IV. Empirical Findings

As the study was conducted during 1998-99, the empirical findings
are based on the information then available. Accordingly these relate to
the rate structure prevalent in the year 1998-99. Presentation of empirical
findings is preceeded by a brief discussion of the data utilised in the study.
The limitations of the study, owing to the data set utilised, are indicated in
the relevant sections in this chapter.

The data

Effective rates of BCD, SD, UED, ST and OCT were compiled for
different commodities at the 6-digit harmonised system of commodities,
for the year 1998-99. This took into account general exemptions and other
concessions allowed under different taxes. Effective rates of CD and UED
were compiled for more than 3000 commodities from Customs Tariff with
Manual (1998-99), and Central Excise Tariff with Manual (1998-99),
published by Business Database Publishing Company. ST rates for the
same set of commodities for Maharashtra have been compiled from
Bombay Sales Tax Act, 1959: As amended upto May 1, 1998, edited by
M.L. Anand and published by MTJ Publications. OCT rates varied across
the 22 municipalities/corporations in Maharashtra that levy OCT, but the
OCT rates were compiled only for four Municipal Corporations, namely,
Greater Mumbai Corporation, Kolhapur Corporation, Malegaon
Municipality, and Mira Bhayandar Municipality.

The calculation of ERP was possible only at an aggregated level of
60 broad commodity groups. The latest year for which matrices of input-
output coefficients were available. was 1989-90. These matrices were
obtained from the Planning Commission. These were based on 60 broad
groups of commodities/industries. The commodity x commodity matrix
(A) of input-output coefficients was not readily available. The available
matrices were the basic matrices relating to the commodity flows. These
were “absorption’ (B) and ‘make’ (D) matrices of dimensions commodity
x industry and industry x commodity. respectively. Corresponding to a
matrix of commodity flows, the matrix of input-output coefficients was
obtained by dividing the elements in the jth column of a flow matrix, i.e..
inputs used for production of jth commodity. by the value of gross output
of the jth commodity. The commodity x commodity matrix of input-output
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coefficients was obtained by multiplying the absorption matrix of input-
output coefficients by the make matrix of input-output coefficients as
follows:

A=BD 4.1

The coefficients a;j were given at producer prices and were inclusive of
customs duties. These were adjusted to obtain the required coefficients a; at
world prices (c.i.f. prices) by the following formula:

au = al]' ----------- (4'2)

For using (4.2), the required rates of customs duties for the year 1989-90
were taken from Aggarwal (1998b). The ERP for the year 1998-99 were
obtained by using these input-output coefficients at world prices along with
effective rates of duties/taxes for the year 1998-99.

In order to match the six-digit level commodities with the 60 broad
groups for which input-output matrices are available, we obtained
information on the composition of each broad group, from the Input-
Output Transactions Table 1983-84; a publication of the Central
Statistical Organisation (CSO). There was some variation in the
commodity classification utilised for customs and excise tariffs. Therefore,
customs and excise commodity codes were separately matched with the 60
commodity groups.

Calculation of the customs and excise duty rates for a broad group
required data on value of imports and production on each of the items in
the group. The value of imports and some proxy for output were used as
weights to construct the weighted average customs and excise duty rates
for the group. Import values were taken from foreign trade statistics for
1996-97, the latest available. Value of Clearances (VoC) was taken as a
proxy for output, and the latest data on VoC relating to 1994-95 were
obtained from the Directorate of Statistics and Intelligence, Central Excise
and Customs, Government of India. The commodity classification
followed international convention of “Harmonised Commodity
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Description™ and “Coding System™ (HSN) with certain contractions and
modifications at the six-digit level of disaggregation.

Effective Rate of Protection (ERP)

The effective rates of different duties/taxes for the sixty groups of
commodities were obtained in two steps. First, duty rates were identified for
each of the commodities at six-digit level classification (more than 3000
commodities), as each of the sixty broad groups of commodities comprised
many of the six-digit level commodities. Second. duty rate for a broad group
of commodities was obtained by taking a weighted” average of the rates
applicable to the commodities within the group. For customs duties
(comprising BCD and SD), CVD and SAD, weighted average rates were
obtained by using import values for the year 1996-97 as weights. For UED,
weighted average rates were obtained by using VoCs as weights. For this
purpose, the VoCs of the goods cleared for purposes other than for export,
for the year 1994-95, was utilised.

The duty rates used in the exercise take into account general
exemptions and duty reductions eftected through notifications. However, it
had not been feasible to take the end-use exemptions or concessions into
account. Thus, the estimated ERPs based on these rates may provide to
some extent, over- or under-estimates of the tax advantage or disadvantage
suffered by domestic producers.

The input-output coefticients utilised in the computation of ERP
relate to the year 1989-90, implying that these computations are based on the
prices and technology built into these coefficients. This fails to take into
account subsequent changes, if any, in technology and relative prices.

Wherever weights were not available, a simple average of the rates was taken. This
was done particularly due to absence of weights for some of the six-digit level
commodities.

It is important to note that the rates of customs duties for a broad group of
commodities were obtained by using shares of imports of different commodities
within the group. With imports varying inversely with duty rates, higher rates of CD
get assigned lower weights, and vice-versa. Calculation of weighted UED and other
domestic tax rates would have suffered from similar limitations. However. the
weighted average with all its limitations. is preferred to the simple average that
altogether ignores composition of commodities within a group.
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Unfortunately, it is not feasible to infer the impact of these changes on the
ERP. This study needs to be repeated as and when input-output matrices for
a later date become available.

The effective rates of duties and ERP for sixty groups of
commodities, with different tax regimes, are given in Table IV.1 (columns 3
to 15). For ease of exposition, in the discussion below, the sixty broad
groups have been classified under three categories: (i) 14 unmanufactured
products; (i) 39 manufactured products; and (iii) 7 (generally non-tradable)
services. For some manufactured products, value of inputs exceeded unity
implying negative value addition at world prices. For such products,
interpretation of ERP differs from that for products with positive value
addition at world prices. Therefore., manufactured products are further
divided into two categories: (a) 34 with positive value addition at world
prices; and (b) 5 (accounting for 26.3 per cent of the total value of imports)
with negative value addition at world prices. ~Within each of these
categories, the products are arranged in an ascending order of overall ERP,
excepting the manufactured products with negative value addition at world
prices that are arranged in a descending order of ERP.

From Table IV.1 (column 10), it may be noted that, in terms of total
value of imports, unmanufactured products accounted for only 3.4 per cent,
with manufactured products accounting for the other 96.6 per cent.
Therefore, in the discussion below, we make a few vital observations
relating to unmanufactured products, and then focus mainly on manufactured
products. Towards the end, a few remarks on services are also given.

Unmanufactured products

Unmanufactured products consist of agricultural goods. As many as
seven out of the fourteen broad categories of unmanufactured products
attracted a zero rate of customs duty. Even SAD was nil on such products.
But, the inputs used in the production of such commodities did not
necessarily enjoy the benefits of a low duty regime. Even while quantitative
restrictions (QR) on such products have shielded domestic producers from
foreign competition, the scrutiny of the ERP on such products seems
extremely important because with the phasing out of QRs, domestic
producers will become increasingly open to foreign competition.
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Among the fourteen unmanufactured products (items 1-14, Table
IV.1), six, namely, raw cotton, paddy, wheat, cereals other than paddy and
wheat, and tea and coffee plantations, were facing an inverted structure of
customs duties. For these products, ERP with reference to customs duties
was negative (items 1-6, column 11), implying that the rate of customs duty
on such a product was lower as compared to the rates applicable to at least
some of its inputs. ERP became even more adverse when domestic trade
taxes were taken into account. When all taxes, including domestic trade
taxes, were taken into account, ERP worked out to be negative also for
forestry and logging (item 7, columns 13 to 15). The systems of UED and
CVD, and ST and SAD were found to make negative contribution to the
ERP of some of the unmanufactured products (items 1-8, columns 16 and
19). The situation worsened in the presence of octroi (columns 19 and 20).

The tax disadvantage to the producers of raw cotton and cereals,
because of the inverted structure of customs duty, was significant with ERP
at —13.57 per cent and —4.33 per cent, respectively. This suggests that
withdrawal of QRs may have a serious impact on domestic producers of
these products unless the inverted customs duty structure is corrected. Some
rough calculations suggest that ceteris peribus, the inverted duty structure
could be rectified by increasing the customs duty on raw cotton by 8.14
percentage points and on cereals by about 3.31 percentage points. When
domestic trade taxes were also taken into account, the ERP for raw cotton
and cereals worked out to —23.72 per cent and —5.57 per cent, respectively.
This negative protection could be nullified by increasing the customs duty on
raw cotton by about 14.23 percentage points and on cereals by about 4.26
percentage points. Alternatively, it could be nullified by correcting for the
inverted structure of customs duty along with rationalisation of domestic
trade taxes to achieve level playing field between imports and domestic
produce.

The producers of pulses, rubber, sugarcane, and jute appeared to be
well protected. For none of these products, ERP was less than 12 per cent
and for sugarcane, jute, and some other crops, it exceeded 50 per cent (items
9-14, column 15).
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Manufactured Products

The puzzle of negative value added products

From Table IV.1 (items 49-53. column 9). it may be noted that there
were five products — chemicals and cinematographic films. lubricating
preparations, and other petroleum products. other food items not specified
elsewhere, coal tar products. and articles of silk or synthetic fibre — with
value of inputs more than Re. 1 for producing Re. 1 of output at world
prices. Value addition for these products was negative at world prices.

With negative value added at world prices. the value of ERP needs
careful interpretation. It may be recalled thus

where  vi = value added in the process of production of a unit of jth
commodity in the absence of taxes and trade restrictions, and
vi' = value added in the process of production of a unit of jth
commodity in the presence of taxes.

As shown in Figure IV.1. v/ > v depicts the positive degree of
protection and v’ < v the negative degree of protection irrespective of
positive or negative value of v. From Figure IV.1. it may be noted that for v
< 0. a negative value of ERP indicates positive protection while a positive
value indicates negative protection. In fact. it is easy to note that. ERP < -1
(i.e.. less than —100 per cent. say —125 per cent in percentage terms) indicates
that the value addition changes from negative to positive because of the tax
regime. Further. -1 < ERP < 0 suggests that. though value added under the
tax regime is negative, it is greater than the value added without taxes. i.e.. v/
> v. For v > 0, clearly a positive value of ERP suggests a positive degree of
protection and a negative value indicates a negative degree of protection.

With a regime of customs duties alone. the ERP for all the above
mentioned five broad groups (items 49-53. column 11) was negative. but for
four groups — chemicals and cinematographic films. lubricating preparations
and other petroleum products. coal tar products, and articles of silk or
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synthetic fibre — it was more than minus100 per cent. Thus. while customs
duty provided positive protection for all the five groups and value added was
higher with than without such duties. only in the case of “other food items
not specified elsewhere™ the value added was positive. with customs duties.
However. 1t is important to note that “lubricating preparations and other
petroleum products™ had been under the administered pricing mechanism.
there had been restrictions on their imports as well as marketing. and a
routine calculation or interpretation of ERP may not be appropriate.
Nevertheless. with the announced move from an administered to a market-
determined pricing mechanism. the issue of ERP requires a caretul scrutiny.

Figure IV.1

Interpretation of ERP when value added is negative

\" '
Py oy
v<0,v'>0and ERP <-1 v/ >v >0 and ERP >
PP PP v >v'>0
and -1 <ERP<0
NP
v >
v<v'<( and v>0,v <0and ERP <-1
-1<ERP<0 v/ <v<Q NP
PP and ERP>0
NP

Notes: PP = Positive protection, NP = Negative protection

It may be noted that for three of these products — chemicals and
cincmatographic  films. lubricating preparations and  other  petroleum
products. and other food items not specified elsewhere — the negative values
of ERP with a regime of customs duties alone changed to positive values
when domestic trade taxes were also taken into account. implying a net
negative degree of protection because of a discriminatory higher burden of
domestic trade taxes on domestic products, vis-a-vis, foreign products.
dominating the protection provided through customs duties (items 49-51.
column 15). Thus, the domestic producers of these commodities suffered a
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net tax disadvantage due to discriminatory domestic trade taxes. The systems
of UED and CVD. and ST and SAD appeared to make a substantial
contribution to the tax disadvantages of the domestic producers (items 49-51,
columns 15 and 19). The tax disadvantage was found to be higher in the
presence of octroi (items 49-51, column 20). The tax disadvantage in the
case of food items and chemicals was found to be substantial. which is a
source of concern, particularly because the import of these products
accounted for more than 12 per cent of the total value of imports.

Negative value added either without or with taxes is a strong result.
It is difficult — though not impossible — to reconcile with their continuing
production in the country. While the negative value added in these sectors
may be explained in terms of a long legacy of QRs on imports and
inefficiencies in domestic production structure, the puzzle may also reflect
the high degree of aggregation of products in each of these groups and the
consequent imprecision in quantification of the average rates of duties and
input-output coefficients. The results. accordingly. should be interpreted
with caution.

Positive value added products

Value added was positive for the other 34 broad groups of
manufactured products. Among these 34 products. customs dutics provide a
positive degree of protection to all products excepting khandsari (items 15-
43. column 11. Table IV.1). With customs duties alone. the ERP varied
from almost 10 per cent to 170 per cent for most of these products. while it
was as high as 263 per cent for synthetic fibres. 311 per cent for non-ferrous
basic metals, and 973 per cent for cement. However. when domestic trade
taxes were also taken into account. ERP was reduced for all but one of the 34
items and. in fact. turned negative for as many as 9 products (items 15-23,
column 15). The net negative protection varied from 1 per cent for
electronic equipment to as high as 58 per cent for wood. and wood products.
There was, however, wide variation in the net positive protection for rest of
the 25 manufactured products. It was between 8 per cent and 15 per cent for
6 products (items 24-29. column 15). between 15 per cent and 130 per cent
for 18 products (items 30-47. column 15) and was an astronomical 869 per
cent for cement that could be attributed to many factors including high duties
on imports of cement. very little protection for inputs. and very low value
addition at world prices (3 per cent). Whether an ERP of 15-130 per cent is
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too high or too low. it can be a matter of debate. But, the negativity of ERP
for as many as 9 products suggested that, in spite of customs duties. vis-a-vis,
foreign producers, domestic producers of these nine products sutfered from
net discrimination because of domestic trade taxes. The high share of these
nine products — wood and wood products. paper and paper products. non-
clectric  machinery, communication equipment. tractors and other
agricultural machinery. leather and leather products, electronic equipment.
khandsari and other manufacturing — in total value of imports. at about 28
per cent. reinforced the suspicion of adverse discrimination.

The 1mport of 6 manufactured products with positive but less than 15
per cent ERP — machine tools. rail equipment. iron ore. other metallic
minerals. and coal and lignite — accounted for a little more than 20 per cent
of the total value of imports. On the other hand. the import of 18 products
with ERP exceeding 15 per cent accounted for about 38 per cent of the total
value of imports. Imports of cement with ERP of 869 per cent. and of jute
and sugar with ERP of 111 per cent were negligible. There appeared to be a
strong negative correlation between ERP and imports.™

Relative contribution of different domestic taxes to ERP

The systems of CVD and UED. and ST and SAD were found to
make a significant contribution to the tax disadvantage of the domestic
producers of manufactured products (columns 15 to 17, Table IV.1). The
system of CVD and UED was supposed to be neutral in terms of degree of
protection by counterbalancing each other. But. in fact. it was not. and
resulted in a negative degree of protection for as many as 26 products
(column 16). It's contribution to the ERP was found to be as high as minus
106 percentage points for non-ferrous basic metals (item 46). and between
minus 30 and minus 52 percentage points for five products — wood and wood
products. paper and paper products. tractors and other agricultural
machinery. leather and leather products. and motor vehicles (items 15 to 18
and 13). The other products suffering negative protection because of CVD
being less than UED. included communication equipment. rail equipment.
pesticides, hydrogenated oils. some transport equipment, non-metallic

** The shares of non-ferrous basic metals. and synthetic fibres (polymers, and yarns, etc.)
- two groups with ERP of 120-130 per cent — in total value of imports, at 6.0 per cent
and 2.4 per cent. could be explained in terms of the non-availability of many non-ferrous
metals and of production facility of synthetic fibres, a relatively recent product.
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mineral products, rubber products, cotton textiles and sugar. Only in the
case of 9 products — khandsari, other metallic minerals, machine tools, iron
ore, coal and lignite, crude petroleum and natural gas, pesticides, non-
metallic and minor minerals, and fertilisers — was the contribution of CVD
and UED marginal (less than 1 percentage point).”*

The negative contribution of the system of ST and SAD to ERP was
also found to be substantial for many products (column 19). It resulted in a
negative degree of protection for as many as 30 products. Its contribution to
ERP was as high as minus 562 percentage points for cement, minus 109
percentage points for synthetic fiber and minus 112 percentage points for
non-electrical machinery (items 48, 47 and 20). It was between minus 50 and
minus 100 percentage points for 5 products (items 21, 31, 42, 43 and 46),
and between minus 30 and minus 50 percentage points for another set of 4
products (items 15, 16, 28 and 29). The negative contribution of this system
could be attributed mainly to taxation of inputs without full rebate.”® The
presence of octroi added to the tax disadvantage or lowered the tax
advantage of the domestic producers (columns 19 and 20). SAD was found
to provide a counter balance to ST for most of the manufactured products but
was found to follow an inverted duty structure for lubricating preparations
and other petroleum products, and some unmanufactured products, suffering
net negative protection and thereby added to the misery of domestic
producers of these products (items 1-6 and 50, columns 13 and 18).

Discriminatory tax treatment of domestic products under the
system of CVD and UED was not considered as serious a problem as the
tax disadvantages of the system of ST and SAD, because the
manufacturers could avail of credit under the MODVAT scheme for
CVD/UED paid on their inputs. Nevertheless, domestic producers suffered
a tax disadvantage because the producers not covered by MODVAT
scheme found imports less expensive as compared to domestic products.
Even the producers covered under the MODVAT scheme had to finance

* The average CVD and average UED rates, obtained by using import values and VoC as
weights, with UED differing across products, could differ for a group, even when the
CVD and UED rates were the same for every product in the group. This differential
weighting scheme may have introduced a bias in our results.

% In Maharashtra, the state under consideration, the retention rate on raw materials was to
the extent of 3 per cent.
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the additional tax burden for their domestic purchases until duties paid
were credited back.

Services

As indicated earlier, services are non-tradable. By taking customs
duty on services as nil, ERP worked out to be negative for all services (item
numbers 54-60, Table IV.1). This could be attributed to taxes/duties falling
on inputs. This suggests that when the trading of services (such as of
electricity) takes place, the domestic producers of these services, vis-a-vis
imports, would suffer a substantial tax disadvantage unless customs duty and
domestic trade taxes are rationalised. This would require removal of input
taxation and maintaining level playing field between domestic produce and
imports, in respect of domestic trade taxes.

General observations

From Table IV.1 (columns 3 and 15), it may be noted that ERP was
negative or low for some products with even moderately high customs duty.
For example, ERP for paper and paper products, some non-electric
machinery, communication equipment, tractors and other agricultural
machinery, leather and leather products, electronic equipment, khandsari,
electrical machinery and some other manufacturing was negative though for
none of these products the rate of customs duty was below 22 per cent. Thus,
the problem of tax disadvantage to domestic producers was not only a
problem of nil or low customs duty. but also of a complicated and irrational
system of domestic trade taxes.

Composite duty rates for selected low duty products

The calculation of ERP required information on input-output
coefficients, which was available only at a relatively aggregative level.
Calculation of rates of protection, however, can be most illuminating at the
specific commodity level. At the specific commodity level, even though
lack of ready data on input-output coefficients prevents taking into account
the protection given to inputs, avoidance of any aggregation bias provides a
strong trade-off. In this section. we focus on the choice of specific
commodities and calculation of commodity-specific composite rates of duty.
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It should be noted that the computation of composite rates of duty do
not account for indirect incidence of taxes through input taxation though
input taxation can add significantly to the relative tax burden of domestic
producers. The latest available estimates of input taxation relate to the year
1989-90 (see Aggarwal, 1998b). In 1989-90, for most commodities, input
taxation under UED was found to vary between 0.75 and 3.00 percentage
points. In the reform process of 1990s. expansion of the scheme of
MODVAT resulted in a substantial reduction in the incidence of input
taxation under the system of UED. Similarly, sales tax (to the extent not
rebated) and octroi falling on inputs result in an increase in the relative tax
burden of domestic producers of many commodities. Input taxation arises
from taxation of inputs, inputs into inputs, and so on. The neglect of input
taxation in the calculation is a serious limitation of the composite rates of
duty reported below.*

Products with low customs duty

Prima facie, the probability of the tax regime discriminating against
domestic producers, vis-a-vis, foreign producers being high for products with
a low rate of customs duty, we focused on such products with customs duty
not exceeding 10 per cent. On some products, standard rates of basic
customs duty were nil or low, and on some other products, through
notifications, the rates were lowered in general or for specific uses of the
products. These items alongwith relevant rates of customs duties, excise
duties, sales tax and octroi are given in Table [V.2.

There were as many as 223 commodities or specific uses of
commodities with effective customs duty not exceeding 10 per cent. Some
of these items related to specific uses of any item, broadening the scope of
the rate of customs duty not exceeding 10 per cent. On 110 items, the duty
was nil, and it did not exceed 5 per cent for another set of 33 items. Further,
on some of these items, the rate of SD was also #nil or lower than the rate
applicable to most commodities, i.e., 5 per cent.”’

Within the group of low duty products, CVD lower than UED could
put the domestic producers to competitive disadvantage, as CVD and UED

*% Even calculation of ERP accounts for only first round effects of taxes on inputs.
7 The SD of 5 per cent has been withdrawn in the proposed 1999-2000 budget.
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were not fully rebatable during 1998-99. While, in general, the rates of CVD
on imports were matched with those of UED on domestic produce, on some
products or specific uses of the products, the rate of CVD was lower than
that of UED. Some of the products of the latter category are listed in box
IV.1.

Calculation of composite duty rates

For products with effective customs duty rate not exceeding 10 per
cent, the excess of composite duty rate on the import of a product over that
on its domestic production was computed by using equations 3.17 to 3.20.
The excess of composite duty rate was computed for 205 items for which
full requisite information was available, and is given in Table IV.2 (columns
14-17). The products are arranged in an ascending order of excess of
composite duty rate e (column 14).

The number of products with negative, ni/ and positive values of
excess of composite duty rate on imports subject to different combinations of
tax provisions are given in Table IV.3. The number of products with values
of excess of composite duty rate on imports falling into different ranges, viz.,
less than minus 10, minus 10 to minus 5, minus 5t0 0,0, 0 to 5, 5 to 10, 10
to 20 and above 20 percentage points are also given in table [V.3.

Tax discrimination because of customs duties and domestic trade
taxes

From table IV.2 (columns 14 to 17), it may be noted that a domestic
producer had a substantial tax advantage in directly importing his inputs, vis-
a-vis, purchase of local inputs irrespective of application of octroi (columns
14 and 16), thereby, putting the domestic producers of such inputs to
substantial tax disadvantage. The domestic producers suffered tax
disadvantage in respect of 25 products (items 1 to 25). The tax disadvantage
varied from 2.64 percentage points for typewriters imported by accredited
journalists to as high as 8.10 percentage points for personal computers
imported by accredited journalists with application of octroi (column 14),
and from 2.31 percentage point to 5.12 percentage points without application
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13.

14.
15.
16.

Box IV.1

Some of the products subject to lower rates of CVD than
the corresponding rates of UED

All g é.,oods required for setting up crude petroleum refinery (such as
conductors for steam or other vapour power units, refrigeration
systems, filtering/purifying machinery, boilers, compressors, heat
exchangers, pumps, distilling plants, pipes used for oil or gas
pipelines, all types of valves, ancF askets and seals)

All goods for manufacturing fertilisers;

Video cassettes and video tapes of a predominantly educational
character;

Personal computers or fax machines imported by accredited
journalists;

Specified life saving drugs or medicines;
Silicon resin and silicon rubber;

Copper wire;

Grape guard;

Specified goods for the manufacture of laser and laser based
instrumentation (such as polishing materials, vacuum pumps, flash
pumps, and arc lamps);

CD-ROMs containing books of educational nature;
Medical and surgical instruments and appliances;

Specified medical equipment (such as ophthalmic instruments and
appliances, sterilisers, instruments using optical radiations, surgical
operating microscopes, endoscopic surgery instruments and
stroboscopes);

Specified goods for tubal occlusion (such as trocal and connula,
laproscopes and scissors);

Requisite for games and sports;
Fogging machines imported by municipal committees;

Raw material for manufacture of specified components of wind
operated electricity generators;

Specified goods for construction of national highways;




42 Discriminatory Tax Treatment

Box IV.1 (Contd.)

Some of the products subject to lower rates of CVD than
the corresponding rates of UED

18. Specified goods required in connection with petroleum operations
undertaken under specified contracts (such as drilling, threading or
tappling tools; helicopters, vessels for transport, pipelines, crones and
transmission apparatus);

19. Recorded magnetic tapes etc. imported by University Grants
Commission for use in computers;

20. Specified fire fighting equipment imported by the Central or State
Governments;

21. Polypropylene; and
22. Stainless steel capillary tubes.

of octroi® (column 16). The tax disadvantage to the domestic producers
exceeded 5 percentage points in respect of specified goods required for
setting up crude petroleum refinery, such as conductors, refrigeration
systems. filtering/purifying machinery, boilers, compressors, heat
exchangers, pumps, distilling plants, pipes used for construction of oil and
gas pipelines. valves, catalysts, and filters.  The tax disadvantage with or
without application of octroi ranged from 5 to 10 percentage points for 10
products and it existed but was less than 5 percentage points for another set
of 15 products (columns 2 and 4. Table IV.3). The tax disadvantage was
found to exist inspite of application of SAD to most of these products, 19
of the 25 products suffering tax disadvantage were subject to 4 per cent
SAD (items 1-25, column 9, Table I1V.2). On the other hand, the tax
advantage to manufacturers in buying inputs from importers, vis-a-vis
from domestic producers was found to be negligible (columns 15 and 17.
Table IV.2). It occurred in respect of only three products with application
of octroi (items 10, 13 and 14, column 15). and for only one product
without application of octroi (item 10. column 17). It was so, because in

** It is important to note that octroi wherever applicable does not distinguish between an
imported and a domestic product. Discrimination with and without application of octroi
arises because of discriminatory application of other taxes since octroi is charged on
tax inclusive basis.
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this process of acquiring inputs, discrimination arising out of existing sales
tax disappears — sales of imported products get taxed at par with domestic
products and tax set off was also available at par with domestic products.
Therefore, there was no net tax disadvantage to domestic producers vis-a-
vis imports by traders. By implication, the domestic producers would not
suffer any tax disadvantage under the tax regime under consideration
provided an imported product and the domestic product suffer the same
burden of sales tax. The same will also be true if input taxz%tion under sales
tax is eliminated, such as in Delhi, Haryana, and Punjab.” Thus, a reform
of sales tax system that eliminates input taxation gan go a long way in
mitigating tax disadvantages of domestic producers.

Implications of imposing a minimum customs duty

With a view to explore implications of imposing a minimum
customs duty on all products, the composite duty rates are simulated with
alternative rates of minimum customs duty, viz., 5 and 10 per cent of
combined (basic plus special) customs duty. The number of products with
negative, nil and positive values of excess of composite duty rate on
imports with 5 and 10 per cent minimum customs duty are given in tables
V.4 and IV.5 respectively, for different combinations of tax provisions.

From a comparison of tables IV.3, IV.4 and IV.5, it would be
noted that the number of products suffering tax disadvantage declines
from 25 to 20 with minimum customs duty of 5 per cent (column 3, Table
[V.4) and to 8 with minimum customs duty of 10 per cent (column 3,
Table IV.5). Further, it can be inferred that there is a decline also in the
extent of tax disadvantage, with the policy of subjecting all goods to a
minimum customs duty. The higher the rate of minimum customs duty,
the lower is the tax disadvantage to the producers of such products.

¥ Even in these states some input taxation takes place as long as some inputs are
purchased from outside the state, because of central sales tax.

3 The same principle should be applied to UED and additional duties of excise in lieu of
sales tax levied under the Additional Duties of Excise (Goods of Special Importance)
Act, 1957, (58 of 1957). Discriminatory application results in tax
advantages/disadvantages to the extent rebate for the taxes paid on inputs is denied.
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Concluding remarks

From the above discussion it follows that producers of many low
duty products suffered substantial tax disadvantage. vis-a-vis, imports. They
suffered competitive disadvantage even in the international market to the
extent taxes on their inputs were not rebated/refunded.

[t 1s important to note that, besides the tax disadvantages, domestic
producers suffer also from poor infrastructure and high cost of basic inputs
such as electricity, water, and transport. The disadvantage due to such non-
tax factors is partly on account of inefficiency in production and partly due
to intended policies followed by the government such as distributional
considerations leading to dual price policies. If such non-tax disadvantages
were also taken into account, the net disadvantage to domestic producers
would have been substantially higher for the products suffering net tax
disadvantage, and some of the products with low tax advantage might also
have fallen in the category of products suftering net tax disadvantage.

Tax discrimination across the products was found to be substantial.
While the producers of some products suffered substantial tax
disadvantages, the producers of many products benefited from the tax
advantages, vis-a-vis, imports (direct or indirect). The tax advantage was
not less than 10 percentage points in respect of at least 94 products among
the 205 products considered, irrespective of application of octroi or SAD
or ST (Table IV.3). The tax advantages to the domestic producers of the
products subject to higher customs duty (not considered here) can be
expected to be higher. This mdlcates the need for rationalisation of the rate
structure of customs duties.”

' Some rough calculations show that the post-budget (1999-2000) scenario is not

significantly  different from the pre-budget scenario, in respect of tax
advantages/disadvantages for different products. This is so, in spite of imposition of a
minimum customs duty of 5 per cent on all project imports with a few exceptions.
hitherto the subject to nil duty. This is not surprising, as the special customs duty has
been withdrawn and the sales tax scenario has remained unchanged.
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