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finance Minister of India,
' NEW DELHI,

& We, the members of the Indirect Taxation Enquiry Committee, submit herewith Part II of
rt. ’

|%#As you may recall, we had submitted Part I of our Report in October, 1977, outlining in a

' ¥ form our main conclusions and recommendations and the reasons behind them. We have
""time to analyse the results of the various studies which we had initiated and also to examine
-t of indirect taxation on a selected number of important industries as well as products of

‘terest. During the course of our enquiry, we had received several suggestions from

x ’,.-énce and representatives of trade and industry on structural as well as procedural prob-

inIter taking into account the results of the studies as well as the suggestions made, we have,

t @I of our Report, presented our final conclusions and recommendations more fully than we

onr in Part I.

‘The task assigned to us has indeed been a complex one. We have had to take into account
issues. Those involving political judgment, we have left for the Government to consider.
Tte have given our attention to is the task of restructuring the indirect tax system in the country
g ways and means of eliminating the, distortions that have arisen over the years. While
!'l ly our approach has been to cover all the relevant aspects of rationalisation of indirect tax
! re, we have avoided going into certain areas for the reason that some Committee or the

ad studied them in the recent past.

We hope that our recommendations will help Government in bringing about a reform in the
$t tax structure that would be enduring as well as acceptable to the community at large.

Yours faithfully,
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INTRODUCTION

We have, in Part I of our Report, set out, in a condensed form, our main conclusions and
recommendations. In Part II of the Report, we now proceed to make a fuller and more detailed pre-
sentation of our findings and proposals for reform, based on the results of the research studies
which we had instituted, and the views put to us by Departments of the Central Government as well
as State Governments, by non-official bodies representing trade, indusiry and labour and by econo-
mists and other men of eminence who have given us the benefit of their advice. In this Part we also
present 8 more detailed analysis of the impact of indirect taxation on certain key sectors of the in-~
dustrial economy which could not be included in Part f of our Report. Our attempt has been to make
the presentation self-contained and to obviate as far as possible the necessity to refer back to Part I
of the Report. Finally, for purposes of future reference, we have in the Appendix, which appears
as a separate volume, included certain facts and figures as well a9 other material, which we have
collected and made use of in the course of our study of the issues assigned to us in our followin
terms of references '

) To review the existing structure of indirect taxes — Central, State and Local,
in all its aspects.

(ii) To examine the role of indirect taxation in promoting economic use of scarce re-
sources.

(Lii) To examine the structure and levels of excise duties, the impact of excise duties
on prices and costs; the cumulative effect of such duties, their incidence on various
expenditure groups, the scope for widening the tax base and increasing the elasti-
city of the system.

{iv) To examine the feasibility of adopting some form of Value Added Tax in the field
of indirect taxation where appropriate and, if found feasible, to suggest the appro-
priate stage to which it should be extended having regard to Indian conditions, i.e.,
whether the stage of coverage should be manufacturers, wholesalers or retailers,

(v) To examine whether and how far it would be advisable to assist any particular in-
dustry or particular sectors of an industry by grant of concessions in indirect
taxes; in doing 80, the Committee will doubtless take info account all the normal
canons of taxation, and the balance of administrative convenience. In those cases
where these devices are found to be advisable, to suggest norms for the same.

(vi) To examine the structure and levels of import duties from the point of view of im-
port trade control, protection to indigenous industry and pricing of indigenous pro-
ducts and suggest changes, if necessary.

D , ,
(vii) To advise the Government on the stepa to be taken to implement the recommenda-
tions made, including changes in the administrative and organisational set up.



(i)

{viii) To suggest changes, if any required, in the Constitution and in the related taxation
statutes, for the implementation of the changes suggested inthetax structure and hav-
ing vegard to the revenue needs of both the Centre and the States.

(ix) To make any other recommendations germane to the enquiry.

) To consider the interaction and the proper balance between indirect and direct taxes
in our tax structure while examining the role of indirect taxation in mobilising re-
sources, T : ‘

2. The inangural meeting of the Committee was beld on the 24th July, 1976 when the Finance
Minister addressed the Chairman and Members of the Committee. A oopy of the Finance Minister's
inaugural address 18 reproduced in Appendix 1.

3. Immediately arter the inaugural meeting of the Committee held on the 24th July. 1976, we
prepared a nine-point questionnaire {as in Appendix 2) which was issued to associations of gll-india

NATURE OF status representing trade, industry, labour and co-operative interesta, The
ENQUIRY questionnsire was kept deliberately brief because we felt that it would be
better to let those addressed make their own representations within the broad
framework of the issues posed to us than to get their response to specific points of detail. Simulta-
neously, the fullest publicity was given to the questionnaire through the press and a general invita-
tion issued to individuais, associations, etc., to send their views to the Commitiee.

4, Separate letters were addressed to Central Ministers, the Deputy Ckairman, Planning
Commission, and State Chief Ministers (Governors in some States) as well as to eminent econo-
mists, public men and academicians, inviting thelr views and suggestions about the kind of chan-
ges that they would like to see in the atructure of indirect taxes. The Committee had the benefit

of discussions with representatives of Chambers of Commerce, industrial and labour organisa=
tions, individual scholars of repute, some senior.officials of Central Government (including those
of the Department of Central excise and customs) and a mimber of Chief Mini{sters and representa-
tives of State Governments. For this purpose, meetings were held with vemues at New Delbi, Sri-
nagar, Bombay, Madras, Trivandrum and Calcutta, Apart from these, the Commitiee held a num-
ber of internal meetings. Part O of the Report wzs finalised in the last week of December, 1977.

5. In response to our invitations, we received a very large volume of evidence and we are
confident that we have heard all pojnts of view as to what would constitute a desfrable indirect

tax system in the country. The names of all those who responded to cur questionnaire or the
press note and sent their views in writing are given in Appendix 3A. The names of Central Minis -
tries and State Chief Ministers/Governors who sent a written reply to our communications are
shown in Appendix 3B. This Appendix also includes the names of the State Govemmentn[Union
Territory Administrations who sent replies to the supplementary questionnaire (inchided in Appen-

dix 2) touching State taxes. A list of all those who tendered evidence before the Committee at
varioug places is given in Appendix 4.
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6. We should like to take this opportunity to acknowledge gratefully the assistance we have
received from all those who have favoured us with their views and advice. One of the things which
ACKNOWLEDGE- b28 lmpressed us throughout our enquiry has been the widespread recog:
MENTS nition of the fact that Government's requirements of revenue for general
administration as well as resources for development must be met. The
recurring theme in the repreasentations made to us by responsible Chambers of Commerce has
been not for a reduction in the overall tax burden as such but that the tax system should be geared
to the augmeentation of Government revenues without the necessity of frequent changes in the rates
of tar” tion and without causing distortions and side effects which impede industrial growth. Even
where some indusiries preaded for a lowering of the rates, they have often sought to jus.dfy it on
the ground that it would, in fzct, mean higher revenues on 2ccount of higher production and sales.

7. The Committee is grateful to the Directorate of Tax Research of the Central Board of
Excise and Customs which provided the Commiltee with necessary secretarial assistance and
useful background material during the initial period of the working of the Committee as well as
the Directorate of Statistics {Central Excise and Customs) who constantly made available to us
statistical and other relevant data which we needed for our work.

8. Our special thanks are due to Shri Asit Chandmai, Director (Finance) of TELCO who, in.
an honorary capacity, functioned as a Consultant to the Committee and conducted for us certain
very useful studies pertaining to the road transport industry and automobile industry.

9] We aJso gratefully acknowledge the co-operation and assistance we have received from

the Central and State Governments at all levels, It was refreshing to find that the officers of the
customs and excise departments as well as those concerned with sales tax administration were
ready to suggest changes rather than resist them, For reasons of space and to avoid any possible
embarrassment we have not been able to refer individually o the suggestions made to us. But we
have, in formulating our recommendations, given them the fullest weight and consideration. We
should also like to thank the State Governments concerned for the hospitality and courtesies extend-
ed to the Cominittee during our visits to various States. A number of Indian Embassies abreoad
have also greatly helped us in our study of the working of the VAT in different countries.

10. The Member-Secretary of the Commitiee, Shri K. Narasimhan, with his wide experience
of administration of indirect taxes and deep knowledge of their tariff structure, gave to the Commi-~
ttee the kind of insight into the iseues it was considering, which it would have taken a lot of time

and research to obtain.otherwise, In this task he was assisted by a competent team comprising

the Secretariat under him. Shri M.S. Slvaramakrishna's detailed knowledge of State taxes and
understanding of the legal and Constitutional issues in the sphere of indirect taxation were of tre-
mendcus value to us. S8/8hri B. K. Agarwal, P.N. Malhoira, D.K. Acharyya and P.R.V. Ramanan
initiated, at our instance, detailed smdies to bring out the impact of the taxation of various inputs

on different sectors of the economy. The officers of the Secretariat participaied in all our deliber-
ations and we greatly benefited from their comments and criticism which we invited them to make
freely. As they go back to their respective responsibilites in the department to which they belong,
we hope their agsociation with the work of the Committee will be of some help to them. Finally,
Shri N. Subramanian who was looking after the administrative arrangements deserves our special
thanks because, within & very short period of time, he was able to make what was a wholly new set

- up function with the smoothness and efficiency of an old established one. Without naming the other
members of the Secretariat staff individually, we would only say that the very large volume of typing
and tabulation which the Committee's work entailed was handled by them with speed and thoroughness.
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11, Finally, we must acknowledge our indebtedness to previous studies pertaining to our field
of enquiry. The first and the foremost amongst them is the Report of the Taxation Enquiry Commis-
sion (1953-54) headed by Prof. John Mathai. We have made frequent references to the Taxation
Enquiry Commission in our Report. Since then there has been two comprehensive reviews of di-
rect taxes by two Committees respectively headed by Shri Mabavir Tyagl and Justice Wanchoo. Dif-
ferent aspects of indirect taxation have been studied by the Chanda Committee in 1963, the one-man
Committee of Shri Bhoothalingam in 1965, the Customs Study Team headed by Shri D. N. Tiwari in
1967 and the examination of the Self Removal Procedure by 8 Committee headed by 8hri Venkatap-
piah. In our discuasion of procedural reforms we frequently refer to the recommendations of the
Customs Study Team as well as the Venkatappiah Committee. We feel that considering the impact
which the structure of indirect taxes inevitably has on the fast changing economic scene, it would

be desirable to have a fresh comprehensive lock on the structure of indirect taxation, or better
still, on our taxation system as a whole, undertaken by a Taxation Enquiry Commission once in
every ten years or so. ’



CHAPTER 1

INDIRECT TAXES AS A SOURCE OF REVENUE

1.1 Our terms of reference relate to the study of indirect taxes. There is no legal definition
of indirect taxes in India. The Constitution of India allocates the taxing powera between the Union
and the States through precise entries. In doing so, our

INDIRECT TAXES Constitution closely follows the pattern of division of tax
LEVIED BY THE ' powers between the Centre and the erstwhile provinces estab-
UNION AND THE lished by the Government of India Act, 1935. The extent of
STATES the power, in regard to imposition of taxes, enumerated in

List I and List II of the Seventh Schedule to the Constitution
are detailed in the Table helow:

TABLE 1 - POWERS OF TAXATION - UNION AND STATES

8. No. No. of Entry Description
in the Seventh
Schedule. _
A1) (2) (3)
.Unicn Fleld
List I
1. 82 . Taxes on incomes other than agricultural income
2. ' 83 Duties of customs including export duties
3. . 84 Dulles of excise on tobacco and other goods n;anufachued or
prodiced in India except —

(a) alcoholic liquors for human consumption;

(b) opium, Indian hemp and other narcotic drugs and
narcotics, but including medicinal and toilet preparations
containing aleohol or any substance included in sub-para-
graph (b) of this entry

4, 85 Corporation tax
5. ' 86 Taxes on the capital value oi the assets, exclusive of agricul-
tural land, of individuals and companies; taxes on the capital

of companies

6. 87 Estate duty in respect of property other than agricultural land



1) (2) 3) —
1. 88 Duties in respect of succession to property other than
agriculturzl land
8. 89 Terminal taxes on goods or passengers, carried by rail--
. way, sea or air; taxes on raflway fares and freighta
9, 90 " Taxes other than stamp duties on transactions in stock
exchangea and future markets
10. 91 Rates of stamp duty in respect of bills of exchange, cheques,
promissory notes, bills of lading, letters of credit, policiea
of insurance, transfer of shares, debentures, proxies and
Teceipts - '
i1, - 92 Taxes on the sale or purchase of newspapers and on adver-
tisements published therein
12, 92A Ta.xes on the sale of purchase of goods other than news~
papers, where such sale or purchase takes place in the
course of inter-State trade or commerce
13. 97 Any tax not enumerated in List II or List I of the Seventh
Schedule
State Field
'List 1§
1. 45 Land revenue, including the assessment and collection of
' revemnue, the maintenance of land records, survey for
reveme purposes and records of rights, and alienation of
revemes
2, 46 Taxes on agricultural income
3. 47 Duties in respect of succession to agricultural land
4. 48 Estate duty in respect of agricultural land
5. 49 Taxes on lands and buildings
8. 50

Taxes on mineral rights subject to any limitations imposed h!
Parliament by law relating to mineral development



1 : {2) _ . (3)
7. 5} Dutles of excise on the folloﬁing goo;ls manufactured or
. produced in the State and countervailing dutjes at the same
. or lower rates on similar goods manufactured or produced
elsewhere in India;

(a) alcoholic liquors for human consumption;

<  (b) opium, Indian hemp and other narcotic drugs and narco-
tics; but not including medicinal and toilet, preparations
containing alcohol or any substance included in sub-para-
graph (b) of this entry

8. - D2 Taxes on the entry of gbods intb.a local area for consumption,
. use or sale therein .

9, 53 : . ‘Taxes on the consumption or sale of electricity
16, : i‘54 Taxes on the sale or purchase of goods other than newspapera,
' subject to the provisions of entry 92A of ListI
11. 55 Taxes on advertisements other than advertisements published
in the newspapers (and advertisements broadcast by radio or
television) '
12, o 56 _l Taxes on. geads and passengers carried by road oT on inland

waterways .

13. 67 Taxes on vehi;:les, whether mechanically propelled or not,
suitable for use on roads including tramcars Bl.lb]GCt to the
provisions of entry 35% of List II{

14, 58 Taxes on animals and boats

15. 59 , ~ Tolls -

16. _ ] 60 .. _ - Taxeson pr:ofesaions. trades, callings and employments.
17. 61 . Capitation taxes B -

18. 62 Taxes on luxuries, including taxes on entertainments, amu-

sements, betting and gambling

«Entrv 35 of List III relates to mechanically propelled vehicles including the principies on which
taxes on such vehicles are to be levied.



0y ) {3)
7. 88 Duties in respect of succession to property other than
agricultural land
8. 89 Terminal taxes on goods or passengers, carried by rall--
‘ way, sea or air; taxes on railway fares and freights
9. 9 Taxes other than stamp duties on transactions in stock
exchanges end future markets
10, 91 Rates of stamp duty in respect of bills of exchange, cheques,
promissory notes, bilis of lading, letters of credit, policies
of insurance, transfer of shares, debentures, proxies and
receipts
i, - 52 Taxes on the saie or purchase of newspapers and on adver~
tisements published therein
i2. 92A Taxes on the sale or purchase of goods other than news-
papers, where such sale or purchase takes place in the
course of inter-Siate trade or commerce
13. 97 Any tax not enumeraled in List IT or List III of the Seventh
Schedule
State Field
Tist I¥
1. 45 Land revenue, including the assessment and collection of
: revenue, the maintenance of lard records, survey for
revenue purposes and records of rights, and allenation of
Tevenues
2, 46 Taxes on agricultural income
3. 47 Duties in respect of succession to agricultural land
4. 48 Estate duty in respect of agricultural land
S, 49 Taxes on lands and buildings
6, 50

Taxes on mineral rights subject to any limitations imposed by
Parliament by law relating to mineral development



(1) : {2) {3}
7. 5} Duties of excise on the following goods manufacwréd or
. produced in the State and countervailing duties at the same

or lower rates on similar goods manufactured or produced
elsewhere in India:

(&) alcoholic liquors for human consumption;

® oi;ium, Indian hemp and other narcotic drugs and narco-
tics; but not including medicinal and toilet, preparations
containing alcohol or any substance included in sub-para-
graph (b) of this entry

8. - 52 Taxes on the entry of gaods into a local area for consumption,
use or sale therein

9. 53 Taxes on the consumption or sale of eleciricity

10. 54 Taxes on the sale or purchase of goods other than newspapers,
subject to the provisions of entry 92A of List I

11. 55 Taxes on 2dvertisements other than advertisements published
in the newspapers (and advertisements broadcast by radio or
television) ‘

12. ' 56 Taxes on goods and passengers carried by road oT on inland
waterways

13. 57 Taxes on vehicles, whether mechanically propelled or not,

suitable for use on roads including tramcars subject to the
provisions of entry 35* of List I

14. 58 Taxes on animals and boats

15. 59 Toills ‘

16. 60 _ - Taxeson pr;'ofessions, trades, callings and employments
17. '61 Capltation taxes

18. _ 62 Taxed on luxuries, including taxes on entertainments, amu-

sements, betting and gambling

«Entrv 35 of List Il relates to mechanically propelled vehicles inciuding the principles on which
taxes on such vehicles are to be levied,



(1) (2) 8

19, 63 Rates of stamp duty in respect of documents other than
those specified in the provisions of List I with regard to
rates of stamp duty

1.2 The residual powers of taxation belong to the Union. This means that even if a tax 1s
not specifically included either in List I or List II, it can be imposed by Parliament.* Another
point to note is in respect of Union Territories, Parliament has the power to impsse a tax includ-
ed in the State List,

1.3 In the absence of a legal definition of indirect taxes, we have to fall back upon the eco~
nomie definition of direct and indirect taxes. As a starting point, one may refer to the classic
definition of John Stuart Mill in his "Principles of Political Economy*';

"Taxes &re either direct or indirect. A Direct tax is one which is demanded from the
very persons who, it is intended or desired, should pay it. Indirect taxes are those
which are demanded from one persor in the expectation ind intention that he shall in=
demnify himself at the expense of anothery such as the excise or customs."

This definition has been relied on in judicial findings also. For example, Lord Cave ih the City
of Halifax V. Fairbanks' Estate (1928) A.C. 117 said; '

"Thus taxes on property or income were everywhere treated as direct taxes; and John
Stuart Mill himself, following Adam Smith, Ricardo and James Mill said that a tax on
rents falls wholly on the landlord and cannot be transferred to any one else. On the

other hand, duties of customs and excise were regarded by every one 2s typical ins-
tances of indirect taxation.

The imposition of taxes on property and income, of death duties and of municipal and
local rates is, according to the common understanding of the term, direct taxation,
just as the exaction of a customs or excise duty on commodities. . ... « »« « Would ordi-
narily be regarded as indirect taxation although new forms of taxation may from time
~ to ime be added to one category or the other in accordance with Mill's formula as a

ground for transferring a tax universally recognized as belonging to one class to a dif-
ferent class of taxation.,..,...."

1.4 Several later economists have expressed views which are In tle nature of a further evo-
lution of the lines of thought propounded by J.S. Mill, while others have contended that on econo-
mic grounds no clear-cut division can be made between direct and indirect taxes, Nor can the

*The one exception to this general rule is the State of Jammu and Kashmir which has a
special position with the residual powers vested in the State,



intention of the Government be a dependable criterion because it may not be fulfilled in practice.
It is easy enough to say that a tax should be classified as indirect if it can be passed on to some-
one else, but it is difficuli to identify taxes that eannot be passed on under any circumstances.
Equally, the burden of taxes which are normally assumed to be passed on may rest with the legal
tax~-payers themselves under given conditions. Tbus, if the supply of a commodity is highly inela-
stic, while the demand 18 quite elastic in the range of the tax inclusive price, the tax on that com~
modity cannot be shifted. On the other hand, part of the taxes on company profits may be shifted
under given conditions or in the long run. Several empirical studies have testified to this possi-
bility. For these reasons, while there is still the presumption that by and large taxes on commo-
dities are shifted, modern economists prefer to use the terms "taxes on commodities and servi-
ces" and "taxes on income and wealth" rather than the terms "indirect" and "direct't taxes. For
our purposes, without going into the niceties of the economic debate, we treat the taxes covered
by serial numbers 2, 3, 8, 9, 10, 11 and 12 of the Union List and serial numbers 6, 7, 8, 9, 10,
11, 12, 13, 14, 15, 18 and 19 under the State List in the table given in para 1.1 above 2s indirect
taxes. We have, however, confined our discussion to the major indirect taxes, namely, duties of
customs and excise and taxes on sales, and the entry of goods into a Jocal area, popularly known
as octrol.

1.5 Of the Union indirect taxes, receipts from customs duties are exclusively retained by the
Union Government. In respect of the other indirect taxes, the Constitution contains provisions

DISTRIBUTION OF under which:
INDIRECT TAX

REVENUES BETWEEN

THE UNION AND THE

STATES

) certain duties though levied by the Union are collected and appropriated by the
States (e.g. stamp duties and excise duties on medicinal and tollet prepara-
tions containing alcohol, opium ete,, falling under entry 84 of the Union List)
(Article 268):

(i) certain taxes and duties though levied and collected by the Union are assigned
to the States (e.g. terminal taxes on goods or passengers carried by railway,
sea or air; taxes on railway fares and freights; taxes other than stamp duties
on transactions in stock exchanges and future markets; taxes on the sale or
purchase of newspapers and advertisements published therein and taxes on
sale and pu¥chase of goods other than newspapers where such sale or purchase
takes place in the course of inter-State trade or commerce)(Article 269):

(idi) U;lion excise duties (other than duties of excise on medicinal and toilet prepara-
tions referred to in (i) above), though levied and collected by the Union, are
distributed between the Union and the States.

1.6 In respect of all the duties and taxes levied and collected by the Union whose proceeds
are either assigned or may be assigned to the States, the principles of distribution are deter-
mined by the Finance Commissions from time to time. Union excises are at present distribdted
between the Centre and the States in the ratio 80:20. The'mx on the sale or purchase of goods in



the course of inter-State trade or commerce 1s, under the Central Sales Tax Act, levied, collect-
ed and retaiced by the State from which the goods are sold.

1.7 Generally, no taxes (direct or indirect) have been reserved for local bodies in the Consti-
tution. However, the implication of Article 276 is that the taxes on professions, trades and callings
or employments are for the benefit of the State as well as local suthorities, municipalities, district
boards, etc. The States on their own may assign any of the taxes in the State List, either in whole
or in part, to local bodies. The two indirect taxes which have been assigned to local bodies by many
States are octroi and terminal taxes. In a few States, the proceeds of entertainment taxes have also
been assigned to local bodles within whose jurisdiction they are collected.
1.8 Table 2, included as annexure to this Chapter, gives the combined tax revemues of the
Centre, States and Union Territories since 1950-51 as well as their break-up under direct and
indirect taxes. As may be observed from the Table, total tax re-
GROWTH IN TAX venues have recorded an almost twenty fold rise during the period
REVENUES 1950-51 to 1976-77, having increased from Rs.526.57 crores in
1950-51 (before the beginning of the First Five Year Plan) to over Rs. 12, 076 crores in 1976-77.
Another noticeable feature is that the average rate of growth in tax revemues, of about 25 per cent,
in the period 1960-61 to 1970-71 (which rate has been maintained in the period 1970-71 to 1976-77)
was much higher than the average growth of about 11.5 per cent recorded in the period 1950-51 to
1960-61. This sharp step-up in the tempo of taxation came about as a result of the efiorta to mo-
bilise greater resources for promoting higher rates of growth in the Third Plan and to provide for
strengthening of the country's defences in the wake of repeated aggressions on our territory.

1.9 The above mentioned Table also brings out the fact that in the augmentation of revenues
from year to year indirect taxes have been playing an increasingly important role. Their share
in total tax revenues has risen steadily from 63. 2 per cent in 1950-51
GROWTH OF to 70. 2 per cent in 1960-61, to 78. 8 per cent in 1970-71 and to 79, 3
INDIRECT TAXES per cent in 1976-77, The relative shares of the major direct and in-

direct taxes in the total tax revenues of the Centre and States in 1976~
77 (Revised Estimates) are set out in the following Table:

TABLE 3 - RELATIVE IMPORTANCE OF DIRECT AND INDIRECT TAXES
IN THE INDIAN TAX SYSTEM -— 1976-77

Category _ Percentage of contribution to total tax
revenues
Indirect taxes of which — 79.3
(3) Union excise 34.6
) Customs 12.3
(c) 3ales tax 19.0

(d) Otter indrect taxcs 13.4



Category _ - Percentage of contribution to total tax
‘ revemes
Direct taxes of which — ) L 20.7
(2) Income-tax 8.0
() Csajoration tax 9.2
(¢) Other direct taxes | - 3.5

All taxes ' 100.0

S8OURCE: Adapted from revenue statistics of Economic Division, Ministry of
Finance, (Department of Economic Affairs),

It may be seen that Union excises account for more than one-third of total tax revenues, while
sales taxes account for pearly one-fifth. Together they contribute more than 50 per cent of the
total tax revenuec of the Centre and the States. The two major direct taxes - income and corpo-
ration taxes - fogether make a smaller contribution to revenues than sales taxes.

1.10 As in India, in other developing countries too much greater reliance has been placed on
indirect taxes than on direct taxes. In a recent study ~ conducted by International Monetary Fund
covering 47 developing countries it was found that the average share of indirect taxes including
some border line items, for the three-year period ending 1971, wds about 66 per cent of the total
tax reverues., Thus, the share of indirect taxes in India (which accounted for about 78. 8 per cent
in 1970-71) was appreciably higher than the average share df indirect taxes in the revemues of de-
veloping countries. In comparison with industrialised countries, the difference is much more as
indirect taxes for the latter account for, on an average, only about 45 per cent of their total tax
revenues.

1.11 The Table below lndicates' bow the share of major indirect taxes in the total revemues .
from indirect taxes has changed during 1950-51 to 1975-76.

TABLE 4 — RELATIVE SHARE OF MAJOR INDIREéT TAXES —— 1950-61 TO 1975-78

Category of Percentage contribution to total indirect tax revenues
indirect tax 1950-561 55-56 60-61 65-66 70-T1 72-73 75-76

(1) (2) (3) (4) (OR (6) ()] (8)
1, Unlon :

excise o )

duties 17.1 28.6  43.9 4.0 47.0  45.7 4.3

{Contd)

# R.J. Chelliah, H.J, Bass and Margaret R. Kelly, "Tax Ratios and Tax Effoxt in Developing

countries, ' 1969-71, IMF Staff Papers, Volume XXII, No.1, March, 1975, pages 187-205.




Category of Percentage contribution to total indirect tax revenues
indirect tax 1950-561 55-56 60-61 65-66  70-T1 T72-73  75-76
(1) (2) (2) (4) {5) (6) ) (8)

2. Customs 39.7 32.8 17.9 24.6 14.0 16.8 16.3
duties

3. Sales taxes 14.7 16.0 17.3 17.4 21.0 19.4 22.8

4. Taxes on 2.0 3.0 3.6 2.8 3.0 2,7 2.4
vehicles

5. Taxes on pas- - 0.7 0.6 1.5 1.6 1.9 2.1
sengers and ’
goods carried
by road

6. All others 26.5 18.9 16.7 12.7 13.4 13.5 12,1

SOURCE: Adapted from revenue statistics of Economic Division, Ministry of Finance,
(Department of Economic Affairs).

The share of excise duties in the revenues derived from indirect taxes as a whole has been rising
steadily, although there seems to have been a marginsl fall in the seventies. The share of customs .
duties which has shown wide variations reflecting changes in import policies as well as in the level
of duties, has latterly shown a pronourced downward trend. These trends reflect the changes in
the economy as industrialisation and import substitution have progressed from plan to plan. With
rising levels of domestic production and prices{together with increases in the tax rates), the share
of State revenues derived from sales taxes and taxes on passenger and goods carrled by road have
displayed a definite upward trend. o
1.12 It is usual to measure the degree of response of a tax system to changes in national income
by what is known as income elasticity of the tax system. Income elasticity, also called built-in
ELASTICITY OF IN- elasticity, of a tax is generally defined as the percentage of automa-
DIRECT TAX REVE- tic charge ip the tax yield during a given period divided by the per-
NUES centage change in the national income in the same period. The term
'tmilt-in elasticity’ is used to emphasise the fact that it is the auto-
matic change in the tax yield in response to changes in national income which is being taken into
account and not the actual growth in revenue between two points of time which is attributable also
to changes in the rates of tax or in the base of taxation. Since the actual revenue collections from
a tax hetween two pointa of iime may have been influenced by discretionary tax (rate or base) chan-
ges introduced by the Government during the period, for calculating the build-in elasticity of the
tax the effect of the latter has to be eliminated. If the income elasticity derived as Indicated above,
is unity or more than unity, the rise in the tax yield will be proportionave or more than propor~
tlorate to the rise in national income. On the other hand, an income elasticity of less than unity

would mean that the tax ratio would go down from year to year as the nativnal income goes up un-
lezs new taxes are inposed or exieting tax rates are enhanced.



1.13 The studies relating to the elasticity of some of the major indirect taxes, which are avai-
lable, are for periods prior to 1965. We requested the National Institute of Public Finance and
Policy (NIPFP) to undertake a study of the elasticity of the major indirect taxes, namely, Central
excises, customs duties, general sales taxes, entertainment tax and taxes on motor vebicles and
on passengers and goods for a more recent period. The methodology and the various assumptions
underlying the computation are explained in the sbudy included in Appendix 5. The major conclu~
sions are:-

{1) Excise duties showed an income elasticity of less than unity in the period 1963-64
to 1974-73 - the elasticity co-efficient being 0. 75;

(il) Customs duties were found to have no close relationship with income - during the
period 1963-64 to 1974-75. But they were income elastic during the period 1969-70
to 1975-76 and the elasticity co-efficlent for that period works out to 1. 72; and

(iii) General sales taxes had a fairly high degree of elasticity, the elasticity co-effi-
cient for all States for the period 1963-64 to 1974-75 being 1.15;

{iv) The taxes on motor vehicles and on passengers and goods and the entertainment
tax also had elasticities greater than unity for the period under reference.:

1,14 Thus, in the case of excises, which are the largest contribuior to revenues among the in-
direct taxes, for every single-point increase in national income, the automatic increase in revenue,
according to the study, was only about three-quarter of a percentage point. The limitations of data
and methodology indicated in the study would suggest that some margin of error is to be allowed
for. However, the conclusion can be drawn fhat excises were clearly inelastic to changes in na- ~
tional income at current prices. Therefore, the need to raise the tax rates in order that the same
percentage of the natienal income comes to the exchequer, led to an upward revision of rates in
almost every Budget. Predominance of specific duties in the period under reference has been one
of the major factors responsible for the overall low elasticity of the excises.

1.15 As regards import duties, the major imports have been of goods in the nature of raw ma-
terials, intermediates and capital gcods required by industry. As the industrial output went up,
particularly in the seventies, the demand for them showed bouyancy. This and the ad valorem na-
ture of import duties, in general, were the main factors responsible for high elasticity of import
duties. The high elasticity of sales taxation is mainly accounted for by its almost universal cove=
rage and the ad valorem nature of the levies in general.

1.16 It would also be of interest to study the trend of total tax revenues in relation to national
- income, especially the ratio of taxation to national income ~ the
;I\K.,TE}(PS‘ASE IN TAX so-called 'tax ratio' - which is generally taken as an index of the

tax burden on the community. The following Table indicates the

variation in {ax ratio during the period 1250-51 to 1975-76;
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TABLE 5 - VARIATION IN TAX RATIO - 1950-51 TO 1875-76

Total Tax revenues Nei national income Tax ratio (l. e. ratio of
Year (Rs. crores) (Rs. crores) taxation to national
income) '
(Percentage)
1950-51 626.7 9530 6.6
1955-56 767.6 9980 7.7
1960-61 : 1350.4 13263 10.2
1965-66 2921.6 20637 14,2
1970-71 4752.4 34462+ 13.8
1971-72 5575.2 36332+ 15.3
1972-73 6435.8 39643+ 16.2
1973-74 7388.6 49396+ 15.0
1974-75 9223.1 58137e 15.9
1975~-76 11181.7 60293+ 18.5

* Estimates
+Quick Estimates

SOURCE: 1. Tax revenue figures - Economic Division, Ministry of Finance,
Department of Economic Affairs.

2. National income - Economic Survey, 1976-77, Government of India,
for statistics from 1960-61 onwards. For previous years, Pocket
Book of Economic Information, 1966, Department of Economic
Affairsa.

The increase in the tax ratio from about 6.6 per cent during 1950-51 to more than 18 per cent dur-
ing the year 1975-76, i.e. more than 2} times the tax ratio before the beginning of the First Five

Year Plan is mainly due to substantial measures to mobilise additional resources for development
on an increasing scale as well as to finance the steadily rising non-plan expenditure of Government
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1.17 Comparing the tax ratio for India with that for other countries, we find that as against a
tax ratio of about 16 per cent for India in 1974-75, it ranged from about 25 per cent to 45 per cent *
for advanced countries like U.S.A., U.K. and Denmark in the year 1974. This may suggest that
our tax effort is low in comparison with that in advanced countries. One cannot, however, ignore
the fact that even a lower tax ratio of 18 to 19 per cent can mean a much bigher burden in a country
like ours where the per capita income is below Rs. 1, 000 a year, than even a high tax ratio of 25 to
30 per cent in countries having per capita incomes reckoned in tens of thousands of rupees.

"1,18 On account of paucity of data, it is less easy to compare India’'s tax effort with that of
other developing countries. The International Monetary Fund study quoted earlier showed that
the average tax ratio for 47 developing countries in the period 1969-1971 was 15. 1 per cent while
the figure for India for the same period was 13.4 per cent. The tax ratio in India has since gone
up to more than 18 per cent. Though we have no data about changes in the tax ratio in other deve-
loping countries, considering that the per capita income in India is one of the lowest even among
developing countries, India's tax effort cannot be said to be too low by international standards.

* The average ratio of taxes (including social security contributions) to GNP in the OECD
countries amounted to 33.9 per cent in 1974 (of Revenue Statistics of OECD Countries

1965-1974. Table 1, page 72.)




12

TABLE 2 - COMBINED TAX REVENUE RECEIPTS OF THE CENTRE, STATES AND UNION TERRITORIES

Revenue Receipts - 1950~51 to 1976-77 (Rs. lakhs)
Description 1950-51  1956-56  1960-61  1965-66  1970-71 _ 1975-76 _ 1976~77 (RE)
(1) (2) (3) 4) (5) (6) {7 (8)
TAX REVENUE 62667 76756 135041 292150 475241 1118173 1207677

(100.00) (100.00) (100.00)  (100.00) (100,00) (100.00)  (100.00)

Direct taxes 23056 25907 40207 73414 100907 249255 249679
(36.79) (33.75)  (29.77)  (25.13) (21.23)  (22.29)  (20.67)

Indirect taxes 39611 50849 - 94834 218745 374334 868918 957998
63.21) (66.26) (70.23)  (74.87T) (78.77) (17.71)  (79.33)

(I) Customs 15718 16670 17003 53897 52402 141940 149045
(i) Union excise duties 6754 14525 41635 89792 1758565 384478 417660
(iif) Staje excise duties 4985 4516 6491 10017 20143 45748 51740
(dv) Stamp duties 2392 2679 4037 7372 11413} 23444 26703
f (v) Registration fees 387 401 685 1183 2076
(vi) General sales tax 5820 8159 16392 38154 78640'-_ 198247 228857
(vil) Taxes on vehicles 778 1508 3415 6122 11218 20875 24031
(viil) Entertainment tax @ @ @ @ @ 13997 15334

Cont'd....
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(1) | () ) 4 - (8) ) T - G

(ix) Taxes on goods and 11 351 556 3370 5844 18583 20398
- passengers carried
by road
() Taxesanddutleson - 812 - 582 1251 3536 6711 ° 11186 12989
electricity ' KRR
(x.[) Tax on purchases of =~ 216 - S71 500 1196 1152 3587 4288.

sugarcane (including
Cesg on sugarcane)@@

(i) ‘Others £ 2240 1'(_;87' 3BIYY . 4108 . 8880 6833 6953

‘Note:- Figures in brackets indicate percentage to total tax revenue.
' @ Included in '"Others"
@@ For the years 1950-51 to 1970—71 represents Cess only
€ These include entertainment tax, terminal tax and betting tax in Delhi tobacco duties, newspaper and"
advertisement tax, education cess, ta.xes on raw jute etc. 'I‘he ﬁgures for the yeara 1975-76 and 1976-77
also include foreign travel tax, - e o
YY Includes Rs. 1589 lakhs from tax on Railway fares. '

(Source. Economic Division, Ministry of Finance Department of Economic A.ffairs)
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C_!HAPTER 2

'CENTRAL TAXATION - 1. CENTRAL EXCISE DUTIES

2.1  “Excise duties, 01 excises asthey are sometimes called, are generally defined as inland taxes

HISTORICAL " or duties imposed upon the domestic production of commodities for sale or
BACKGROUND  consumption within the country.’1 Excise as a levy, either in the shape of a tax

or a toll, has been collected in India fp&m ancient times. An excise duty on liquor and salt was le-
vied to augment revenues from traditional souroces even in the Mauryan period.  The early empires,
the Moghuls, the Marathas and their succ¢essors; the British, levied various forms of taxes on salt
treating it as a monopoly article. Products like sugar, cloth, leather and dairy products were also -
subject to excise &uty during Moghul period and even during early British rule. However, by 1894 a
beginning may be said to have been made towards the modern excise system, when a duty at the rate
of 5 per cent ad valorem was imposed on cotton yara of counts above twenties - the object undoub-
tedly being to indirectly tax the indigenous cloth which competed with Lancashire cloth. In the year
1896, this was changed into an excise duty on cloth, the rate being fixed at 3} per cent. Even
coarser cloth which did not compete with those imported from Lancashire, got taxed. This levy =
came up for strong criticism and there were repeated demands for its withdrawal. Even the Indian .
Fiscal Commission (1921-22) recommended its abolition. The levy ceased to operate with effect -

from 1st December, 1925, and was abolished finally in the year of 1926, when the industry wa
found to be facing a critical situation.

2.2 A levy on motor spirit (at the rate of 6 annas per imperial gallon) was introduced in 1917.
. Though the primary purpose of thig levy was to curb consumption of petrol so as to conserve supplies
"for meeting wa§ requirements, it was retained permanently as it proved to be a good source of re-
venue - as has happened time and again with taxes originally introduced to serve an economic purpose.
The next item to be placed under excise was kerosene on which a duty (at the rate of one anna per
imperial gallon) was levied in 1922. No new commodities were taxed thereafter for a number of years'
til! 1930 ~ when silver was also brought under the excise purview. But with the separation in 1937 of
Burma - the main producer of silver - the duty ceased to be of any revenue significance.

2.3 The year 1334 mark the first step in the rationalisation of excise levies and extension of
their coverage. This was in the context of the Great Depression when the revenues of the Goverpment
of India were on the decline. It is interesting to reflect thap while post-Keynesian economic thought
favours a lowering of tax rates to combat recessionary conditions, the view at that time was to cut
down Government expenditure and increase taxes. To augment revenues, sugar, matches and steel
ingots were brought under the tax net. Sugar and matches were selected as their indigenous produc-
tion had expanded greatly under the heavy protection provided in the years following the First World
War and the yield from Customs duties on them had gone down., The imposition of excise on steel in-
gots (with a countervailing customs duty) was to cover the loss in customs revenue due to the consi-
derable reduction affected in the import duty as a result of Tariff Boards' recommendations regarding
protection to the steel industry, Mechanical lighters were also brought under the excise net the same
year, though there was no indigenous production, lest the high excise on matches should encourage
investment in the munufacture of lighters - which showed considerable sophistication in fiscal policy.
Exigencies of tne Second World War necessitated further extension of excises besides the increasein

duties on the existing items. Pnevmatic tyres and tubes were taxed in the year 1941 and even vege-
table acoduct wes subjected to  2xcire duty in the year 1943, '
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2.4 . While considering the extension of excises to more commodities, the geﬁeral policy app-
roach appears to have been to follow the guiding principles laid down by the Indian Fiscal Commission
(1923-22) which were mostly endorsed by the Indian Taxation Enquiry Committee of 1924<25. The
- Indian Fiscal Commission (1921-22) had brieﬂy summarised the principlea of excise dutiea as follows:

() Excise duties should ordinarily be confined to industries which are concentrated in
large factories or small areas; . _

(ii) They may properly be imposed for the purposes of checking the consumption of in-
jurious articles ana especially on luxuries coming under this category;

(i) Otherwise they should be imposed for revenue purposes 'only;

{iv) While permissible on commodities of general consumption, they should not press too
heavily on the poorer classes;

) When an mduetry requires protecfion, any further necessary taxation on its products
may, if the other conditions are fulfilled, take the form of an excise duty plus an
additional import duty. The latter should fully countervail the former and may be
pitched at a higher rate', *

2.5. - The Indian Taxation Enquiry Committee (1924-25) had suggested a slight modification, only
to the last recommendation, namely—

""When an industry requires protection and a consumption tax is also required from the pro-
duce of that industry in the interest of the revenues, the necessary amount of excise is
unobjectionable provided that it 1s accompanied by an import duty equal to the excise duty,
together with the necessary protective duty, plus a small extra duty to compensate for the |
administrative inconveniences to the manufacturers caused by the excise duty. *=

2.6 The Indian Taxation Enquiry Committee (1924-25) had also made recommendations for tax-
ing different forms of tobacco and suggested various possible methods by which they could be taxed.
It had recommended a system of licensing for the taxation of unmanufactured tobacco. The imposition
of a tax on unmanufactured tobacco was, however, deferred mainly because of the administrative
difficulties involved in controlling a large number of tobacco producers, dealers etc. It was only
when the need for additional resources became very compeiling during the War, that a tax on un-
manufactured tobacco (with an elaborate scheme of tax administration) was introduced in the year
1943, thus marking a departure from the past pattern of taxation which had been confined to products
of organised industries alone. As further sources of revenue, duties were levied on coffee, tea and
betel nuts in 1944. (Duty on betel nuts was abolished in 1948 because of administrative difficulties
and the fact that after partition major production areas had been lost to India, The duty on salt was
remitied on the eve of Independence in 1947.

* Report of the Indian Fiscal Commission (1921-22)
Para 151, p. 87.

+* Report of the Indian Taxatlon Enquiry Committee (1924-25) Vol.1, Para 163, p.133.
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2.7 Between 1944 and 1954, only two new excise levies were introduced. Cigaretteas were sub-
ject to a duty, in addition to the existing duty on unmanufactured tobacco, in 1948. Mill-made cotton
cloth was subject to duty again in the following year, mainly to make up for the heavy loss in revenue
resulting from the abolition of the salt duty, and also to help the handloom indusiry without affecting
the mill industry. Cement, footwear, rayon and art silk fabrics and soap (manufactured with the

aid of power) had also been added to the Central excise tariff in the year 1954, by the time the Taxa-
tion Enquiry Commission (1953-54) submitted its report to the Government,

2.8 The Taxation Enquiry Commission (TEC) set forth various considerations which should
govern the future taxation policy with particular reference to the resources that would be needed for
the development of the country. The following extracts from its report are of special interest;

"The tax system must have an"adequacy of both depth and range. If it is to promote an

accelerated pace of development, additional taxation of a wide range of luxury or semi-

luxury products at fairly substantial rates, accompanied by broad based taxation of articles
of mass consumption at comparatively lower rates, is, therefore, indicated......."s

"It is necessary to emphasise that higher taxation of luxury articles will, by itseif, not
produce sufficient revenue. For any substantial receipts from commodity taxation and
appreciable restraint on consurption in the economy as a whole, it will be necessary to
extend excises and sales taxation to the consumption of lower income groups and of goods
which are commonly classed as necessaries, including several goods which are included
« in the Essentlal Goods Act under Article 286 of the Consttution. cvcesessncscss
An extension of the taxation of necessaries appears unavoidal le, if significant results by
way of diversion of resources for financing public inveatment are to be secured. ......"*

2.9 The TEC had also examined the excise tax siructure on the existing items and recommen-
ded certain changes in regard to some of them. Besides, it also suggested extension of excises to
certain specified commodities which covered both consumer items as well as products which are
also used as inputs. The items recommended were paints and varnishes, dry and storage batteries,
paper, biscuits, electric fans, aerated waters, electric lamps, glass and glassware, ceramics,
vegetable oils, woollen textiles and sewing machines. One of the criteria by which the TEC had
judged the suitability of commodities for levy of excises was the extent to which the indigenous pro-
duction had developed under the umbrella of protection, so that the revenue loss due to decline 1n
imports could be recouped. The TEC did not, however, deal with the likely interaction of exten-
ded excises with sales taxes or with the problems that would be caused by taxation of inputa.

2.10 The year 1955 thus marked the beginning of a new phase in the growth of excises. Althollgh
the TEC had specifically mentioned only a limited number of commodities to be brought under excise,
the broad principles that they had adumbrated indicated lines of further expansion, The number of
items subject to excise was steadily expanded as the need for additional revenues kept on Fising.
Largely on considerations of ease of collection and partly also because levies on articles of mass
consumption met with opposition from the public, heavier reliance was placed on the taxation of

-

» Report of the TEC (1953-54) ~ Vol. 1,
Chap'er 8, Paras 14 and 15. pp. 148-49.
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puts, whose producers were few, than on consumer goods, Mets.lé, chemicals, dyes, plastics
id yarns and a number of other inputs were subjected to execise by the beginning of the sixties.
de by side the rates on consumer goods subject to exclse were also raised

11 While these ad hoc changes were being made, the need to have & fresh look at the possibi-
Hes of additional revenue mobilisation began to be felt Customs revenues could not grow suffi-
.ently with the emphasis on import substitulon and the paucity of foreign exchange. Income and
ealth taxation could only reach a small fraction of the population; In 1968, Government appointed
one man (Sﬁri S. Bhoothalingam) Committee to examine and report on the rationalisation and
mplification of the structure of direct ag well as indirect taxes, In regard to excise taxation,

iri Bhoothalingam t.ad recommended that instead of having levies at different rates on selected
zoducts there should be a uniform duty (described by him as general excise duty) at the rate of

) per cent 2d valorem on all manufactured preducts (with some exceptions) with a tax base which
xcluded the value of all materials bought out for the purpose of production but not the value of
juipments and services. ¥ The view taken by Government on this recommendation, we understand,
as that the recommendation as a whole could not be acczpted at that stage. But the need to en-
wrge the tax base by levying a low ad valorem duty on a large oumber of finished goods which did
ot bear any excise duty then, even if it meant relatively low revenue yield for each new commodity,
as accepted in principle. This policy thinking was summed up by the Prime Minister, who waas
1en holding the Finance portfolio, in her Budget speech of 1970, the relevant extract from which

3 glven

"t has often been suggested that the scope for excise taxation should be widened to include
taxation at a low rate of about 10 per cent on practically the whole range of manufactured
products. Without going that far it is proposed 10 levy a 10 per cent ad valorem excise duty
on a number of new items including office machines, metal containers, sparking plugs,
stainless steel blades, slotted angles, iron safes and safe deposit vaults..........The
additional revenue from these new duties will amount to Rs. 10,'40 crores. "

.12 As of 1974-75, around 128 commodities (or to be more precise, commodity groups under
ifferent tariff items) were subject to excise, of which a few were in effect totally exempted, In the
udget for 1975-76, a general one per cent tax wag irt - odoced on all goods Yot elsewhere speci-
ed" manufactured in factories as def 7ed in the Fac.ries Act, 1948, though a number »f goods

ere speciﬁcally exempted from the same. In effect, what we are having today is an extended excise
ystem which 1s tending towards universal coverage of industrial goods,

- -

.13 Till 1943, different commodities were subject to excise levies under different enactments,

. THE CENTRAL By 1944, no less than 16 separate enactments regulated the levy and collec-

- EXCISE LAW tion of excise duties of which 7 related to salt, 2 to silver and mechanical
ghters and the remaining 7 to motor epirit, supar, matches, steel ingots, tyres, tobacco and vege-
ible product. In 1944, the various laws were consolidated la the Centrzl Excises and Salt Act.

- Fimal Tenort on rationalisation and simplification of the tax structure. December, 1967,
paras 3. 3 to 3.11. pp.6-11.
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(1 of 1944) and the Central Excise Rules (1944) and the common provisions made applicable to all
goods, Section 3 of the Act.empowers the levy of duties of excise, while the Schedule to the Act,
commonly known as "Excise Tariff" enumerates the articles on which duty is leviable and the rates
applicable to them. The other provisions deal with procedural matters. The origlial Act has been
amended from time to time and various new rules have also been framed resulting in complexities
in the matter of administration. The Central Excise Reorganisation Committee, 1933 (Chanda
Committee) recommended a comprehensive review of the Act and the Rules, and suggested incor-
poration of all the substantive provisions of the law in the Act itself and also the removal of the

various anomalies. Accordingly, a new Central Excise Bill was introduced in Parliament. But the
Bill lapsed due to the dissolution of Lok Sabha in December, 1970 and no new bill has yet been
introduced. Lo : '

1.

2.14 Apart from the excise duties levied on various products under the Central Excises and

TYPES OF UNION Salt Act, 1944, some other types of Union excises are slso currently in
EXCISE LEVIES operation. In the early fifties, there were repeated demands from the trade

for the Central Governmeut to levy and administer the sales taxes on all excisable goods, collect-
ing them along with the Central excise duties. In 1957, following the agreement between the Centre
and the States at the meeting of the National Development Council held in December, 1956, it was
decided that the Centre would levy additional duties of excise on mill-made textiles, sugar and to-
bacco (including manufactured tobacco), in lieu of the sales taxes then being levied by the State
Governments. The net proceeds of revenue so collected were to be distributed among the States
subject to the condition that income then derived would be assured to each State. Accordingly, the

Additional Duties of Excise (Goods of Special Importance) Act, 1957 was enacted in December, 1957
We discuss this levy more fully along with sales tax and other State levies.

2.15 Tea, mill-made-textile fabrics (cotton, artsilk, woouén),' oil extracted from oil seeds,

cotton, jute and tobacco are subject to cesses under separate enactments which are collected by the
Central excise department. Their net proceeds are earmarked for specified purposes, for example,

promoting the growth of the particular industry or sectors of the industry from which they are
collected.

2.16 Ancther type of duties of excise to which we would briefly refer here are the levies, under

the Mineral Products (Additional Duties of Excise and Customs) Act, 1958, on certain petroleum
products. Because the cost of imported crude oil keeps on fluctuating and occasions arise when, with
the prevailing price structure of petroleum products, the refineries/marketing companies make
windfall profits, the Act givea the necessary powers to Government to divert these fortuitous profits
to the Exchequer by way of an additfonal tax which cannot be passed on to the consumers. The le-

vies have in fact enabled the Government to mop up the windfall benefits accruing to the refineries
and marketing companies, » -

* Since the above passage was written, we understand that on most petroleum products these

additional duties have been withdrawn and merged - partially or wholly - with the basic duty
leviable under Central Excises and Salt Act, 1944.
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2.17  Central excise duties are, at present, g:ollectgd from various ﬁroduéefs/manufacmrers
. DIFFERENT SCHEMES OF . under the following diife;ref;t’,;r'i?ééf.fufeéz .
EXCISE DUTY COLLECTIONS T
d)  Physical Control; |
(i1) Self Removal Procedure;
(1ii) Compounded Levy Scheme;
(iv) Simplified Procedure;
v) Special Procedure for commodities taxe-s'qnder "the.i‘-ésiﬂuﬁry item 68. |

2.18 Prior to 1968, the administration of excises was based mainly on physical control - its
basic features being prior assessment of goods, pre-payment of duty and physical supervision over
clearance by the excise orficers. However, with effect from 1st June,: 1968, the procedure of co-
llection of excise duties was radically changed when all except 14 commodities (this exception was
reduced to only unmanufactured tobacco in August, 1969) were brought under a self assessment
procedure called 'Self Removal Procedure’ or 'SRP'. Under this procedure, the assessee is allowed
to take clearance on his own assessment of the duty liability without prior permission of physical
checks by excise officers. To ensure correct assessment and payment of duty due to the Government,
certain obligations have been placed on the manufacturers. An important requirement of this pro-
cedure is prior approval of documents called 'classification list' and *price list' (the latter being
necessary when the goods are assessed on an ad valorem basis) before any clearances can be effec-
ted from the factory. In the classification list the manufacturer makes a declaration giving a
detailed description of each and every item of goods produced so that they can be clagsified in terms
of the tariff and the rate of duty applicable to them determined accordingly. The price list has to
glve the prices charged to different classes of buyers, along with discounts and deductions, etc. The
penal provisions for unauthorised removal or other contraventons of rules and regulations are more
stringent under the SRP than those under the proeedure of physical eontrol, ‘

2,19 Two schemes relating to collection of duty bave been apecially introduced for the benefit of
small units for whom {t is difficult to comply with the rigours of normal excise formalities. The -
first, generally known as the "Compounded Levy Scheme, was introduced in the year 1954 to take
care of excise collection from a large number of small decentralised powerloom units.  Instead of
Paying duty on the basis of assessment on individual clearances, the units were given the option to
compound and dipcharge their duty liability by paying a lumpsum amount determ%ned with respect to
certain factors r (like the number of powerlooms inastalled, etc.). The. duty is payable on quarterly
or yearly basis, This scheme has been extended to  some more commodities which include Khand-
eari sugar, battery plate and coarse grain plywood manufactured by small units. Once the compoun-
ded levy is paid, the manufacturer is exempted from almost all the other formalities of accounting,
etc,

* With the grant of total exemption to weaving stage duty on powerloom fabrics the scheme is no

longer applicable to powerloom units.
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2.20 The other scheme, commonly called ""Simplified Procedure' of duty collection from small
producers, was introduced with effect from 1st March, 1976, on the recommendations of the Self
RemovabProcedure (Review) Committee (Venkatappiah Committee). The scheme which is applicable
to amall producers in 46 potified industries provides for a reduced compounded duty liability - the
extent of concession is generally 10 per cent of the duty payable by the organised sector - which is
payable before the start of each month. The eligibility criterion for this scheme is that the annual
value of production (determined in accordance with a prescribed procedure) should not be higher
than Rs. 5 lakhs. We discuss more about this ‘scheme in Chapter 12. *

2.21 Apart from the above mentioned proeedures of assessment and duty colle;.tion, there is a
special procedure which is applicable in respect of goods classified under the residuary tariff Item
No. 68 of the Central Excise tariff. The procedure is similar to the SRP with a large number of
relaxations from the normal formalities having regard to the very low rate of duty and the enor:
mous admimistrative burden that would otherwise have devolved on the departmental heirarchy. Thus
as against the requirements of prior submission and approval of price lists for other goods assessed
on an ad velorem basis, the manufacturers of goods classified under Item No. 68 are allowed to
assess their goods on the basis of the invoiee prlce itself.

2.22 From a revenue yleld of about Rs. 2.85 crores from only two items which were subject to

GROWTH OF EXCISE  excise in 192b-21, (leaving salt revenue which contributed another
REVENUES . Rs.6.76 crores) the yield during the year 1950-51 had gone upto
Rs8.6.75 crores from 13 items; it rose further to Ra. 1758.85 ¢rores in 1970-71 from 88 _items and
is estimated at Rs.4176.60 crores in 1576-77 from 124 items, » Side by side, the share of excise in
in the total tax revenues of the Cenire increased from about 4.7 per cent in 1920-21 to around 16.7
per cent In 1950-51. 45.8 per cent in 1960-61 and is estimated to be as high as 52 per cent during
the year 1976-T7. The ratio of excise to national income too has grown significantly, from about 0.7

per cent in 1950-51 to about 5. 1 per cent in 1370-7T1 and is estimated to have been about 6.4 per cent
in 1975-76. .

2.23 The growth in reyejine,- which has béen particularly sharp in the last 10 years, has been due
to various factors, namely, increased coverage, changes in tax rates and incyeased consumption,
The NIPFD study on elasticity of excise revenues, referred to earlier, has estimated that the gross

increase of Rs.2925.7 crores in revenue in 1975-76 over 1965-66 is attributable in the following
proportlon to the three factnrs mentioned above. -

Rs crores Percentage of
i} total revenues

) metoi.ncrmedeoverage o 343.19

. 11.73
@ew goods) e '
@)  Due to rate changeshrelatlnn C L 168268 52.39
to goods taxed in 1965-66 & .-.___,j.;,' PRI
(iif) 'Dutogrowthotbueoigoodn ' ﬁ 1049.33 35. 88
already taxed in 1965-68, -~ | . 74t L iebe o
' 2925.70 100. 00

* The term ‘*item’' here frefers tu ta.riff items which in several cases cover moré than one
commercially known commoedity, Even residing tariff No. 68 has been taken one item.
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Increase in tax rates stand out as the biggest factor in the growth in revenue, contributing more
than half of the increase in revenue in 1975-76 over 1965-66. ’

2.24 In Table 1, appended to this Chapter, we give a break-up of the exclse revenue derived
from different commodities hased on the Revised Budget Estimates for the year 1976-77. The table
enables us to analyse the way in which the excise burden falls on different product groups, except
for the commodities covered by tbe residuary tariff item No.c8 because a commeodity-wise break-
up of the miscellany of products covered by this item is not available, From a study of the figures
in this table, /the following broad conelusions can be drawn:
‘ .

(1) Roughly, half of the excise revenue, is derived from direct Ievies on what could be
deemed to be consumer products while the other half of the revenue comes mainly from the taxa-
tion of inputs as well as capital goods ~ most of the latter being covered by tariff item No. 68.

(1) The nominal levies on the final products which may be deemed to be goods of mass
confrumption make a very substantal. contributiox) as shown in the following table:

TABLE 2 - REVENUE FROM MASS CONSUMPTION GOODS

No. Desnription Revenue realised in
1976-77 (RE)
(Rs. crores)
(1) () 3)
1. Manufactured tobacco (cigarettes, biris, 404.60
smoking mixtures, snuff, chewing
tobacco and cigars and cheroots)
2, Sugar (including khandsari) ~ 242.40
3. Kerosene 167.88
4, Textile fabrics (excluding jute fabrics) 185,62
5. Tea 62,00
6. Coffee 6. 25
7. Medicines (patent or proprietary) 53.80
8. Printing & wrlting paper 27.50*
9, Matches 38.00
10. Vanaspatl and refined vegetable oil. 20,45

Estimafed share 18 RE of Rs.84.00
crores from paper and paper boards.
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o (52) . (3)
11. Soap ; 15.00
12. Footwear 5.40

Total : 1228.82

[N

i.e. 29.4 per cent of total net excise revenues.

-~

(Source : Explanatory Memorandum on the Budget of the Central Government for 1977-78 and
Directorate of Statistics and Intelligence, Central Excise & Customs, New Delhi).

However, if the duties on unmanufactured tobacco and fibres and yarn are also taken into account,
the revenue realisations from manufactured tobacco and textile fabrics would go up to Rs. 506.60
crores and Rs.600.02 crores respectively, which would raise the excise revenue from goods of
mass consumption ag a percentage of total revenue to 41.8. Further, some items of mass consump-
tion such as aluminjum utensils, which do not appear in the above table, because no excise is di-
rectly levied on them, would account for a nron-too~small figure because of the tax on aluminium.

2,25 The articles consumed by the working class have a special importance of their own. Of

REVENUE FROM the various articles which are taken up for working out the index of consumer

WAGE GOODS prices for industrial workers, there are many important items like cereals
and pulges, vegetables, fruits milk and soft coke which are either not excisable or exempt. The
other major essential wage goods consumed by the industrial workers which pay excise duty are
sugar, kerosene, matches, vegetable product, tea, coffee, soap, footwear and cotton fabrics., The

table below indicates the trend of revenue realisation on these identified wage goods in the last two
decades:

TABLE 3 - REVENUE FROM WAGE GOODS SINCE 1956-5T7

Year Revenue realised Total revenue Col. (2) as per-
from wage goods from all excises centage of
(Rs. crores) ( Rs. crores ) col. (4)

1) . 2) 3) ()

1956-57 97.66 192.7 50.9

1961-62 181.67 489.1 37.1

19€6~67 - 289,47 1033.77 28.0

1971-72 469. 32 2061.10 22.8

1976-47 Tv. 1D .

4176.60
@& . 16.2

A A e ————————— g, . e e e
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The above table brings out that even though in absolute terms the excise realisations from the iden-
tified wage goods have gone up considerably ,l)ver the last 20 years, their ghare in the total excise
collections has shown a steady fall, However, here again, a hote of caution has to be added because
the taxation of inputs bas not been reflected in the above figures and also because tobacco family
has been left out. Similarly, the burden on the working classes through the levies on buses, trucks
and the fuel used for running them has not been reflected in the above figures. These are points we
discuss in a later chapter dealing with the incidence of indirect taxation on different expenditure

grovns.

2.26 Though in the past specific duties predominated in the excise tariff, in recent years there

SHIFT TO has been a growing emphasis on ad valorem levies. The duties on most of
.ADVALOREM the new commodities brought under the excise net since 1970-71 have been
DUTIES levied on an ad valorem basis. In recent years, there has also been a trend

to convert specific duties to ad valorem duties. Thus, in respect of two important revenue items -
paper and cotton fabrics - duties were converted to ad valorem basis in the 1976 Budget. Duties
on a number of items (like paints and varnishes, radios, tape recorders etc.), which were hitherto
charged at specific rates, have been ‘converted to ad valorem basis in the 1977-78 Budget. The
table below shows tha the relative importance of specific and ad valorem duties in terms of yield
(In 1976-77).

TABLE 4 - RELATIVE SHARE OF EXCISE REVENUE FROM
SPECIFIC AND AD VALOREM DUTIES

L]

sl. Commodity Group Estimated Percentage of
No. revenue total excise
realisation revenue
. (1976-7T)

(R8. crores)

(1) (2 - 3) (4)

1. Subject to specific duty  2127.87 s 7
2. Subject to ad valorem duty . 1900. 84 45.3
3. Others — ‘
(a) Ad valorem component 97.69 2.3
(b)  Specific component | 70.31 1.7
4. Total | . 4196.71%  100.0

* Gross revenue excluding cesses
and miscellaneous receipts.

Note : (i) The Item 'Others' mentioned above includes commodities which are subject to ad-
valorem-cum-specific rates such as aluminium.
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(i) Revenue from commodities in which some sub-headings are subject to specific
rates while the rest are subject to ad valorem Irates, (such as, copper and
copper alloys) has been apportioned and shown against S. Nos. 1 & 2.

From the above table, it may be seen that despite the shift to _ad valorem levies in recent years spe-
cific duties even now continue to account for a substantial proportion of the excise revenues. The
major revenue yielding items which are still subject to specific duties are most petroleum products,
ferrous metals, copper, unmanufactured tobacco, birls, synthetic ﬂbres and yarn and most varie-
ties of cement. v

2.27 The present structure of excise rates on various commodities 1s the result of attempts

CONSIDERATIONS INFLUENCING made from year to year, in successive Budgets, to-
EXCISE TAXATION AND PRESENT wards mobilisation of additional resources as well as
RATE STRUCTURE to achieve varicus socio-economic objectives through

fiscal means. Revenue considerations often led to 2d hoc increases in rates of excise duty. Reduc-
tions in  rates of duties were also efiected, though less frequently, in response to representations
seeking relief on various grounds. The following are some of the considerations which have in-
fluenced the rates of excise taxation on different products:

(@) On the administrative ground of ease of collection, inputs rather than the finished
products made from them were often preferred for the purposes of levying excise
duties; 7

. .

) ‘The most important factor hag undoubtedly been the consideration of progression.
Differential rates of duties were levied from time to time on different commodities
or even on different varieties of the same product with the object of placing the
minimum burden on the poorer sections and baving a higher tax incidence on the
upper income groups; '

(c) The rates were often raised to mop up surplus profits of tndustries whose products
enjoyed a premium in the market because of Bcarcity. While proposing increase in
the 1965-66 Budget, on certain items like copper, steel and tin plates, the then
Finance Minister had stated in his Budget speech:

[
"In a growing economy with shortage at varioug levels, there is slso a tendency for
the price structure to be distorted. It is common kncwledge that excessive profits
are being made in the sale of products based on scarce materials...veeenenenes

and I propose to make selective increase in both import and excise duties to mop
up these surplus profits's

We are constrained to add that when the sho

rtage disappeared ti
always reduced, ppear 1e duty was not

{d) The rates were raised at tinies to curb co

asumptiva or to atop tt 3 -
taxed items for use a5 a subety p the diversion of low:

tute for other itenmis taxed at higher rates. Thus, in
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November, 1973, a sharp duty increase on petrol and significant increase in the
duty on kerosene were proposed to arrest the consumption of petrol and prevent
the diversion of kerosene for use in admixture with diesel oil;

{e) The need to improve our export earnings of foreign exchange have, at times, in-
fluenced levies on particular products. Thus, one of the reasons behind the
enhancement of excise duties on tea in 1970 was to curb domestic consumption so
as to make available larger quantities for export;

(f) Taxes were also levied on some commodities to raise revenue from those who
could not be reached by divect taxation. Thus, the levies on fertilizers and power
driven pumps were imposed in the year 1969 mainly because agricultural incomes
were not, it was felt, being adequately taxed;

8) In some cases, taxes were'imposed or raised on the organised sector to promote
the growth of decentralised production; and

(h) Sometimes tax relief was given to individual industries facing difficulties,

2.28 Attention to all these diverse factors inevitably meant that a multitude of rates came into
being and similar products, whether consumer goods or inputs, were often subject to very-different
rates. This trend was further accentuated by certain other factors. At times, the need for addition«
al revenue was met by differential surcharges levied on ¢ select range of goods. One of the reaséns
for doing so0, apparently, was that while the basic excise duty had to be shared with the States in a
fixed proportion, it was intended that the so-called special or auxiliary duties would not be soshared.
In course of time, these duties got merged into the basic excise duties bringing new rates into being,
Something similar happened whenever specific duties were converted into ad valorem dutles. The
attempt to keep the new ad valorem rates as close fo the then existing ad valorem incidence of spe- |
cific duties led to some odd rates coming into existence. In the event, a multitude of rates ranging
from 2 per cent to 370 per cent came into being in respect of consumer products. There is a simi-
lar multiplicity and diversiiy in the rate structure of raw materials and other inputs. In addition,
there are specific rates on a fairly wide range of products and in fact, as shown above, more than
half the excise revenue still comes from specific duties. If these also are reckoned in ad valorem
terms the estimated range and number of rates in existence will go up greatly.

2.29 Though the Central Governmeht have no powers to enhance the rate of excise duty levied on
EXEMPTIONS any product above the 1zvel approved by Parliament (commonly called the

statutory or tariff rate), they have been vested with powers to exempt, by issue of notifications, any
excisable product either wholly or partially from the duty cf excise leviabie on it. The exemption may
be either general and unconditional or specific and subject to certain conditions. The Government
have made extensive use of the powers to grant exemptions and more than 600 notifications are cu-
rrently effective which have been igsued from time to time on various ccusiderations.Some conce-
psions are meant to give relief to consumers, like the recent reduction in ihe exolse on sugamy A
range of exemptions in favour of small producers have also been introduced to enable them to deve-
lop and withstand competition from larger prodiucers 4 which we shall he discussing in Chapter 12
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of the Report. The rest of the exemptions have been issued for various miscellaneous purposes
such as promotion of exportsf(e. g., the partial exemption for certain processed vegetable non-
essential olls produced by the solvent extraction method), providing incentive to higher produc~
tion (e.g., the scheme applicable to a number of industries with effect from 1st July, 1976),
conservation of scarce resources and encouragement of the use of unconventionsl raw materials

or wastes (e.g., the partial exemption to paper using bagasse, cereal straw or jute stalks par-
tial exemption to copper or zinc products using scrap, complete exemption to particle boards, etc.)
and to support programmes of public health and family planning (e.g., the exemption to contracep-
tives). A number of exemptions have been provided for particular end~uses of certain products
and are avzilable subject to elaborate conditions being satisfled. The verification of their fulfilment
has ofien led to complexities of admministration. For example, there 18 a complete exemption for
refined diese] oil, if it is supplied for use in a fishing vessel designed for deep sea fishing which
18 not less than 13.7 metres in length and has a motive power not less than 150 BHP, proviced a
number of other conditions are also satisfied. These include elaborate documentation, production
of proof of export of shrimp (within 3 months of the date of export or in any extended period that
may be allowed) at the rate of one tonne of shrimp for each quantity of 1.08 KL of refined diesel
o1l desired to be obtained free of duty) and submission of monthly returns of actual quantities of
shrimp exported. Often exemptions have been issued to meet specific situations faced by particu-
lar units or small segments of an industry at a particular point of time. Some of the exemptions
have continued even when the circumstances for the grant of exemption have changed. Finally,
there are exempiions which have been given on the consideration that the cumulative incidence on
particular commodities, due to the taxation of inputs as well as final products, is too high. To
deal with this problem some other procedures are also available which we discuss below.

2.30 Under the provisions of rule 56-A of the Central Excise Rules, 1944, mm;u.facturers of
RULE 56-A

certain notified finished excisable goods are allowed to bring excise/count-
PROCEDURE

tervailing duty paid raw materials or componenta and take credit for the

said duty in an account (called Proforma Credit Accounts) which can be utilised for payment of

duty on the finished excisable goods. For example, compressors and condensors for refrigerators
are llable to excise but when they are used in the assembly of refrigerators, proforma credit is
given if the refrigerator manufacturer buys such compressors and condensors on payment of duty.
The list of products which are at present notified under rule 56-A is given in Table 5 amended to

this Chapter. Though the rule itself provides for the application of this procedure to all cases, whe-
ther the input and the finished product fall under the same tariff item or sub-item or otherwise, in
practice, there are very few instances of proforma credit being available for inputs which fall under
a tariff item different for the final product in which it is used. Thus, when refined vegetable non-
essential olls are used in the manufacture of vanaspati, the vanaspatl manufacturers can claim pro-
forma credit of duty paid on such oils. This has been made permisaible by grant of a special notifica-
tion. Another restrictglve feature of the rule is the limitations on the type of inputs for which the
relief is permissible.\Thus, the scheme 18 {pot applicable for giving relief in respect of duty paid on
packagics materials or consumable stores.l It 18 also not permissible to claim relief under the scheme
If the finished product is wholly exempt. Finally, no relief of customs duty paid on inputs s avallable

under rule 56-A, though, as observed above, the amount of countervailing duty paid is eligible for
relef,
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2.31  Then there is the set-off procedure under which relief in respect of input taxation is pro-

SET-OFF vided by a notification exempting the final product to the extent of the excise
PROCEDURE or countervailing customs duty paid on the specified inputs used in ita manu~-

facture. For example, steel ingots, if made out of duty paid iron in any crude form, are exempt to

the extent of duty paid on such crude iron. Like proforma credit, the set-off provisions have been
applied to a limited extent and do not have large coverage. -

2,32 The procedure laid down in Chapter X of the Central Excise Rules envisages removal of
CHAPTER X dutiable raw material or intermediate products under bond for use in spe-
PROCEDURE cified industrial processes and provides for full or partial exemption from

excise duty on such raw materials or intermediates when actually used for the specified purposes.

A distinction between the previous provisions and this provision is that whereas the duties are paid

in the firat instance in the former cases and later adjusted against the duty liability on final pro-

ducts, under Chapter X procedure the goods move either without or only on partial payment of duty.

This procedure has at times been extended to cases where the final products are exempt from duty

and has also been applied to consumable inputs such as fuel. '

2.33 Finally, there are certain other exemptions which have been issued to lower the cumulative

OTHER CASES duty burden on 'account of taxation of inputs as well as the final product..
| There are cases where the input is completely exempt for certain uses keep-

ing in view the fact that duty is leviable on the final product also. For example, starch is exempt
from the duty leviable on it, if it is used in the factory of production for further manufacture of
glucose and dextrose - on which separate duty is leviable. There are also exemptions in respect
of finished or semi-finished products, if dutiable raw materials or intermediates are used in their
manufacture e.g., articles of plastics (with some exceptions) are exempt from duty, if they are
manufactured out of duty paid plastic resins.

2.34 Another provision in the Central Excise Rules for mit;gating the burden of cumulative

- t of
MOVEMENTS UNDER taxation is to be found in Rule 56-B. It provides for movemen
RULE r‘5!(::%?[3 . gsemi-finished goods, which though excisable but are not in a state

l the
of marketability. This enables the completion of certain manufacturing processes for which
facilities may tlfot be available with the producer and their return thereafter to the factory of the
origina]l manufacturer. The rule also provides for the removal of goods on payment of duty from,
the premises of an assessee who receives such goods for completion of the manufacturing process.
The movements under this rule are allowed at the discretion of the Collectors of Central excise.

2.35 The preceding review brings out the following salient features of the Indian excise tax
8ystem:

(a) To start with relatively few products - mostly in the nature of mass consumption
goods - were taxed. With the growing needs of revenue emphasis shifted to ma-
jor inputs. The tax base was then widened on a selective basis, year after year,
till almost the entire range of manufactureq products were covered under excises

in the year 1975;
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) The consideration of progression has played an important role while fixing the
rates on final products, and there has been an attempt to tax the goods consumed
by the lower income groups at lower rates and charge higher duties on products
consumed by the upper income groups. Various other considerations have also
infiuenced the rate structure, which include use of excises to correct imbalan-
ces between demand and supply and promotion of export;

(c) The power to grant exemptions has been extensively used by Government for achiev
ing various objectives. A good number of exemptions have been given with a view
to assisting and encouraging the growth of cottage and small scale producers and
protecting them from competition from larger manufacturers. There are others
which have been granted for various end-uses subject to elaborate conditions being
satisfied - often leading to complications in the matter of tax administration;

(d) A heavy reliance has been placed on the taxation of inputs (particularly some
basic raw materials) which hag persisted even when the excises have become al-
most universal in character. Though some procedures have been evolved to
mitigate the distortions caused by taxation of inputs as well as final products,
their use 1a limited and not extensive;

(e) There has been a shift from specific to ad valorem duties with a view to making
revenues more elastic with reference to prices and natonal income, but stiil
a substantial proportion of excise collections accrue from specific duties.

43} The major proportion of revenue from consumer products is contributed by a
select range of mass consumption goods. However, the share of revenue, reali-

sed from certain important wage goods in the total excise realisations has been
on the decline, in the last few years;

€) The variety of considerations influencing the taxation of various goods together
with the large number of exemptions have resulted in a complex tax structure.
There is a multitude of ratea on consumer products, raw materials, intermedia-

tes and other inputs which differ widely not only between commodity groups but
even within the same commodity group;

() Different schemes of excise duty collections have been evolved over time and em-~
phasis has shifted from physical control to self-assessment. Separate schemes
have been introduced for duty collections from small scale producers.

d) Respite all the changes in tax policies and producers, the tax administration is
still basically governed by the law enacted in 1944 - with certain amendments and
rules made under it. The need for a comprehensive new law has been voiced and
even accepted in principle, but the original enactment is still in force,

We have dealt with these aspects and have made some recommendations in Part I of our Report.
In this Part, we discuss them more fully later.
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TABLE 1 - COMMODITY-WISE REVENUE FROM UNION

EXCISE DUTIES (1976 - 77)

S.No. Description of goods Revenue for 1976-77
(Revised Estimates)
(1) (2) (3) o
A FOOD AND BEVERAGES
1. Sugar (including khandsari) 242,40
2. Tea 62. 00
Ye Aerated waters 14. 20
4, Food products 8.80
5. Prepared or preserved foods 7.50
6. Coftee ' 6.25
7. Confectionery and chocolates 2.35
8. " Glucose and dextfose 1.90
Total A - Food and beverages 345,40
B VEGETABLE 61LS
9 Vegetable product 18,50
10. Refined vegetable olls 1.95
Total B - Vegetable oils 20,45
C TEXTILES -
11. Rayon and synthetic fibres and yarn 276.00
12. Cotton fabrics 121.80
13, Cotton twist yarn and thread 72,40
14. Rayon or artificial silk fabrics 52.00
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(1) (2) (3)
15. Yarn, not elsewhere specified 51.00
16. Woollen fabrics 11.70
17. Wool tops 8.20
18. Woollen yarn 6.80
19. Coated textiles 0.10
20. Textile fabrics, not elsewhere specified. 0.02
Total C - Textiles 600.02
D DRUGS AND MEDICINES
21. Patent or proprietary medicines 53.80
Total D - Drugs and Medicines 53.80 .
E TOBACCO
22, Cigarettes 366. 00
23. Tobacce {un-manufactured) 102. 00
24. Biris; snuff and chewing tobacco 34.50
24A. Cigare and cheroots 3.00
25, Smoking mixtures ' 1.10
Total E - Tobacco 506. 60
F PETROLEUM PRODUCTS
26. Motor spirit 415. 00
7. Refined diesel oils and vaporising oil 315.00
28. Kerosene

167. 00
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[pN) (2) 3)
29. Petroleum products, not otherwise 55. 00
specified.
30. Blended or compounded lubricating 47.00
oils and greases
31. Furnace oil 45.50
32. Diesel ofl, not otherwise specified 23.00
33. Asphalt and bitumen 14, 00
34, Calcined petroleum coke 3.50
Total F -~ Petroleum Products 1085. 00
G METALS .
(a) Iron and steel
35. Iron or steel producta 254,00
36. Iron in any crude form g.00
at. Steel ingots 9.00
38. Tin plate and tinned sheets 3.50
Total G(a) - Iron and ste¢-=l 275.50
(b) Non-ferrous metals
39. Aluminium 113.00
40. Copper and copper all;y 19.60
41. Zine 7.80
42, Lead unwrought 0.33
140.73

Total G(b) - Non-ferrous metals
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(1) (2) (3
H CHEMICALS
43. Fertilisers 95.00
44, Artificial or synthetic resins, plastic 67.00
materials and articles thereof,
45. Synthetic organic dyestuffs 35.00
46. Paints and varnishes 20.00
47. Chemicals like calcium carbide 11.00
bleaching powder etc.
48. Caustic soda 9.60
49. Organic surfare active agents 8.80
50, Gases 7.45
51. Soda ash 4.20
52. Acids 3.75
53. Optical bleaching agents 3.00
54. Carbon black 2.90
55. Sodium silicate 2.70
56. Glycerine 2.25
57. Starch 2.00
58. Rubber processing chemicals 1.60
53. Menthol 0.45
60. Camphor 0.35

Total H - Chemicals

277.05
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M @ 3
1 OTHER SPECIFIED MANI’JFACTU]E;ED GOODS
61. Cement 738. 30
62. Tyras and tubes 130. 00
63. Paper 34- 00
64. Motor vehicles 75.00
65. Jute manufactures 42.00
66. Matches 38, 00
67. Refrigerating and air conditioning 24.50
appliancef and machinery
68. Electric batteries and parts thereof 23.80
69, Electric wires and cabler ' 23.50
70. Glass a.nt; glassware . 23.50
71. Rubber products 21.20
72. Metal containers 21.00
73. Electric motors 18. 00
74. Costetics and toilet preparations 16. 20
75. Soap 15.00
76. Motor vehicle parts 12.50
77. Chinaware and Porcelainware 12,00
18. Electric bulbs and tubes 10.60
9. Plywooa 10. 00
80. Asbestos cement products 8.50
81, Rolling bearings 8.50
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2

3

86.

87.

ES8.

50.

91.

92.

93.

04.

95.

98.

99.

100.

101.

102.

103.

104,

Electric fans

Wireless receiving sets

Welding electrodes

Electrical stampings and laminations
Footwear

Office machines

Steel furniture

Internal combustion engines

Bolts, nuts and screws

Power driven pumps

Cinematograph films

Coated abrassives and grinding wheels

Mineral fibres and yarn

Jute twist, yarn and thread
Tooth paste

Specified cutting tools
Cellophane

Pﬂ.fer’proof caps

Gramophones and parts thereof
Tool tipa

Crown corks

Graphite electrodes and anodes

* Domestic electrical appliances

8. 20
8.00
6.50
5.65
5.40
4.95
4.40
4.15
4.05
3.75
3.70
3.50
3.15
3.00
2.90
2.50
2. 20
2.10
2.00
2,00
1.90

1.85

1.85
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(1) (2 (3)

103. Wire ropes 1.80
106. Moto.r starters 1.65
107. Safes, strong boxes etc. 1.30
108," - Electricity supply meters 1.25
109, Photographic apparatus and goods 1.10
110. Pressure cookers 0.85
111. Playing cards 0.80
112, Adhesive tapes - 0.65
113. Vacuum flasks 0.60
114. Permanent magnets 0.60
115. Synthetic rubber 0.50
116. Zip or slide fasteners 0.45
117. Tape recorders 0.40
118.  Work trucks 0.40
119. Certain parts of wireless 0.38

receiving sets

120. Cinematograph projectors’ 0.35
121. Electric insulating tapes 0.30
122. Computers 0.30
123. Linoleum 0.30
124.  Typewriter ribbons 9.24
125, Slotted angles and channels 0.12
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(1) @ @)

126. Mechanical lighters 0.02

Total I~ Other Specified 858. 16
Manufactured Goods

J MANUFACTURED GOODS, NOT
OTHERWISE SPECIFIED

127, Goods fallirg under Item No. 68 .00

Total J - Manufactured Goods, not 34.00
otherwise specified

*

Grand total 4196.71

(a) Cesses on oil and oil seeds, 88.14
copra, cotton, coal and ccke,
rubber, salt, iron ore, crude
oil, limestone, dolomite and

tobacco

() Miscellaneous 6.60
Grand total of all Union 4291.45
excise duties (gross)
Deduct-refunds etc. 114.85
Grand total - Union excise 4176.60

duties (net)

Note;— ~ Revenue figures indicated under Col. 3 include estimated realisations from addition-
. al duties of excise in lieu of Sales tax, auxiliary duties of excise and cerses -
wherever applicable.

Source : Explanatory memorandum on the budget of the Central Government for
1977-78.



37

TABLE 5 - EXCISABLE GOODS NOTIFIED UNDER RULE 56-A
OF THE CENTRAL EXCISE RULES, 1944.

S. No. Description of goods

1. Vegetable product

2. Pigments, colours, paints, enamels, varnishes, blacks and cellulose lacquers

3. Synthetic organic dyestuffs

4. Synthetic organic products of a kind used as organic luminophores: Products of the kind
known as optcal bleaching agents, substantive to the fibre

5. Patent on proprietary medicines

6. Nitrie, Hydrochloric and Sulphuric acids

7. Refined Diesel oil

8. Gases

9. Soap

10, Organic surface active agents (other than s surface active preparations and washing

‘ preparations, whether or not containing soap, - -uuloctured or packed with the aid of

power or of steam for heating

11. Artificial or synthetic resins and plastic materials and cellulose esters and ethers, and
articles thereof including polvurethane foam and articles made of polyurethane foam fall-
ing under item No. 15A of the First Schedule to the Central Excises and Salt Act, 1944
(1 of 1944)

12. Plywood

13. Paper and paper boards

14, Cotton twist, yarn and thread, all sorts

15. - Woollen yarn

18. Cotton fabrics

17. Man-made fabrics falling under item No. 22 of the First Schedule to the Central Excises

and Salt Act, 1944 (1 of 1944)
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S. No. Daac;iptlon of goods

13. Asbestos cement products

19. Steel ingots

20. Copper and copper slloys

21. Iron or steel products excluding pipes and tubes other than seamless pipes and tubes

22. Zinc

23. Aluminiom

24, Lead

25. Tin plates and tinned sheets, including tin taggers,.and cuttings of such plates, sheets,
or taggers

26. Internal combuston engines

27. Refrigerating and air-conditioning appliances and machinery, all sorts, and parts
thereof

28, Electric motors, all sorts and parts thereof

29, Electric batteries and parts thereof

30, Electric fama

31. Wireless receiving sets

32, Electric wires and cables

33. Motor vehicles and tractors (including agricultural tractors)

34. Footwear

35. Gramophones and parts thereof

36. Jute manufactures

3. Jute twist, yirn, thread, ropes and twine, all sorts

58, Confectionery and chocolates



S. No. Description of goods
89. Prepared or preserved foods

40. Gluoose and dextrose and preparations thereof
4L Fertilizers

42, Steel furniture and parts of such furniture

43, Lubricating oil falling under item No. 11A of the First Schedule to the Central Excises
and Salt Act, 1944 (1 of 1944)

44, Zip or slide fasteners and parts thereof

45. Blended or compounded lubricating oils & greases

46. Calcined petroleum coke
47. Vacuum flasks and other vacuum vessels and parts thereof
48, Cinematograph projectors and parts thereof
43, Wire ropes of iron or sieel
50. Rubber processing chemicals, namely:
{1) accelerators
{2) antioxidants
51. Starch; including dextrine and forms of modified starch

52. Mineral fibres and yarn and manufactures therefrom
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CHAPTER 3

CENTRAL TAXATION — 2, CUSTOMS DUTIES

3.1. A duty on imports is among the oldest forms of taxation. Even in the 4th Century B.C.,
Kautilya in his Arthashastra laid down certain principles for the collection of tolls on merchandise
HISTORICAL which was imported or exported. The rationale behind this approach seems
BACKGROUND to have lain in the fact that most communities were and had to be self-suffi-
cient, in respect of their basic needs and what was imported was mainly in
the pature of luxiry or fancy products. However, as countries developed and progressed, the cha-
racter of international trade began to undergo a change. Not only silks and spices but cotton and
grain began to move across the seas. By the time Adam Smith published his classic .Wealth of
Nations ', which in a sense laid the foundations of modern economic thought, he was able to make
out a convincing case for free trade. Although his work and that of his successors bad a profound
influence, particularly in his own country, Great Britain, a pumber of factors led policy makers
to depart from his rine. Considerations of revenue, though they were there, were not the most
important of these, e desire to foster domestic indusiries by protecting them from foreign com-
petition, the stimulation of employment opportunities and the need to achieve a balance in the coun-
try's external payments by restricting, through tariffs, the domestic consumption of impogted goods
have, at least in developedcountries, become the major elements which were taken into account in

framing the import tariff. Developing countries have, in recent years, been relying on import con-
trol ag an additional and sometimes the main, instrument for the purpose,_

3.2, In tracing the evolution of import duties in India, we find that in the time of the Moghuls
the duty did not exceed 5 per cent ad valorem. There was also an elaborate system of internal
transit dues, which was a2 concomitant of the break-up of the Moghul Empire and the coming into
being of a number of independent authorities, These internal transit dues had become sucha ser-
ious impediment to trade that the East India Company, in their early days, had sought and later
demanded an exemption from payment of these dues, The inland duties were abolished in 1844.
The various duties on sea-borne trade were placed on a legal footing in 1803. Different customs

regulations seem to have been introdiced and repealed, or revised, rather frequently, in the first
half of the 19th century.

.
3.3. in the early period of British rule, the three Presidencies, namely, Bengal, Bombay and

Madras, had each their own independent Customs regulations and the rates of duties varied from
preesidency to presidency. The separate provincial rates of duties were replaced by a uniform all -
India tariff in the year 1859 when the tariff structure was first rationalised under the Customs
Duties Act, 1859. The rationalisation of tariff structure by this statute was, it seems, only inci-
dental, the primary purpose being one of tapping newer sources of revenue. Schedule A to this

Act listed 23 items on which import duty was leviable. In this Schedule, the free liat convering

9 duty-free items was given first and the dutiable articles followed. There was also a residuary
item which convered all items not specifically enumerated, which were chargeable to duty at 10

per cent. The duties on all the articles excepting certain wines, liquors and spirits, were ad
valorem,

3.4, The tariff structure has since then undergone numerous changes from time to time under
various enactments. In 1860, the differential duties on British and foreign goods, which had been
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introduced in 1848, were withdrawn and nearly everything imported into India was charged to duty
at 10 per cent 2d valorem and the duty on cotton yarn was raised from 3.5 per centto 5 per cent,
In 1862, the dutyon cotton piece goods was reduced to 5 per cent and that on yarn to 3.5 per cent,
The general duty of 10 per cent ad valorem was reduced to 7.5 per cent in 1864 and still further
to 5 per cent in 1875, With a view to achieving a better classification of the goods, the tariff was
revised through the Indian Customs Duties Act, 1867, the revised Import Schedule enumerated
all articles liable to customs duty in alphabetical order. There was no import duty on articles
not enumerated in the Schedule. The same pattern of alphabetical enumeration was followed in
the Import Schedule to the Indian Customs Duties Act, 1870, Indian Tariff Act, 1871 and Indian
Tariff Act, 1875.

3.5 The Indian Tariff Act, 1882 removed all import duties except on (i) arms, ammunition
and military stores, (ii} liquors; (iii} oil; and (iv) salt. In the year 1888, a duty of 4 anna per gal-
lon was imposed on petroleum, In 1894, following a change in the sterling-rupee'exchange rate,
customs duties were reimposed. Simultaneously, an attempt to categorise dutiable items in dif-
ferent schedules, and the grouping of the items in broad categories in each schedule was made in
the Indian Tariff Act, 1894, There was a general residuary item (Item 78) in the schedule cover-
ing all other non-specified articles, with a rate of duty of 5 per cent. Thus, in 1894, the previous
trend towards free trade culminating in the 1882 Act was reversed and general import duties were
reimposed and even extended to some previously exempted articles like cotton piece goods.

3.6 The tariff structure introduced in 1894 remained in its main essentials unaltered till
World War I. In general, it consisted of a low uniform rate of duty imposed on nearly all imports,
while liquor and tobacco were taxed at comparatively bigh rates. In 1916, the financial burden
imposed by the war necessitated an enhancement of the duties,

3.7 At the end of World War I, the general rate of import duty was 7.5 per cent with machi-
nery and iron and steel paying duty at 2,5 per cent sugar at 10 per cent and motor spirit at 6 annas
a gallon. The general rate was raised |successively to 11 per cent and 15 per cent respectively
in the years 1921 and 1922, Other changes made in these two years included enhancement of the
duties or liquors, tobacco and sugar and the levy of a high specific duty on matches, The duty on
certain articles in the nature of luxuries, such as, motor cars, silk piece~goods and watches, was
raised to 30 per cent. Cotton yarn which, since 1896, had been free, was taxed at 5 per cent, On

several other items also, duties were raised.

3.8 Prior to 1923, the policy pursued by the Government was based on the_ philosophy of freq.a

trade and the changes effected in the import duties were on revenue, rather than protective, consi-
PRINCIPLE OF derations. In that year, following the recommendations (excerpte helow)
PROTECTION of the Indian Fiscal Commission (1921-22), Government accepted the policy

of discriminating protection.

"(a) That the Government of India adopt a policy of protection to be applied with discri-:
mination along the lines indicated in the Report.

(b) That discrimination be exercised in the selection of industies for protection, and
in the degree of protection afforded, 8o as to make the inevitable? burdex.a on the
community as light as is congistent with the due development of industries.
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) That the Tariff Board in dealing with claims for protection should satisfy itseif -
(1) that the industry possesses natural advantages ;

(i) that without the help of protection it is not likely to develop at all, or not
so rapidly as is degirable ; and

{iii) that it will eventually be able to face world competition without protection.

(D That raw materials and machinery be ordinarily admitted free of duty and that semi-
manufactured goods used in Indian industries be taxed as lightiy as possible.

(e) The industries essential for purposes of National Defence and for the develpment
of which conditions in India are not unfavourable, be adequately protected, if neces-
BAry.

(43} That no export duties be ordinarily imposed except for purely reveme purposes, and
then only at very low rates; but that when it is considered necessary to restrict the

export of foodgrains, the restriction be effected by temporary export duties and not
by prokibition.”

The Commission had also recommended —
{a) that a permanent Tariff Board should be set up ;

(b) that the tariff should consist partly of revenne and partly of protective duties,
these two elements should be clearly distinguished,

(c) that the tariff should be elaborate with a view to removing ambiguities, and

(d that while adopting a policy of preferential duties, guidelines stated in the
report should be followed.

3.9 While accepting the policy of discriminating protection, Government did not go so far as
to set up a permanent Board but appointed 2d hoc Boards for investigating the claims' of protection
made by different industries. A regular Tariff Board could be appointed only in 1945, which was
later succeeded by the Tariff Commission after Independence. On the basis of the recommenda-

tions of these bodies, the Government prescribed protective duties in respect of various industries
from time to time,

3.10 In 1931, with the world economy in the grip of the Great Depression, the general rate of
import duties which had remained at 15 per cent since 1922 was raised to 25 per cent. In the fol-
lowing year, with the conclusion of the Ottawa Trade Agreement, the principle of Imperial Prefe-
rence came into play, The tariff was amended by the Indian Tariff (Ottawa Agreement) Amend-
ment Act, 1332 tointroduce a general rate of preference of 10 per cent. In 1934, a major rationa-
lisation of the tariff classification by introducing 570 items arranged in 22 sections in the First
Schedule to the Indian Tariff Act, 1934, was made but without any changes in the rates of duty.

In 1939, several major changes were made in the tariff, to implement the scheme of preferences
agreed to under the Indo-U.K. Trade Agreement. |

*Report of the Indian Fiscal Commission 1921-22, pp. XV and XVI.
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3.11 During World War II, the rates of duty on Beveral individual items were raised, Through
the Finance Act, 1942, an overall surcharge of 20 per cent on almost all duties, was imposed. In
1944, the rate of surcharge on potabie spirits and cigars, cigarettes and tobaceo, was increased

from 20 per cent to 50 per cent. In 1946, certain important adjustments were made in the duties
on a mumber of items.

3.12 In the early years after Independence, while revenue considerations were not ignored,
there was greater emphasis on making the import tariff help the country's industrial develpment,
POST-INDEPEN- Accordingly, important reductions were made in the import tariff in 1948
DENCE and 1949. The duty on industrial plant and machinery was reduced from
DEVELOPMENTS 10 per cent to 5 per cent and it was either removed or reduced on a mim-
ber of raw materials for industries. Only the rates on a number of lux-
ury articles were increased substantially, '

3.13 Another series of changes became necessary as a resuit of India becoming a signatory to
the General Agreement on Tariffs and® Trade (The GATT) under which India agreed not to raise
ita* import duties on a wide range of items above a certain level or to allow them duty free entry
on the undersatanding that the principal suppliers of those products would reciprocate by allowing
duty free or low duty entry to some of India's principal exports to those countries, When the ini~
tial bindings under the GATT were negotiated, some consumer goods like razor blades were in~
cluded in them because at that time it could not be conceived that these would be produced in the
country itself and would be needing protection, At later stages, as the domestic production ca-
pacity was enlarged, the need to withdraw these bindings and offer others insteadled to many chan-
ges a8 a result of re-negotiations. Similarly, some raw materials, such as copper, lead and
zinc, which had also been subject to GATT bindings were re-negotiated at later stages because it
was felt that they should not remain duty free, Under the Tariff (Amendment) Act, 1949, a num-
ber of new tariff headings and also changes in the duty on various items were made to give effect
to the commitments made by India under the GATT. At the same time, in order to give shape to
the fiscal policy of free India, a Fiscal Commission was set up in 1949.

3.14 The Fiscal Commission, which examined the tariff policy pursued during the period fol-
lowing 1923, observed thatthe policy of discriminating protection had achieved a fairly large mea-
sure of success and that on balance the direct and indirect advantages to the community resulting
from the protection granted to the major industries which received it had offset the burden on the
consumers.* The Commission recommended continuance of the protection, but on the principles
enunciated in its report. The protection of industries should, it stated, be related to an overall
planning of economic development — otherwise, there might be unequal distribution of burden and
uncoordinated growth of industries,.** In relation to the General Agreement on Tariffs and Trade,
the Commission was of the view that "it will not be to India's benefit to keep out of the GATT." In
the matter of granting tariff concessions, India should concentrdte on (a) capital goods, (b} other

machinery and equipment, and (c) essential raw materials.

3.15 In 1950, the general rate of duty was 30 per cent and applied to all articies not otherwise
specified in the Schedule (Item No.87). Many specified items were also taxed at 30 ;?er cent, La-
xury items, e.g. cigarettes, cigars and tobacco; wines and spirits; fireworks, art silk goods plated

[

* Report cf the Fiscal Commission, 1949-50, Vol. I p. 331
= Ibid, op.339 and 340
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were; motor cars; games and sports requisites; clocks and watches, smokers' requisites exposed
cinema films; electric lighting bulbs, wireless apparatus; etc. were selected for specially high
duties. 69 items were subjected to protective duties while 62 items which included grains, pul-
ses, wheat, rice, dried skimmed milkpowder, salt, metallic ores, chemical manures, sulphur,
raw hides and skins, raw rubber, books, sugar machinery, and agricultural machinery were en-
tirely free. There were a few items, e.g., fuel oils, lubricants, raw film, coal-iar dyes, prin-

ter's ink, raw cotton; industrial machinery and plants, railway materials, etc., which carried
low duties,

/3.16 In the fifties, India's sterling balances began to decline and before the end of the decade
concern over foreign exchange led to a major tightening of restrictions on imports through import
licensing. This had a number of consequences. Imports of the high tariff items - usually luxuries
or semi-luxuries - were drastically curtailed, if not totally banned. Their revenue potential was
eroded. As a compensatory measure, the duties leviable on other products, even those deemed
to be necessities, began to be raised from year to year resulting in a proliferation of rates, Se-
condly, the policy of not allowing anything to be imported which was being produced in sufficient
qQuantities in the country, was adopted. Where domestic production was inadequate or limited,
imports were allowed, but the volume of such imports-was rarely enough to meet the entire do-
mestic demand. Further the duties on them, on revenue considerations, were pretty high. In
this altered climate, industries not only did not need to go to the Tariff Commission to seek
protection but they preferred to avoid doing so, because the protection already available to them
through import restrictions and revenue duties was usually more than what the Tariff Commission
could be expected to recommend on a careful consideration of costs and the interests of consumers.
While protective duties continued to be in force for those industries which bad gone to the Tariff

Commission, the occasion to impose new protective duties became less hnd less as the years went
by and, in 1976, the Tariff Commission was wound up.

3.17 Referring to the multiplicity ¢f rates, the Customs Re-organisation Committee, in its
report submitted in 1958, had observed as follows:

"Almost all multiples of 5 upto 100 are to be found in these rates, We appreciate that
a Customs Tariff should normally make a distinction between various categories of
goods, as for example, (1) essential and non-essential consumer articles; (2) raw ma-
teriale for essential and non-essential industries; (3) protected and non-protected

items, but the reason for prescribing different_ad valorem rates of duty for articles
falling within the same category is not clear.,"

The Tariff Revision Committee also referred to this in their Report when they observed :

"We appreciate that this multiplicity of rates is in many cases due to the rates on indivi-
dual items having been altered separately, at different times, for revenue purposes. It
is, however, obviously necessary when a comprehensive review of the Tariff is being

undertaken, to harmonise the ratea of duty on different articles and avoid unnecessary
diastinctions "

3.18 Around the middle of the ye» 1965, India's foreign excbange reserves had come down to
a critically low level of less than Ra, 100 crores which was hardly sufficient for meeting the seaso~
nal swingse in the country's international trade and payments, leave alone unforeseen contingencies.
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It was felt that the attempt to deal with the situation through a tightening of import control alone was
not the right answer, becauge the delays in the issue of import licences could do considerable damage
to the economy. Various malpractices alsc were seen to be deve loping. Import licences were sold
ai"a premium because with restricted supplies, the difference between domestic price and import
price was far greater than the import duties levied on them. The scarcity of essential imports also -
meant that often an industrial unit which had got an actual-user licence for a raw material or com-
ponent found it more profitable to sell the product than to undertake its processing. The desirabili-
ty of liberalising import control and using high tariff as a means of keeping the volume of imports
down ar\:?ecking abrormal profits of importers was iemphasized from many quarters. '

3.19 1t is against this background that a wide ranging rationalisation of the import tariff was un-
dertaken in August, 1965. As a result, broadly three rates came into effect namely, 40 per cent,
60 per cent and 100 per cent ad valorem. The general statutory rate of import duties for machinery
was fixed at 40 per cent but the effective rate was limited to 35 per cent for some time, The rate

of import duty on basic industrial raw materials, such as prime steel and non-ferrous metals, was
also fixed at 40 per cent. For most of the processed industrial materials, the duty was 60 per cent.
For fully manufactured goods, by and large, the rate was 100 per cent, This rute structure was
changed following the devaluation of the rupee in June, 1966. The rates of import dity were scaled
dowr in order to prevent the landed cost of all imported goods going up to the full extent of the de-
valuation of the rupee, In the process, various rates of import duties emerged. The most impor-
tant changes were in respect of those articles which were chargeable to duty at 40 per cent. and

60 per cent, The rates in these articles were brought down to 27.5 per cent and 50 per cent res-
pectively. The rates of import duties which were scaled down after devaluation were, however,
gradually restored over the years to the pre-devaluation levels mainly on revenue considerations.
Though there were only three standard ad valorem rates, the effective rates of duty in fact were
seven — 15 per cent, 27.5 per cent, 35 per cent, 40 per cent, 50 per cent, 60 per cent, and 100

per cent,

3.20 Another attempt to rationalise the import tariff was made in May, 1971, when tae above
seven ad avalorem rates of duty in force were replaced by four rates of import duty, namely, 30
BASIC IMPORT per cent, 40 per cent, 60 per cent and 100 per cert on the pattern introdu-
DUTY ced in 1965. This is the structure of what are known as basic import du-
ties that exists at present. Import duty at 30 per cent ig applied to iron
and steel, Capital goods, such as plant and machinery, and basic raw materials,. are chargeable
to duty at the rate of 40 per cent. The raw materials subject to this rate of duty include, among
other things, raw rubber, wood pulp, asbestos raw, lubricating oils and greases, dyeing and tan-
ning substances, non-ferrous metals and metallic ores and concentrates. The 60 pt?r cent rate
is applied to processed industrial raw materials, semi-~finished goods and intermef:hate products
{(including chemicals and bulk drugs and medicines). All goods that could be described as consu-
mer items, as well as a number of other fully processed products (e.g., smaller ball bearings)

attract a basic import duty at the rate of 100 per cent,

port duties given above was not without a number of exce-
d steel was 30 per cent, the duty on stainless steel sheets
200 per cent - on the consideration
cious foreign exchange for this
However, the duty on stainless

»
3.21 The general rate structure of im
pticns. Thus, while the basic duty on mil
prior to the 1977-78 budget Was 300 per cent. - since reduced to
that they were used mainly for making utengils and the use of pre
purpose had to be discouraged to the maximum possible extent,
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steel plates, sheets and strips, requirged for the manufacture of specified capital goods, equipments
arnd components, is 40 per cent, Certain products are exempt from import duty either on the consi-
deration that their consumption should not be taxed, e.g., food graing, skimmed milk-powder and
bocks, or because they are important raw materials for domestic industries for which indigenous
s.pplies are non-existant or inadequate, e.g., sulphur, or becuause they are primarily meant for '
mamifacture of export products, e.g., raw cashew, raw jute and rough diamonds. ~

3.22 A significant development since 1971 in regard to basic import duties is the change made

in the preferences under Indo-United Kingdom Trade Agreement and the bindings under GATT,

These were in existence from 1939 and 1949 respectively. As a result of re-negotiations in 1971

and 1973, many of the items whose tariffs ware bound under the GATT were released on consideration
of protection to indigenous industry and revenue. More important of the items thus released are raw
wool, staple fibre, copper unwrought, agricultural tractors, -tallow, certain coal-tar dyes, wood
pulp, high speed and atloy steel, and certain raw materials for the plastic industry. Subsequently,
in 1975, a general waiver from GATT bindings was secured in anticipation of the switch-over to the
new Customs Tariff based on Customs Co-operation Council's Nomenclature, so that the rates of
duties on GATT-bound items could be suitably recast., Following the waiver, some modifications
were made in the budget for 1976-77, but a number of items continue to be bound under because, in
return, the countries which are the main suppliers of these items have bound their tariff either at
the low level or on a duty free basis for some of India's important exports to them. Pursuant to the
termination of the Indo-United Kingdom Trade Agreement on 31st December, 1975, the preferential
rates applicable were withdrawn in two phasea, On Ist July, 1976, the quantum of preferences was
reduced by 75 per cent and from Ist July, 1977, the remaining 25 per cent has also been withdrawn.

3.23 Under the Finance Act, 1963, Government took powers to impose a regulatory duty of Cus-
toms on all imports. The intention was to regulate the quantity of goods imported by changing the
AUXILIARY level of duties. The rates of regulatory duty were changed from time to
DUTY time. Finally, the regulatory duty was abolished and in its place came an

auxiliary duty effective from March, 1973. The auxiliary duty is levied on a sliding scale, as -
follows :

(a) Where the basic duty is 'nil' 5 per cent ad valorem
or above but less than 60
per cent

(b) Where the basic duty is 15 per cent ad valorem

60 per cent or more but
less than 100 per cent

(c) Where the basic duty is 20 pér cent ad valorem
100 percent or above

The auxiliary duty on crude petroleum is specific. A few products are exempt from it. The auxi-
liary Juties are, in effect, an addition to the basic duties, Thus the effective rates of duty on iron
and s'ee) add up to 35 per ceut; on basic raw materials to 45 per cent; on processed industrial ma-
teriala 2nd semi-procesaed goods to 75 per cent; and on consumer goods to 120 per cent.
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3.24 In addition to the basic and auxiliary duties, there is an additional duty levied under the Cus-
ADDITIONAL toms Tariff Act, 1975 which is also known as a countervailing duly.
IMPORT DUTY The principle underlying a countervailing duty is that when an indigen-

ous product is subjected to an excise levy, an equivalent addition should
be made to the import dutyto ensure that the protection provided by the import duty to domestic
industry is not eroded, In the past, the countervailing duty was bot levied in cases but only

on a few ldentifiable producls where it was felt that the margin of protection to the domestic

prot¢.cer was being unduly reduced on account of the excise., Initizlly this was done by adding, after

the basic rate of duty in the Schedule itaelf, words to the effect "plus the excise duty for the time
being leviable on like articles if produced or manufactured in India, and where such duty is leviable
at different rates, the highest duty". Aa the mumber of excisable items increased, this system was
found to be complicated and cumbersome, Accordingly, in February, 1963, a provision waa made
by amending the Indian Tariff Act, 1934 to insert a new Section 2A to provide for the levy of counter-
vailing duty in all cases where excise duty was leviable on a like indigenous article. This section
was further amended underthe Finance Act, 1963 to revise the basia for the levy of countervailing
duty in cases where excise duty is ad valorem so as to include in the value of imported articles all
import duties chargeable on them. In theory, the justification for the levy of countervailing duty is
to['ensure that the level of protection to domestic industry is not undermined by the levy of excises.

However, since the lmpbrt duties themselves have been imposed on revenue congiderations and in

most cases would appear to be much higher than what is needed for protection to indigenous industry,

the countervailing duty becomes an additional source of revenue, rather than a measure to ensure
adcguacy of protection to domestic industry, Further, the rationale behind the inclugion of import
duty in the price of the imported product {for calculating the countervailing duty is the agsumption
that the import duty equalises the landed cost of the product with the domestic cost of its indigenous
equivalent, Therefore, to ensure that the countervailing duty is equal to the excise duty paid by the -
domestic proclucer, the import duty has necessarily to be taken into account in calculating the coun-
tervailing duty. H&wever, since the import duty is often much higher than what is needed to equalise
the import price with domestic price, the inclusion of the import duty in the calculation of counter-
vailing duty further raises the level of import duties without any conscious application of the mind

of Government and Parliament as to whether what in essence is an increase in the import duty

should be quite as high as it turns out to be,

3.25 Export duties have been levied on different commodities from time to time. These Indeed
EXPORT were an integral feature of the early tariff policy. During the early part of
DUTIES the British rule, these were levied at small ad valorem rates on miny ar-
ticles of export.* In 1860, all exporis paid a 3 per cent duty. Though the
rates were low and the duties were levied solely for purposes of revenue, the griuciple was.regar—
ded as upsound from the point of view of economics, and a cox_lsistent policy of abo]itlont was
pursued.** In 1867, the export dity schedule was recuced from 97 items to 9. In 1873,. the 'dua..y
on wheat was taken off. In 1875, the only commodities stil! paying export dutica were rice, n.ldjgo
and lac, The former two items were freed in 1880. In 1916, an export duty was imposed on .]ute -
raw and manufactured. In 1917, the export duty on jute was doubled. Hijtherto all E:?([)L?f't. d%mes S
had been levied solely for the sake of revenue. But the exporf duty on raw 1‘11*103 and -‘3!&11113 lml?;iﬂe .
in 1919 was put forward as a mcasure of assistance to the Indian tanning 1nuu§ctiry. I(;: ulgo con n:- y
another noval principleby providing fora rebate of two—thirdg of. the duty or:‘bl clea int éugste;thLSe
tothe Empire andtanned there.*** The {ndian Fiscal Commission (1921-22) felt that expor i

*Report of the Taxation Enquiry Commission, 1?53-54, Vol lI, p, 271
** Report of the Indian Fiscal Commission, 1921-22, pp.11-12

*** 1bid, p.14
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should oniy be levied on article. of which India had a monupoly or semi-moropoly. The Indian Taxa-
tion Enquiry Committee, 1924-25, also endorsed this view.* The duty on raw hides and skins was
abolished in 1935 only to be reimposed afterwards. During World War 1, cotton cioth and yarn were
subject to an export duty at 3 per cent ad valorem, but this was converted into an export cess in
1945. From 1946 and for a period of about 10 years thereafter, which covers the early nost-indepen-
dence period, export duties acquired a new importance, When in 1949 along with sterling the Indian
Rupee was devalued against the doller, a considerable margin develped between the doller prices for
hessian or burlap in the U.S.A. and the prevailing rupee prices in Calcutta., Kather than allow the
jte industry to get more profits or let the American importer get it at a cheaper price than what was
prevailing in the U.8, market, Government decided to step up the export duty on hessian substanti-
ally. A mimber of other export duties were imposed or enhanced in the context of the devaluation

of the rupee as well as the spurt in external demand and prices following the Korean War. However,
with the pagsage of time and with the desirability of giving a stimulus to Indian exports, which were
facicg increased competition from other countries as well as from substitutes, it became necessary
to progressively scale down the export duiies on many commijdities, such as jute goods, tea, tex-
tiies and mineral ores, and by the end of the III Plan, these duties had virtually disappeared. In the
wake of the 1966 devaluation, export duties were re-impo3ied on a number of items, but in course of
time, they kad to be brought down to ensure the competitiveness of Indian exports ‘n overseas mar-
kets. However, even now when world prices are higher than Indian prices, or when it is considered
desirable to put 2 damper on exports in the interests of domestic consumption, export duties are re-
imposed or enhanced. The latest instance of this kind is the export duty on tea which came into eff-
ect from 9th April, 1977. It is worth pointing out that Government have powe:'s to impose and en-
bance export duties without prior approval of Parliament on the congsideration that the tax does not

fall on the Indian consumer. Presently, the export tariff schedule consists of 23 items (vide Table
1 appended to this Chapter),

3.26 While it is true that in conditions of a temporary spurt in world prices relative to Indian
prices, export duties have from time to time been deployed and continue to be a0 used to prcvent

abnormal profita to exporters or an abnormal price rise in the domestic market, such fortuitous
opportunities are becoming increasingly rare.

3.27 Table 2 appended to this Chapter gives the trend of total customs revenues from the year
TRENDS AND 1950~ 51 onwards, The main component of customs revenues is the revenue
CMPOSTION from import duties, as may be seen from Table 3 appended to this Chapter.
OF CUSTOMS The revenue yield has, however been fluctating, depending upon the chaa-
REVENUES ges in the Import Licensing Policy from time to time which, in turn, has

been determined by the trend in the foreign exchange situation and also do-

mestic production. The general trend in the contribution of export duties
to revenues is downward, With the growing emphasis on expanding India’s export trade, export
duttes have in the long run lost their potential as sources of revemue,

3.28 Table 4, appended to this Chapter, gives the break-up of imports during 1975-76 and
1976-77. It will be seen that out of the total imports of Re.5015.15 crores in 1976-77, as much as
R8.3525.27 crores (70.29 per cent) were accounted for by maintenance imports consisting of raw

* Report of the Indian Taxation Enquiry Committee, 1924~-25 Volumel, 0.127
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materials and intermwediates, componerts and spare parts, and metels., Food, cereals and edible
products accoupted for 19.49 per cent of the value of imports in that year, Thus, these two cate-
gories between them formed 89,78 per cent of total imports. Since foodgrains are exempt from

import duty, the bulkof the revenues from import duty has been derived from duties on raw ma-
terials and intermediate products,

3.29 It was not possible to work out a reliable estimate of the income elasticity of import du-

ELASTICITY ties for a sufficiently long period of time, because of various abnormal
OF IMPORT events and developments in the import and foreign exchaage fronts during
DUTIES the last 15 years or so, such as the devaluation of 1966 and sudden changes

~ in import control policies, We could only make a crude estimate of elas-
ticity for the relatively short period from 1969-70 to 1975-76, The income elasticity estimate for
this period turned out to be as high as 1,72, This high figure is to be attributed partly to the libe-
‘ralisation of impor. restrictions. Besgides, there were sweep increases in international prices and
the duties being ad valorem, there was a sizeable increase in revenues, We cannot expect import
duties to be equally income-elastic in the future. However, even under normal circumstances,
they would be fairly responsive to growth in income and prices.

3.30 If all imports had been subject co the same rate of duty, the problem of classification

PROBLEM OF would not arise. However, since duties are imposed after considering
CLASSIFICA- various relevant factors applicable to each class of goods and as the var-
210N iety of products which ai. traded internationally has been growing in com-~

plexity and number, more often than not disputes arise regarding classi-
fication of goods, These can be minimised by having cach tariff defined in sufficiently precise
terms so as to leave as little room for doubt as possible about the correct classification of any
product, It is also desirable that the nomenclature used by any one country should be easily in-
telligible and clearly understood in the countries from which the imports are coming., Attempts
have been made from time to time to evolve international standards which are then adapted by

different countries to suit’their own needs.

3.31 The present nomenclature of the customs tariff in India is set out in the Customs Tariff
CUSTOMS CO-  Act, 1975, the First Schedule of which contains the import tariff and the
OPERA TION Second Schedule the export tariff. The Act of 1975 replaced the Indian

COUNC1L NO- Tariff Act, 1934, While the First Schedule of the latier Act was based
MENCLATURE o the 'Draft League of Nations' Nomenclature of 1931, known as the Ge-
— HISTORY OF neva Nomenclabur'e, the present First Schedule to the Customs Tariff
THE NEW Act, 1975 is based on the Customs Cooperation Council's Nomenclature
LEGISLA TION (originally known as Brussels Tariff Nomenclature and hereinafter re-
ferred to as CCCN). The changes made in the nomenclature, specially
" of the First Schedule, are based mostly on the following recommendations of the Tariff Revi-

sion Committee set up in 1964.

"(1) The Committea Thas proceeded on the basis (indicated ir} its Intef'im Report and
neral terms by Government) that the revised Tariff Schedule should
els Tariff Nomenclature (B, T.N.) with

ight be necessary in the light of the country's

approved in ge
adopt the broad structure of the Bruss
such contractions and expansions ags m
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exchange, Ir{regard to the latter two functions, import control has been playing
the major role,

Attempts have been made from time to time to rationalise import duty structure

by prescribing basic rates of duty which are more or less uniform for particular
classes of goods, such a8, capital goods, raw materials and consumer goods .

Howeﬁer, with the imposition of countervailing duties, which are calculated on

the basis of the CIF price plus the basic and the auxiliary duty applicable to the
product, the final levies on different products present a bewildering variety of

rates.

The rates of duty applicable to consumer goods are the highest and the duties on
raw materials and capital goods are the lowest, with semi-processed materiais
being taxed at intermediate rates. In actual fact, the contribution of consumer
goods to the revenue on account of import duties is very small. Thisis because
foodgrains which have accounted for the bulk of consumer goods imports have
been duty free while the import of other consumer goods bearing high import
duties has been severaly restricted and often banned through import control,

Export duties have begun to perform more of a regulatory than a revenue earn-
ing function.

A limited attempt has been made to bring Indian import tariff nomenclature in line
with international practice,

We have discussed the above aspects and indicated the broad lines of reform.in Part1 of our Re-
port, We present a fuller discussion of these later,

TABLE 1 — LIST OF GOODS SUBJECT TO EXPORT DUTY

5.No., Description
1 Coffee

2, Black pepper

3. De-oiled groundnut oilcakes

4, De-oiled groundnut meal (solvent extracted variety)

5. Tobacco, unmanufactured

6. Silimanite
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trade pattem, development needs and other factors and that in opening sub-head-
ings, reference should be freely made to the Revised Indian Trade Classification
R.I.T.C.), _ .

) It would be desirable to align the I.T.C. Schedule with the revised Tariff Schedule,
If possible, the R.I.T.C. may also be modified and aligned with the B.T.N. and
the revised Tariff Schedule," "
Though the Government accepted the recommendations of the Committee, for various reasons the
Bill to give effect to the revised nomenclature could only be enacted much later and came into eff-
ect from 2nd August, 1976.

3.32 . : The new tariff follows the numbering syctem of the CCCN, namely, 4-digit code with the
firss two digits representing chapters and the third and the fourth giving Indications of the nomen-
clature heading numbers in each chapter. However, because of the merger of a very large number
of nomenclature headings in different chapters, a modified numbering system bas been  adopted,
such as, 01.01/06 signifying that six headings of the CCCN from 01.01 to 01.06 have been merged
into one heading. Sub-headings have been identified by showing them in the respective order of
serial oumbers under each nomenclature heading, whether it be 2 merged heading or an unmerged
heading of the CCCN. . The section and chapter notes of the CCCN have by and large been main-
tained except where, as a consequence of the merger, editing changes have had to be resorted to,
VWhen the legislative changes were introduced, it was made clear that the intention of Government
was to adopt and revise only the nomenclature part of the First Schedule and to base it on CCCN
and to the extent pospible. the rate structure of duties leviable would remain the same as In the
First Schedule to thelndian Tariff Act of 1934. But it has been brought to our notice that due to
the large scale merger of a numbef of items, the effective rates of duty on a pumber of products
have become higher, particularly in the case of Dodecyl/Alkyl-Benzene, Stereoflongs, and cocoa
beans. :
3.33  As in thecase of excise duties, there are a large number of exemptions from import
EXEMPTIONS dutiea which have been given on various considerations. The more im-

2 portant consideration has been to have no tax on certain types of products
which are of interest Lo the lower income groups, such as, foodgrains and milk-powder, Also,
when the need arose to import vegetable oils, on the same consideration it was made duty-free,
Some industrial raw materials, like sulphur and others, are also likewise exempt from duty,

The rest of the concessions arise out of an obligation that diplomatic personnel, etc., are entj-
tled to import their personal and official requirements without paying duty. Bimilarly, for the
development of Free Trade Zones, duty free treatment is provided to goods going into the speci-
fled areas. While the majority of exemptions from import duty are governed by internationa] .
commitments or socio-economic considerations which arise on a continuing basls, excepuona
are those which Iuve been granted for specl!lc end-uses, .

3 34 The precedmg factual review of the lt.rucmre of customn dxuec ln India as it stands tod.ay
brings out the !oll.mvin; salient features. ,.. - -

fa} Import duties have been used primarily for revenue purposes but they have also
been used for giving protection to domestic industries and conserving foreign
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exchange, Ir{regard to the latter two functions, import control has been playing
the major role,

Attempts have been made from time to time to rationalise import duty structure

by prescribing basic rates of duty which are more or less uniform for particular
classes of goods, such a8, capital goods, raw materials and consumer goods .

Howeﬁer, with the imposition of countervailing duties, which are calculated on

the basis of the CIF price plus the basic and the auxiliary duty applicable to the
product, the final levies on different products present a bewildering variety of
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The rates of duty applicable to consumer goods are the highest and the duties on
raw materials and capital goods are the lowest, with semi-processed materiais
being taxed at intermediate rates. In actual fact, the contribution of consumer
goods to the revenue on account of import duties is very small. Thisis because
foodgrains which have accounted for the bulk of consumer goods imports have
been duty free while the import of other consumer goods bearing high import
duties has been severaly restricted and often banned through import control,

Export duties have begun to perform more of a regulatory than a revenue earn-
ing function.

A limited attempt has been made to bring Indian import tariff nomenclature in line
with international practice,

We have discussed the above aspects and indicated the broad lines of reform.in Part1 of our Re-
port, We present a fuller discussion of these later,

TABLE 1 — LIST OF GOODS SUBJECT TO EXPORT DUTY

5.No., Description
1 Coffee

2, Black pepper

3. De-oiled groundnut oilcakes

4, De-oiled groundnut meal (solvent extracted variety)

5. Tobacco, unmanufactured

6. Silimanite
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Table ~-Contd,

S.No. Description
7. Kyanite
1 Mica, including facricated mica
9, Seatite (Talc)
10, Manpganese ore .
11. lron ore —
i) Lampy iron ore
(ii) Iron ore fines (including blue dust)
12, The following Chromite ore and concentrates, namely:—
(i) High grade fines and concentrates with Cry Ogcontent 47 per cent and above
(ii) Medium grade fines and concentrates with Crg Ogcontent 35 per cent and above

but below 47 per cent.

(iii) Lumpy ore with Crg O3 content 35 per cent and above but below 42 per cent,
(iv) ~ Low grade lumpy ore or fines or conéentrates with Cr2 O3 content below 35 per cent.
and F O content above 23 per cent.
13. Manganese Sioxide
14, Hides, skins and leathers, tanned and untanned, all sorts but not including manufacture of
leathers
15, Raw wool
16. Ra¥ cotton
17, Cotion waste, all sorts

*18. dute manufactures (including manufactures of Bimlipatam jute or mesta fibre) when not in -

actual use a8 covering receptacles or binding, for c:her goods

*Presently, these two items are fully exempt.
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Table - Concld,

S.No. Description
19. Coir yarn

20. Groundnut

21. Animal feed

22, Cal:damom

23. Tea.,

*Pregently, these two items are fully exempt.
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TABLE 2 — TREND OF CUSTOMS REVENUES

(Rs. in Crores)

Year Total Total Tax Col.(2) a8 Net national Col.(2) as
Customs Revenue of percentage product at percentage
Revenue Central of Col. (3) current of Col. ()
Government prices
{1) () (3) (4) (3) (6)
Rs. Rs. Rs.
1950-51 157.16 404,53 38.84 9530 1.64
18955-56 166,70 485.07 34,36 9980 1.67
1856~-57 173.23 573.13 30,22 11310 1.53
1957-58 179.99 695.77 25.86 11390 1.58
1958-59 138.29 715,12 19,33 12600 1.09
1959-60 156,11 812,28 19.21 12950 1.20
1960-61 170.03 908.92 18,70 13263 1.28
1961-62 212.25 1053.75 20.14 13987 1,51
1962-63 245.96 1285.04 19,14 14795 1.66
1963-64 334.75 1633,.84 20,48 16977 1,97
1964-65 397.50 1820.69 21.83 20001 1,98
1965-66 538.97 2060,67 26.15 20637 2.61
18966-67 585.37 2306.50 25.37 23848 2,45
1967-68 513.35 2352.68 21.81 28054 1.83
19G66-69 446.50 2509.84 17.78 28507 1,58
1569-70 423.31 2823.07 14,99 31606 1,34
1970-71 524,02 3206. 80 16,34 34462% 1.52
1871-72 695.67 3872.44 17.36 36332* 1.91
1972-73 B856.64 4509,70 18.99 39643+ 2,16
1973-74 996.43 5073.38 19.64 43396* 2.01
1574-75 1332.90 6321.75 21,08 58137* 2,29
1975-76 1419,40 7608.78 18.70 60293** 2.35
1376-77 1490,45 8080.93 18.40 N.A.
*Provisional

**Quick estimates

Sorce.- 1,

Net National product - Pocket Book of Economic Information, 1966
Ministry of Finance (Deppt. of Economic Affairs) for the years prior to
1960-61. For subsequent years, Economic Survey of the Government of

India, 1376-77.

Revenue figures - Directorate of Statistics & Intelligence (Central Excige

& Customas) N, Delhi.
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TABLE 3 - CONTRIBUTION OF IMPORT AND EXPORT DUTIES
TO TOTAL CUSTOMS REVENUES

_(Rs. Crores)

Year Import duties Export duties Total Customs
Revenue
1950-51 109.80 47.36 157.16
1955-56 128.94 37.76 166.70
1960-61 156.91 13.12 170.03
1965- 66 536.83 2.14 538.97
1969-70 355.05 68.26 423.31
1970-71 461.40 62.62 524.02
1971-72 623.67 72.00 695.67
1972-73 ' 766.77 89.87 | 856,64
1973-74 911.38 85.05 _ 996.43
1974-75 1242.33 90.57 1332.90
1975-76 1336.12 _ 83.28 1419.40
1976-77 1370.29 120016 1490.45

(R.E.)

Source, — Report of the Taxation Enquiry Commission (1953-54);
Economic Division, Ministry of Finance (Department of

Economic Affairs), and
Directorate of Statistics and Intelligence (Central Excise and Customs}, New Delhi.
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TABLE 4 — BREAK-UP OF IMPORTS BY MAJOR HEADS DURING
THE YEARS 1975-76 AND 1976-77

S.No, Major heads 1975-16 1976-77
Value ©Percentage Value Percentage
to total tototal
imports imports
1) (2) (3) 4) (5) (6)
1. Maintenance Imports 3317.54 64.32 3525,27 70.29
{a) Raw materials and 2363.03 45,82 2572.14 51.28

Intermediate goods
(excluding metals)

(b) Components and 551.10 10.68 573.56 11.44
spares
(¢) Metals
(i) Iron and steel 305.56 5.92 219.73 4.38
metals . -
2. Food, Cereals and 1398,91 27,12 877.34 19,49
Edible products
3. Complete machinery 357.84 6.94 435,60 8.68
and equipment
4. E ssential finished goods 63.81 1,24 65.99 1.32
5. Others including unclassi- 19.72 0.38 10.95 0.22
fied items
Total 5157.82 100,00 5015.15 100.00

Source,— Office of the Chief Controller of Imports and Exports, New Delhi.
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CHAPTER ¢4

INDIRECT TAXES AT THE STATE AND MUNICIPAL LEVELS

4.1 In this Chapter, we discuss the evolution and structure of indirect taxes levied by State Govern-
ments, of octroi duties levied by local authorities in many parts of the country as well as some taxes

which although imposed by the Centre do not contribute to the Central exchequer but are exclusively
for the benefit of the States,

4.2 As with the taxes levied by the Centre, the yield of taxes levied by the States has grown very

TRENDS AND rapidly during the last 25 years. From only Rs, 221,70 crores in 1950-51,
COMPOSITION States' own tax revenues rose to 3748.45 crores in 1976-77 (Table 1 below).
OF STATE TAX The bulk of State tax revenues is now accounted for by indirect taxes. Their
REVENUES share rose from 63,3 per cent in 1950-51 to 86.94 per cent of the total tax

revenues in 1976-77. Of these, sales taxation* is the most important and accounts for nearly 56.70
per cent of States* own tax resources; its share increased from about 26 per cent in 1950-51,

TABLE 1 — RELA TIVE IMPORTANCE OF VARIOUS STATE TAXES

Source of revenue 1950-51 1960-61 1975-76 1976-77
(Rs, in crores) R E
(1} {2) 3 4) (5}
(Rs.) {Rs.) (Rs.) Rs.)
DIRECT TAXES:
1, Land revenue 49,56 91.19 196,12 199.33
(22.36) (21.36) (5.73) {5.32)
2, Agricultural Income 3,59 9.71 15.99 16,75
~-fax (1.61) (2.13) {0.46) {0.44)
3. Stamps & Reglstra- 25,98 43.54 228.89 243.64
tion fees (11.73) (9.58) {6.70) (6. 50)
4. Other direct taxes 2.18 3.11 21.21 30. 40
(1.00) {0.67) (0.62) (0. 80)
TOTAL: 81.31 153.55 462,21 490,12
(36.70) (33.74) {13.51) (13.06)

*Sales taxation here includes general sales tax, motor spirit sales tax,

purchase tax on sugar-cane, and other agricultural products.

Central sales tax and
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‘MBLE - Concld,

Source of revenie 1950-51 1960-61 1975-76 1976-77
(Rs, in_crores) ) R E
(1) (2, (3) (4) _ {5{
Rs.) Rs.) Rs). Rs.)

INDIRECT TAXES:

5. Sales tax 58,02 158.74 1892.41 2125.50
(26.18) {34.90) (55.32) {56.71)

6. Excise duties 47.79 53,08 419.46 447,72
(21.56) (11.67) (12,27 (11.95)

7. Taxes on Vehicles - 7.54 33.62 202,65 220,94
(3.40) {(7.39) {5.92) {(5.90)

8. Taxes on goods 0.11 5.56 160,10 170, 66*
and pasgsengers (0.04) (1.22) 4.69) {4.55)

9, Electricity duties 3.12 12,51 109.42 112,09
(1.40) (2.76) 3.19) {2.99)

10. Entertainment tax 8.06 15.60 142.09 154,30
(3.64) (3.42) {4.15) 4.11)

11. Other Indirect taxes 15,73 22,24 32.40 27.12
and duties. (7.08) 4.90) {0.95) . {0.73)
TOTAL : 130.37 301.35 2958,53 3258,33

(63.30) ° (66.25) (86.49) . 86,9%4)

GRAND TOTAL : 221.68 454,90 3420,.74 { 3748 .45
(100.00) (100.00) (100.00) (100.00)

SOURCE: Finances of State Governments — Ministry of Finance, (Department of Economic
Affaira)

Figures in brackets show the corresponding percentages to the total tax revenues of the States.

*This does not include Timil Nadu figures, as the taxes on passengers, goods and vehicles are
merged there.)



59

The share of land revenue, which wag once the mainstay of tax revemues, now accounts for about
5.3 per cent of total of the revenues from State taxes. The steep decline in the relative importance
of land revenue is die in no small measure to the anxiety of the State Governments to keep the
direct tax burden on the agricultural sector at a relatively low level. State excise on liquor ceased
to be a buoyant source of revenueas a result of the policy of prohibitionadopted in-varying degrees
by different States. In consequence, sales taxation became the one source of revemue which State
Governments developed to meet the increasing need. for resources,
4.3 Entry 48 of ListII in the Seventh Schedule to the Government of India Act, 1935, veated the
SALES TAXATION power Lo levy "taxes on the sale of goods and advertisements" in the
Provincial Legislature to the exclusion of the Central Legislature,
Acting under these powers, the Province of Bombay was the first to
levy a tax on sales of tobacco in a limited way in 1938. In the same year, the Central Province alag
levied a retail taxon motor spirit and lubricants, This was followed by the levy of a general sales .
tax in Madras in 1939 at a low rate of half per cent to make good the loss of revenue due to prohibi-
tion, By 1950, almost all the States had introduced sales tax levies in their respective areas,

4.4 A disconcerting feature of the growth of State sales tax systems prior to the enactment of

CONSTITUTIONAL the Constitution in 1950 was that each State also sought to tax an inter-
PROVISIONS IN- State sale of goods as an internal sale, with the result that a single
TERPRE TATION OF inter-State transaction was taxed by more than one State imposing

a heavy and unregulated burden both on the consumer and the trade. Article 286 and Part XII of the
Constitution relating to trade, commerce and intercourse within the territory of India were designed
to rectify this position. The effect of the Constitutional provisions was:

(i) the power to levy "taxes on the sale or purchase of goods other than newspapers"
vested in the State Legislature - (Entry 54 of the State List);
' . 4
(ii) the powei' to levy "taxes on the sale or purchase of newspapers and on advertise-
ments published therein" vested in Parliament (Entry 92/Union List);

{iii) by article 286, the State Legislature was prohibited from imposing a tax on the sale
or purchase of goods outside the State or which took place in the course of import
of goods into or export of goods out of the territory of India. The Article forbade
the State from imposing a tax on sale or purchase taking place in the course of inter-
State trade or commerce but made the ban subject to Parliamentary legislation to

the contrary.

{iv) Article 286 also provided that the Legislature of 2 State was not competent to im-
pose or authorise the imposition of a tax on the sale or purchase of any goods de-
clared by Parliament by law to be essential for the life of .the communjty unless
the legislation was reserved for consideration of the President and has received

his assent,

4.5 However, the interpretation of Article 286 became the subject matter of consid.ex.‘able» litiga-
tion, The wording of the Articles of the Constitution and their interpretation by the Judiciary gave
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ample scope for States to try ‘to tax inter-State transactions in one way or another,

The Madras
H:gh Court described the situation in the following words:— (22 Sales Tux cases 443)

"It became a common phenomenon for the Tax Officers of one State to pitch their
tents in another State and enforce the provisions of their sales tax laws over the exporting
non-residents. It has paturally led to a great deal of confusion, inconvenience, unreason-
able tax burden and harassment by the Tax Officers of the consuming State demanding and

collecting taxes from non-resident dealers belonging to the exporting States.™
AY

4.6 At this stage, the TEC, in the course of its comprehensive enquiry, went into the problems

TEC'S VIEWS ON arising out of the then existing systems of sales taxation and the eco-

SAIES TAX nomic, administrative and legal complications that they gave rise to.
Its recommendations covered :—

a} principles which should guide State governments in regard to Sales taxation

b) considerations on which Parliament should regulate the rate of Sales taxation of
certain products and

)

the way in which the taxation of inter-State sales should be regulated.
1.7 The Constitution (Sixth Amendment) Act, 1956 was a direct consequence of the TEC's re-
AMENDMENTS TO commendations. Parliament acquired the power to levy taxes on the
CONSTITUTION inter-State sale or purchase of goods. Through an amendment to
Article 269, the revenue arising out of taxation of inter-State sales
weTre assigned to the States, Article 286 was also concurrently amended to enable Parliament to
formulate by law the principles for determining when a sale or purchase of goods took place in the
caurse of import of goods into or export of goods out of the territory of India. A further clause gave
Parliament the power to declare goods, which are of special importance in inter-State trade and or
commerce and subject the State's power to levy sales tax to such restrictions and conditions as Par-
liament might impose, The Central Sales Tax Act was a culmination of these several developments

4.8 In the field of local gales tax laws, the TEC, after studying the then existing nascent systems
of sales taxation in different States, recommended that these laws should generally have the following
two elements, pamely, —

(a) a general turnover tax, with few exemptions, to be levied at a low rate of half per

cent, and

(b) a single-point tax on a list of special goods that could bear higher rates,

The generalcharacter of the turnover tax would ensure a broad-based coverage leading to a fairly
high income elasticity of revemue, while the low rates would minimise any distorting effects arising

from the multi-point character of the tax, The single-point tax would enable the States to impose
a larger burden on the better-off sections of the population who might be expected to consume goods
in the nature of comforts and luxuries. Apparently, because the TEC had recommended that the

generzl tax should be levied only at a low rate, they did not devote any special attention to the pro-
blem of cascading.



61

4.9 In the development of the sales tax systems, subsequent to the submission of the TEC report

early in 1955, ‘he States did not adhere to the pattern recommended by the Commission. The impera-
EVOLUTION OF tive need to increase tax revenues at an accelerated pace in successive
DIFFERENT plan periods, the desire to attract industries and to encourage them to
SALES TAX go to backward areas, considerations of administrative convenience and
SYSTEMS efforts to remove certain genuine difficulties of trade and industry ted

each State to make changes in their sales tax laws with the result that the sales tax systems display
considerable differences from State to State.

4,10 Conceptually, three typee of sales tax are levied; the single-point, the double-point and the
multipoint, the last having the char cter of a general turnover tax. In practice, there are mixtures

.of these types in Individual States;7 The majority of States impose in the main a single-point tax.
They are Assam, Haryana, Himachal Pradesh, Jammu & Kashmir, Madhya Pradesh, Meghalaya,

“Nagaland, Orissa, Punjab, Rajasthan, Uttar Pradesh and West Bengal) In some of these States,
certain goods, however, are taxed at more than one stage, Maharashira and Gujarat have adopted
the double-point system, Andhra Pradesh, Bihar, Karnataka, [Kerala and Tamil Nadu formally im-
pose a multi-point tax. Even in States having a multi-point levy, the major part of the revenue is
now derived from items subjectto a single-point tax, A large number of commodities were placed
under a single point levy in Tamil Nadu with effect from 4.3.74, In all these States, a number of
commodities, especially those classified as luxury goods, are taxed only at a single point. Except
for Jammu & Kashmir and Rajasthan, other States having a single-point system formally impose
the tax at the laat point in the chain of transactions, but over the years the tax on a number of com-
modities has been shifted to the first point to minimise the scope for evasion. Variations in the
system of sales taxation found in different States reflect adaptations to varying conditions and per-
haps alco historical factors. It is possible however, to discern a common trend towards the im-~
position of a single-point tax on several commodities. Attempts have also been made through the
meetings of the Regional Councils for Sales Tax, set up by the Government of India under Article
263 of the Constitution, to bring about a measure of uniformity in the rates of taxation on particular
categories of goods.

4.11 The rate of sales tax in the multi-point States js generally 4 per cent, This is the rate

PATTERN OF RATE currently in force in Andhra Pradesh, Kerala, Karnataka and Tamil
STRUCTURE OF Nadu, though Bihar has a lower rate, Assuming that a commodity
SALES TAXATION ordinarily passes through two or three stages before reaching the

final consumer, a 4 per cent multi-point sales tax usually entails an incidence of 8 to 12 per cent
tax on the price paid by the final buyer, In addition, the cascading effect accounts for a further
increase in prices. Though there is no uniformity in the matter of selection of gf)cds for sing.le—
point taxation in these States, by and large, luxury goods are taxed at only one point (mostly first
sale in the State) and at rates varying from 12 to 15 per cent. Prot.:lucts wt'uf:h f:ommonly come
under this category are motor vehicles, arms, refrigerators and a1‘r-cond1tlonmg plant-s, radios,
gramophones, cameras and films, watches, iron and steel safes cigarette cases and lighters.
Another group of commaodities taxed mostly at only one point is made up of goods ot: common u&ue:l
such as cycles and cycle parts, edible oils, kerosene, coffee, tea, certain foodgrains, drugs an
medicines as wellas products like cement and fertilisers. The rz_ttea of t{:.l.x for this latte‘r cate-
gory vary from 1 to 10 per cent. For facility of collection, the single-point tax is sometlmes
levied on the first purchase, as for example, on turmeric; paddy, coriander, green gram az
black-grrm, cashew nuts, chillies, etc. in Andhra Pradesh and rubber, cardamom and cas ew-
nuts in Tamil Nadu. Cardamom, shrimps and lobsters etc. are taxed in Kerala at the last point

of purchase within the State of Kerala. Rates for these items vary from 2 to 5 per cent.
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4.12 In the States following the single-point system, the rate of tax varies generally from 4 to 7
per cent. However, as in the multi-point tax States, a number of luxury articles are subject to

a higher rate up to 15%. Commodities of common consumption like paper, powdered milk, edible
ails, washing soaps, plastics, matches and kerosene are generally taxed at lower rates.

4.13 In all the States, some commodities are exempt from sales tax, though the list of exemp-
tions i3 not uniform . Articles that are generally exempt are salt, fruits, vegetables, certain handi-
craft products and family planning appliances. Foodgrains are exempt in some States, while in
others they are taxed at a concessional rate. In addition, those commodities which are taxed under
separate enactments like electricity and in some States liquor are also exempt from general sales

taxation. A brief account of the sales tax rates in some States on selected products is given in
Appendix 6.

4,14 In principle, sales taxes make no distinction between consumer goods and inputs, or rather

TREATMENT OF RAW  between sales to final users and those to producers. The sales tax
MATERIALS ANDIN- on inputs, therefore, has an impact on the prices of final products
TERMEDIATE PRO- similar to that of excise levies. The impact gets compounded by the
DUCTS UNDER SALES interaction of sales taxes and excises, which we discuss in Chapter §.
TAXATION However, like the provisions under rule 56-A etc. in respect of
excises, mosat State laws provide for a limited measure of relief, through partial or full exemptions

or concessional treatment, in regard to sales tax when intermediate products are sold to manufac-
turers. The practice in different States is briefly summarised below,

4.15 While some States grant total exemption from sales tax to raw materials sold to manufac-
turers, others extend only a concessional treatment. Gujarat, Haryana and Punjab are examples
of States granting exemptions but the exemptions are generally subject to certain conditions. Thus,
Gujarat limits the exemption to materials used in manufacturing taxable goods while in Pubjab the

exemption i8 granted only if the taxable goods are sold within the State and the goods manufactured are
not otherwise exempt from sales tax.

4,16 Most States, however, extend concessional treatment to raw materials rather than grant

total exemption, Here again, there are variations in the manner and extent of concessions granted.
Rajasthan taxes raw materials used for manufacture in the State, of goods for sale either within the
State or in the course of Inter-State trade at one per cent. In Kerala, the treatment accorded to
component parts and raw materials is not uniform. On raw materials, the concession is conditional,
if the final product bears sales tax within the State on sale. On the other hand, component parts get
the concessional treatment even if the products manufactured out of them within the State do not

bear any sales tax when transported outside the State on consignment basgis or scld in the course of
export.

4.17 In Uttar Pradesh the concessions seem to be deaigned particularly to help new industrial

units. From 1974 onwards new industrial units enjoy complete exemption from tax - subject to

a time limit of five years for backward districts and taree years for other districts - on the pur-
chase of raw materials and intermediate goods required in connection with the manufacture of 35
noified goods like bicycles, radios, television sets, transformers, electrical equipments and so
o, After tae expiry of the lime limit, the manufacturers of notified goods can.purchase the raw
materials and intermediate goods at a concessional rate of 25%. Oth‘er new units, not manufachuring



any ofthe 35 notified goods, §an purchase raw materials at a concessional rate of 24% for the same
periods as prescribed for the notified goods in respect of backward and other districts, but on expiry

of the prescribed period, they are required to pay full tax on their purchase of raw materials and
component parts,

4.18 In Mabarashtra, tax is levied at concessional rates on inputs sold to manufacturers without
any condition about sales of the manufactured product being effected within the State. By a notification
issued under the Bombay Sales Tax Act, a registered dealer who is a manufacturer, can purchase
cert-in specified goods paying sales tax at the concessional rate of 3%.The specified goods cover in-
puts which are to be used for the purpose of manufacture of taxable goods in Maharashtra. In respect
of goods exported out of the country, the tax paid on inputs is refunded by the State Government.

4.19 In West Bengal, a registered dealer is taxed at a concessional rate of one per cent only on
sales to another registered dealer of goods required by the latter for use in the mamufacture in West
Bengal of certain notified commodities and 2 per cent in respect of similar sales to those manufac-
turing goods other than the notified ones.

4,20 In Andhra Pradesh, a registered dealer selling goods to another for use by the latter as

a component part of certain producta specified by the State Government which he intends to manufac-
ture-inside the State for sale in the State or in the course of inter-State  trade or commerce has to
pay sales tax at a concessional rate not exceeding 3 per cent,

4.21 The concessions given in different States, it will be seen, are invariably limited to sales

of inputs to mapufacturers within the State, They are generally granted only in respect of materials,
such as components, etc. which are physically embodied in the final products. Sometimes, they are
confined to inputs of products which are meant for sale or consumption within the State. The basic
concern underlying these concessions seems to be to attract industries into the State, to encourage
their location in backward areas or to mitigate the adverse effects of taxation of intermediate products
primarily to consumers within the State,

4,22 We bave so far discussed the structure of Statea' sales taxation primarily with reference
to its impact on the internal economy of the State, However, a noteworthy feature of sales taxation
in the country is thatitis based both on origin and destination principles. In other words, the same
product gets taxed bj'r the State in which it is produced and also by the State in which it is consumed,
A number of consequences follow from this, Goods produced in oneﬁState but consumed or used in
other States have to bear ‘he burden of sales taxftion by both States though not in equal magnitude.
As a result, sales taxes levied by one State fall on the residents of other States. As indicated ear-
ller, the TEC had made certain rzcommendations in regard to inter-State taxation.

4.23 The TEC's reportalso helped to clarify the thinking and to prorhote better understanding in
THE CENTRAL SALES the couniry as a whole as well as between the Centre and the States
TAX ACT- about the scope for Central regulation of sales taxation by States.

In 1952, Parliament had enacted the E ssential Goods (Deciaration and Reguliation of Tax on Sale or

Purchase) Act, which declared a large number of goods as "essential goods" and‘thereby extinguished

the right of States to tax them. This Act had evoked a considerable amount of crlt.iciam from the

State Governments because they felt that it unduly restricted their powers of taxation, The TEC poin-

ted out that tha lint of onada covered by the 1952 Act included those "which cannot except by a wide
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interpretation be regarded as essentisl to the life of the community ......". The Commission also
expressed the view that the purpose of the legislation could not be to restrict the puwer of a State to

tax its own citizens but ito achieve some degree of uniformity in the tax burden un goods which were
important ip inter-State trade.

4.24 The Law Commission suggested the lines on which legal shape coula be given to implement
the TEC's recommerdations, The Corstiiution (6th Amencinent) Act and the Central Sales Tax Act
(CST Act) were enacted in 1956 in pursuance thereof. The latter Act continues to be the instrument
through which the Centre can regulate the taxation of goods of special importance in inter-State trade
and also determine the manner and extent of taxation of inter-State sales of goods. For goods of
special imporiance in inter-State trade, the Act provided that sales tax on them should be levied ouly
once and at the maximum rate of one per cent., This rate was subsequently raised in response to
pleas from State Governments to enable them to mobilise additional resources. The revisions raising
the ceiling from the origiral level of 1% to 2%, 3% and 4% were effected in 1958, 1966 and 1975
respectively. The list of declared goods originally covered by the CST Act was expandea twice,
Following the replacement of sales lax by the Additional Excise diuty on textiles, tobacco and sugar
in 1957, the list waa expanded to include these items so that no State could find it worthwhile to opt
aut f the voluntary agreement not to levy sales tax on these items. The list was further expanded
with effect from 7.9.1976 to include cereals (like paddy, rice, wheat etc.), crude mineral oil and

pulses (like gram, dhalls, etc.). At present, . the following commodities are included in the list of
declared goods:—

(i) Coal including coka‘in all its forms but not including charcoal,
(ii) Cereals,
(iid) Cotton,
(iv) Cotton yarn,
(v) Cotton fabrics,
(vi) Crude oil,
(vii) Hides and skins,
(viii) Iron and steel,
(xi} Jute,
x) Ollseeds,
(xi) Pulses,
(xii) Rayon and artificial silk fabrics,
{xiii) Sugar,
(xiv) Tobacco, and

(xv) Woollen fabrics.
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4,%5 The provisions of the CST Act relating to inter-State sales apply te :—
(a) movements of goods taking piace from one State to another; or

(b) nales efiected by transfer of docaments or title to goods during the movement from
one State to another. .

The Central Sales Tax (CST) alone is leviable on the first inter-State gale of all goods other than news-
papers, actionable claima, stocks, shares and securities and electrical energy, Subject to certain
exceptions, the tax is collected in the State where the movement ~f goods originates and the tax so
collected is retained by that State, As the revenue is assigned to the States, the administration of the
CST Act i8 alsn entrusted to the Ctale Governments. For the purpose of the assessment, collection
and enforcement of the tax, the sales tax authorities can exercise the powers available to them under
their respective local saies tax laws. The provisions of the laws cf the State concerned regarding
rewrns, assessments, appeals, reviews, revisiors, etc. apply in their entirety to like matters under
the CST Act. The rates of CST have also undergone three revisions, from the original rate of 1%
recommended by the TEC. 1hese rate revisions, whici were justified on the ground of mobilising
additional resources for the States, took place in 1963, 1966 and 1975, raising the rates respectively
to 2%, 3% and 4%.

4,26 The curren. cejling rates of 4% or the rate applicable to internal sales of the concerned
goods, whichever ie lower, on inter-State sale of goods apply only to goods soid to Governments
(Central and State) and to registered dealers of goods in the importing State. If inter-State sales
are made |to parties other ihan a Government or a registered dealer, then a higher rate of tax is
applicatle. In respect of such sales of ""declared gocds" the CST is8 chargeable at twice the rate
applicable to the same goods inside the exporting State (that is, the rate can go up to 8%). Inter-
State sales of all othar goods to parties other than a Government or a registered dealer are taxed
at the rate of 10 per cent or the rate applicable to the sale or purchase of such goods inside the
exporting States, whichever is higher. These proviasions are subject to the exception that inter-
State sales from a State of goods which are generslly and unconditionally exempt from the sales tax
within the State will be exempt from the CST also. .

4.27 While States have full freedom to tax all internal sales and purchases within their terri-
tories and also collect taxes on inter-State sales under the conditions imposed by the CST Act, they
are barred by the Constitution* from taxing sales in the course of exports out of the country, For
quite some time, there was a controversy as to what should be taken to constitute an.export sale.
The cnntroversy was set at rest by a recent Supreme Court jndgmefﬂ:""'l under whic‘h it wae ruled,
Inter alia, that the export transaction that would qualify for exemption from sales tax would be the
transaction between the actual exporter (by contract) and the importer abroad, and noi:. any other
persor who carries out the necessary process on behalf of the actual exporter, T!us judgment had
far-reaching consequences especially in respect of canalised exports t.hrough public sector corpora-
tions, for which Indian exporters are not aliowed to deal with any foreign party directly.' T<-) correF:t
this anomalous situation, an amendment has since been made provid-ing that the transaf:tmn n:nn;echa—
tely preceding the export of goods which is inextricably connected with that ex!)ort andis ef:[et;te in .
pursuance of an existing "back-to-back" contract, would be deemed as a sale in the course of expor

and would qualify for exemption from sales tax.

*Article 286(1) of the Constitution read with [Section 5 of the Central Sales Tax Act.
**Supreme Court judgment in the case of Md. Serajuddin vs State of Orissa.
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4.28 Another measure of Central regulation of sales taxation which deserves mention is the scheme
ADDITIONAL EXCISE of Additional Excise duty in lieu of sales tax covering tobacco, sugar
DUTY IN LIEU OF and textiles which, as| rightly pointed out by the Fourth Finance Com-
SALES TAX

mission, i3 a kind of tax rental agreement between the Union and the
States. Following the recommendations of the National Development Council (NDC) made in December,
1936, and after considering the Second Finance Commission's views, the Additional Duties of Excise
Goods of Specisl Importance) Act, 1957 was enacted to replace the sales tax on these commodities by
an additional duty of excise, The levy, however, does not cover inputs used in the manufacture of
these commodities, with the result that the States levy a sales or purchase tax on inputs like cotton
varn and sugar cane though they cannot t ax textiles or sugar,

4.23 As agreed upon between the Central Government and the States, the proceeds of the Additional
Excise duties are distrihited to the States to compensate for the loss of corresponding sales tax
revenue. The formulae applied for distribution of the proceeds among the States have been varied
from time to time on the basis of the recommendations of the Finance Commissions. As recommen-
ded by the Sixth Finance Commission, the proceeds of the Additional Excise duties are distributed

to various States taking into account population, State domestic product at current prices and produc

tion of the commodities subject to Additional Excise duties within the State, the weights allotted for
the three criteria being in the ratio of 70:20:10 respectively.

4.30 The question of extension of this levy to more commodities was considered at length by the
Fifth Finance Commission which felt that the full utility of such a scheme could not be realised urless
the arracgements could be extended to other important commeodities also. But the extension of Addi-
tional Excise duty to more commodities has met with opposition from the States who look upon the
levy a8 causing erosion of their owd taxing powers. Besides, the States have complained that Addi-
tional Excise duties have not been increased in keeping with the increase effected from time to time
in basic excise duties. Further, until a few years ago, most of these commodities were taxed on

a specific basis which, according to the States, resulted in lack of buoyancy in the revenues that they
desired from Additional Excise; they, therefore, argued that their own shles tax revenues had been
showing a higher rate of growth than the yield from the Additional Excise.* In view of the known
opposition from the States, the Finance Commission had urged dialogue between the Central and

State Governments on the issue, Subsequently, these issues were discussed at the meetings of the
NDC in December, 1970, and it was decided to continue the existing scheme subject to the rates of
Addtitonal Excise duty being stepped up to 10.8% of the value of clearances. As for as practicable,

a ratio of 2 : 1 between the basic and Additional Excise duties was also to be kept. Further, it was
decided that on as many of the items as possible, the Additional Excise duty would be levied on an

ad valorem basis. In pursuance of these decisions, the Additional Excise duties were raised substan-

tially in three successive Central Budgets of the years 1971 to 1973. The Sixth Finance Commission,
in it report, observed**® that -

"it is clear from the memoranda submitted to us by the State Governments that they are, by
and large, now satisfied with the manner in which Government of India have implemented

the recommendations of the National Development Council and that they do not seek any mate-
rial changes in the present scheme of levy of additional excise duties. "

'In actual fact since 1960-61 the increase in Bales tax revenues is 13 times while the increase
In revenues from Additional Excise duties i8 7 times. But the increase in the former is largely

due to extension of coverage and upward increase in the rates of some commodities. Therefore,
the two ratios are not quite comparable.

**Report of the Finance Commission, 1973 - Chapter V, Para 4, Page 18,
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4,31 Sales tax on motor spirit is generally levied under a separate enactment. The tax falls on
SALES TAX ON motor spirit, diesel oil and also on certain other derivatives such
MOTOR SPIRIT ad, aviation turbine fuel, Some States have, in recent years, merged

it with the general sales tax. In some Stites, it is a single poiat levy
on the first sale of motor spirit within the State. The rate structure adopted in some States is specific

(d.e., in terms of paise per litre) and in others ad valorem based on either sale price or turnover. In

general, specific rates vary from 7 paise per litre to 21 paise per litre, while the other rates vary

from 9 per cent to 30 per cent of sale price or turnover as the case may be, The yield of sales tax

on motor spirit has increased fairly rapidly daring the last 15 years. From about Rs.16 crores in

1960-61, it is expected to exceed Rs.100 crores in 1976-77.

4,32 Apart from sales taxation (including the tax on motor spirit and pﬁrchase tax on sugar-cane)
OTHER SBTATE TAXES which, as mentioned earlier, accounts for more than 56 per cent of the
revemues from State taxes, the other important indirect taxes levied by the States are :—
(1) State excise on liquor,
(if) Tax on motor vehicles,
(1) Tax on passengers and goods,
{1v) Entertainment tax, and
{v) Electricity duty.

The relative importance of these taxes in the scheme of finance of the State Governments is brought
out in Table 1 of this Chapter. :

4.33 Next in importance to sales taxation comes the State excise on liqguor*, though its share in
the totality of State's own tax revenues is much smaller - only about 12 per cent as of 1976-77. This
share has, for reasons already stated, declined to this percentage from 21.6 per cent in 1950-51.
The yield of State excise duties for all the States is estimated to be R3.447.72 crores for the year
1976-77. The States which derive substantial revenue from this source are Andhra Pradesh, Bibar,
Kerala, Madhya Pradesh, Maharashtra, Punjab, Rajasthan, Uttar Pradesh and West Bengal,

4.34 Apart from State excise duties on liquor, there are also duties on medicinal and toilet pre-

MEDICINAL AND parations containing alcohol, narcotic drugs and narcotics, whose
TALET PREPARA- proceeds accrue to the States. These duties are imposed by virtue
TIONS (EXCISE of Article 268 of the Constitution under a Central enactment, namely,
DUTIES) ACT the Medicinal and Toilet Preparations (Excise Duties) Act, 1955 and
are administered by the States. The Act and the Rules follow the pattern of the Central Excise Act

and Rules,

ning ulconol, narcotic drug

i 1 and toilet preparations contai
4.35 The rates of duty on the medicina p 25 sleabol, | oo g

or narcotics had remained unchanged for a long period from 1964 to 1976.

*State excise is levied on intoxicants, rectified gpirit, Indian-made foreign liquor, and

country liquor like toddy, etc.
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these rates were revised upwards by about 100% or more. At present, the rates broadly applicable
to the most important medicinal and toilet preparations are as under:—

Description Rate of duty
{) Allopathic Medicinal preparations

(a) Patent or prop-ietare 20% ad valorem or Rs.3..5 per

litre of the strength of London
proof spirit, whichever is higher.

(b) Unrestricted preparations which can be Rs, 30,00 per litre,
consumed as alcohol

(c) Preparations containing narcoiics or 20% ad valorem
narcotic drugs

(ii) Ayurvedic, Unari and other indigenous
3ystems

(a) unrestricted preparations which can Rs.30.00 per litre
be used as alcohol ‘

(b) preparations which cza be used as
medicine

dii) Homeopathic preparations Rs, 7,50 paise per litre

(iv)  Toilet preparations 60% ad valorem or Rs.7.50 per
litre whichever is higher.

We undsrstand that the occasion for raising the rates was the reported large scale misuse of certair
medicinal preparations as alcoholic drinks.

4.36 Other indirect taxes levied by the States together account for about 18 per cent of the revenues
from State taxes, each individual tax making a modest contribution, with the tax on motor vehicles
yielding the highest at 5.90 per cent of the total. Taxes on motor vehicles are annua! charges and are
generally based on the type of vehicles and on the horse-power of the engine and, in the case of passen-
ger venicles, on the seating capacity and the class of route. In recent years, the growth in revenue
from this source has been substantial in many States. Table 2 below shows that the aggregate of the

revenues of 15 States was more than 6 times for 1976-77 compared to the corresponding figures for
1960-61:—
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TABLE 2 — REVENUE FROM MOTOR VEHICLES TAX FOR SOME STATES

State Revenue _(in Rs, lakhs)
) 1960—61‘ 1976-T7(BE)
Andhra Pradesh ces : 253 - 2794
Apsam vese | 64 272
Bihar ' vor 12 676
Gujarat ess : 179 1265
Jammu & Kashmir Ceee 10 95
Karnataka e ' 358 1600
‘Kerala ee '239 1737
Maharashtra cee 714 2375
Madhya Pradesh oo . 188 780
Orissa ves 82 | 640
Punjab & Haryana coe 93 1521
Rajasthan ces 101 740
Tamil Nadu cos 533 4600
Uttar Pradesh ave 322 1801
West Bengal ves 219 1050
3367 21946

SOURCE: Report of the U.P. Taxatir;n Enquiry Committee (pp.287) and Finances of State

Governments, Ministry of Finance (Department of Economic Affairs).
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4.37 In addition to the tax on motor vehicles, most States also impose a tax on passengers and
goods carried by road. The assessmer: is based on the amount of passenger fares or weight of
goods or freight, as the case may be. Table 3 below shows that the revenues in respect of 12
States have increased five times from 196566 to 197677 :—

TABLE 3 — REVENUE FROM GOODS AND PASSENGERS TAXES FOR SOME STATES

Revenues (in Rs. lakhs)

State ' 1965- 66 1976-77 (BE)
Assam ces 38 83
Bihar cae 78 582
Gujarat . 340 2231
Jammu & Kashmir ces 11 86
Kerala ous 143 100
Karnataka . 156 940
Madhya Pradesh ces 320 1480
Maharashtra “es 553 2733
Orissa ces 12 224
Punjab & Haryana e 511 3416
Uttar Pradesh cue 426 1725
Rajasthan P 195 1055
West Bengal rae .e 2200
2783 14855
SOCRCE - Report of the U.P. Taxation .Enquiry Committee (pp.287 and Finances of State

Governments, Ministry of Finance (Department of Economic Affairs).

The tnta! yield from this tax is Rs.171 crores excluding that of Tamil Nacu for which separate figures
are Lot avzilable. The taxes on vebizles aud gocds and passengers have been merged into one tax in
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this State,’ The States which get a substantial amount of revenue from this source are Gujarat, Punjah,
Haryana, Madhya Pradesh, Maharashtra, Rujasthan, Uttar Pradesh and West Bengal. Appendix 7
shows the rates of motor vehicles tax and goods and passengers tax in some States.

4,38 The last mentioned tax is really in the nature of a tax on transport services. The other taxes
on services imposed by the State Governments are the entertainment tax and the electricity duty. The
entertainment tax is an elastic source of revenue; its share in the total of the State taxes has increased
cor}siderably over the years. Entertainment tax forms about 4.11% of the States' Budgets for 1976-77
financial year, the total revenue being placed at about Rs.154.30 crores. Andhra Pradesh, Gujarat,
Karnataka, Maharashtra, Tamil Nadu, Uttar Pradesh and West Bengal collect more than Rs.10 crores
under this head, the highest being in Maharashtra (Rs.31.88 crores) followed by Tamil Nadu (Rs.21.31
crores) and Uttar Pradesh (Rs.17.40 crores). The tax is generally levied on the value of cinema
tickets or as a show-tax at certain rates payable by the proprietor of a cinema show, In States where
there are races, there is also a betting tax on the value of admissions, stakes and bets in race courses,

4.39 State Governments are empowered to levy electricity duty on the energy consumed or sold in

ELECTRICITY DUTY in the State (Vide Entry 53 of the State List Seventh Schedule of the

Constitution), However, the levy is exempted in respect of certain

activities, Article 287 of the Constitution inter alia provides for exemption from taxes on electricity
consumed by the Government of India or consumed in the construction, maintenance or operation of
Railways belonging to the Government of India. Article 288 provides for exemption from taxation by
States in respect of electricity stored, generated, consumed, distributed or sold to any authority
established by law for regulating or developing any inter-State river or river valley.

4.40 In Commissioner of Sales Tax vs. M.P. Electricity Board (25 STC page 188 8C) it was held
that anything tangible or transferable from hand to hand or capable of delivery is " |[goods" and elec-
tric energy therefore falls within the definition of "goods". Following this judgment, the Central
Sales Tax Act was amended in 1972, whereby inter-State sales of electric energy are not taxable.
Consequently, there will not be any export of taxation from one State to another on electricity gene-

rated in one State and sold to another.

4.4} The electricity duty is partly a tax on consumption and partly a tax on an input. The revenue
significance of the duty from electricity is not considerable in most States except in Bihar, Gujarat,
Maharashtra and West Bengal. For 15 States (Table 4 below), the receipts from the duty rose from
3532 lakhs in 1965~ 66 to Rs.11145 lakhs in 1976-77 (i.e. slightly more than three times).

TABLE 4 - REVENUES FROM ELECTRICITY DUTIES - FOR SOME STATES

Revenues (in Ra, lakhs)

State 1965-66 1976-77_(BE
Andhra Pradesh er 2 6
Assam cee 7 4
322 1008

Bihar 'YEE]
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-

Revenues (in Rs, lakhs)

State 1365-66 1976-77 (BE)
Gujarat cen | 307 1425
Rerala - 1 425
Madhya Pradesh cns 168 750
Tamil Nadu “es 433 ' 145
Maharashtra cen 889 2921
Karnataka ens 217 600
Qrissa “es 87 705
Punjab & Haryana | . 273 960
Rajasthan vos 33 206
Ctiar Pradesh een g9 425
Weat Bengal tee 699 1525
T3532 11145

SOCRCE: Report of the U.P. Taxation Enquiry Committee (pp. 287) and Finances of
State Governments, Ministry of Finance (Department of Economic Affairs).

4.42 Divergent approaches havebeen followed in the matter of levy. Some State laws provide
for corcessional rates for consumption in industries with total exemption for specified periods in
respect of certain select industries, cooperative factories etc. A separate treatment for consump-
tion for agricultural purposesis also a common feature of many of the Acts. Kerals levies the
duty at a percentage on the price of the energy indicated in the invoice, Tamil Nadu levies an elec-
tricity duty at the rate of 3 paise per unit in respect of sale of energy to licensees. In addition, it
alao levies a tax, at a percentage of the price of energy, both on consumers supplied by the Elec-
triciiy Board as wellas on self generated consumption of energy. In States like West Bengal, Punjab,
Guijarat, Maharashtra, the duties are levied on a slab system. In Maharashtra, the rates are

higher for highly industrialised areas like Greater Bombay, Poona and Kirkee. A lower rate for
rural areas than urban areas is found in Gujarat,

4.43, A table showing overall average rates of tariff in certain States in respect of certain key
areas, namely domestic light and fans (50 Kwh/montk) commercial lights and fans (50 Kwh/month),
agricultural 10 HP 15% LF (817 Kwh/month), small industry 10 KW 20% LF (1460 Kwh/month) and
large industry 1000 KW 50% LF(365000 Kwh/month ) is given in Appendix 8,
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4.44 The term "industrial alcohol” is usually referred to mean 95% ethyl alcohol which is made
LEVY ON INDUS- unfit for beverage use by the addition of certain chemicals called
TRIAL ALCOHOL denaturants as wel!l as rendered incapable of effecting any recovery

of alcohol from the mixture. Industrial alcohol goes in for various purposes in industries like syn-

thetic rubber, plastics, organic chemicals, insecticides, paints, varnishes, etc.

4.45 We gather that the question as to who has got the legislative power for levying excise duty
on industrial - alcohol is still a subject matter of controversy, The latter is believed to centre
round the exact import of the term "intended for human consumption”. This may call for an amend-
ment of the law, stipulating the correct jurisdiction, so that the overlapping is avoided, A fact

to be noted is some States get revenue from thisg source throughl .licence or vending fees.

4.46 We now come to the field of local taxes. Local Government is a State subject under Entry 5
IND'RECT TAXATION  of the Seventh Schedule of the Constitution and the responsibility for
BY L.OCAL BODIES - providing adequate finances for local bodies is that of State Govern-
OCTROI ments. While distribution of sources of revenue between the Centre
and the States is provided for in the Constitution, there isno Consti-
tutional reservation of sources of revenue for local bodies.

4,47 The question of resources for local bodies was examined in detail by the TEC who observed
that it was both desirable and necessary that certain taxes should be reserved for being utilised
exclusively by or for local bodies. The Commission was, however, not in favour of a Constitutio-
pal amendment with a view to providing Constitutional reservation of sources of revenue for local
bodies, and, therefore, recommended that the following taxes should be reserved for exclugive
utilisation by or for local bodies :—

(i) Tax on lands and huildings, popularly known as property tax;

(il) Taxes onthe Entry of goods into the areas of local authority for consumption, use
or sale therein popularly known as Octrol ;

(iii) Taxes on professions, trades and callings ;
(iv) Taxes on vehicles other than mechanically propelled ;
v) Taxes on animals and boats ; |
(vi) Taxes on advertisements other than newspaper advertisements.

4.48 In addition, the Commisaion recommended that the following taxes should also be permitted

to be levied by local bodies :—

(1) Theatre tax or Show fax;
(i) Duty on transfer of property ;
(i) Taxes on goods and passengers carried by road or waterway; and

(iv) Tolls.
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4.49 While different State Governments have made different provisions in this respect, the three
most important taxes asgsigned to local authorities are the octroi (and similar taxes), the urban pro-

perty tax and the tax on professions, trades and callings. The latter two taxes are in the nature of
a direct tax,

4.50 The term™”Octroi", one of the important sources of revenue for local bodies, has not been
used in the Constitution. However, the taxes covered by Entries 52 and 59 in the State List and Entry
£9 of the Union List of the Seventh Schedule take on the characteristics of octrol as understood tradi-
- tionally. Inparticular, Entry 52 which provides for the levy of taxes on the entry of goods into

a local area for consumption, forms the principal legal basis for the levy of octroi. At present,
octroi is levied only in certain States ; the estimated revenue being as in Table 5 below :—

TABILE —5 REVENUES FROM OCTROI - FOR SOME STATES

S.No. State Estimated revenues (1976-77)
(Rs. crores) :

1. Gujarat ves 23.12

2. Haryana . 4,09

3. Jammu & Kashmir ves 0.%4

4. Himachal Pradesh cee 0,87

S. Maharashtra oo 34.66

tseparate figures at 5,No. 13
for Bombay only)

6. Manijipur e

7. Karnataka tee 12,13
8. Orissa’ ces ’ 1.81
9. Punjab ees 5.63
10, B.aja.gtha.n see 7.13
11. Uttar Pradesh ves 19.80
12, West Bengal (Calcutta) ... 22.05
13. Bombay e 36.80
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8.No. State : Estimated revenues (1976-77)
(Rs, crores)

14. Delhi* LR ] i 10.63

179.66

*A Terminal tax is being levied by Delhi Administration and a "Mahimai" tax by Pondicherry
Administration, both of which are akin to octroi,)

SOURCE: Planning Commission,

4.51 The reliance of different States on the revenues derived from octroi varies. Many States do
without octroi. In West Bengal, it 18 only the Metropolitan Calcutta which 'has octroi duties accoun-
ting for over Rs, 20 crores a year, Similarly, other metropolitan cities like Bombay and Delhi
derive revenueg estimated around Rs. 35 crores and Rs, 11 crores a year respectively., Some of the
other States where octrol revenues are sizeable are Gujarat, Karnataka, Uttar Pradesh and also Mah-
arashtra,

4,52 In general, under the powers given to local bodies} t;/ctroi‘is leviable on goods and animals
imported into a local area, irrespective of the mode of transport and even if the goods are brought
into the local areas by individuals carrying these goods themselver,\ While assessment procedures
in the various Jtates are more or less uniform, the rates are either specific (based on weight) or
ad valoremn.By and large, specific rates usually related to weight predominate, resulting in low ad
valorem rates on costly items and bigher ad valorem rates on low priced goods. In Uttar Pradesh,
for inatance, the average rate of octroi on watches, as of 1974, was Ra, 100 per quintal, One )
quintal of watches would cost anything between Rs. 1 to Rs. 2 lakhs. Hence, the ad valorem rate in
this particular case worked out to be 1 paisa per Rs, 100. On the other hand, in the case of a commo-
dity, such as, tea,' the rate of octrol was Rs, 6 per quintal which meant an ad valorem rate of 46
paise per Rs. 100, However, because of the ease of collection by the octroi staff, as ad valorem
duties would mean assessment of duty after establishing the correct price for each products, speci-
fic rates of duty have been in common use even though they are regressive in their impact.

4.53 The octroi rate structures prescribed by ocal bodies vary and there is lack of uniformity
even with regard to local bodies in the same State } In fact, the Uttar Pradesh Taxation Epquiry
Committee (Lakdawala Committee) found very wide variations in the rates of octroi levied by dif.t‘e?ent
municipal Corporations and municipal boarus in Uttar Pradesh, in spite of the fact that the rater

schedules were subject to approval by the State Government,

4.54  In some States, the State Government has, through noti_ﬁcations, granted exemp:,i.onsl from
octroi, or extended concessional treatment to certain commodities, particularly ra“‘f ma‘.ria E:l
meant for use by local industries and agricultural products, such as, gheat, gl;‘:m;éem;m‘i a:iew
barley, Apparently, the cases for exemption from octrol are examineof(;l;l mler. 1 bodiI::a 5

the local conditions, promotion of industries and the financial position e loca .
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4.55 There are two variants of octroi as obtaining in different local bodies,
out refunds' and 'octroi with refunds’. In the system without refunds which prevails in Punjgb and
Rajasthan, no appealfor drawback is entertained unless there is an error of calculation. However,
in both the States as well as in Uttar Pradesh, no octroi is charged on those goods that simply pass
through the jurisdiction of the local bodies under the system known as "Transit Pass System,"
Under the system of octroi with refunds, which applies to States other than Punjab and Rajasthan,

if any portion of the goods brought within the local area is exported, the owners become entitled to
a refund of the proportional amount of tax paid.

4.56 We conclude our review of indirect taxation at State and municipal levels by drawing atten
tion to the emergence of sales taxes a8 the dominant source of revenne to States and the second lar-
gest source of tax revemues in the economy. In the matter of-rates as well a8 in other relevant re-
spects, the pattern of taxation by different States shows considerable variations. These become
matters of concern on account of the impact of taxation by one State on the residenta of other States
as well as on the national economy as a whole. The last major effort to achieve a measure of coor-
dination through Central regulation of sales taxation was the enactment of the Central Sales Tax
Act twenty years ago. The question whether and what further steps in this direction are necessary
will be discussed later in this report. The other levies are quantitatively less important though
some of them, like electricity duty and the octroi, will also be discussed further.

namely, 'octroi with-
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CHAPTER 5

INTERACTION OF CENTRAL AND STATE TAXES A

5.1 We have had occasion to refer to the fact that indirect taxes in India fall both on final
products and on inputs used in their manufacture. Often the term 'inputs' is thought of as raw
INTRODUCTION materials and components which are physically embodied in the final
product. We use the expression in a broader sense to cover the en-
tire range of products, which get used for and during the process of, the manufacture of a pro-
duct, whether the;’ become physical ingredients of a final product (e.g., raw materials and com-
ponents) or are used in marketing it (e.g., packaging materials and containers) or get consumed
in the process of manufacture (e.g., fuel). Since excises and sales taxes fall both on the final
products as well as on various inputs which are used in their manufacture, and as there are but
limited provisions for relief from input taxation, there is a considerable divergence between the
nominal rate of tax, which the consumer is aware of when he buys a product, and what we would
call "cumulative levy", which would represent the sum total of the burden of all the indirect taxes
levied by different authorities at various stages before the final product reaches the consumer.
The cumulative impact of excises alone, which are levied only at manufacturing stage, is itself
significant as various inputs get taxed at successive stages of production. Such a structure of
excises, taken together with the sales tax system built up by the State Governments, has created
an extremely complex structure of internal indirect taxation in the country. The overlapping co-
existence of two generalised systems of levy, the excise based on the principle of production or
origin and the sales tax based, subject to some limitations, on principles of both ptroduction and
consumption, i.e., both origin and destination, each compounding the effects of the other through
_interaction, has given rise to uncontrolled and unintended incidence of taxation on different com-
modities. Because both sales taxation and excise duties are widely applicable to inputs, subject
to the reliefs and limited exemptions indicated earlier, the impact of thelr interaction becomes
much more serious than is generally realised. Octroi duties which are also levied on inputs ag-
gravate the problem. '

5.2 In addition to excise duties account must also be taken of import duties. Imported raw
materials usually bear a duty of 45 per cent and in addition countervailing duty. at varying rates.
Various semi-processed intermediates which are also imported in large quantity get taxed e}t the
much higher rate of 75 per cent, apart from the countervailing duty, which is levied on tax inclu-
sive price. Unless the goods go directly to the manufacturers who use them as inputs, there may
be sales taxes to be paid on the price inclusive of the import duty when the importer _sells them to
the manufacturer. If, after further processing, the raw materials/semi-processed intermediates
are sold as a component to another manufacturer, both excise duties and sales tax become appli~
cable to them and so the process goes on Hll it finally reaches the consumer.

5.3 Multiple taxation adversely affects the costs and prices throughout the economy. When
taxes fall both on inputs and on the final product, such of these taxes as are levied on an ad
valorem basis fall not only on the value of the products but at each stage they fall on the taxes
DE that may have been earlier levied on them. Along side, there is
' Tlpﬁiﬂémglgg ol an escalation of costs and profits'at each stage. When an input is
subjected to excise and/or sales tax, the manufacturer who uses
it needs a larger amount of working capital to maintain the necessary stock of the inputs; hence a
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greater financial burden is imposed on him. In the process, the cost of his final product gets rai-
sed. Besides, he works out his own profit margin as a percentage of his costs which include input
taxes, and arrives at a price by adding a higher quantum of profit. On this price, the excise on
the finished product is worked out. Then comes the sales tax which is levied on the price inclu-
sive of excise duty. Thereafter, the product goes to the wholesaler and then the retailer, each of
whom once &gain, has to find a larger amount of finance which raises his costs and profits expec-
tations. At each stage, the mark-up by producers and traders gets inflated because the profits
which they seek to earn are related to the total capital which they employ, i.e., they would like

to earn a certain rate of return on capital employed, and the amount of capital employed, as ex-
plained above, inevitably increases if the costs of inputs are raised on account of the indirect
taxes levied on them. This snow balling or pyramiding effect which is also referred to as 'cas-
cading’ raises the price of the final product to consumers, by more than the sum total of the dif-
ferent taxes levied at intermediate stages. In other words, the increase in consumer prices due
to cascading is not limited to what accrues to the Exchequer by way of revenue. The same amount
of revenue may be raised with a smaller rise in the price of final product and, therefore, a lower

burden on the consumer, if a non~cumulative type of tax was imposed at the final stage of produc-
tion, that is, on the finished product.

5.4 The extent of cascading naturally differs from product to product but is serious enough
in a very large number of cases to bring about a marked divergence between the nominal rates
of excise and of sales tax on final products and the cumulative burden of import duty, excise and
sales tax which they, in fact, bear on account of levies on inputs. As a result, the nominal rates

give a misleading picture of the distribution of the tax burden among products and sections of the
community.

5.5 There have been attempts in the past to measure the impact of taxation of inputs on dif-
ferent products. The National Council of Applied Economic Research (NCAER) had conducted two
selective studies, one.with a data base relating to 1972 and another with that relating to 1975-76.
In the former study, impact of input taxation was measured in relation to the actual ex-factory
price as well as cost of the final product as it would have been if no levy had been made at any but
the final stage., The latter study was confined to excise duties and the impact was measured in re-
lation to the ex-factory price. Both the studies, however, took into account the taxes on inputs as
well as on inputs of inputs. The studies which we have undertaken, and the details of which are
set out in the Table appended to this Chapter include only the taxes on first-stage inputs and mea-
sure incidence as a percentage of ex-factory price of the final product. The actual impact on ac-
count of all taxes on inputs and inputs of inputs would be more than what has been shown in our
study. Further, if the impact is measured with reference to the tax~exclusive price of the pro-
duct, the cumulative levy would be higher than the figures shown in our study.

5.6 As would be seen from the Table appended to this Chapter, the levies on even the first-

stage inputs bring about a considerable divergence between the cumulative levies and the nominal
rates of duty on the finished products, not only in respect of consumer products'but also of machi-
nery and inputs which are finished products themselves. Thus, on insulin, an important anti-dia-
betic drug, and ctloroquin phosphate, an important anti~malarial drug, while the nominal rates of
excise and eales tax conscicusly imposed by the Central and State Governments are Iow (at 2 per
ceit and 4 per cent), the cumulative levy adds upto 27 per cent and nearly 44 per cent of their ex-
factory prices. I.kewise, a cominorly nsed analgesic tablet bears a cumulative levy of 31.6 per-
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cent as against the nominal rates of 12.5 per cent and 3 per cent. In respect of another widely
used item, namely, washing soap, while the nominal rates of excise and sales tax are 5 per cent
in each case, the cumulative levy is 16 per cent. Similar is the case of a low-priced toilet soap
where the divergence resulting from input taxation is around 5. 3 per cent. Another item of con-
sumer interest where taxation of inputs has a significant cascading effect is the ceiling fan where
input taxation alone amounts to 11.5 per cent of the ex-factory price, Similarly, in the case of a
60 watts bulb, whereas the nominal rates are 15 per cent and 4 per cent, the cumulative levy is
as hit,l as 38. 7 per cent. Yet another item of consumer interest which bears an effective indirect
tax burden far in excess of the nominal rates prescribed for it is the dry cell battery; the input
duties in this instance amount to 22 per cent of the ex-factory price.

5.7 In the textile family too, we notice & significant divergence between the nominal rates and
the cumulative levy. Thus, we find that on a dyed nylon saree, the duties on inputs alone account
for about 23 per cent of the ex-factory price. In the case of a popular blend (67/33) of polyester/
cotton shirting the taxes on fibre and yarn alone constitute 34.7 per cent as against the fabric duty
of 5.5 per cent. Similarly, hand knitting woollen yarn, which is fully exempt from excise levy
bears a cumulative levy of 40 per cent.

5.8 Another cless of goods where the impact of input taxation is substantial is capital goods
and machinery. We find that a 30HP electric motor, while having nominal rates of 15 per cent
and 10 per cent bears a cumulative levy of 34. 3 per cent. Again, a power driven pump (of the
mono-block type) carries a cumulative levy of 21,3 per cent, the element of input taxation alone
being 5.8 per cent as against the nominal rate of excise of 5 per cent on it. Similarly, in the case
of commercial vehicles, which are capital goods for the road transport industry, the duties and
taxes on inputs amount to 13. 2 per cent of the ex-factory price. This is slightly more than even
the individual nominal rates of excise and sales tax. Another item belonging to this category, is
the water cooler which 1s widely used in industrial and commercial establishments. Here we find
that the taxes on inputs are of the order of 26 per cent as against nominal rates of 20 per cent and
15 per cent under excise and sales taxes.

5.9 Turning to inputs, on an item like printed aluminium foils for packing contraceptives,
while the nominal rate of excise is a little over 30 per cent, one finds that the cumulative levy

is as high as 63 per cent. In respect of an item like storage battery, which goes as original
equipment as well as a replacement, the element of tax on inputs is 14. 9 per cent in a total cumu-
lative levy of 51. 7 per cent. Truck tyres (nylon) are subject to a cumulative levy of 92 per cent
ag against the nominal rates of 55 per cent and 10 per cent of excise and sales taxes., Wires and
cables which are used widely 2s inputs as well as for replacement purposes are also among the
items which are affected by excessive input taxation. Thus, in the case of PVC armoured alumi-
nium conducton, as against the nominal rates of 5 per cent and 4 per cent,. the cumulative levy is
39 per cent. Similarly, enamelled copper winding wires, while being subjected to nominal rates
of 10 per cent and 4 per cent bear an effective cumulative levy of 56 per cent.

5.10 One of the facts brought out by our study is that where importeq materiﬁ.l forms a major
component of the inputs, then the effect of import duties tends to be significant. " The cascading on
account of excise taxation of inputs which are purely indigenous is moderate except in the case of
inputs like non-ferrous metals (e.g., aluminium and copper) and textile fibres andiyat:l;n (e.8-, ¢
Polyester and nylon). The combined impact of excise and sales tax on inputs even in the case o
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indigenous inputs also plays a significant role in bringing about the divergence between nominal
rates and cuomulative levy.

&
5.11 The NCAER studies referred to earlier also reveal the extent of input taxation and the
eflective tax burden borne by various commodities. The first study indicates that tyres, trucks,
tractors and yarn (both cotton and rayon), bear a cumulative levy far higher than the nominal
rates of excise and sales tax applicable to them. The second study, which measured the impact
of excise duties alone shows that cascading of excise on inputs and inputs of inputs is particularly

significant (i.e., more than 5 per cent of the ex-factory price of the final product) in the case of
aluminium, refrigerators, air-conditioners, tyres and commercial vehicles.

5.12 Further due to widespread taxation of both inputs and final products and that too by dif-
ferent authorities, it is not possible to cantrol tax incidence on final products, It is only after a
great deal of research and sometimes not even then, that the total increase in the cost and price
of the final product due to levies on various inputs (raw materials, intermediates, etc.) can be
determined. The total effective incidence on any given product especially a product at the end of
the chain of production, becomes almost fortuitous and largely unknown. This is one of the major
consequences of the interaction of the different taxes to which we draw attention at the beginning of
this Chapter. It thus happens that the total tax burden on the consumers does not have a determi-
nate degree of progression to which both the Centre and the States individually attach importance
in fixing nominal rates on final products. In fact, a heavy tax on an input, for which no relief is
given at later stages, generally tends to be intrinsically regressive., It places a greater burden
on the varieties of products consumed by the poor than on those consumed by the rich. The way
this happens is, that for the range of products in the manufacture of which a particular input is
used, the cost of the input would be a higher proportion of the value of the cheaper products than
of the more expensive ones in respect of which the value added in the manufacturing stage would
be much greater. As a result, the tax levied on the input will constitute a higher proportion of
the price of the cheaper product than of the more costly one. Thus, in the case of a textile fabric,
while the cost of the fibre or the yarn could be 50 per cent or more of the price of a cheaper va-
riety, in the case of fabrics of fancy designs and colours, specially processed to prevent shrin-
kage and resist creases, the cost of the fibre or the yarn may well be only 25 per cent of the price
of the fabrie. This would mean that the percentage incidence of the levy made at the fibre or yarn
stage might be twice as much on the cheaper qualities of textiles than on the more expensive ones.
Similarly, a tax on aluminium may mean a greater percentage incidence in the case of simple alu-
minium utensils than in respect of garden furniture made of aluminium.,

5.13 Another distortion which taxation of inputs creates is that it generally tends to encourage
what is known as vertical integration, that is, bringing under one firm several stages of produc-
tion. In a vertically integrated firm, the manufacturer himself tries to produce more and more
of the inputs needed by him, rather than purchase them from ancilliary industries, By doing so,
he clearly saves on sales tax because when he produces rather than buys the necessary inputs for
his final product he has no liability to sales tax, since no sales take place in such cases, Thus in
the engineering industry, mamufacturers.of products like bicycles, refrigerators or automobiles
would be at an advantage if they manufacture all the components themselves instead of buying out
a rumber of them. Government's policy of developing small scale industries as ancilliaries to
larger units, supplying them with components, thus gets hindered. Excise duties too can have a
similar effect, but here steps have been taken to mitigate this generally either by levying excise
duties on inputs manufactured within the factory, even if used for captive consumption or by giving
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relief from excise in respect of bought out components.

This device has been used in a lar -
ber of cases but the practice is not universal, ge num

5.14 Yet another way in which the taxation of Inputs by different authorities can create distor-
tions is by their impact on the allocation of resources. .The differential incidence of indirect taxa-
tion on different intermediates and inputs has the effect of influencing the producers' cheice bet-
ween factors of production in unintended ways. If the levies are carefully determined to encourage
or discourage the use of particular raw materials or intermediates, indirect taxation can be used
as a positive instrument of planning. However, when the incidence is purely fortuitous, changes
in relative prices of factors of production can give wrong signals to the producers and may in fact
encourage them to make greater use of rescurces which are more scarce. Further, it leads to
the misdirection of investments contrary to national priorities.

5.15 It has been an accepted principle in India, as in other countries, to free exports of all
internal commodity taxes so that our industries are not handicapped in competing in international
markets. Towards this end, a system of drawbacks is ope-
ADVERSE EFFECTS ON rated. But the effectiveness of the drawback system depends
RAW MATERIALS on an accurate computation of all taxes paid from the raw
material to the manufacturing stage. With the kind of inter-
action of taxes levied by different authorities at different points, that has been referred to above,
it becomes virtually impossible to calculate exactly the total quantum of indirect levies on a pro-
duct which is to be exported. Although an elaborate system for the grant of drawback of duties
has been evolved, the amount of drawback granted seldom equals the actual customs and excise
duties paid at successive stages of the manufacture of a given product. Further, sales taxes and
octroi duties paid are not taken into account in the drawback calculations. Even if a duty draw-
back is given for all the levies, the competitiveness of the Indian product would still be adversely
affected because, owing to cascading effects, the rise in cost and prices will be higher than the
amount of levy and further because, if factor prices have got disturbed, production is not that
economical as it would otherwise have been. There arises, therefore, a recurring need for giv-
ing various forms of cash assistance and other incentives to Indian exporters which may attract
the imposition of anti-dumping duties and other restrictions by importing countries.

5.16 We have referred above to the difficulty in making exports completely free of indirect
taxes, In relation to inter-State trade also, there is a tendency for taxes levied in one State being
ultimately paid by consumers in other States. Even though there is concessional treatment to in-
puts in a mumber of the States' sales tax systems they are often not extended to sales cutside the
State. This leads to dn unplanned distribution of the burden of sales taxation among the citizens
of different States with each State trying to export its taxation through the imposition of taxes on
inputs and Inter-State sales tax. The more developed States which have attained higher levels of
agricultural or industrial production or have raw materials needed for industry, get greater bene-
fit and are in effect in a position to export their taxation to other States.

5.17 Some other undesired or undesirable effects of the present system of indirect taxes may
also be noted. In order to avoid payment of sales tax at more than one poifxt, manuiacturer?,
Instead of operating through whole-salers, prefer to set up their own retail depots. Likewise,

to avoid the CST on the inter-State sales manufacturers set up their depots in other States send-
ing the goods on consignment to their own agents thus cutt?ng. out the wholesalers. Anc;t;le;'u ?tgie
of distortion to which the present system of octroi leads, is in the matter of location of in es,
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Because octroi duties can be avoided if all the components and inputs can be manufactured within
the limits of the municipality or the Iocal authority concerned, there is a tendency of concentra-
tion of industries in larger cities instead of being dispersed over a wider area.

5.18 The possibility of the cumulative impact of excise taxation levied at different stages lead-
irg to an unduly heavy burden on a particular product has been recognised by Government and a
mamber of provisions, detailed in Chapter 2, have been introduced to mitigate the rigours of input

PROVISIONS TO RELIEVE taxation. The scope of these procedures, as pointed out, is

limited in various ways and does not extend to customs duties
CUMULATIVE IMPACT at all. The sales tax laws of most States also grant limited
exemptions and/or concessional treatment for the sale of in-
termediate products to manufacturers, that go to reduce the cumulative effect of sales taxation in
such cases., However, concessions rather than exemptions are the general rule and the conces-
sions are applied in a way that they benefit mostly the producers within the State.

5.19 Our review of the interaction of indirect taxes imposed by the Centre and the States brings
out that -

@) as a result of different taxes-levied by different authorities both on finished pro-
ducts and on their inputs, ~

() the total burden on the consumer is much higher than the rates of tax
imposed on the final product on considerations of desired progression;

(i) the total increase in the prices of finished products is in excess of the
sum total of revenues accruing to the Centre and the States;

(iii) there are distortions in the relative prices of raw materials and other
factors of production; and

(iv) there are other economic side effects of an undesirable nature such as
discouragement of small scale and ancilliary industries;

(b) both the Central and the State Governments have evolved procedures to mitigate
the undesirable effects referred to above but the scope of these procedures is
limited in many ways and their application has on the whole been restrictive.
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TABLE - DIVERGENCE BETWEEN NOMINAL RATES AND CUMULATIVE LEVIES

. Input duties/taxes as Nominal excise duty/ Total cumu-
Product percentage of ex-factory sales tax on finished  lative duty
description __price product as percen-
Customs Excise Sales Total Excise Sales tage of ex-
or coun- tax tax factory
tervail- % % price
ing
1) (2) (3) {4) {5) (6) (7 (8)
betic drug
[ 4
Chloroquin phos- 37.2 0.5 neg. 37.7 2,0 4.0 43.8
phate anti-
malarial drug
Analgesic Tablets 13.6 1.2 0.9 15.7 12.5 3.0 31.6
(Strips)
Washing soap - 2.7 3.0 5.7 5.0 5.0 16.0
B0oap
Medium-priced 0.6 0.2 3.7 4.5 15.0 5.0 25,3
toilet soap
Ceiling fan 1200 mm. 3.2 4.1 4.2 11.5 15.0 14.0 42.6
sweep
Electric bulb 60W 8.5 9.2 1.4 19.1 15.0 4.0 8.7
Flourescent tube- 2.7 5.9 1.4 10.0 40.0 4.0 55.6
light ’
Dry cell battery 13.8 6.3 1.9 22.0  20.0 9.0 52.8
Storage battery 11.9 2.0 1.0 14.9 17.5 16.5 51.7
100%~Nylon dyed - 21.5 - 1.7 23.2 5.5 - 28.7
saree
100%-Nylon dyed - 17.5 1.5 19.0 6.5 - 24.5

chinon
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(1) 2) 3) “) 5y  (6) M (8)

American
Georgette
Printed

67. 33~-Polyester - .0 0.7 4.7 5.5 - 40.2
cotton shirt-
ing

100 %~polyester - 21.8 1.5 23.3 5.5 - 28.8
dyed shirting

T4:26~Polyviscose - 19.6 1.6 21.2 5.5 - 26.7
suiting

67:33-Polycotton - 20,2 0.1 20.3 5.5 - 25.8
dyed suiting

All-wool worsted 23.9 - - 23.9 11,0 - 34.9
suiting

80:20 wool-polyester 16.3 9.6 - 25.9 11.0 - 36.9
suiting

45:55 wool-polyester 1.5 10.4 - 17.9  11.0 -  28.9
suiting

Hand-knitting woollen 28.1 3.9 - 32.0 Nil 8.0 40.0
yarn

Asbestos roofing 14.4 10.3 0.8 25.5 15.0 6.6 48,2
sheets )

Asbestos pipes 14.0 8.8 0.5 23.3 15.0 4.4 43.4

“'hite pl'inting - 1.4 2- 0 3.4 505 4-0 13. 1
paper

Straw board 0.5 3.0 12,9 16.4 30,0 4.0 51.6

Electric motor 30-HP 0.9 3.1 3.8 7.8 15.0 10.0 34.3

6 Pole TEFC SCR
Motor
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1) (2) (3) @) (5) (6) (7 8
Moncbloc pumpset - 2.4 3.4 5.8 5.0 10.0 21.3
‘Type MBN 3
Commercial 3.1 8.0 2.1 13.2 12.5 12,0 39.2
vehicle -
{trucks and
bi:s chassis)
Water cooler 17.5 5.2 3.5 26.2 20.0 15.0 64,2
Refrigerator 5.5 2.1 2.9 17.5 40.0 10.0 71.5
165 litres
Refrigerator 5.5 9,8 2.9 18.2 75.0 15.0 119.56
286 Litres
Alr-conditioner 13.5 3.1 4.8 21.4 100.0 16.0 151.4
PVC-armoured - 21.7, 8.0 29.7 5.0 4,0 38.9
.cable = alumi-
nium conductor
3} x 120 mm.
Enamelled copper 22,5 15.8 3.3 41.6 10.0 4.0 56.0
winding wires =
18 SWG
Super-enamelled 20.5 22.5 4.5 47.5 10,0 8.0 66.3
copper winding
wire 22 SWG
foila for contra-
ceptives
Printed aluminium 2.0 23.2 3.4 27.6 34.0 4.0 67.0
foils for phar-
maceuticals
Baby-food container 21.0 12.6 1.5 35.1 15.0 4.0 54.7
(1 Kg. capacity)
Contajner 6.6 12.1 3.2 21.9 15.0 4.0 41.5

(2 Kg capacity)
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1) (2) 3) 4 ®) (6) (™ 8

Truck-tyre (nylon) 16.1 1.3 4.1 2.5 55,0 10.0 92.0
Truck=-tyre (rayon) 0.5 4,3 9.8 14.6 55.0 10.0 85.1
PVC resins 2.5 3.3 2.2 8.0 40,0 4.0 53.6
Syuthetic adbesive 10.6 1.2 2.6 14.4 40.0 4,0 60.0
Ready mixed paint - 4.6 2,2 6.8 15.0 5.0 27.6
Zinc oxide - 15.8 2.5 18.3 5.0 12.0 35.9
Aluminium paste - 22.1 3.0 25.1 10.0 4.0 39.5
Synthetic enamel 7.8 2.5 2.6 12.9 15.0 4.0 32.5
Cement based water - 7.5 - 3.0 10.5 10.0 7.0 28.2
paint
Vat dye (Blue RSN 2.5 4.6 2.3 9.4 30.0 5.0 45.9
Powder)
Tin plate 13.2 9.5 1.6 24.3 17.5 4.0 46.5
Electrical stampings 21.1 4.3 0.2 25.6 10.0 4.0 40.0

mamufactured out
of grain oriented
steel sheets

NOTE: 1. The above figures in columns 2 to 5 which are for certain representative product
of selected manufacturers, give only the effect of taxes on first stage inputs.- If
the impact of taxes paid on inputs of inputs is also taken into account, the cumula
tive levy will be significantly higher in several cases. Thus, in the case of com-
mercial vehicle, it is estimated that the impact of taxes on inputs of inputs 18 it~
self about 6. 88% of the ex-factory price. Further, sales tax rates vary from
State to State and the rates applied here are those kmown to be applicable in the
State in which the factory manufacturing the product is located. In the case of
pure/blended fabrics of nylon/polyester/viscose/cotton it has been presumed
that they are manufactured out of indigenous fibre and yam,

2. The above Table has been prepared on the basis of information obtained from
selected mamufacturers as well as from excise field formations.
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CHAPTER 6

THE INCIDENCE OF INDIRECT TAXES IN INDIA
(1973-74)

6.1 The question of the incidence or the distribution of the burden of taxation has been a matter
of deep interest to the public at large, because taxes are seen and felt to affect the lives of house-

INTRODUCTION holds and the fortunes of business. It ig also a matter in which Governments

take a keen interest because they need to iry to take the incidence into account while evolving the
pattern of taxation. Unforiunately, it is not too easy even to define the concept of incidence, while
its measurement presents problems of its own, the paucity of data being not the least important
among them.

6.2 The incidence of a tax has been traditionally defined to mean the final resting place of the
mopey burden of the tax. Since those who are liable to pay a given tax may be in a position to shift
it to others with whom they have business dealings, the question of determining the final resting
place of different taxes arises. The popular notion is that certain taxes, such as those on income,
rest permanently on those who pay them to the Government, while others, such as those on commo~
dities, are completely shifted forward to consumers. This has now been recognised to be too simple
a view, Some part of the so-calleddirect taxes could be shifted under certain circumstances, while
a tax on a particular commodity may stick for a long time to the producer himself. Moreover, apart
from taking away a part of the incomes of different individuals, taxes have other effects on the eco-
nomy which, in turn, may affect the relative economic positions of those persons. From this point
of view, the study of incidence should really cover a broader area than the mere measurement of
the direct money burden of taxes. However, there are several difficulties in doing this, In the tech-
nical note appended to this Chapter we discuss the various conceptual issues as well as the difficul-
ties involved in empirically measuting the incidence of indirect taxes in Indis. The sources and
nature of uata as well as their limitations are also indicated there.

6.3 We entrusted the study of the Incidence of Indirect Taxes in India in the year 1973-74 to the
National Institute of Public Finance and Policy, New Delhi. In accordance with our terms of refe-
rence, we asked the Institute to determine the distribution of the burden of Indirect taxes levied by
the Centreand the States, among the different expenditure  groups in rural and urban areas.
Followlng tne Iine of approach of the earlier studies, the Institute has attempted to allocate the
burden of taxation on the assumption that all indirect taxes are ultimately shifted forward to the

consumers (including Government).

6.4 A number of attempts have been made over the last two decades or so i estimate the inci-
dence of taxes in India. Cf these, several relate to taxes in particular States or to particular taxes

EARLIER in the country. Examples of the former are the studies by the Natlonal Coun-
STUDIES cil of Applied Economic Research (NCAER) on the incidence of taxation in

the States of Gujarat and Mysore. * Agricultural taxation bas claimed partig:qlar attention and seve-
ral scholars have attempted to estimate the burden of taxes on agriculture or on agriculturists.

*NCAER. Incidence of Taxation in Gujaret, NewDelhi, 1970
and Incldence of Taxation in Mysore State, New Delhi, 1972.




Specisl mention may be made of Hanumantha Rao's study of agricultural taxation in Andhra Pra-

desh*, Pathak and Patel's study of the same in Gujarat** and Ved Gandhi's study on the burden
on Indian Agriculture***,

6.5 The first systematic study of the overall incidence of indirect taxes in India was ca-

rried out by the taxation Enquiry Commission, 1953-54 (TEC). This study was based on consumer
expenditure data collected by the National Samples Survey (NSS) in the fourth round for the period
April/September, 1952 and worked out the burden of indirect taxes in terms of percentages of
expenditure in different monthly expenditure classes. More or less the same exercise was repeat-
ed for the years 1958-59 and 1963-64 by the Economic Division in the Ministry of Finance, Govern-

ment of India (MF).@ The present study looks at the incidence of indirect taxes exactly a decade
afler the last eomprehensive study.

6.6 The iate Dr. Ba.nam%Dey attempted a study of the shifting and Incidence of indirect
taxztion for the year 1964-65 . His study was also based on the NSS consumption expenditure
data, but it experimented with a more sophisticated methodology than the earlier studies. Dr.Dey's

approach will be explained in the technical note on the definition and measurement of incidence of
taxation, annexed to this Chapter.

6.7 We have defined incidence of taxation to mean the distribution of the reduction in real
income available for private use. Since incomes are the most important indicators of the relative
economic positions (in terms of welfare) of different individuals, we are really interested in know-
ing how taxes affects the incomes of different individuals, households or social groups. That is why
progression and regression are measured with reference to income. If the percentage of taxes in-
creases with income, they are said to be progressive 5 and conversely, if the percentage falls as
income rises, the taxes are said to be regressive. Unfortunately, however, we do not have for
India adequate data on income distribution nor expenditure data by income groups. NSS provides
detailg of expenditure onlv by expenditure groups. Bence, most of the earlier studies of the inci-
dence of commeodity taxation have had to be content with working out the burden in terms of percen-
tazes of expenditure of households in different total or per capita expenditure classes. Notable
exceptions to this general practice are a study of the incidence of taxation undertaken by the Orissa

Taxation Enquiry Committee, 1961% , and an attempt by Lydll and Ahmed (1961) to allocate all
taxes among income groups in urban and rural areas £+

*Rao, C.H.Hanumantha. Taxation of Agricultural Land in Andhra Pradesh,
Asia Publishing House, Bombay, 1964

*s*Ppathak Mahesh T. and Patel Arun 8. Agricultural Taxation in Gujarat, the Council
of Economic Education, Bombay, 1670

s#sGandhi, Ved P. The Tax Burden on Indian Agriculture Harvard Law School, Mass,
1966.

@Ministry of Finance, Incidence of Indirect Taxation, 1958-59 and Incidence of
Indrect Taxation, 1963-64, New Delhi, 1961 and 1949,

@aDey, Banamali, "Impact of Indirect Taxes on the Distribution of Consumer Ex-
penditure, "" Economic and Political Weekly, September 7, 1974,

$Government of Orissa, Orissa Taxaton Enquiry Committee Report, Bhubaneshwar, 1961.

€Lydll H. F. and Ahmed M."An exercise in Forecasting Consumer Demand and
Taxation Yields in India in 1985-86", Indlan Economy Review, August, 1961.
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6.8 In the former study, on the basis of certain assumed propensities to save, the expenditure
groups were converted into income groups. In the Lydil and Ahmed Study, income tax statistics, un-
satisfactory as they were, were combined with NSS data to derive estimates of income distribution
for 1955-56. The same distribution was assumed to exist in 1965-66. While such attempts are valu-
able as experiments in methodology, it is doubtful if the results obtained could really be taken as
being reliable for policy formulation. Income tax revenue statistics themselves are subject to seve-
ral imitations and in their present form cannot be combined with expenditure data for given years.
It would seem that much remains to be done before we obtain a satisfactory picture of income distri-
bution for our purpose. In the present exercise, therefore, we are following the example of TEC and
the MF 1n workinf out the incidence only in terms of percentages of expenditure.

- 6.9 Indirect taxes levied by the Centre and the States rose from 8.9 per cent of national income
in 1963-64 - the year of the last MF study of incidence --to 11. 2 per cent in 1973-74, Of this 11.2

DISTRIBUTION OF per cent, 1.65 percentage points could be said to have fallen on the
TAX BURDEN Government sector and on the investors, and the rest to have been

shifted to the private consumers. The portion falling on the consumers is estimated to have amounted
to 190. 54 per cent of household consumption expendiutre. This is an average of the burdens on the
rural and the urban households, which differed considerably in percentage terms. While the burden
on the rural Households amounted only to 8.0 per cent of their consumption, that on the urban house-
holds amounted to 18. 0 per cent. The rural sector accounted for 77 per cent. of private consumption,
and bore 57 per cent of the indirect taxes allocable to consumers., The share of the rural sector in
total population is estimated to have been 80.1 per cent in that year. In the MF study of 1968-69,

it has been estimated that, as of 1963-64, the rural sector, accounting 81.5 per cent of the total
population then, had paid 60 per cent of the indirect taxes. Thus, the tax share of rural sector is

seen to have fallen while its share in population also declined slichtly. ‘

6.10 The per capita indirect tax payment per annum for the urban households amounted to
Rs.174. 50 in 1973-74, and was about three times the per capita payment of Rs. 57.30 estimated
for the rural household. The proportion was nearly the same (2, 9) in 1963-64.

6.11 Table 1 of Appendix 10 presents the details of the indirect taxes paid by the different per
.capita expenditure groups in rural and urban areas and also indicates the percentage of consump-

AGGREGATE BURDEN tion expenditure paid in taxes in each case. The information on the
inter-group distribution of the burden of indirect taxation is abstracted from that table and presen-
ted below in Table 1.
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TABLE 1 - INDIRECT TAXES AS PER CENT CF TOTAL
EXPENDITURE AND TOTAL CASH EXPEN-
DITURE BY PER CAPITA EXPENDITURE

GROUPS
(1973-74)
Rural Urban AlkIndia
Monthly Tax as Tax as Tax as Tax as Tax as Tax as

per capita  per cent per cent per cent per cent per cent per cent
expernditure of total of total cash of total of total cash of total of total cash

group expendi- expendi- expendi-  expendi- expendl- expendi-
{in Rs.) ture ture ture ture ture ture
(1) (2) 3 4) 5) (6) @)
{(Percentages)

0-15 2.91 4.55 3.63 4.44 2,95 4, 56
1:;3-28 3.33 5. 25 6.31 6.79 3.63 5.46
28-43 4.45 7.27 7.36 7.93 4.89 7.41
43-55 6.18 11,32 9.66 10.31 6.85 10.31
5575 6.71 11.40 11.886 12.70 7.92 11.82
75100 10.02 15.43 14. 80 15. 85 11. 40 16. 21
10Q & above 16,17 22.46 30.19 31.35 21.96 26.77
All 8.03 12,87 17.96 19,03 10.54 14.96
households

The most important feature of the estimates presented is that they indicate a progressive distribu-
tion of the tax burden in terms of per cent of expenditure, Thus, taking rural and urban households
together, we find that the indirect tax burden as a proportion of expenditure increases progressi-
vely from about 3 per cent for households with per capita monthly expenditure not exceeding Rs. 15
to nearly 22 per cent for those in the group with expenditure above Re. 100, Even if the highest
expenditure group is left out, the percentage burden is nearly four times on the next highest expen-
diture group (Rs.75-100 per capita) as on the lowest expenditure group,
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6.12  The progressive pattern of distribution of indirect tax burden is seen to prevail also among
rural and urban households taken separately, except that the burden on the urban households is dis-
tinctly higher than on the rural households in the corresponding expenditure classes. This difference
is partly due to the higher proportion of non-cash expenditures for the rural households and partly
due to differences in the pattern of consumption between rural and urban households. The former
was the more important factor. This can be seen from the fact that tax burden as a percentage of
cash expenditure is only marginally different as between rural and urban households in the same per
capita expenditure classes, except for the class having per capita expenditure of Rs. 100 and above.
Table 2 of Appendix 10 gives the percentages of cash expenditure to total expenditure for the di-
fferent per capita expenditure groups in rural and urban areas. In the rural sector, the proportion
of cash expenditure remains more or less constant as one moves up the expenditure scale, except
at the very top; whereas in the urban sector, the proportion of cash expenditure rises with the level

of per capita total expenditure. This is one of the causes of the higher degree of progression in the
urban sector.

6.13 It should be remembered that the progression that we have found is only with reference to
expenditure. One would like to know if the distribution is progressive also in terms of percentages
of incomes of households, 1i.e., whether the upper income groups pay a higher proportion of their
income as indirect taxes. As already indicated, we are unable to provide an answer to this question
as satisfactory data on income distribution are not available. it is likely that at the upper end of the
income scale, consumption forms a lower proportion of income than it is at the lower end. So
indirect taxes may tend towards reduced progression, or even regression, at the top. However, the
finding that the top expenditure group in urban areas (which would also be the top income group in
the country) pays as much as 30 per cent of its expenditure as indirect taxes, indicates tha: if the
highiy progressive direct taxes which the more well-to-do in that group pay (or should be paying)
are also taken into account, the tax structure as a whole in India would be progressive with respect
to income. Whether that structure is made effective depends of course on the degree of enforcement
of the direct tax system. As far as the indirect taxes alone are concerned, it is noteworthy that,

in spite of the widespread taxation of inputs, the tax structure turns out to be uniformly progressive
over the entire range of expenditure considered.

6.14 While the structure of indirect taxes is progressive with reference to expenditure, it

cannot be overlooked that indirect taxes fall even on the poorest sections of society. Thus, urban
households with monthly per capita expenditure of Rs.15 or less at 197 3-74 prices (corresponding
to Rs. 19. 5 or less at current prices) pay 3.6 per cent of their meagre expenditure, which is lkely
{0 equal or exceed their income, in taxes, and those in the Rs. 15-28 per capita expenditure group
(Rs. 19.5-36.4 at current prices) pay as much as 6.3 per cent of expenditure In indirect taxes, In
absolute terms, this means that an urban family of five, spending Rs.75 per month, pays about_
Rs.2.70 per month as indirect taxes, whilst a gimilar family spending about Rs. 140 per month pays
about Rs. 8. 85 per month, As far as the first group is concerned, the main contributors to the bur-
den are. Central excise on sugar, fertilisers (through the consumption of agricultural products),
tyres and tubes (used by buses and trucks) and jute manufactures (used for moving foodgrains} and
sales taxation of foodgrains and atta. As far as the latter group i3 corcerned, the main contribu-
tors to the burden. are, Central excise on sugar, tobacco products, iron and steel, diesel oil



(through use of trucks and buses) and jute manufactures (for moving foodgrains);and sales taxes
on foodgrains and atta, vegetable oils and fats, and jute manufactures.

6.15 The incidence of indirect taxation given above represents the combined burden of
Central and State taxes. The incidence of the individual
CENTRAL AND STATE taxes included in the study, on the various per capita ex-
INDIRECT TAXES penditure classes, is shown separately in Table 2 below:

TABLE 2 - CENTRAL AND STATE INDIRECT TAXES AS PER CENT
OF CONSUMER EXPENDITURE BY PER CAPITA EX-
PENDITURE GROUPS

(1973-T4)

Monthly expendifure groups (in Rs.)- per capita

0-15 15-28 28-43 43-55 5575 75-100 100 All
and house-
above holds

(Percentages)
Rural
Central 1.68 1.86 2.58 3.68 4,25 6. 32 10.30 4.99
taxes
Central
excise 1.42 1.50 2.01 2.92 3.2 4,85 7.87 3.85
hnport 0.26 0.37 0.58 0.76 0.99 1.48 2.43 1.14
duty
State 1.23 1,47 1.86 2.50 2.46 3.70 5.87 3.04
taxes
Sales-tax 0.67 0.85 1. 02 1.23 1.1 1.77 2.60 1.49
(including sales ’
tax on motor
spirit)
Jtate 0.22 0. 27 0.32 0.63 0. 37 0.83 1.82 0.73
excise *
Others 0.34 0. 35 0.53 0.64 0.78 1. 00 1.44 0.83

*0On alcoholic drinks

Contd..
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Monthly expenditure groups (in Rs.) - per capita

0x15 15-28 28-43 43-55 55-75 75-100 100 All
and house~
above holds
) 2) (3 ) (5) ®) @ @
(Percentages) -
All indirect 2.91 3.33 4,45 6.18 6.71 10.02 15.17 8,03
taxes '
Urban
Central 2,42 3.74 4,56 5.97 7.61 9,41 20.99 12.03
{axes
Central 2.42 3.11 3.75 4.94 6.25 7.77 16.78 9.73
excise
Import duty 0. 00 0.63 0.81 1.03 1. 36 1.63 4,21 2. 30
State taxes 1.21 2.57 2. 80 3.69 4, 25 5.40 9.20 5.93
Sales-fax 0. 30 1.63 1. 86 2.35 2.69 3.01 4,51 3.23
(including sales )
tax on motor
spirit)
State excise 0.00 0.13 0.02 0. 20 0. 16 0.79 2.27 1.01
Others 0.91 0.82 0.92 1. 14 1.41 1.60 2.41 1.69
All indirect 3.63 6.31 7.36 9.66 11. 86 14,80 30.19 17.96
taxes
Rural and
Urban combined
Central 1.72 2.05 2.88 4.13 5,04 7.21 14.71 6.77
taxes
Central excise 1.47 1.66 2.21 3.31 3.97 5.69 11.55 5.34
Import duty 0. 24 0.39 0.61 0.81 1.07 1.52 3.16 1.43
State Taxes 1. 24 1.58 2.01 2.73 2.88 4.19 7.24 3.77
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Monthly expenditure groupe (in Rs.) per capita

0-15 15-28 28-413 43-55 55-75 76-100 100 All
and house
above holds

1) (2) (3) 4 (5) (6) (7) (8) (9)
Piral and
L roan cormbined
&les*’ta.x 0. 65 0- 93 1. 16 1.4‘4 1- 63 2. 13 3- 39 1- 93
(including sales .
tax on motor
spirit)
Kate excise ¥ 0.21 0. 25 0.27 0.54 0.32 0.89 2.01 0.80
Ochers 0.39 0.41 0.59 0.74 0.92 1.12 1.85 1.04
All itdirect 2.96 3.63 4,89 6.85 7.92 11.40 21.96 10,54
taxes

*(On aleoholie drinks.

6.15 It will be observed that Central taxes zccount for the larger share of incidence in both
rural and urban seectors. But the difference is much more substantial in relation to the urban sec-

tor (Central taxes accounting for 12.0 per cent, and State taxes for 5.9 per cent) than in relation
to the rural sector (Central taxes 5.0 per cent and State taxes 3.0 per cent).

6.17 Ancther important conclusion to be drawn from the table is that the Central indirect taxes
are mwore progressive than the State taxes. Central excise, contributing about 50 per cent. to total
incidence, is of course the most important single tax and is also seen to be the most progressive.
However, the two taxes that fall more lightly on the lowest two expenditure groups are import du-

ties and State excise on liquor, whereas Central excise and Sales taxes account for 72 per cent. of
the incidence on them. '

6.18 One of the novel features of this study is that an attempt has been made for the first time in
Incia to work out the incidence of tax on major types of goods separately. Goods subject to tax have

been classified into three main groups according to the nature
INCIDENCE BY of use, namely: (i)mostly in the nature of consumption goods
TYPE OF GOODS (bereafter called ‘consumption goods'), (ii) mostly in the na-
ture of intermediate goods including raw materials (hereafter

called *intermediate goods') and (iil) capital goods, partly capital goods and parts thereof, The con-

tribution of the indirect taxes on each group of commodities to the aggregate incidence is brought
out in Table 3 below:
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2 o il o

TABLE 3 - TAX BURDEN AS PERCENT OF CONSUMER EXPENDITURE
ON ALL INDIRECT TAXES ACCORDING TO TYPE OF GOODS
Monthly per capita expenditure groups (in Rs.)

0-15 15-28 28-43 43-65 5575 T75-100 100 All
and households
above

1) (2) (3) (4 ®) (6) @) ®) )
(Percentages)
RURAL
1. Consumption 1,28 1.51 2.08 3.20 3.16 5.18 8.53 4,05
goods
2. Intermediate 1.47 1.62 2.10 2.63 3.17 4,32 6.78 3.53
goods
3. Capital 0.16 0.21 0.27 0.35 0.39 0.53 0.86 0.45
goods, nart-
ly capital
goods and
parts thereof
4, Total (all 2.91 38.34 4.45 6.18 6.72 10.03 16,17 8.03
indirect
taxes)
URBAN
1. Consump- 1.82 3.06 3.62 5.18 6.38 8.38 14.78 9.17
tion goods
2. Interme- 1.81 2.90 3.38 4,10 5.00 5.80 12.57 7.48
diate goods
3. Capital 0.00 0.35 0. 36 0.40 0.50 0.62 2.84 1.31
goods, part-
ly capital
goods and
parts thereof
. 7.96
4. Total (all 3.63 6.31 7.36 9.66 11.86 14,80 30,19 1

Contd, ...,
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AMonthly per capita expenditure groups (in Rs.)

0-15 15-28 28-43 43-55 §55-75 75-100 100 All
and households
above
) (2 3 “ ) (6) @) &) ®
(Percentages)

RURAL AXND
UEBAN COMEBINED

1. Consump- 1.32 1.66 2.31 3.58 3.91 6.10 11.11 5,34
tion goods

2. Interme- 1.47 1.75 2,30 2,91 3.59 4,75 9.17 4,53
diate goods

3. Capital 0.16 0.22 0.28 0.36 0.42 0.55 1,68 0.67
goods, martly
pital goods
and paris
thereof

4, Total 2.95 3.63 4,89 6.85 7.92 11.40 21.96 10. 54

{all indirect
taxes)

6.19 It is observed that of the total incidence of 10. 54 per cent of consumption expenditure for
all households, the share of consumption goods is 5. 34 percentage points, amounting to about 51
per cent of total incidence. 4.53 percentage points are accounted for by intermediate goods. Only
tke remaining 0,63 percentage point is contributed by capital goods, partly capital goods (includ-
ing capital goods which are also used as household durables) and parts thereof. (This amounts to
about 6 per cent of total incidence). More or less, the same proportions are observed in both the
rural and urban sectors, even though the level of the incidence on urban households is nearly
agocuble that on the rural households. In both the sectors, consumption goods account for around

£0 per cent of the total incldence and the share of capital goods, partly capital goods and parts
therecf 2mounts to about 6 to 7 per cent of the incidence. The remaining portion of incidence is
antritutable to intermediate goods. One point that deserves to be noted is that in the rural seclor,
t»e incidence of taxes on intermediate goods is higher than that of taxes on consumption goods for
the lowest two per capita expenditure groups. For all the groups above them, the incidence of
taxes on corsumption goods 18 higher; whereas in the urban gector, the incidence of taxes on inter-
rediate goods 18 slightly lower for the same two per capita expenditure groups.
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When we look at the figures of incidence of Central excise duties and import duties accord-

ing to types of goods as given in the Tables 4 and 5 below, we get a somewhat different picture. In

respect of excise as well as import duti~s, intermediate goods claim the largest share of the inci-
dence both in the rural and the urban sectors.

TABLE 4 - BURDEN OF CENTRAL EXCISES AS PER CENT. OF CONSUMER

EXPENDITURE ACCORDING TO TYPE OF GOODS

Monthly per capita expenditure groups (in Rs.)

0-15 15-28 28-43 43-55 55-75 T75-100 109 All
and house-
above holds

(1) (2) (3) @) %) (6) ™ (&) 9
(Percentagés)
'RURAL
1. Consumption 0. 39 0. 39 0.61 1.16 1,21 2.11 3.64 1.57
goods
2, Intermediate 1.03 1.10 1. 39 1.74 2,04 2.70 4,13 2.24
goods
3. Capital goods, - 0.01 0.01 0.02 0.02 0.04 0.10 0.04
partly capital
goods and parts
thereof
4. Total 1.42 1. 50 2,01 2.92 3.21 4.85 7.87 3.85
Central excise
UREBAN
1. Consumption 0.61 1.13 1.51 2.25 3.03 3.91 7.00 4.28
goods
. 8.70 5.04
2. Intermediate 1.81 1. 96 2,22 2,67 3.19 3.76
goods
.0 0.10 1.08  0.41
3. Capital goods, part- — 0.02 0,02 0.02 0.03
ly capital goods
and parts thereof
. 77 16.78  9.73
4. Total 2,42 3.11 875  4.9¢4 6.2 7.7

Central excise
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. Monthly per capita expenditure groups (in Rs.)

0-15 15-23 28-43 43-55 55-75 75100 100 All
and house-
above holds

(1) 2 3) 4). ) (6} ) () ®)

RURAL AND ,

UPEAN COMBINED

1. Consumption 0.41 0.46 0.74 1,37 1.63 2,62 5.03 2.25
goods

2. Intermediate 1. 06 1.19 1. 52 1.92 2,31 3.01 6.01 2.95
goods .

3. Capital goods, — 0.01 0.01 0.02 0.03 0.06 0.51 G.1l4
partly capital
goods and parts
thereof

4, Total 1. 47 1.66 2,27 3.31 3.97 5.69 11.55 5.34

Central excise

TABLE 5 - BURDEN OF IMPORT DUTIES AS PERCENT OF CONSUMER
EXPENDITURE ACCORDING TO TYPE OF GOODS

Monthly per capita expenditure groups (in Rs,)

0-15 15-28 28-43 43-55 25-75 75-100 100 All
and house-
above holds

(1) (2) (3) 4) (9) (6) () 8) 9)
(Percentages)
FPURAL
1. Consumption 0.02 0.04 0.11 0.16 0.24 0.34 0.56 0.25
goods
2. Intermediate 0.23 0. 30 0.42 0.52 0.67 1.01 1.656 0.79

goods
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Monthly per capita expenditure groups (in Rs.)

Import duties

— 1indicates negligible

0-15 15-28 28-43 43-~55 55~-75 75-100 100  All
and  house-
above holds

(1) (2) (3) @) ) (6) () @ )
RUKAL (Percentages)

3. Capital goods, 0.01 0.03 0. 05 0.08 0.08 0.13 0.22 0,10
partly capital
goods and parts
thereof

4. Total import 0. 26 0.37 0.58 0.76 0.99 1.48 2.43 1.14
duties

URBAN

1. Consumption - 0.09 0.15 0.20 0.28 0.34 1.37 0.65
goods

2. Intermediate - 0.48 0.60 0.76 0.97 1.15 2.564 1.48
goods

3. Capital goods - 0.06 0.06 0.07 0.11 0.14 0.30 0.17
partly capital
goods and parts
thereof

4. Total - 0.60 0,81 1.03 1.36 1,63 4.21 2,30
Import duties

RURAL AND

URBAN COMBINED

1. Consumption 0. 02 0. 04 0.12 - 0.7  0.25 0.3¢  0.90 0.35
goods

2. Intermediate 0.21 0.32 0.44 0.56 0.73 1.05 2.02 0,96
goods

3. Capital goods, 0.01 0.03 0. 05 0.08 0.09 0.13 0.25 0.12
partly capital goods
and parts thereof

4. Total 0. 24 0. 39 0.61 0.81 1.07 1.52  8.17 1.43
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6.21 If we take Central excises, we find that the incidence of taxes on intermediate goods account
for 2. 95 percentage points, out of the total 5. 34 per cent of consumption expenditure attributable to
excises in respect of all households. In the case of import duties, the share of intermediate goods is
0. 83 percentage points out of 1.43 per cent of consumption expenditure attributable to total import
dudes. In other words, 55 per cent of the incidence of Central excise duties and 67 per cent of the
incidence of import duties are due to taxes on intermediate products. It is also note-worthy that in
respect of both taxes, the relative contribution of intermediate goods to incidence was higher for the
rural sector than for the urban sector. Taking into account this and the earlier conclusion regard-
ing the burden of taxes on intermediates falling on the lowest expenditure groups, we can say that

more reliance is placed on the taxation of intermediate goods for reaching the poorer sections and
the rural sector.

6.22 In the case of State taxes, however, consumption goods account for a very high share of
ircidence as compared to the other two groups of commodities, for both the rural and urban sectors.

As seen in Table 6 below, of the aggregate incidence of 3.77 of consumption expenditure attributable
to State taxes, consumption goods contribute 2.74 percentage points.

TABLE 6 - BURDEN OF STATE TAXES AS PER CENT OF CONSU-
MER EXPENDITURE ACCORDING TO TYPE OF GOODS

-

Monthly per capita expenditure groups (in Rs.)

0-15 15-28 28-43 43-55 55-75 75-100 100 All
and house-
above holds

(1) (2) (3) 4) (9) ©) @) (8) &)
(Percentages)

RUBRAL

1. Consumption 0.87 1.08 1.36 1.88 .71 2.73 4.33 2.23
goods

2. Intermediate 0.21 0.22 0.29 0.37 0.46 0,61 1.00 0.50
goods

3. Capital goods, 0.15 0.17 0.21 0.25 0.29 0,36 0.54 0.31
partly capital
and parts thereof

4. Total 1.23 1,47 1. 86 2. 80 2.46 3.70 5,87 3.04

State taxes.
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Monthly per capita expenditure groups (in Rs.)

0-15 15-28 28-43 43~55 55-75 75-100 100 All
and house-
above holds

(1) (2) (3 (4) {9 (6) (4] (8) ©)

URBAN

1. Consumption 1.21 1.84 1.96 2.71 3.06 4.13 6.41 4.24
goods '

2, Intermediate - 0.46 0. 56 0.67 0.84 0.89 1.33 0.96
goods

3. Capital goods, -- 0.27  0.28 081 0.3 0.38 1.46 0.73
partly capital
goods and parts
thereof

4. Total 1.21 2,57 2.80 3.69 4.25 65.40 9,20 5.93
State taxes

RURAL AND URBAN

COMBINED
goods

2. Intermediate 0. 20 0.24 0.34 0.43 0.55 0.69 1.14 0.62
goods ' '

3. Capital goods, 0,15 0,18 0.22 0. 26 0.30 0.36 0.92 0.41

partly capital goods
and parts thereof

4, Total 1.24 1.58 2.01 2.73 2.8 4.19 7.24 3.7
State taxes '

~- indicates negligible

&

6.23 Table 7 below, gives a broad picture of the distribution of the burden of taxes on selected
consumer goods and intermediates among urban house-

BURDEN OF TAXESON holds in different expenditure groups.
SPECIFIC COMMODITIES
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-TABLE 7 - DISTRIBUTION OF THE BURDEN OF INDIRECT TAXES
AS PER CENT OF TOTAL CONSUMPTION EXPENDITURE

(1973-74) - FOR URBAN HOUSEHOLDS

Monthly per capita expenditure groups {(in Rs.)

Commodities 0-15 15-28 28-43 43-53 55-75 75-100 100 All urban
and house-
above holds

1) 2 3 1) (5) (6) ) (8) (9)
(Percentages)
Foodgrains and 0. 30 0.37 0.36 0.33 0.28 0.24 0.18 0.26
atta®
Sugar 0.61° 0. 46 0.60 0.55 0.54 0.51 0.38 0.47
Tea & Coffee 0.00 0.05 0.14 0.15 0.22 0.33 0.28 0.23
Vegetable 0.00 0.33 0.46° 0.52 0.50 0.50 0,40 0.47
prodact, oil & fats
Kerosene oil 0. 00 0.48 0.51 0.54 0.51 0.50 0.45 0.50
Drugs and 0.00 0.09 0.17 0.23 0.28 0.36 0.52 0,36
medicines
Tobacco products 0. 00 0.34 0.57 1.03 1.16 1.55 3.12 1.80
Liquor#* 0.00 0.13 0.02 0.20 0.16 . 0.74 2,46 1.03
Cotton fabrics 0.00 0.12 0.01 0.18 0.51 0.59 1.68 0.81
Art and rayon silk 0.00 0.00 0.00 0.02 0.15 0.25 1.31 0.52
Matches 0.00 0.05 0.07 0.10 0.09 0.06 0.05 0.07
Soap and detergents 0. 00 0.08 c.11 0.1 0.12 0.12 0.11 0.11
Paper and 0.00 0.03 0.03 0.09 0.21 0.20 0.31 0,22
paper producta
Motor spirit 0.00 0.18 0.21 0.26 0.28 0.29 4.45 1.66

*taxes on these commodities are levied only by the States
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Monthly per capita expenditure groups (in Rs.)
0-15 15-28 28-43 43-55 55-75 75-100 100  All

Commodities and  urban
above households
(1 (2) 3 4 B : © @ (8) (©)
(Percentages)
Refined diesel oil 0.00 0.33 0. 35 0.52 0.73 0.7 1.36 0.88
Tyres and tubes 0.61 0.10 0.10 0.13 0. 16 0.17 0.39 0.23
Iron & steel 0.00 0.48 0.54 = 0.68 0.76 0. 80 1.30 0.91
Total for 17 items 1.52 3.(;2 | 4.25 5.64 6.66 8.00 18,75 10.53

Total incidence for ~ 8.63  6.31  7.368  9.66 11.86 14.80 30.19 17.96
all indirect taxes :

From this one can see at what level of expenditure taxes on important consumer goods become signi-
ficant and also whether the incidence of taxes on particular goods i8 regressive or progressive. Among
the food products, the taxes on sugar and foodgrains and atta affect all expenditure groups. Even the
lowest expenditure group pays nearly one per cent of its total expenditure of less than Ra. 15 per capi-
ta, per month, as taxes on these products. As might be expected, taxes on these products are re-
gressive even with respect to total expenditure. However, in the case of sugar it cannot be assumed
with certzinty that the entire quantity of levy sugar purchased by the lower expenditure groups is
consumed by them. To the extent that such sugar gets diverted for other uses, the regressiveness
may be overstated. On the other hand, the incidence inregard to cotton fabrics may be understated,

as the general tendency is to purchase them during certain seasons and the study may not have fully
reflected such contingencies. The taxes on kerosene become significant at the level of the second
lowest expenditure group (Rs.15-28 per capita, per month), and its incidence tends to be proportio-
nal with respect to expenditure. This is also broadly true of the excise on matches, although the per-
centage burden is so low as to be of no great consequence. Taxes on drugs and medicines also affect
the poorer classes, although in their cases the incidence is clearly progressive. A broad conclusion
that emerges from this analysis is that a reduction in the weightage of taxes on mass consumption
goods, such as, foodgrains, sugar and kerosene, that tend to be regressive or proportional, would
serve to increase the degree of progression of the indirect tax system as a whole. As regards. drugs
and medicines, the same purpose could be served by reducing the weight of tax on the more widely

used varieties of drigs.
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6.24  Another important fact brought out by the above table is that the taxation of certain inter-
mediate products, such as, iron and steel, diesel oil and tyres and tubes, has a pervasive effect.
Thus, as pointed out earlier, the tax on tyres and tubes is one of the important elements in the
tax burden of the lowest expenditure group; the tax on iron and steel and refined diesel oil reach
all but the lowest expenditure groups. However, the incidence of these taxes turns out to-be pro-
gressive. But when we look at the problem from the standpoint of equity and sozial justice, the
mere fact of progression is not enough and our aim must be to have lower rates of taxation on
what we regard as basic necessities and articles whose consumption we want to promote rather
than discourage. From this angle, it would have to be examined whether the level of the levies on

certsin product groups, such as, drugs and medicines, or those which impinge on transport costs,
would need some réconsideration.

6.25 The share of the different expenditure groups in total consumption expenditure and
their respective shares of indirect taxes have also

SHARE IN CONSUMPTION AND been worked out. The information presented in Table 8
INDIRECT TAXES OF DIFFERENT below also gives the percentage of the population in di-
EXPEXNDITURE GROUPS fferent expenditure groups. '

TABLE 8 - SHARE OF DIFFERENT EXPENDITURE GROUPS IN
TOTAL CONSUMPTION EXPENDITURE AND THEIR
RESPECTIVE SHARES OF INDIRECT TAXES.

(1973-74)

(figures given are in per cent)

Share of
Per capita Population of Consumpftion Consumption Indirect
consumption households expenditure expenditure taxes
expenditure of households of households
(Rs/month) less indirect
taxes

(1) (2) (3) (4) (5}
Upto 15 . 0.64 0.14 0.15 0.04
15-28 11.19 4.58 4.93 1.58
28-43 29.80 18,75 19.93 8.70
43-55 20. 31 17. 42 18. 14 11.33
55-75 19.63 42.08 22.73 16.58
75-100 10. 16 15.35 15.20 16.61
Above 100 8.27 21.68 18.92 45. 16
Total 100. 00 100. 00 100. 00 100. 00
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. 6.26 It is seen that the highest expenditure group, forming about 8 per cent of the population
accounts for 22 per cent of consumption expenditure inclusive of taxes and contributes about 45 '
per cent to indirect taxes. These taxes have the effect of reducing the share of this group in con-
sumption expenditure from 22 per cent to about 19 per cent. (See column 4), At the other end of

the scale, the lowest two expenditure groups, forming about 12 per cent of the ;}Opulation, account
for only 4.7 per cent of expenditure and contribute 1.6 per cent of indirect taxes. As might be ex-
pected, there is quite an unequal distribution of consumption expenditure with the share in popula-
tion of the lowest three expenditure groups (41.6 per cent) being higher than their share in consump-
tion expenditure (23. 5 per cent). At the upper end of the scale, the two highest expenditure groups
accpunt for 37 per cent of expenditure while their share in population is only around 18 per cent.

6.27 As already indicated, at the all-India level, there have been 3 earlier studies of incidence
of indirect taxes, one by the Taxation Enquiry Commission (for 1953-54) and the other two by the
Ministry of Finance, Government of India (for 1958-59 and

COMPARISON WITH 1963-64). The resulis of the earlier studies, however are not
ESTIMATES OF strictly comparable with those of the present study. There are
INCIDENCE OF three main reasons for this. First, all the earlier studies used
EARLIER STUDIES NSS data on consumption expenditure according to household

monthly expenditure groups. The expenditure groups considered
in the first two studies were. Rs.1-50, Rs.51-100, Rs.101-150, Rs. 151-300 and above Rs. 300; in
the study for 1963-64 , the household expenditure groups considered were. Rs. 0~50, Rs.51-100,
Rs. 101-150, Rs,151-300, Rs. 301-500 and Rs. 500 and above. In the present study, households have
been divided into monthly per capita expenditure groups because the relative economic positions of
different households are more accurately reflected by per capita expenditure levels. This differe~
nce in the classification of households between the present study and the earlier studiea makes the
results strictly not comparable. Second, as we have already indicated, indirect taxes estimated
to have been collected on the purchases of goods by the Government administrative departments
have been excluded from the fotal taxes allocable to households, whereas no such adjustment was
carried out in the earlier studies. Again, in the present study, only one-tenth of the taxes on capi-
tal goods has been assumed to be shifted to consumers in the year of levy, whereas the total tax
collections from capital goods were allocated to different consumer groups in the earlier studies.
Third, owing to the availability of more disaggregated data, it bas been possible to apportion tax
burdens more accurately. In this connection, special mention may be made of the fact that we were
able to obtain data on commoditywise sales tax collections from 13 major States, which have been
used as a basis for the allocation of sales taxes. Moreover, we have also been able to use informa-
tion obtained from the material balances given in the Technical Note on the Approaches to the Fifth
Plan of India, 1974-79 for the purposes of allocating the taxes on inputs,

6.28 Subject to these qualifications, we might make a rough comparison between the results of
the present study with those of the Ministry of Finance for the year 1963-.64 in respect of only two ex-
penditure groups. On the assumption that an average family consists of five persons, the per capita
expenditure group of Rs. 100 and above in the present study can be converted into a household expen-
diture group with an expenditure of Rs. 500 and above. The incidence of taxes on this group and on

all households can then be compared as between the two studies.. An attempt in this direction is made

in Table 9 given in the following page.
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TABLE 9 - A COMPARATIVE STATEMENT OF INCIDENCE OF
INDIRECT TAXES IN 1963-64 AND 1973-74,

(Figures in per cent)

Rural Urban All India
Indirect taxes Rs. 500 All . Rs. 500 All Rs. 500 All
and above touseholds and above households and above households
(1) ) (2) (3) 4) (5) (6) (7)
1063-64
1. Central taxes 10, 47 5.76 23.16 11.07 15.65 7.08
{a) Central excise | 7.47 3.95 16.10 7.70 10,99 4,89
(b) Import duty 3.01 1.81 ‘ 7.06 3.37 4.66 2.19
2. State taxes 4.22 2.26 10.12 5.53 6.62 3.07
(a) State excise 0.67 0.52 0.94 0.48 0.78 0.49
(b) Sales tax* 2.59 1.24 7.02 3.67 4.39 1.88
(c) Others 1.41 0.82 - 2.16 1.38 1.45 0.70
3. All indirect taxes 14.69 8.02 33.28 16.60 22,27 10.15
1973-74
1. Central taxes 10. 30 4.99 20.99 12.03 14.71 6,77
(a} Central Excise T.87 3.85 15.78 89.73 11.55 5.34
(b) Import duty 2.43 1.14 4.21 2.30 3.16 1.43
2. State taxes 5.87 3.04 9.20 5.93 7.24 3.77
(2) State excise 1.82 0.73 2.27 1.01 2.01 0.80
(b) Sules tax=* 2.60 1.49 4.51 3.23 3.39 1.93
{c) Others 1.45 0.82 2.41 1.69 1.84 1.04
3. All indirect taxes  16.17 8.03 30.19 17. 96 21.95 10. 54

*Includes Tentral sales tax and sales tax on motor spirit.
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6.29 It 1s seen that there are only marginal differences in the level of burden of total indirect
taxes as between the two studies. The sirrilarity particularly is noticeable in respect of all house-
holds. One of the reasons why the level of burden is not shown to have risen since 1963-64 is the
fact that in the present study we have excluded as much as 15 per cent of total indirect tax revenues
from the allocable pool. Therefore, the similarity in the levels of incidence between the two stud-
{es should not be taken at face value.

6.30 All the three earlier studies had also revealed a progressive distribution of indirect taxes
with reference to consumer expenditure. The present study indicates a much more progressive
pattern of indirect taxation than the earlier studies. In the MF study for 1963-64, the incidence
for the rural sector varied from 5.77 per cent for the lowest expenditure group to 14.69 per cent
to the highest expenditure group; and for the urban sector, the range was from 11.3 per cent to

13. 28 per cent. In the present study, for the rural sector, the incidence varies from 2, 91 per
cent to 16. 17 per cent and for the urban sector, from 3.63 per cent to 30, 19 per cent. The more
progressive distribution shown in the study for 1973-74 may be partly attributed to changes in the
pattern of taxation. However, the difference in methodology would also have contributed partly to
the difference in results.



108

ANNEXURE TO CHAPTER 6

THE INCIDENCE OF INDIRECT TAXES IN INDIA
(1973-74)

A technical note on the definition and measurement
of incidence of taxation

1. The question of incidence of taxation has been of long-standing interest and intense debate
among professional economists. It is one of those economic questions the interest in which is

. shared by political leaders and the public, because taxes are seen and
E\%\Iggg’é‘EOF felt to affect the lives of households and fortunes of business. The inci-
dence of taxation has traditionally been defined to mean the final resting

place of the money burden of taxation. For every unit of revenue raised by the government, there
is a corresponding reduction in the income of some one or another, and tracing the incidence of &
tax is, therefore, to find out whose incomes are reduced as a result of the imposition of that tax.
Going behind the monetary phenomena, one could consider the action of the government in terms
of the use of real resources. Generally speaking, it could be said that the government uses the
tax proceeds to divert real resources to itself and that this causes a reduction in the real incomes
available for private use. The incidence of taxation is on those who ultimately suffer the reduc-
tion in real incomes equivalent in total to the amount of resources which the government has appro-

priated. A measure of incidence is hence obtained by expressing the money burden as a percentage
of the money income of the individuals or groups concerned.

2. Besides enabling the government to transfer real resources to itself, taxes (may) have

other effects: they often interfere with consumers’ choice and distort expenditure patterns; they may
lead to less efficient use of factor inputs and thus affect total output; and they may affect the rate

of savings and investment and hence the rate of growth. All these effects may impose additional
burdens and hence the total reduction in income available for private use caused by a tax may be
great.er than that corresponding to the amount of revenue obtained. However, these secondary
effects are generally excluded from the concept and measurement of incidence of taxation and

attention is concentrated on the direct money burden as being the most important aspect of the
matter.

3. The traditional concept of incidence has been criticised in recent years, and new ways of
locking at the question have been suggested. It is pointed out that taxation by itself does not cause
a reduction in real income available for private use; it is public expenditure that absorbs real re-
sources. Taxes may be increased or reduced for any number of reasons without changing the level
of real public expenditure. It is argued, therefore, that taxation only changes the distribution of

income and that the incidence of taxation should accoerdingly be defined as the change in the distri-
buticn of real income available for private use.

4, The magnitude and nature of change in real income can only be studied by comparing two

situations: the state of distribution before the tax with that after the imposition of the tax (or situa-
tions without and with the tax). The problem here is that if we assume that a tax is imposed (or
an existing tax increased), something else also changes; either public expenditure increases or
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there will be a change in the budget balance. In either case, the change in the distribution of real
income will be due to the combined effects of the tax and something else and not those of the tax
alone., Professor Musgrave has suggested that the combined effect of an equal increase in tax
and public expenditure might be termed "budget incidence. If the effect on the distribution of a.
given tax is to be isolaied, other things must be Leld constant. This can only be done by replac-
ing one tax by another of equal yleld. The distributional consequence of substituting one tax for
“another of equal yleld is termed "diffcrential incidence". Currently, most fiscal theorists seem
to prefer the concept of differential incidence,

5. However, the concept of differential incidence relatés to a change in the tax system., It
cannot, stricily speaking, be applied to measure the incidence of an existing structure of taxation,
On the ot}}er hand, if one wishes to apply the concept of budget incidence, one wouid have to com-
pare two-situations — the state of disiribution without a budget and that with the existing budget.
But it is impossible to wish away the entire budget, for it would make no sense to make a com-
parison with a state of the economy without 2 government. Some wriiers try to get out of this
difficulty by assuming that the existing tax system is being substituted for a hypothetical, neutral
tax, such as, a proportional income tax of equal yield. * But this conceptual device would make
no difference to the numerical results; one would get the same resulis if one simply measured
.the absolute incidence of the system as such, **

6. Despite the theoretical argumenis that several economists have adduced in favour of the
concept of differential incidence, the fact remains that the public are interested in knowing whe-
ther the existing tax system distributes the burden in an equitable manner, While from the econo-
metric point of view, the concept of differential incidence lends itself to more accurate measure-
ment, it would by no means be illegitimate to ask the question; "Who pays the existing taxes?'",
although there are difficulties in providing an accurate, quantitative answer. In the present exer-
cise, according to our terms of reference, we shall be attempting to measure the incidence of the
existing system of indirect taxes in India on the implicit assumption that the volume and pattern

of government expenditure is given and that all the tax revenues are spent.

7. The theory of incidence in economde literature is largely based ou deductive reasoning; it
attempts to trace the directionand the relative magnitude of shifting of particular taxes underedif-
ferent circumstances. One way of measuring the incidence of a given tax or 2 set of taxes is to
quantify the conclusions of such deductive reasoning. However, ihe results of this reasonin_g are
not always logically conclusive; and furthermore, one would like to empirically te‘st conclusions
based on deductive reasoning before applying them to real worid situations. Ideally, thferfafore,
one should prefer the aliernative method of specifying tentative hypothe'sis regarding Sfluftlrxg and
of econometrically testing them. The results of the econometric exexcise would provide the empi-
rical basis for working out ihe incidence of the tax system. While this might be the conceptually

* Pcchman, Joseph A., and Okner Benjamin A., Who Fears The Tax Purden? Studles

ia Government Finance, the Brgokings Institution, Washington D.C. 1975,

: lieg i =y elopt ntries. Survey and Critique!
“¥ Lue De Wulf, "Fiscal Incidence Sladies 1n Developing Countries. & y Critique',

[ME St2ff Parers Vel XX, No. 3 March, 1975, p. 57.
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perfect solution, formidable statistical and other difficulties arise in carrying out the needed eco-
nometric exercises. In fact, in order to deal satisfactorily with broad-based taxes, such as exci-
ses and the general sales tax, we would need a full-fledged econometric model of the economy.

The formulation and estimation of such a model lies in the future, Again, the econometric method
is more relevant for the measurement of differential incidence than for estimating the incidence of

an existing tax system. For these reasons, we have to take recourse to the method of quantifying
the conclusion of deductive reasoning in the theory of incidence. )

8. Commodity taxes could be selective or general. It is generzlly argued that the incidence
of & selective tax on a commodity would be divided between the buyers and the producers (factor
owners) in the proportion of the (price) elasticity of the supply of the commodity to the elasticity
of the demand for it. Only if the supply were perfectly elastic, the entire burden would be shifted
to the consumers; conversely, orly if the demand were perfectly elastic, the entire burden would
remain with the factor owners. The elasticity of supply depends crucially upon the capacity of,
and the scope for, the factors of production in the taxed industry to move to untaxed fields. If a
factor of production is specific to a particular industry, i.e., the industry that is taxed, then it
would have to stay there and accept a cut in earnings. On the other hand, if the factor is capable
of being emploved in alternative industries, some units of the factor would move out, the supply
of that factor to the taxed industry would be cut and the level of earnings would not be significantly
affected. The price of the product would correspondingly rise. Now, in the short run, it may not
be possible for several factors of production to move out of a taxed industry., In the long run, how-
ever, new vistas open up, old machines get worn out and need not be replaced, and similarly the
existing work force is not fully replaced. As time passes, therefore, supply can be expected to
become more and more elastic. Hence the assumption that in the long run supply i8s more or less

periectly elastic and that the incidence of a selective commodity tax will be fully shifted on to con-
sumers.

9. Let us now consider a general excise or sales tax falling on all commodities and services.

One school of thought believes that if such a tax were to be levied at one rate covering all goods and
services, it would be equivalent to a proportional income tax on all factor earnings. This conclu-
sion is based on the reasoning that since all industries are taxed, there are no untaxed fields to
which factors could migrate even in the long run in an effort to avoid a cut in their earnings as &
result of the tax. This means that all factors will have to accept a proportionate reduction in their
incomes. One could even assume that prices rise as a result of the general tax, But since the
general tax applies to consumer goods as well as capital goods, consumers as well as investors
will be affected. In other words, the tax will fall on consumption and saving, which is equal to

income. Thbus, it is argued, whether the general price level rigses or not, as a result of the tax,
the burden of the tax will be distributed in proportion to Incomes,

10, In examining the above view, one has to rule out the hypothetical case in which prices do

not rise as a result of the general tax, Since we are assuming that all tax revenues are spent, the
demand for factors and factor incomes will not fall and prices will have to rise. And this will hap-
pen given an elastic credit structure. The argument of such writers as Prof. Musgrave that even
i prices rise, the burden of the general tax is distributed in proportion to income and not consump~
tion, 18 based on the premise that the tax on the capital goods rests on the investors. A more plau-
sibl: view is that in c~arse of time the tax on the capital goods also will be shifted to the consumers



111

of the products for whose manufacture the former are used. If this happens, the burden of a gene-
ral commodity tax will rest ultimately with the consumers.

11, Even this last conclusion will be fully valid only on the assumption of the existence of
competition and the long-run mobility of factors of production and of the absence of controlled
markets and wholly specific factors of production, such as land, that can be put to only one use.
All these assumptions and the reasoning given in the previous paragraph are implicit in the view
that all commodity taxes are, sooner or later, fully shifted on to the consumers. Since every

one of the needed assumptions will not always be fulfilled, this view of incidence will not turn

out to be entirely correct. Moreover, since considerable time may elapse before certain factors
can move out of various taxed industries, part of the incidence of a number of taxes may be on the
producers at any given time. What may broadly be true, however, is that the major part of the
burden of commodity taxation as a whole will be on the consumers. '

12, In the present exercise, we proceed on the assumption that the entire burden of commo~
dity taxes is shifted to consumers including the government sector who bear it in proportion to
their consumption of the various taxed commodities. Indeed, in a sense, our empirical effort
amounts to nothing more than working out and applying techniques of quantifying that assumption,
Most of the earlier studies, referred to in the text also had attempted to measure incidence on the
basis of a similar assumption,

13. As would have become clear from our earlier discussion, the present study aims at allo~
cating only the money burden of indirect taxes levied by the Central and State Governments measured
as equivalent o tax revenues collected from the non-government

BASIC METHODOLOGY gsector,* Moreover, it does not take into account the benefits accru-~
ing to different households as a result of government services financed by tax revenues. It is assum-
ed that all taxes are passed forward to the consumers except a certain portion which 1s taken to be
borne by the Government itself. The basic problem is to ascertain the tax element in the expendi-
tures of household in different expenditure groups. NSS data provide details of consumption expen-
diture of households classified according to ranges of per capita monthly expenditure, Using these
data, the taxes on different commodities could be allocated to different expenditure groups.

14, One way of doing this is to take the values or physical quantities of consumption of diifer-
ent commodities by each expenditure group and multiply them by the relevant tax rates. Apart
from the fact that the data on the physical amounts of consumption are not readily usable, this
method runs into a major difficulty, namely, that the total amount of allocable tax on a particular
commodity obtained by multiplying tax rates with the value or volume of consumption is seldom
equal to the actual yield of tax on that commodity. This discrepancy is partlj.r due to the conces-
sions and exemptions granted (for which proper allowance cannot be made while using consuntlptmn
data) and partly due to evasion. Moreover, it is not always possible to match the classifications

—

* For the purpose of the present study, the non-government sector is taken to include,
apart from households and private businesses, departmental and non-departmental
undertakings. The reason for this is explained later.
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in the consumpton data with that used in the tax laws. Because of these reasons, an alternative
rmmethod kas been employed by us. We have allocated the actual tax yield from a commodity among
the expenditure groups according to the proportions of their cash expenditure on the consumption

cf that commodity. Tke same procedure was also followed by the MF =studies in relation to the
aliocation of Central taxes.

13. A number of problems arise in the apportionment of tax revenues among the households
1in the different expenditure classes. We shall deal with &2 few important ones here. The detajls
cf precedure adopted for allocating taxes on major individual items that created special difficul-
ties are described in Appendix 9.

16. The task of allocation would have been fairly straight forward if only consumption goods
and services were subjected to {ax. As it is, not only consumer items, but also items of machi-
rery, intermediate products and services that enter into productive processes are also subject to
various levies at different stages. We have assumed, as indicated earlier, taat the taxes on capi-
tal goods and inputs are all passed on to the consumers of the products for whose manufacture
they 2re used. A large mumber of inputs are each used in the mamifacture of several products.
Also, many goods are used both as inputs and as final products, Hence not only dre taxes on two
porticas of several goods to be allocated differently, but also the proportions in which the output of
each irput is used in the production of different products have to be ascertained. What is ultima-
tely to be dore is to add the proper fractions of taxes on the inputs to the taxes on the concerned
fina] products in order to derive the cumulative burdens on the latter. The cumulative burdens
can then be apportoned on the basis of expenditure on consumer or final goods. Theoretically,
the rmost satisfactory way of working out the cumulative burden on final products would be to use
an irput-cutput model for the economy, Given the tax rates on individual products and the input-
output relations, a tax "matrix" can be prepared, which would enable one to allocate the taxes

to final productst, i.e., units of goods used for consumption. Dr. Dey, in the study previcusly
referred to, used the 144 sector input-output table constructed by Saluja for the year 1964-65.*
His methodology marked a significant improvement over the approach of the MF studies in which
the entire proceeds of taxes on capital goods and inputs were aliocated on the basis of consump-
tion cf manufactured goods. The reliability of the empirical results derived through the use of the
irput-cutput model, however, depends on the reliability of the input-output relations as well as on
the degree of disaggregation of data, Tax categories are usually more numerous than the commo-

dity groupings in the input-output matrix; certainly they are more than the 144 sectors in Saluja's
table. ‘

17. For the present study, the original intention was to produce two alternative estimates;
one based on a larger input-output table for 1968-65 being then constructed at the Planning Com-
mission and the other {0 be derived through a more simple-minded, case by case allocation of
taxes cn inputs and machinery to the different expenditure groups on the basis of their pattern of
consumption of final goods, As the construction of the inpat~output table was delayed for various
reasons, we wére unable to proceed with the first alternative., We are, therefore, presenting only
one set of estimates, the manner of derivation of which is discussed later on.

* M. R. Baluja, '"Structure of the Indian Economy, 1964-65" Sankhya, Vol. 34, 1972
Pp. 4-462. ’
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18. Taxes cn current inputs may be expected to be passed on to consumers without any time-
lag. Taxes on machinery items, on the other hand, raise the cost of purchase of machinery and
can only be passed on to the consumers of their products through higher depreciation charges
over a period of time. In the MF studies, the entire taxes on machinery items were allocated to
consumers in the year in which they were collected. By contrast, in the present study, the ave~
rage life of plant and machinery is taken to be 10 years and, accordingly, only one-tenth of the
taxes collected on machinery items in 1973-74 is assumed to be passed on to the consumers dur-
ing that year.

19. Another major problem relates to the incidence of taxes on commodities and services
purchased by the Central and State Governments. If all government purchases are by law free
of taxation, the government sector could be said to be paying no indirect taxes. As no such
exemption has been provided for (except in certain cases, -such as the import of defence equip~
ment), when a government buys, or pays for the use of, taxed materials, it may be said to be
paying taxes to itself. In this connection, the government sector has to be defined carefully,
If a governmental or public sector unit sells its services or goods to the public, then it may be
expected to pass on to consumers any taxes it pays on its inputs by charging correspondingly
higher prices. It is only when a unit acts as part of what is called general government whose
services are given free, that the taxes cannot be shifted, Hence departmental and non-depart-
‘mental commercial undertakings in the public sector should be excluded from the definition of
government sector for this purpose, and the indirect taxes pald by them should be treated on
par with those paid by private sector enterprises. But the taxes paid by the government sector
proper should be excluded from the allocable pool.

20. In the MF study of 1969, it was stated, "As for the tax element in government's consump-
tion expenditure, no adjustment could be made due to absence of data. It was, however, ascer-
tained that the amount involved was not dimensionally significant and any 2djustment on that account,
if possible, would have at best made a marginal difference to the resuits of this study.!"* Since
'the government sector had expanded rapidly in the decade since 1963-64, we considered it impor-
tant to make the needed adjustment. It is true, however, that information on the value of different
kinds of goods bought by the Government is not readily available, and in some cases not available

at all. We explored several possible sources of data. Ultimately main reliance has been placed

on the information contained in A Technical Note on the Approaches to the Fifth Plan of India, 1974-79
published by the Planning Commission (1973), We have been able to make adjustments w.ith respect
to goods bought for government consumption and the construction part of government capital forma-
tion, Details are given in Appendix 9. We found that nearly 5 per cent of total indirect taxes in
1973-74 were to be allocated to the government sector.

21. One further problem may be referred to. Subsidies are in a true sense negative indirect
taxes., Strictly speaking, they should be set off against indirect taxes. Thus, while consumers of
electricity may be paying an electricity duty, the Government may be covering the loss of electri-

city undertakings through subsidies out of general revenues. Not taking into account the subsidies

* Ministry of Finance, Incidence of Indirect Taxation, 1963-64 op. cit., p. 3.
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would mean over-estimating the burden on the consumers of electricity. However, one might
raise the question if subsidies should be brought in when other types of beneficial expenditures
are not being considered. Moreover, subsidies are partly open and partly hidden and a vast
new areas would have to be covered, with its own several problems, if adequate note is to be

taken of all subsidies granted by the Centre and the States. We have confined our attention to posi-
tive taxes.,

22, This study covers all the indirect taxes levied by the Central and State Governments,
excluding taxes on exports. They are: import duties, Union excise, sales taxes, State excise
SCOPE OF STUDY on liquor, tax on passengers and goods, motor vehicles tax, enter-
tainment tax, electricity duty and other, (minor) taxes and duties.
Taxes levied by municipal and other local bodies have been left out. The most serious omission
is that of octroi, on which the required data could not be obtained.

23. For carrying out this study, we need data on (a) collection of all taxes on goods and ser-
vices except taxes on exports; (b) patiern of expenditure of households in different per capita expen-
. diture classes and {c) in certain cases, value or quantity of commo-
SOURCES OF DATA dities subject to tax. Since the patterns of consumption as between
expenditure groups vary from commodity to cormmodity, data permitting, the tax on each commo-
dity has to be allocated separately. We needed, therefore, to obtain commodity-wise data on tax
collections. Some indirect taxes fall on specific goods or services, e.g., the tax on motor spirit
or the entertainment tax. Problems arise only in the case of general taxes. As regards import
duties and excises, commodity-wise collection of these taxes is given in the Statistical Year Book
on Central Excises and Customs. * This source has been used. But the State Government Budgets
do not give commodity-wise classification of sales tax yield. (The yield of sales tax on motor
spirit is separately available.) However, a number of State Governments have started collecting
information on the yield of sales tax on different commeodities or commodity groupings. We were
able to obtain this information for 13 major States. The proportions worked out for the 13 States
were applied to derive estimates of commodity-wise break-down of total sales tax collections in

India. The figures of collections of other State taxes are taken from the Budgets of the State
Governments and Union Territories.

24. The 28th round of NSS, carried out during the period October, 1973-June, 1974, is the
latest comprehensive survey of household expenditure. An advance tabulation of the 28th round
data was specially carried out for this study at the request of the Ministry of Finance. In this
tabulation, households were divided into seven monthly per capita expenditure classes, namely,
Rs.0-15, Rs.15-28, Rs.28-43, Rs.43-55, R8.55-75, Rs.75-100 and Rs, 100 and above. Further,
ag in earlier tabulations, a vertical division of these expenditure groups into rural and urban
households was also given so that we could work out the incidence of taxes on rural and urban
households separately. Again, expenditure on particular items were divided, wherever neces~
sary, into cash and non-cash expenditure. This division was essential because taxes on many
commodities are paid only if they are bought for cash.

* Published by the Directorate of Statistics and Intelligence, Central Excise and Customs,
New Delhi.
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25. The MF study of 1969 used NSS data of the 18th Round for the year 1963-64. The maxi-
mum number of items for w{ﬂch expenditure data were collected during the 18th Round was 187.
The 28th Round of NSS canvassed information on 395 commodities and services {including sub-

items). This vastly increased disaggregation of expenditure data has made possible a more accu-
rate allocation of the indirect tax burden than in the earlier study.

26. The number of urban households covered in the sample for the 28th Round (the basis of
the present study) was much higher than in the 18th Round, while the number of rural households
was kept lower. The faster rate of growth of urban population during the intervening period, rais-
ing the proportion of urban population to total population, has warranted this change. A compara-
tive picture of the number of rural and urban households covered in the 13th, 18th and 28th rounds
of NSS is given in the following table.

TABLE - HOUSEHOLDS COVERED BY NSS SURVEY IN RURAL AND URBAN SECTORS
1957-58 to 1973-74.

NSS round and the reference Number of sﬁmple households covered
year Rural Urban Total

1. 13th (1957-58) ' 6738 3583 10321
2. 18th (1963-64) 21572 43317 25909
3. 28th (1973-74) 15467 7881 23348

For estimates of production and clearance, where necessary, we have used the Statistical Year
Book on Central Excise and Customs, referred earlier. :

21, The main limitations of the data may now be briefly indicated here, beginning with the
NSS data on consumption. First, the NSS concept of a household does not refer to & family unit,
since a household is defined to comprise all persons who share

LIMITATION OF DATA a common kitchen irrespective of the number of earners. Domes-
tic servants are also included if they eat from the same kitchen. This tends to understate the per
capita expenditure of richer households. Second, the estimates of the non-cash component of
expenditure are based on imputation, It isfeared that in many cases where comparable market
prices are not available, imputatio