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ly among the Municipalities. Even among the Muncipal Corp-
orations which are better organised and where one can thus
expect a certain degree of uniformity, hardly on any commodi-
ty do we find the same rate being levied in the four Municipal
Corporations. It may be seen from Annexure II.1 that not
only do the rates vary widely among the Municipal Corpora-
tions, but also the character of the levy on commodities is
marked in some cases by lack of uniformity. The same commo-
dity can be subjected to a specific levy in some Corporations
whereas an ad valorem levy exists in the others. For example,
items such as sugar, hydrogenated oil, butter and dry fruits
are subjected to specific levy in Ahmedabad, Baroda (except-
ing hydrogenated oil) and Surat but in Rajkot the levy is ad
valorem. Another interesting feature of the tax structure is
that economic considerations have been largely ignored in de-
termining the rate structure. For instance, in Ahmedabad raw
materials such as silk, artificial silk, staple and synthetic yarn
and iron and steel are subject to the same rate of tax of 2 per
cent as some semi-durable finished goods such as cutlery arti-
cles, glassware and chinaware. In fact, on goods like binoculars,
opera glasses, raincoats, toys and sports goods the rates of
tax are much lower. A careful study of the rate structure,
shown in Annexure II.1, would highlight similar examples
also in other Municipal Corporations.

On the whole, in the Municipal Corporations (excluding
Rajkot) as may be seen from Table 2.1, in 1979-80 as much as
41.9 per cent of the total yield was realised from raw materi-
als and capital goods. It is further seen that the extent of
taxation of inputs and capital goods has been showing an inc-
reasing trend, albeit only marginally. It increased from 40.6
per cent in 1971-72 to 41.9 per cent in 1979-80. The analysis
of octroi in each of the Municipal Corporations also reveals,
as seen in the table, that the proportion of input and capital
goods taxation is very high. This high proportion of the tax
on raw materials and capital goods which leads to cascading
and other undesirable economic consequences shows without
doubt that economic considerations have not been adequately
taken into account in the designing of the structure of octroi.
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The differences in the list of exempted goods and the rate
structure among the local authorities result in different tax-
income ratios or effective rates of tax among them. But, as we
do not have data on the income accruing or originating in
these jurisdictions we are unable to estimate the extent of this
difference. However, in order to obtain a broad idea, we have
computed a crude measure of effective rates of tax as follows.
Assuming away inter-jurisdictional differences in the levels of
per capita private consumption, we have first worked out the
total consumer expenditure on the basis of the 32nd round
National Sample Survey (NSS) data relating to the year 1977-78.
Based on these figures and by making adjustments for chan-
ges in the price level, consumer expenditure levels in the
different urban local jurisdictions in 1975-76 and 1979-80 were
worked out. The proportion of tax yield to total consumption
expenditure with in each local jurisdiction gives a rough appro-
ximation of effective tax rate. As savings are excluded from
the denominator, the effective rate of tax is an overestimate,
but this need not be a cause of concern as we are interested
in examining the rate differences among the local jurisdictions
and their trend over time.

TABLE 2.1
Octroi on Inputs and Capital Goods
(Rs lakh)
Municipal Nature of the
Corporations Commodiry 1971-72 1974-75 1979-80
I. AHMEDABAD

1. Revenue from raw 181.84 287.64 645.66
materials (30.83) (27.09) (29.13)
2. Revenue from building 40.66 72.67 119.54
materials (6.89) (6.84) (5.36)
3. Revenue from capital 52.44 65.64 176.48
goods (8.89) (6.18) (7.91)
4. Revenue from inputs 274.94 425.95 945.68
and capital goods 46.61) (40.11) (42.40)
5. Total octroi yield 589.83 1061.75 2230.01

II. SURAT
1. Revenue from raw 15.47 26.16 70.22

materials (1009  (11.04)  (13.27)
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TaBLE 2.1 (Contd.)

Municipal Nature of the 1971-72  1974-75 1979-80
Corporations Commodity

2. Revenue from building 16.16 27.73 36.30
materials (10.54) (11.70) (6.86)

3. Revenue from capital 5.55 9.92 51.40
goods (3.62) (4.19) (9.72)

4. Revenue from inputs and 37.18 63.81 157.92
capital goods (24.25) (26.93) (29.85)

5. Total octroi yield 153.33 236.96 528.98

IIT. BARODA

1. Revenue from raw 25.90 58.38 121.36
materials (17.39) (24.18) (38.59)

2. Revenue from building 10.93 19.68 29.03
materials (7.20) (8.15) (9.23)

3. Revenue from capital 12.87 24.68 32.21
goods (8.64) (10.22)  (10.24)

4. Revenue from inputs 49.70 102.74 182.€0
and capital goods (33.23) (42.55) (58.06)

5. Total octroi yield 148.97 241.40 314.47

IV. TOTAL OF THREE MUNICIPAL

CORPORATIONS

1. Revenue from raw 223.21 372.18 841.24
materials (15.02) (24.17) 27.37)

2. Revenue from building 67.75 120.08 184.87
materials (7.59) (7.80) (6.02)

3. Revenue from capital 70.86 100.24 260.09
goods (7.94) (6.51) (8.46)

4. Revenue from inputs and 361.82 592.50 1286.20
capital goods (40.55) (38.47)  (41.85)

5. Total octroi yield 892.13 1540.11  3073.46

Note: 1., Commodity-wise details of octroi yield are not available for
Rajkot forthese years. Hence, these are not included in the
analysis.

2. Figures in brackets represent percentages of total octroi revenue
in the respective Muncipal Corporations.

Source: Offices of different Municipal Corporations and Municipalities.

The effective tax rates for 1975-76 and 1979-80 for the
Municipalities and Municipal Corporations are presented in
Annexure II.2. From the table, we observe wide variations in
the effective rates existing among the urban local bodies.
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Among the Municipal Corporations, though in 1975-75 we do
not find marked variations in the rates (it varied from 4.04
per cent in Rajkot to 5.34 per cent in Ahmedabad), in 1979-80
we find that the rates vary substantially (from 5.20 per cent in
Rajkot to 9.20 per cent in Ahmedabad). Heterogeneity in the
effective rates is even more marked among the Municipalities:
The rates varied from 0.72 in Patan and Upleta to 6.73 in
Dhoraji in 1975-76 and from 0.92 in Visnagar to 5.56 in Kalol
in 1979-80. The effective rates for the different classes of
Municipalities and Municipal Corporations are summarised
in Table 2.2.

Two important facts emerge out of the above summary
table. Firstly, the effective rate of the tax is higher in the
larger urban bodies than in the smaller ones. In both 1975-76
and 1979-80, we find that the highest rate was found in the
Municipal Corporations. Among the Municipalities, the hig-
hest rate is levied in Municipalities having population of over
a lakh (A class) and the lowest rate is found in smaller Muni-
cipalities with a population of less than 50,000. Secondly,
both in the case of Municipal Corporations and the different
classes of Municipalities, the effective rates of tax increased
significantly by varying percentages over the period from 1975-
76 to 1979-80.

The most important issue from the point of view of the
efficiency in resources allocation is the extent of rate differen-
tiation among the urban local bodies. We have worked out
the coefficient of variation of the effective tax rate in 1975-76
and 1979-80. These are presented in Table 2. 3 below:

TABLE 2.3
Variations in Effective Tax Rates

1975-76 1979-80

Standard Coefficient Standard Coefficient
deviation of variation deviation of variation

Municipal
Corporations 0.4892 0.1087 1.3436 0.1914
Municipalities 1.0165 0.4235 1.1012 0.37111

All urban local
bodies 1.1402 0.4433 1.5340 0.4711
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The table shows that not only the coefficient of variation
of the effective tax rates among the urban local bodies is very
high, butalso the trend is one of increasing diversity. For the
urban local bodies as a whole, the coefficient of variation was
as high as 44.3 per cent in 1975-76 and it increased to 47.1
per cent in 1979-80. Among the Municipal Corporations, it
was rather low in 1975-76 at 10.9 per cent but increased subs-
tantially to 19.1 per cent in 1979-80. While among the Muni-
cipal Corporations we observe a divergent trend in the rate
structure, for the Municipalities, a convergent trend, albeit
minor, is observed. The coefficient of variation of effective
tax rates in Municipalities declined from 42.3 per cent in
1975-76 to 37.7 per cent in 1979-80.

We mentioned earlier that the divergence in the tax rates
among different regions within a State leads to resource alloc-
ation distortions. The extent of distortion caused by these tax
rate differentials, however, depends upon the factor mobility
detween the regions. Whatever the magnitude of these distor-
tions, the abolition of octroi would certainly result in their
removal. This should enhance the productivity and income

levels which, in turn, should result in higher yield from the
various State and local taxes.

TABLE 2.4

Share of Specific Levy in Total Octroi Yield

(Rs. lakh)
Ahmedabad Baroda Surat Total of 3
municipal
corporations
1971-72 141.02 37.82 20.87 199.71
(23.91) (25.39) (13.61) (22.39)
1974-75 248.88 37.77 21.49 308.14
(23.35) (15.65) 9.07) (20.02)
1979-80 263.67 13.83 32.44 309.94
(11.82) (4.40) (6.13) (10.08)

Note: Figures in brackets represent percentages of total octroi yield in the
respective Municipal Corporations.
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Another important characteristic of the levy is that unlike
the sales tax which is completely ad valorem, octroi is a mix
of specific as well as ad valorem levies. The commodity-wise
data on octroi collections are not available for all urban local
bodies. Our analysis of the data relating to three Maunicipal
Corporations of Ahmedabad, Baroda and Surat is presented
in Table 2.4.

It is seen from the table that in 1979-80 about 10 per cent
of the octroi yield was realised from specific levies in the
three Municipal Corporations taken together. The share of
yield from specific levies was the highest in Ahmedabad (11.8
per cent) and the lowest in Baroda (4.4 per cent). Further, it
is seen from the table that the importance of specific levies
has been falling over time in each of the Municipal Corpora-
tions. Taken together, the specific levies declined drastically
from 22.4 per cent of the yield in 1971-72 to 10 per cent of
the yield in 1979-80.

Growth of Revenue from Octroi

One of the terms of reference requires us to compute the
elasticity of octroi in the State. Generally, elasticity is taken
to mean income elasticity which represents percentage auto-
matic change in the tax revenue with respect to a per cent
change in income. On the other hand, percentage change in
the yield of the tax which is composed of both automatic and
discretionary changes, in response to a per cent increase in
income is called ‘buoyancy’. However, as we do not have data
on the income originating or accruing within the jurisdiction
of each of the urban local bodies, it is not possible to compu-
te the elasticity and buoyancy of the tax in the above sense.
We can only relate the increase in tax revenue, both total as
well as automatic, to the time factor and estimate buoyancy
and elasticity of the tax with respect to time from which
compound growth rate of the tax could be computed. How-
ever, we have computed the elasticity with respect to non-
primary sectoral incomes for the Municipal Corporations and
Municipalities put together.
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Estimating the growth of the tax in the urban local bodies
is necessary for deciding the rate of growth at which the
compensation to the various urban local bodies should be made
over the years. Also, it is important for the designing of the
structure of the entry tax in the State which is required to
compensate the local bodies not only the present loss of reve-
nue arising from the abolition of octroi but also the loss that
would occur in subsequent years.

Before going into the measurement of the growth of the
tax in different Municipalities and Municipal Corporations, it
may not be out of place to analyse the trends in the levels of
the tax in different urban local bodies and the fiscal importa-
nce of the tax. The per capita octroi revenue and the percen-
tages of revenue from octroi in the total revenue collected by
the local bodies in 1971-72 and 1979-80 are shown for each
of the urban local bodies in Annexure II.3. This is summa-
rised for the Municipal Corporations and different classes of
Municipalities in Table 2.5.

From the table, it is seen that the per capita revenue from
octroi registered an almost three-fold increase over the period
of nine years in the Municipalities and Municipal Corpora-
tions taken together. It increased from Rs 21.74 in 1971-72 to
Rs 66.45 in 1979-80. In the Municipal Corporations, it incre-
ased from Rs 27.25 in 1971-72 to Rs 93.28 in 1979-80 and the
increase of revenue in the Municipalities during the correspon-
ding period was from Rs 16.03 to Rs 36.78. Itis also seen
that the level of the tax was higher in the bigger Municipalities
and Municipal Corporations. For instance, in Ahmedabad,
per capita revenue from octroi in 1979-80 was the highest at
Rs 110.75, and this is higher than the revenue from the tax
collected in class C Municipalities (Rs 29.16) by as many as
3.8 times. These figures broadly indicate the extent of diffe-
rences in the capacity to provide public services among the
different urban local bodies.

As regards the fiscal importance of the levy, we see a div-
erse trend. Though, for the urban local bodies as a whole, the
importance of the revenue from octroi increased, albeit mar-
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ginally from 41.4 per cent of their total tax revenue collec-
tions in 1971-72 to 46.3 per cent in 1979-80, it either margi-
nally declined or remained stable in each class of Municipality.
The increase in the fiscal importance of the levy in the urban
local bodies as a whole was largely due to the increase regis-
tered in the Municipal Corporations. Even among the Muni-
cipal Corporations, only in Ahmedabad we see a perceptible
increase in the importance of the levy from 38.4 per cent in
1971-72 to 54.4 per cent in 1979-80, while in other Municipal
Corporations relative importance, in fact, declined.

We have computed buoyancy and elasticity of the tax in
cach of the Municipalities and Municipal Corporations in
Gujarat. For this, we have generally taken an 1l-year refe-
rence period, 1971-72 to 1981-82. The buoyancy and elasticity
coefficients were computed with respect to time by regressing
the yield from the tax in logarithmic form on the time variable.
For computing elasticity, we are required to separate the
yield due to the discretionary measures from that resulting
from the automatic expansion of the tax base. To do so, we
have employed the proportional adjustment method. ! How-
ever, to obtain realistic estimates of elasticity using this
method, we require accurate estimates of revenue from dis-

1 According to this method, tax yield at the base year rates are obtained
as follows:

Ty = T,
Tu =T, — D,
Tis=T; — Dy

Ts . Tu

. v e

’
L ] i d
Txs = T; — D
T

.Te (j—1)

Tis, Tagy Ty = Tax yield in year 1,2,3 according to the first year’s rate
structure

Txjs = Tax yield in the ;th year according to x th year’s rate structure
T; = Taxyield in the jth year
D; = Yield from discretionary measures in the Jth year.
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cretionary measures. Many a time doubts are cast on the
quality of data on the revenue from discretionary measures.
We have therefore employed also an alternative method of
computing elasticities through the use of - dummy variables.
Dummy variables are specified as zero for the years before a
discretionary measure and 1 for all the succeeding years. For
every discretionary measure a separate dummy variable was
introduced in the model, to obtain the elasticity coefficients.?

From the buoyancy and elasticity coefficients, growth rate
of the tax revenue, both total and automatic, were computed.?
The coefficients derived by using the two methods and the
growth rates computed therefrom for each of the Municipali-
ties and Municipal Corporations are presented in Annexure
I1.4. The major results from these are summarised in Table
2.7.

From the table it is clear that octroi shows fairly high
buoyancy and elasticity with respect to time, both for each of
the Municipal Corporations and for each class of Municipa-
lities. The buoyancy coefficient for the Municipal Corpora-
tions and Municipalities taken as a whole has the value of
0.07 and the elasticity coefficient is 0.05. Both buoyancy and
elasticity coefficients in Municipal Corporations are higher
than those in Municipalities. Among the Municipal Corpora-
tions, Ahmedabad has the highest buoyancy (0.078) but Ra-
jkot has the highest elasticity (0.067) under the proportional
adjustment method while Baroda has the highest elasticity
under the dummy variable method.

*InT;=A+tlnb+C,D; + C,D; + ... + CxDy + ¢
Where
T; = is the tax yield, t = time.
D; to Dx = Dummy variable representing discretionary measure ta-

king value 0 for years before the discretionary change
and 1 afterwards.

b; = is the elasticity coefficient.

a, C; to Cy — other parameter estimates and ¢ the random error
term,

s Antilog (In b) — 1 X 100, gives the growth rate.
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In order to get an idea of the elasticity of the tax with
respect to incomes, we have related the revenue from octroi
in the Municipalities and Municipal Corporations taken asa
whole with the non-primary sectoral incomes originating in the
State in a log-linear regression model. The results are summar-
ised below.

TABLE 2.6

Buoyancy and Elasticity of Octroi in Gujarat
(1970-71 to 1979-80)

Buoyancy Elasticity
All municipal corporations 1.357 1.056
All municipalities 0.924 0.812

All urban local bodies 1.221 0.974

It is seen from the above table that for the urban local
bodies as a whole, the elasticity of the tax with respect to non-
primary sectoral incomes is slightly less than one, i.e., the yield
from octroi increases by a little less than one per cent for every
percentage increase in income originating in the non-primary
sector of the State. The elasticity of the tax is around unity in
the Municipal Corporations and approximates 0.8 in the Mu-
nicipalities. As the elasticity of non-primary sectoral incomes
with respect to total State Domestic Product (SDP) is as high
as 1.17, the elasticity of the tax with respect to total SDP in
the urban local bodies as a whole works out to 1.14. The corre-
sponding estimate for the Municipal Corporations is 1.24 and
for Municipalities 0.95.

The above analysis shows that the growth of octroi in the
urban local bodies of the State has been quite impressive,
having an elasticity of around unity. While a part of this
growth has clearly been caused by the growth in real economic
activity, some portion of it has to be attributed to the increase
in prices.

During the period 1970-71 to 1981-82, the consumer price
index for urban non-manual employees increased at an annual
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rate of 7.64 per cent (the growth rate for the period 1970-71
to 1980-81 was 7.49%). Assuming elasticity of octroi with
regard to prices®, we may infer that 7.64 per cent growth of
octroi during the period could be attributed to increase in
prices. The growth rate after deducting this would be due
to rising real economic activity. These are summarised in
Table 2.7.

It is seen from the table that in urban local bodies as a
whole, the tax in real terms registered a compound rate of
growth of about 9.4 per cent over the period 1970-71 to 1980-
81 of which about 5 per cent was due to the automatic expan-
sion of the tax base in response to increase in real economid
activity. In Municipal Corporations taken together the tax
increased at the rate of 11.2 per cent, the automatic increase
being 6.6 per cent under the proportional adjustment method
and 7.1 per cent under the dummy variable method. The
variation in the rate of growth of the tax among the Munici-
pal Corporations is not very substantial as it ranges from 9.5
per cent in Surat to 12.1 per cent in Ahmedabad, though the
variation in automatic growth is higher from 5.6 per cent in
Ahmedabad to 9.1 per cent in Rajkot when the proportional
adjustment method is used for estimation. However, when
the dummy variable method is employed the variation in
automatic growth among the Municipal Corporations is much
lower, from 8.4 per centin Surat to 10 per cent in Baroda.
Among the Municipalities, the rate of growth varied from 3.9
per cent in class C Municipalities to 5.5 per cent in class A
Municipalities, the range of automatic growth rate being
from 2.7 per cent to 4.7 per cent under the first method and
from 2 per cent in class B Municipalities to 5.4 per cent in
class A Municipalities.

It would not be possible to predict the behaviour of prices
and the resulting growth of revenue from octroi to decide
about the compensation to be paid to the urban local bodies
for abolishing octroi. In view of this, it would be reasonable

¢ Our estimate of partial elasticity for non-primary sectoral spp deflator
shows that it is not significantly different from unity.
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to suggest that the State Government, in addition to compen-
sating the urban local bodies for the loss of existing revenue
from octroi, should guarantee that it would be enhanced by
9 per cent per year. However, should there be appreciative
inflation, the rate of growth of the yield of the entry tax could
be expected to be higher than 9 per cent per annum. This
amount should be distributed among the local bodies.
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