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1 
INTRODUCTION 

1.1 The Committee wishes to place on 
record its satisfaction with the action of the 
Government in initiating proposals of tax 
reform in the 1992-93 Budget broadly along 
the lines suggested by the Committee~ 
especially in relation to direct taxes and 
customs tariff. It would appear that the 
framework of reforms recommended by the 
Committee would form the basis for the 
subsequent instalments of reform so that 
ultimately the entire tax system gets radically 
transformed into a simple, fair and 
economically rational one. In this hope, the 
Committee has now worked out the lines of 
reform of mostly those parts of the tax system 
and its administration which had not received 
attention in the Interim Repo"rt. 

1.2 The Final Report of the Committee 
is divided into two parts. The present Report 
forms Part I of the Final Report. Part II of the 
Final Report will deal with the further 
restructuring and reform of the customs duties 
in the medium term framework; it will also 
work out the details of the• removal of the 
excise and customs notifications and the 
incorporation of those that are to be retained 
in the statutory rates themselves. The present 
Report deals with, and makes 
recommendations on, issues in five broad 
areas: 

a. Problems of direct taxes not considered 
in the lntetim Report, namely, 
corporate profits tax including the 
taxation of foreign entities, ptoblems 
relating to business taxation, the 
interest tax, taxation of agricultural 
income and the gift tax. 

b. Further · reform of the system of 
domestic indirect taxes, particularly at 
the · Central level, more details 
regarding the extension of modified 
value added tax (Modvat) and 
conversion of Modvat into value added 
tax (VAT). 
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c. Improvements in procedures, including 
appellate procedures, removal of 
complicated provisions and provisions 
unduly weighted against the assessee: 
direct taxes - customs and excise. 

d. Problems of administration : Making 
administration more efficient and at the 
same time more humane and more 
aware of the broader aspects of 
taxation. Changes in 'administrative 
structure, facilities, emoluments, 
selection pmcedures at the higher 
levels, punishments and rewards. 

e. Revenue Audit - its role - the attitude of 
Audit and the problems created for the 

· assessees - lines of reform. 

1.3 Before we deal ·· with the 
above-mentioned subjects, we would like to 
make some observations on the action taken 
by the Government on our recommendations 
in the Interim Report. We do this in Chapter 
2. Ch~pter 3 deals with the lines of reform of 
direct taxes, while, in Chapter 4, the 
Committee considers in greater detail than in 
the Interim Report, the structural reform of 
the excise tax system and possible lines of 
harmonisation with the State sales taxes. 
Administrative procedures and removal ·of 

. harsh or complicated provisions are dealt 
with in Chapters 5, 6 and 7. Chapter 5 deals 
with problems common to direct and indirect 
taxes. It discusses also operation of Revenue 
Audit by the Comptroller and Auditor 
General (C&AG). Following this discussion, 
the Committee recommends changes in the 
ambit of Audit and on the proper responses 
that the Departments should make. Chapter 6 
deals with provisions and procedures u'n.der 
direct taxes and Chapter 7 with those under 
excises and customs. Chapter 8 discusses the 
ways in which the appellate procedures can 
be improved, with a view to speeding up 
settlement of disputes and avoidance of 
unnecessary litigation. Chapter 9 discusses 
the administrative set-up of the Tax 



Introduction 

Departments, the facilities to be provided to 
them; emoluments, the. , system of staff 
appraisal, awards a~d .punishments and the 
select!on procedures at the top levels. The 
final Chapter gives a summary of conclusions 
and recommendations. 

1.4 Dr Amaresh· · Bagchi, who wa8 
member of the Tax Reforms Committee. as it 
was originally constituted, resigned his 
membership at the en~ of 1991 in order to 
take up an assignment ~v*h the World Bank. 
The present Report has bdm prepared by the 
following members: ~ · 

1.. 
2. 
3. 
4. 

Qr Raja'J. Chelliah 
Shri S.V.Iyer 
Shri V.U. Eradi 
Shri V. Rajaraman ·. 

Chairman 
-Member 
Member 
Member 

1.5 Shri Gautam · Ray, Deputy 
Collector, Customs and Central Excise and 
Shri Arbind Modi, Deputy Commissioner of 
Income Tax continued as the Secretary and 
the Additional Secretary to the Committee, 
respectively. 

1.6· 'We ·wish to thank all those 
representative organisations of industry and 
trade, experts, eminent jurists and all other 
individuals who submitted to the Committee 
written comments and suggestions or gave 
oral evidence. Our tasks could. not have beer. 
fulfilled without their willing co-operation 
and help. We would like to specially thank 
the Chairmen and Members of the Central 
Board· of ·Direct Taxes (CBDT) and the 
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Central Board of Excise and Customs 
(CBEC) for presenting their considered views 
before us and for helping us in numerous 
other ways including the supply of data on 
many aspects of the working of the Gentral 
tax system. The tax officers in the field with 
whom we had extensive discussions also gave 
us much valuable information and were frank 
in the expression of their views. We wish to 
thank · them also. Finally, we must 
acknowledge our indebtedness to the staff of 
the National Institute of Public Finance and 
Policy on whose previous work. and present 
research we have drawn. In particular, we 
would like to thank the Direct Taxes Cell of 
the Institute, funded by the Ministry of 
Finance, whose work on the Enforcement of 
Direct Taxes we found to be much value for 
our work. 

1.7 We would like to acknowledge also 
the considerable help that we have received 
from the administrative and other staff of 
NIPFP including Mrs. Rita Wadhwa, for: 
editing the Report. Competent secretarial i 

support was provided by Miss Sushila 
Panjwani, Shri S.B. Mann, Shri Digvijay 
Mishra, Shri B.K. Shrivastva, Shri M.C. 
Aggarwal, Shri A.K. Baronia, Shri S.C . 

. Tandon, Shri Navin Kumar Singh and Shri 
Satish Kamath. Shri N. Natarajan and his unit 
helped in the production of the Report. 

1.8 A list of organisations and 
individuals who submitted memoranda or· 
gave formal evidence before the Committee~ 
is given in Appendix I. 
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RECOMMENDATIONS IN THE INTERIM REPORT 

2.1 The Committee is gratified that the 
Government has accepted the approach and 
the broad lines of reform advocated in its 
Interim Report and has ampl}"drawn upon its 
recommendations, particular!Y-._ in regard to 
direct taxes and import tariff.l.§irlce the broad 
approach of the Committee,_!hat tfie tax 
s_y~tem_sho_uld_be_~£le and oroad-basea 
with moderate rates ---aDd minimum--of 
exemptiQ.ns/concesSions .. _Jfasoeeneiidorsea 
arid substantial reforms ·consTsterifwTflithar 
approach ha~een__inJHa~ed, we are
encouraged to sugg~st further remiiiisllfllie 
sjruciuJ~~W:l~e<:mdirigana·necessa!Y 
changes in 1ts legal rovistons and 
administratlveproceaures. t need hardly be 
pomted out that without the latter changes, 
the benefits of the structural reform would not 
reach the assessees or stimulate the economy 
in full measure. 

2.2 We have already indicated in our 
Interim Report, and we would like to 
reiterate, tllaL.tJJe comple~ty of the tax 
structure wruc::tC:ls also economically 
irratlonarTnSeveral respects articularl on 
the md1rect taxes s1 e an t e unsat1s actorv 
niaimer __ Qf q-~t~_JL J!l.JVI§.t{sition.-- .;ith ·the 
~tt.end.an_t .. del_ays~ ._di_spl!~~~-;...i!_n? _ Erolon@ 
IJ~JgatJon~ ...... !ggeth(;!I..:...C.onstLt.u!e as much an 
i1]1_p~dim~nt to the efficient l!~ation, of 
r((sources, smooth flow of e~Q.v.QJ.l!ic 
t~an~-~£(1§ns· · .~-~~- fasi-growtn,-~~nh~~q~ity ,..E:.~ 
the major in redients 'of the control regime 
such as exchan e contro , 1m ort c 
pe_!Ya~iYL jn_dust 1censmg, wbjch are. 
being .Qislll<u!!Je~d For example, the foreign 
investor is much worried about the t~x regime 
and the state of its administration. However, 
neitheitfie cfulr:tcretlsliCs of a sound tax 
~ystern_nojthe critical evaluation of Jhe 
existing §tructYie and its administration have 
receiv~.Q__J!l_uch or detailed attentwn of 
econo_ll!!~ts _2!._PQJitic;StLthinkers. So, while 
the need for reform in other areas is widely 
recognised, taxation has reiilaTneaan areaof 

3 

<h!IIQJ.es.:;. It is one of the major purposes of 
our Repotl to bring this under light and 
scrutiny. t,l\nQt.helJ!!!P<?rt.ant _point to be made 
is that the acka e of recommendatiOns lfiaf 

-----~·-- . . ··~---··--··-

we ave rna e _a _rea y_.a ar ma ng m 
this Report have been, w.orked out as-an 
integrated body of consistent m,easures 
~eep~~_s, in _vjew .... J~V~P.J.!~__Q!;l,QXf!nCy, 
s~£,.•cityJ:-~~~tu~t~ Jo!..J.!!£1Eci~g_l?.~t1er 
tazc c;omphance JlQd for reducm~ COIJUEtion, 
economic ra!iQnali!Y ,_ancLminnl)i~ation-:9f 
fia_£<!SSI}!~~nt and of li_tig~_tjon.J Therefore, as 

·rar as possible the whole paC'Ka"ge of measures 
would have to be put through without major 
modifications. If the Government for some 
reason cannot accept the various key 
recommendations, an alternative consistent 
package will have to be considered. 

~ectTaxes 
2.3 In our Interim Report, we had 
argued at length to show that if the basic 
objective of an inc01;ne tax, namely. taxation 
according to abJilly1 was to be fulf!TieO, 
income must 6~. aefined_~mpr.~h~~ty_,ely 
as e£Ssil?,.le2 Jor .. ra~ _pum<;ses.) This means, 
among other tfiings, that as nl'any ta,x shelters 
as possible should be removed, and that 
p~'tquisi:tes;sh®1Q.. be rrougftt under tax to. a 
-~easonao!e extent. ·L'The reduction=m tax· 
slielters and bringing-wTthfnthe···tax~l1er.-ru 
least tfj~_ ~2~U'!1P.9.ii®L$.erquisi!es~uld 
noT'On1yf nip rove· hqrizontaleqii! t1:--b\!L&~o 
enablsUlle.~re9J.Ic.t.iPn in the margma) r~Lof 
t(!?C~t.i9ll... The ln~m~ax &l.dm:s coutJin 
provisions_ fOr_ the taxatJ2.!!-Sil.£~i:faiii-rnn_ge 
benefits_sucfi_as..iesldential. accommodation, 
cOilveiance'. ~2r .. ~e~§~.!}[~e:~.Ed:-£~is;-wa1er 
and ~~~~!rlc•ty c arge~_J>al[.fQu~J~opaT_'lse. 
However, some of the rules are found to be 
too liberal and to · discriminate amongst 
employees in the Government, the public 
sector and the private sector and also as 
between the salaried and the self-employed 
persons. At the same time, some of the 
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perquisites have been left free of taxation. 

2~4 - The · Committee, therefore, 
recommended that the perquisite value of rent 
free \·or concessional rent residential-. 
accmhmodation provided should be taken to 
be equal to 20 per cent of salary (or the actual 
expenditure by the employer; if lower)- for 
those employees whose annual income under 
Jhe head 'Salary' exceeds Rs.36,000. . This 
would be applicable to all employees without 
discrimination. The taxable perquisite value 
would be the perquisite value as reduced by 
the · sum · of rent . paid and House Rent 
Allowance (HRA} foregone (para 6.71 of the 
Interim ·Report). The Committee also 
recommended the partial taxation of leave 
travel allowance, . the inclusion of sitting 
allowances · received by members of 
Parliament arid· State Legislatures in taxable 
income (para 6.74), the limitation of 
allowances exempted ·· ·· from tax · . under 
sub-clause (ii) .of clause (14) of Section 10 of 
.the Income-tax Act to-10. per . .cent of salary 
(para 6.75) and the taxation of fringe benefits 
implicit in the· concessional interest rate 
charged on loans granted to employees for the 
·acquisition of durable goods and houses (para 
6.77). 

2.5 We firmly believe that the 
im I em entation. -of -the · above-mentioned 
recommen a 1 rove t e atmess 
of t e income tax .system an elp broaden 
tlie base~pecially with the expe~ed fa.Eid 
growth of the organised. seG19r. The visible 
improvement ·in the fairness of the system 
would also . . mduce . _ _gr~_f_er vol~nt:ify 
compliiilce:-:-WC:tnererore:wisli to reiterate 
our . recommendations · referred to in the 
previous- para. Until favourable tax trealwt 
of emlo ees m the GOvernment an<!J.qJb~ 
p~li_ tc sec or •! ml!!g~ q~JlOt~ .. eem. 
f~Lt.Uf9cee~Jii~...tlle. • .matt.e.r::_gi . 
t~tion _ ~fn~~ .!!~D..Ylil~vid.e.d.-J9 
eP]pfuy~~S-J~pnvate-.i.edor. Hence we 
make no recommendations in this regard. 

2.6 The Committee had recommended 
in the Interim Report that as a first step 
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towards the rationalisation of the rate 
structure of personal income tax, a three-slab 
rate schedule should be introduced which 

:?fiould be replaced finally by a two-rate 
schedule (paras 6.18, 6.22). The middle rate 
in !he--three-rate-schedule will become the 
lo,wer rate in the tw..o::ratu_chedule. One of 
the basic ideas behind these recommendations 
was that the majori.tY-QL!hLt~pay~r~ .... (i.e., 
e~pUhase_wh<L!l!a0e cons~~qJe~JJy 
n£h). ~~Ql!ld_.b~u\)J~~~<(to _tlit:~ same 
,!ll~€t.Lr~te..Uh2!:1gh the average rate would 
-~ ri~ing withJhe joooiife):'Th(Conimittee 
liad explained at ' length the several 
advantages of applying a single marginal rate 
(paras 6.14, 6.15 ortlieiiiterim Report). 
These advantages could.-b~reap~cLJo __ ,a 
substantial extent by.J!~!!lg_~ J~gcLmi.ddle 
~ 'that is one of the ,rol£.an.u.vhy_~d 
sugges~rate_of_27.5. .. per_~nt 
(corresponding to 30 per cent in the schedule 
adopted by the Government) should apply to 
incomes in . the range of Rs.50,000 to Rs.2 
lakh. The second reason for recommending 
the level . in excess of Rs.2 lakh for 
application of the top marginal rate of tax of 
40 per cent was that inflation had eroded the . 
value of money so ifffiCilthat· Rs.1 lakh in 
1990-91 was only worth about Rs.18,500 in 
1967-68 prices or about Rs.20,300 in 1970-71 
prices. The third reason was that the 
Committee, through a big change in the rate 
schedule, wished to convey to the taxpayers 
that a moder~te-rate tax regime had indeed 
begun. Such a conviction on the part of the 
assessees, actual and potential, is necessary to 
induce a much higher degree of voluntary 
compliance than has been forthcoming so far. · 

2. 7 For the reasons explained above, 
the Committee would like to urge that the top 
marginal rate of 40 per cent be applied to the 
excess of income over Rs.2 lakh. 
Simultane-ously, the steps recommended in 
the later sections of this Report for the 
effective enforcement of income tax should 
be undertaken. Any possible loss in revenue 
that might arise· from lowering the rate of tax 
on the income range between Rs.1 lakh and 
Rs.2 lakh ~uld be made up by broadening 
the base through the taxation of perqui~ 
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and removal of exclusions aowem tions on 
the lines su ested in the Interim Re ort. 

2.8 In the Interim Report, we have 
at len h with the roblem of taxation of 

the so-:c!lll~ ar -to-tax" ou s. avmg 
discussed the variQllS rossibilities in the light 
of the exterieJL~S o several countries, we 
havuutonvard twO ~chemes of sim..EJJti!.a 
~atio11: (au..P!.~IJ.lP!~~ cm!e 
fQr --s-mall taxpa_yers_d.gjvjn&-i1!99.me,~ 
b~siness,.,,b~t~~-:.L.lakb II ana. (b) an 
estimated income scheme for eersons having 
business turnover of more than Rs31akh or 
brokerage_2Lc0iiiiiiissfon"receivefix~di.ilg 
~4~0QQ_ QLreceipts:-frolll-J)the.t-source~ 
above Rs.lO,OOO. ~The lattet scheme however 
would be __ !~~tri_cte'! to persQnL_wl_lose 
turnover/receipts do not exceed Rs.25 lakh 
,(paras 6.132 to 6.137 of the Interim Report). 
(~ ~emment has accepted the proposal of · 

pr;sumptive....Jax.....scheme_.,..W,jJ,h some 
modifications but has not acce~tea-TI'ie 
e~maied mcome)9fi~!it-;rWe wou a liFe to 
point out that.the estimated income scheme is 
an important segtl!ent of _Q!!L entir~ .• se.!.,.. of 
recomm~ndations. 1\S has been repeaieotY 
pointed out, many of the important problems 
in tax assessment and (sco¢ for) harassment 
of small assessees arise in respect of the 
assessment of income from business of 
smaller assessees whose total turnover is less 
than Rs.20 or Rs.25 lakh. As we point out 
elsewhere in this Report, the income tax 
assessment of all assessees having income not 
exceeding Rs.2 lakh is done by Income Tax 
Officers. Much of the harassment takes place 
at the hands of these officers in respect of the 
assessees whose incomes fall below Rs.2 
lakh. Nearly 77 per cent of the additional 
demand raised by the Department is quashed 
on appeal; however, the assessees have to 
spend time and money to get the 
overassessment cancelled. In Chapter 9 we 
are making · recommendations for a more 
rigorous process of selection of Income Tax 
Officers. However, the majority of income 
taxpayers who derive income from businesses 
of various kinds would still have to endure 
harassment if the norma,l procedure of 
assessment is applied to thein. That is one of 
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the main reasons why we had recommended 
the estimated income scheme. We are sure 
that the assessees would welcome the 
scheme. We would earnestly urge the 
Government to reconsider the matter and 
implement the estimated income scheme 
which would substantially reduce complaints 
from assessees and at the same time enable 
the Government to collect revenue from a 
large number of small businesses. 1 

Indirect Taxes 

2.9 In Chapter 9 of the Interim Report, 
the Committee had underlined the need- for 
malQ..ng___tlt_L. system of indirect taxation 
broadly_neutral,. in reiTitioii· to roductioiiahd 
c..Q.QS_umpt\QnJ.. .. widening( e ax ase 
coverin exem ted commodities an rna n[ 
a egmmng w1t. t e taxation o services. '!'lie 
ultimate ooj["c!lvwOnCr~!~fut or tJle 
-~~ral..,.excise .. Js._to_.m9xe_!Qw!i.~f:{l!ll 
Jl~dgeq_y AT s~ste.,!!!_!L~Jte ...,.£t;_I_.ltral lever 
coveringafmost all_ cpmmodities ot"her"'Uian 
raw produce of agticulture anam'any, if"iloi, 
rtroSFservice~iiOrderto preparethe-grotm11" 
1'C51"lrifroducin , the genuine VAT system at 
the manufacturing level, the Committee had 
suggested reduc · · ' · · 
r excise dut~s !~W J~r~~a..&. 
10:15 or 2lJ'"Per :CenUA selective excise duty 
on JlOn-ess~l~.QWIDQm.ti~rumnqdit~ 
in jurious.JQjl._eaJ.tlt£Q.Y.l.cll1ii.J~y_i~si-~t _3_Q,~2..2I 
SQ_.pet,.,...cent. The maximum rate on a 
commo.flity shou,ld.., nQLexce_e,4 • ..$~l ... per cent 
with a Few exceptions like cigarettes. In 
short, the Committee recommended a simru_e, 
broad.based . .indirect . tax system whicluyjll 
haye a few rates of d~l..!Poderate leye~ .. 
w' the ob'ective of m vin J?wards a}.!!.ll 

~~~e~~ch·i~~~f~!~~-uiaiiiMo~ 
simple. eliminatiJ.lg.J!J!P.utes and mjnimis.ing 
di~g~~j o.na.a,...act.i .9.EJ:~Y. . the •. .t~soJJ.~"ct,9r~. ,and 
attt:~pts at. ~y~iqn py t'fi~:(lssessee_0 
2.10 The first step in this direction is to 
provide for a tax system with a more 
com~rehensiv~ j)asund JJ!I.!_it:~ exe~pt~~ns, 
as~t_hQ'!_Lthis,.~(l,_ta~. regime wifllfuoClef~ 
~!!_e~~-.~~!!_~9 •. L~~-~-2!1!~-~_p.!!!_~~~~!Bnt.., 
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substantia!.)Qs!.Q~nue. The Committee, 
fherefore, Identified about 30 commodities 
hitherto enjoying full exemp!km · ancj 
su gested a lev of 10 er alorem on 
them. e ommat ee IS of the view t at at 
sliou1d \ not be difficult to cover more 
commodities manufactured mainly in the 

· decentralised sector, provided a fairly low 
rate, say, 10 per cent is prescribed and ruleS' 
for collection of excise duties are simplified 
so.as to make the procedure less burdensome 
for-· the assessee and convenient for the 
Department to administer. With this 
objective in view, the committee formulated 
the Simpli~ed :.Assessment Procedure (SAP) 
for the small scale s~ctor and through that 
scheme the commodities -manufactured in the 
decentralised .. sector were proposed . to be 
brought under the excise-netlhe· important 
procedural· r~laxations provided under this 
scheme· inclu~e · waivirigj>f ·the requirements 
of filing price lists, of classification Jlsts, . and 
of clearance of goods on gate passes, the 
acceptance of the records maintained for sales 
tax. - income tax pu.~os~_s_ for verification of 
production figures:· and turnover in lieu of 
statutory central . . excise · records, and 
investigatioli'o~ audifof these units only with 
the approval of the Assistant Collector. . 

2.12 It is possible that there was not 
enough time for preparatory work to 
intro~uce the types of ch~nges. 'Y.W~e 
recom~rrqed f<?!_the e~cise..t~ust~m .. ~qch 
as.tnetaxatton ofje!ectea.servi££~: However, 
'Y'e . mu~douif 6untiaT several .. changes 
mtroduce II,l the .exets~ tax~~ystem in""'the 
122~3Jl~~gefgo agaT~[f"®~~~~(and 
SJ?.!Dl.QLQ11U.,t£QJJJ!JJE!<!~U.<?D§::i ... ' 

2.13 The Committee also recommended 
the replacement of specific duties by a~ 
valorem ~es not . only for i!!_troducing fi!ll 
flldged VAT at the manufacturiiigleverbut 

~~fl~~~¥~rW,:i~rna~e;::~~ 
m rev~!!.P~ ... o.~--!~~ounf .()f,.~ncrease m pnces. 
HOwever, there could btf some exceptions to 
this rule like etroleUJ?l._..ETOd':Jct§...,prices. of 
whJch m:e.!}. JJ!!ll)Stere • 6y ~se:-Centre Of.~~me 
fimshed roducts includin ct arettes, wfiich 
do · ~o enter mto sue va ue a 1 ton 
actiVfties as-are under th~Ge2!£!CI.I. ~xcise n~-: 
We would like to reiterate that the answer to 
the v~luation. problems lie&-in simplifying .the 
la~_?qctrules.,relating toyaluatio~ and .no~ in 
s}U!~bjpg ~v~r Jo.~p_eH1ft~,.~~~ies~ 

2.14 , As already said earlier, broadening 
the tax base is the key to moying.t9wa,r9$.~a 
r~~alJavegjme with rnp~a.te.,.,r,ates wf!!~h 
i~Jme qua non for,an i<;lt;al V AT.§_yst~~· 
Having regara to the revenue needs of the 

~~X¥!Jr~-ei~~r;~~~:_g~~~J~~o.~~ 
e~flll~,,,tax"-'~"~LJ .. c;!~l!i-~.J:!Y, •f"nof .. ~ost 
seiv1ces:""The future growth of revenue m a 
ratloi]at)n(Iirect ta&.regimc:., tl2_~~~~qt to 
ac],lieye __ ;wi,l.l_qepen!-!_~~L~~~!!t1Y~ ... 9.n-.. ?W' 
ability to tap the servaces sector which 
d~§j)s~-~~e(.tQaA')he'eommodity sec.tor· as 
the economy grows. We would also hke to 
reiteL3-.le that_ff()l!l_!~~,~~£C?Q9_~i£.,,E..<?_in! of 
view, there is little difference between the 
taxation of commodities and that of services. 
Exclusion of services from indirect taxation is 
like, eJ,Cchictillimi(i9t comm:crdity:Sr?ups;~e 
obv1ous result of which is distortiOns. and 

in an[_mau;SJiilliO!i?lsti~sf'?t!ai~tron·.ol! the 
· co.gsuming_pul;Jlt9-an<t,., !!•&he.!:.._"rates tnan 

. n~l)' ou.commodities subject to taxa~ 

6 
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We had, therefore, suggested a tax at 10 per 
cent revering advertising services. sezyices of 
~ . 

stock brokers, serv1ces pf antomgbile 
insurance_setvlces of insurance .ofxesjdential 
property, pers~nal ~ff~cts and jewellery. In 
respect of res1oeiihal telephone setvice, we 
had suggested that the telephone Department 
should collect an annual telephone setvice tax 
at the rate of Rs.1,000 per connection. For 
the purposes of this tax, connections in places 
other than the non-residential premises of 
public limited companies, non-profit 
organisations and government offices will be 
treated as residential telephones. We urge that 
the case for taxing these setvices be' 
re-examined. 

2.15 In the Interim Report, we ··had 
indicated that any tax on jOtet:Le.giODaWraQ.e 
witbin a nat.i.Q!l~~et is J!.2!.£2!1sidered a. 
le~itimate_way oLrawng_r~~~e 
government and tb.aWhe-rule i~ttictll, 
obs~d..by countries_ whichJ;Q.mt(Jo~etJler to 
foDJl_a~omm~L or..a. ~Utade...arell_ 
(para 4.38}."- It was also pointed· out that the 
levy of the consigrunen_U~ as demanded by 
the .States. taken-toget.b.e~hfi the existi.ru: 
Ce~tral sal_~~.-~' both b~ing levied a1 a 
m~xlmJ!..I!L.Late_p(: 4:p~r _£~t, while UPt 
ena}?J..i.J;)g~th~tat~s.a~ .. .Jl. •. ,.~ 
re'lenues to a significant ex~nt_would he jp 
geJ!eral inimical to tile interests of tb~ 
back\Vara-or-Tessin"dustriafised States and, 
wnartslrtoreimportarif;-Woliid-lead .to 
inefficle'rif-.allocatiori ·-of' Ie.sources and 
co~equent loss-ofwelfa~fThis is because a 
tax at 4 per cent oril)_c~_yalue..of..inter..State 
sales, together with a consignment tax, in 
addlhon t "--· embedded-inlne-costs 
through _ Jh~__.!a.!~H.9o o mputs in the 
producing -~t t acts as a stron barrier to 
inter-regional Jr.~d_e w1t m e or ers o e 
country ~~d f!~gll)~.P..t e common maiket. 
Such fragmentation goes contrary to the 

•..• ""' "' -- •• - ..... 1*•~ •' ,__ •• ,._...._._.. • 
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attempts now being made to integrate the 
Indi~n economy Wlfh the wor!Q economy) 
Since large regiona common markets and 
free trade zones are being formed in the 
world, the economies i nherent_in a large 
economy with free moyemeot of goo~nd 
setvig:s must he fu!Jy exploited h~ us in order 
tQ compete successfully with industries Jn.the 
~ional blocs;) 

2.16 The Central sa~s . ta~ aoWUe 
P!.?£~~~~"'-CQ_n,.s.ignm_e.p.UM.....ate .Centta.Lla4~ 
because the ower to lev an tax on 
t'ansac_!!ons o g9o -~· 10. t tsr ..... ,,s~u,rs~ 
!!Iter-state tr~de fali§:..wJthio..J.he...JUU.~d.i~J.Qn 
m tl}e ~t..r~lJl.QYeimPent. The very purpose 
of placing this power in the Union list is to 
ensure t.hat J!lk!::§tate ..!!aduD.O ~Il!!p~ 
wilT nOt be adverse!r affected to th'eaetnment 
oL nat~~~ai_"""interesf, 6y_aQy_.JiiiP.,rgpi{ly. 
designed lc:,.vy. This being so, the Central 
Government cannot ~nd sh~ld not agr.e~.Jo 
~n~ a Ia! ~n ~~gi!_~~VJ!.iif!~~--c?ur~e. of 
mter-State lrade or agree to the contniual1on 
of "'ffie'Central sales tax at thel'everof41ier 
cent, _w!tho~t ... Jntrodudng _ (;;Onaltion(,Jhat 
w§u!d :. preypnL. the _fragnie)Jt~~io.wC!be 
national common ll1arkeW We would like to 
re1terate·~-our. reoommendations in the Interim 
Report t~atJhe,._~_s ... cq_nsigllweut 
t~~_sl}e>u.J.~LfolJit'-Y ... i!ll.:!{eemep~--J?~~een ,...the 
C~re and lh¢ ~Hate~~QJ6(,ffect that the 
CeQtrar"s!!{s__ti{ ,.

4
or the consig'i)ment -tai• 

impg§e,gJ?yJbe. e:xpartiog.State will be given 
Cl!dit by the importing State against the sale§. 
tax_ ayable to it b the 11 im e 11 t_@!..!he 
exportmg tate w1 credit the i,nter-State 
sales and consignment tax collections fo a 
~tf%!J>oorand ttliii]hii%2-'?.L~.U!.J?.~~ sh_~red 
a[!p_~g~~~St~!~~-~ ... !~"~--f!~!.UJ_~I}_agr_~~d 
f£!:!!,!l}la.., If such an agreeme&~J>r~yes 
imeosjible to _:'!1,v~at, th~n t_fieJ.ey~t.2L!~~e 

~~!~i~~te1-~e~rtk~~~~§J~;n,h: 
cons.1griment tax should be leyie~_auJ:tuamJa 1 

rate . ...l 
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apportion it among the different sharehofders 
according to -theu respective~ · ·· hioom~ 
hicTUdfng.,__tfieir snare-m-t~~. Pi()fiii_P"f Jhe 
COIP.ora!!<?..n-~Q.I]~e.rne4:- In practice it is 
cffUicUit to achieve this result." 'U{e__mt]Lwar_ 
to approximate it would be to apply "a · 
modified partnership_m_elb9d_ by_ combiiiing 
two rules: one, =·a-:rurethat, gives-the 
CQU?oratlon a deaucfJon for- dividends 
distrifiutedz :ana •two =a .JUie_!hat gives 
cg~rp,QJationundlharehoiCfep; the riglino opt 
~or",~Jih'iQengJo~bt::9~~.Q!ed'"'a(Eistributed, 
E.lt)}pugh .':'"the . ,:.C<?r.IJ.<?!~!!9.11_1tas~~pt ~ the 
-!P9.~,~X~Jhis may be referred to as the full 
integration system wherein the tax on the 
corporation is fully transformed into a tax on 
the respective shareholders. 

3.2 No country has attempted to apply 
these rules to the taxation of corporate profits. 
The practical difficulty in§plying.Jb~_rules 
!irises from the fact that shares are cans_!antly 
Jeing traded and their ownership changes 
trn:nds frequently __ an~d __ oeemirig --diStribution 
Nould be an extr_~~e!y difficulLJas~ in 
~ractlce. Besides, the requirement to pay tax 
Jn profits not actually received would create 
l liquidity problem for shareholders other 
:han the rich ones. 

3.3 While full integration is not 
feasible, the classical system provides for no 
.ntegration at all. As a result there is the 
;a-called economic double taxation of 
:lividends:-1.e., dividen_q~~re subjecte'! ·to 
:axation first in the hands of the corporations 
t_Qd then_]!g~in_ in_the hands~~the 
;hareholders. This results in differentiatty · 
ilghtaxation of __ _incol_ll.~ __ Jr<?~. ~quity 
nveSiirient -which-coulci _ __be cnnc1sed on 
@~il.Qs~_9ti?oili -~ffiCie~cy~2ncL~q.uity-;- The 
~conomic-dou.b.k.__l!lxatlon of dividend also 
IDpfies..-dif~erential . truL-tr~e~t _ of 
dividends/reta_med-earmngs.,-whi~h gtves a 
bias towards non-distribution inhibiting the 
flow of shareholders' savings into new 
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companies which in turn works in favour of 
the existing companies. The classical system 
also discriminates in favour of debt finance as 

Jnterest paymenis-areoeauclibiefrorr;gfoss 
profits for corporate tax purposes. 

3.4 While full integration is not 
feasible, attempts have been made to devise a 
system which would reduce the 
dividends/retained earnings differential. 
These systems can be divided into two 
categories: (a) those which provide for the 
reduction at the company level and (b) those 
which provide for it at the shareholder level. 
Reduction at the company level can be in 
either of the two ways: (i) through a lower 
rate of corporation tax on distributed profits 
than on retained profits (split rate system). 
This is the system which is applied in Austria, 
Gennany, etc.; or (ii) through exempting a 
proportion of the distributed profits from the 
corporation tax (partial dividend deduction). 
This system has been applied in Finland, 
Iceland, Spain, etc. 

3.5 There are two methods for 
providing reduction in the dividend/retained 
earnings differential at the shareholder level: .·• 
a. A tax credit is given to the ~hareholder 

which is added to the dividend received · 
by him and his personal tax liability is 
calculated on the basis of the grossed 

· up amount against which the tax credit 
can be set off. Usually, the amount of 
credit granted is a function of the 
corporation tax actually paid by the 
company (imputation system). This 
system is in operation in the United 
Kingdom and France (if the tax credit 
exceeds the shareholder's income tax 
liability, he will receive a refund from 
the Tax Department). 

' . 
b. A tax relief is given against the 

dividend income to resident 
shareholders investing in the equity of 
domestic companies, irrespective of 
whether or not the corporation tax has 
be~n paid on the profits (partial 
shareholder relief). This system has 
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been applied in Canada, Denmark, 
Japan, etc. The allowance is generally 
a proportion of the shareholder's 
dividend. 

3.6 Partial integration can be carried 
further by exempting the entire distributed 
profits from corporate tax as in Greece and 
Norway or, at the shareholder's level, by 
giving credit to the shareholder to the full 
extent of the tax paid by the company on its 
distributed profits. As pointed out earlier, the 
partial integration systems are conceived of 
as devices to mitigate the deficiencies of the 
classical system, namely, 

a. it discourages distribution of corporate 
profits with the consequence that 
companies with large cash flows 
expand at the expense of new 

. companies; 

b. it tends to encourage mergers and 
accentuate monopolistic · tendencies to 
the disadvantage of the new enterprises; 

c. it puts a premium on debt as opposed to 
equity financing, thereby discouraging 
risk taking while increasing the 
possibility of insolvency; and 

d. the dividends/retained earnings 
differential also tends to distort the 
choice between the corporate and 
non-corporate forms of doing business, 
implying a distortion in the allocation 
of capital.. · 

. 3.7 While it cannot be denied that the 
classical system tends to create the above 
non-neutralities, it has been argued that these 
disadvantages are outweighed by other 
factors. The first argument is that the 
classical system has the merit of simplicity, 
especially in international relations. Second, 
it has been argued that the non-neutralities are 
resulting more from pther ~pects <?f the tax 
system, such as the deductibility 'of .... ,nominal 
inter~·payinents, the-special treaLment of 
capital gams ~a tfie relative· effective rates of 
tax oncorporate anrl personal income. Third, 
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it has be(m pointed out that it would not be 
justifiable to provide relief to .the owners of 
existing shares, since that would provide 
them with big windfall gains, in view of the 
fact th~ while. p~~chasing ~h7 shares, the 
factor or tax habthty. on dtvtdends would 
have been discounted .• Finally, it has been 
considered that the lowering of corporate tax 
rates significantly · would ·render the 
div,idends/retained ' earnings differential 
relatively unimportant in terms of affecting 
economic choices: if revenue considerations 
would permit only either reduction of the 
corporate tax rate · or reduction in the 
dividends/retained . earnings differential, the 
former shoula be preferred. This is the stance 
adopted ~y, for example, Belgium and 
Sweden. · 

distribut~d profits to be exempted fm.m the 
corporatiOn tax. The Committee however 
does not recommend that the govemmeni 
should provide such a relief in tlie immediate 
future for three reasons: First if the rate· 
~eductions in the corporate ~nd personal 
mcome taxes recommended by us are 
adopted, the total burden of tax on dividend 
income would be Considerably reduced from 
the level existing in the accounting year 
1991-~2. If the maximum marginal rate of 
personal income tax and the corporate profit 
tax rate (both inclusive of surcharge) are 
reduced to 40 per cent as recommended, then 
the total burden will be reduced from 62.26 
per cent to 52 per tent · This should be taken 
along with the favourable tax treatment of 
capital gains recommended by us and 
implemented by the Government. In view of 
this, in the immediate future, relief in the 
taxation of dividends is not urgently called 
for. Secondly, we understand that a 
high-powered Committee appointed by the 

. EEC under the chairmanship of Mr Rudding, 
the former Finance Minister of Netherlands, 
is examining the whole issue once again in 
the light .of the e~periences with several tax 
integration systems, ·and _we believe that for 
aligning the Indian corporate tax system with 
those of our important trading partners it 
would be advisable to wait for the findings of 

. this Committee and the changes in the 
corporate tax system that would be adopted 
on the basis of such findings. Thirdly, as 
pointed out earlier, given the revenue 
constraint, it is clearly preferable to bring 
down the corporate profits tax rate to giving 
relief for dividend/retained earnings 
differential. We, therefore, recamm~ that 
the cla8sical system be retain~d for the 

. present with the crupurat.iru.L!ax rate on all 
domesti~-~.Q.IT!mmie&_]?_eipg_fl&.Ut 4~ per 
c~-nt _ w)liffi_w.ill-be-equal-t~um 
marginal rate of tax on personal mcome. 
However, in the longer term ... the: c[ass1c~ 
system should be modified to ~~vide f?r 
some mitigation of the_doubl~omtc 
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:tlxatiQD of dividend income. The. ~f!od 
adopt~~2h9J!LUe admi.nistrati~Iy. simi?Ie 

<ana should as far as possible _e. m hne w1th 
'"the-reform-genera y adopted in the EEC 
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countries. 

3.9 We have already recommended in 
the Interim Report (Chapter 6 para 6.18), that 
the rate of co rate rofits · 
red o " · · the next three 
ears . Bl that we· meant "in the period 

'1992-93 to 994=95". It woUld be advisable to 
~move the surcharge on the company tax in 
1,293-94, bringing the rate down to 45 ~r 
cent from 5L 75 per cent. In 1994-95, the rate 
should oe scaled dOwn to 40 per cent. The 
rates of corporate profits tax in a number of 
industrial and developing countries are given 
in Table 3.1. From a study of the table, it will 
be seen that a rate of-.35 per cent would 
definitely be attractive to foreign investors. 
However, a rate of 40 per cent could not be 
considered unreasonable, given the spread of 
rates found in different countries. · 

3.10 As is now well known, our general 
approach is that the best results, in terms of 
compliance (and, therefore, revenue), 
efficiency and equity, are obtained through a 
system incorporating moderate rates on a 
broad base. This approach has been endorsed 
by the Government (vide Finance Minister's 
speech introducing the 1992-93 Budget, Part 
B, p.17). In accordance with this approach, 
we had recommended in the Interim Report 
(Chapter 6 paras 6.50-6.54), t.h_at together 
with the lowering of the corporate profitS tax 

_rate to 40 per cent, several of the incentive 
provisions be withdrawn and others be 
rationalised. In all our discussions with the 
senior officers of the Department, it was 
pointed out to us that the incentive provisions 
and provisions embodying concessions were 
the major source of disputes (aside from what 
assessees consider undue disallowances or 
additions) and that the task of administration 
would be made much simpler, if these 
provisions were removed. There are several 
provisions such as Sections 35CCA, 35CCB, 
35AC, which provide concessions to 
taxpayers engaged in business or profession, 
for making donations to associations and 
institutions, carrying out rural development or 
any scheme or project for promoting social 
and economic welfare. For one thing, it is 

extremely difficult for the Department to 
monitor these activities. Further, as stated in 
the Interim Report, "these provisions 
discriminate between associationS/institutions 
approved under these provisions and those 
not so approved but carrying on the same 
socio-economic activity and between 
taxpayers engaged in business or profession 
and others. Moreover, as pointed out at the 
outset, the use of the tax system for 
promoting such objectives undermines the 
equity of the system, creates complications in 
administration and leads to all kinds of 
distortions and anomalies. For a thorough 
reform of the tax system towards simplicity 
and equity and substantial reduction of rates, 
it is absolutely necessary to eliminate all such 
incentives/concessions in the tax system 
except for the essential few." 

3.11 We reiterate the recommendations 
made in paras 6.52 and 6.54 of the Interim 
Report. Implementation of these; 
recommendations would simplify the tax 
system and its administration, reduce 
disputes, improve the equity of the system 
and give less room for tax avoidance through 
the "charity route". Some of the generous 
concessions providing for 100 per cent 
deduction were introduced when the basic 
corporate profits tax rate was 55 per cent and 
the top marginal income tax rate was 66 per 
cent or above. With the reduction in the tax 
rate to 40 per cent, restricting the deduction to 
50 per cent would, of course, mean lower "tax 
saving out of the concession, but as agains~ 
this must be set the "tax saving" because of 
the lower tax rate. As between a larger 
concession and lower tax rate, the latter must 
be preferred, since a lower rate tax has the 
merits of generating less disincentive effect 
and of mitigating the other inherent defects of 
the income tax. · 

Depreciation Allowance 

3.12 In business taxation, in addition to 
the recoyery of current costs, the recovery of 

capital costs re resenting the costS of ca thll 
~ -~-~ employe m pro uction, namely, pant 

and machinery, office equtpment and-

11 
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building, has to be allowed for.· However, the 
·recovery has to be spread over a=number of 
=years d~ring whtch the value of those assets · 
may be said to gradually depreciate through 
wear and tea~ and through obsolescence. 
Thus, in computing net profits for a year, an 
appropriate reduction from the gross receipts 
on account of depreciation of capital assets 
has to be made. 

3.13 A depreciation system should try to 
provide depreciation for tax pu;reoses· 
corresponding · as closely as possib e to 
economic e recta 10 s into 

n e wearing out of assets as well as 
obsolescence. If the actual depreciation 
granted deviates from~onomlc depreciation, 
effective tax rates wit vary between different 
assets and for the same kind of asset, over 
time. However. an accurate measmement of 
ec.onomic depreciation is technically very 
difficult and an attempt to arrive at it ~auld 
create several adrilimstrahve problems. 
Therefore ce ain rules whtch are considered 
reasonable are generally apphe ese relate 
to: 

a. the measurement of cost; 
b. the· period over· which depreciation 

should be spread; and 
c. the percentage of the cost to be allowed 

to be recovered every year. 

(b and c are inter-related.) 

3.14 he calculation of depreciation on 
capital assets is crucial for the e er . 

J)f taxable income. It is of course not possible 
to measure exactl~ the 'true' economic 

_depreciatioD- in thealne of an asset every
year: b~would depend on, m,Jlny 

..... cfiiilitin factors and there is no measurable 
~manifestation o t e de re dation. 
J:!~w.ewr;::!W~ cou ~-~mpt at denvmg . an . 

ae£WX1Dll!.t!Q .. n to true ecqgomic deere<;jahon 
'3)y adopting a for~ufa for the annual 

aeprec1ation char~e that would enable the 
recovery of the ap ropdate amount of m¢ney 
by the end of the useful life of the asset. 

3.15 The appropriateness of the annual 
depreciatiQnsljil_rg~_}J?ay_ 6~_E)_i:lsidered from 

1Wo angles: tax equ1ty and the interest of the· 
national economy. -Frorrflhe point of view of 
tax equity, there should be no under- or 
over-statement of profits or income from 
business. This result may be said to be 
achieved, if the annual depreciation allowed 
enables the investor to recover in real terms 
t.ru? original sumotmoney expended on the 
acquisitiOii()rifie assef;-oy-tfie end of its 
!!_SefUI hfe. From thy_point.Q[ View of the 
natiOnal economy, the · sum of annual 
oeprectatiOn cha~~d~ availabk_ dunng
rrre. p~~od of tfie useful life of the .. asset 
~out e sufficient to enable the purchase of 
1 new asset to replace the ofd one, as the 
latter ends its service life, so that the 
~opomy Q:!~intai_!ls i11Jact the c;;~pital__stock 
:tlready built up. If prices remain stable, both 
Jf the above-mentioned obJectives could- be 
:tchieved by takin the original or historic 
~ as the basis e · · ing 
:ne_ ~()' ucer to recover it over th~ period of 
:nellseful hfe of the asse~e-BGemed. 
f'ractilionally, the basis of calculating 
depreciation under the income tax law has 
been the .original or historic cost of the asset. 
This practice is in ccm~_()Jl(,lQ£y~ the 
1<~counting convention that the cost of a 
;apital asset should be spread ovefTiSTife in a 
·easonable ana systemarrc-fash1on-.~lems 
1rise- because-pnces do not remafn stable. In 
:act, there__was a significant spurt in capital 
~oods prices during_.thueveDtTes::aiid even 
ater:HeQce, there. . ...w.a~ .. a __ g~r~istenL.demand 
hatth~.hasi.L.QL_c.l~Ne.f!a,~iQIL~ll9.!:!.Ld be 
~hanged f!..~IE--~.i~t()ric- cost~~q ___ r~p~ce~~nt 
:USt, sOlhat the prg_dycers_~ouldbe abfe to 
>rovide" adequaie replacement for 'assets tnat 
tre getting worn out: historic cost 
lepreciatio~wnuld simply not erovide 
>~nt funds_for replacement. ~t is, 
~ver, noL.e.<lSy _ _!9_me.as.u_r~_9r ...estimate 
ts§.e.t-wise.-.replace_~Jlt __£~~!~ _ . ~ecause of 
!!Y_ergent-price trends:'+Jn_ any_~~ the 
lepre_c;iation allo\Yan_<i_ l~as. to_be_aYail~_crof 
lt~rJng the period of use qf_~!! __ (lSs._eJ. the cost 
>f replaceffieJ!f w}TJ .be ki1Qwn Qnly_at..!~e t!r:ne 
>fl~Iacement. In view of this,_ ~.nJy..Jl.broad 
tctjUstment ~ould be provided for taking care ---·-- . .._____.. 

12 
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of the rise in the prices of the assets.3 The 
adjustment has taken the form of accelerated 
depreciation or higher depreciation 
allowances. 

3.16 Under the Indian income tax, the 
historic cost has been the basis of granting 
aepreciation as in most other countnes. J.1k_ 
~epreciation rewme was cha~ac!etfsed by 
provisions for "normal" de rectatlon on the 

asts o 1stonc cost an for several other 
aaditional allowances, partly to take care of 
Inflation and partly to boost investment 
(presumably) and again partly to take care of 
the particular circumstances of gtven groups 
of taxpayers. The major types o(J!low~nc~ 
provided under the Indian Income-tax Act 
1961, prior to the assessment year 1988-89;. 
were: ~al depreciation, ~ 
depreciation extra ~pr~ extra_]b.ift 
~ddifioilafaepreciationL terminal 
pr baianciDDIIowan~e_and-::J'fhabjl!~_~ion 
attuwafiCe Tsome of these were tailor-made 
fors~ategory of assessees). 
When the Economic Administration Reforms 
Commission (EARC) considered this matter 
in 19~83, all these allowances were in 
force. LNot only were there seve.raL..Ul2ts ,of. 
allowances, but the rate .1· of normal 
aeprectahon also varied as betwee_n classes of 
assets. I he attem t at calibratin the rates of 
norm eciation to match the resumed 
pe!Jod ~k . enrtvoes of 
assets affi1tfie introduction of a number of 
aJlowancesro serve vanous objectives led to 
much avoidaDle complexity and added 
stgnificantly-tcrtnedifficulties of assessing 
business income. (The complexity in the 
system of depreciation arose both from the 
additionl!_L~!)O\vanc~~.L confined to some-types 
of assessees or some t_)'pes 6f assets, and from. 
the--multiplicity--or :rate-sor-thlf:Jiormaf 
depreciation allowan9* Also, often the grant 
of an allowance was made conditional, such 
~ on whether the plant was installed after a 
parti~~laryear, whether the year conc~rned 
~as the fust year or the second >iear of 
inStallation anawhat the mtensity of bejise 
of the assets was. -- Pepreciation was 
cal_culated in respect of each capital asset 
,separately and not in respect o~cks of 
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3.17 The main concerns of EARC were 
to simplify the system of granting 
depreciation and to give due regard to the 
need to provide adequate funds for 
replarement in the face of inflation. It · 
recommended the merger of additional 
depreciation, extra shift depreciation and 
extra depreciation with the normal 
depreciation. It further recommended that 
there should be only two rates of the 
consolidated normal depreciation for plant 
and machinery. The general rate for plant 
and machiner was fixed at 33 1/3 er cent to 

-a ow or the merge e ements an to elE_ 
ente!Pnses accumu a e su 1 1 n o 
@lice capita assets in the context of rising 
capital goodS pnces. EARC's 
recommendations ~e~ against the. 
bact(grounoori" rate.. ~55..per-«nt--on 
_co~ profit~ There was a surcharge of 
2:3 ~ -centWhich raiSed the effective 
~orateprOfits tax r~to.JQ..38 pet cent. 

3.18 The recommendations of EARC in 
regard to depreciation were adopted with 
effect from t?,~ assessment year 1988-89. 
Subsequently, t~e rate of corporate profits tax 
was reduced to 40 per· cent in the 1990-91 
Union Budget which also di~ away ~witp the 
investment allowance as well as the 
alternative scheme of taX: free 'deposits with 
the fndusfi'1al Development Bank of India 
(IDBI). In the Union Budget for 1991-92, the 
general rate of depreciation was reduced to 25 



Further Reform of Direct Taxes 

per cent from 33.33 per cent and the tax rate 
was raised to 45 per cent plus surcharge. 

3.19 Several representatives of trade and 
industry have suggested to us to recommend 
the restotation of 33.33 per cent depreciation 
rate applicable to plant and machinery or 
sqme other measure which would augment 
funds that can be used for replacement of 
capi_tal together with modernisation. In 
conSidering this plea, we must keep in mind 
our earlier recommendation that the corporate 
profits tax rate in respect of domestic 
companies be. reduced from the present level 
of 51.75 per cent (inclusive of surcharge) to 
40 per cent. It is true that when the corporate 
profits· tax rate was reduced to 40 per cent in 
the 1990-91 budget, along with the abolition 
of investment allowance, the general rate of 
depreciation for plant and machinery level 
had been retained at 33.33 per cent. 
However,_ the marginal rate of personal 
income tax was still high then at 54 per cent 
inClusive of ·surcharge, and the depreciation 
rate is to be considered in relation to the tax 
on non-incorporated entities also. Since the 
top marginal income tax rate is to be reduced 
to 40 per cent, it isto be considered whether 
the present general rate of 25 per cent 
depreciation for plant and machinery would 
not be adequate. In this connection, the 
following flow of accrual of depreciation has 
been worked out with four alternative rates of 
depreciation - 20 per cent, 22.5 per cent, 25 
per cent and 33.33 per cent. 

3.20 Tables 3.2, 3.3, 3.4 and 3.5 show 
the flow of funds to a business through 

Rate of Accumulation of Year in which 
de pre- depreciation accumulation 
dation excluding in- exceeds 100 

terest at the per cent 
end of 10 years (end of year) 

(%) (%) 

33.33 98.3 5 
25.00 94.4 ,.6~ 
22.50 92.2 6 
20.00 89.3 7 
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depreciation on plant and machinery granted 
at alternative rates of 33.33 per cent, 25 per 
cent, 22.5 and 20 per cent. In each case, the 
interest net of tax (at 40 per cent) earned on 
the depreciation reserve is also included. 
With 33.33 per cent rate of depreciation, .the 
total funds accumulated including interest 
reach 110 per cent of cost at the end of five 
years. While the ~cumulative depreciation 
taken by itself amounts only to 98.3 per cent 
at the end of 10 years, the total funds 
accumulated would reach 185 per cent of the 
cost by that date. At the end of six years, the 
total funds at the disposal of the enterprise 
would be 125 per cent of the cost. With a rate 
of depreciation of 25 per cent, the 
accumulation reaches 125 per cent at the end 
of seven years - a year later than in the 
previous case. Similarly, accumulated funds 
exceed 100 per cent of cost at the end of six 
years, instead of at the end of five years with 
33.33 per cent depreciation rate. At the end 
of 10 years the total funds accumulated reach 
170 per cent. With depreciation rate of 225 
per cent, the total funds accumulated amount 
to 104 per cent at the end of 6 years and 163 
per cent at ~he end of 10 years. 

3.21 If the depreciation rate is cut down 
to 20 per cent, accumula~~~ ;,xftP:s=tQP per 
@t at the end of seyen y;;lf;jt J;aches 125 
per cent at the end of eight yearg__Thus the 
main differences in terms of building up of 
depreciation reserve are as follows: · 

. 
Year in which Accumula-
accumulation tion at the 
reaches 125 end of 
per cent 10 years 
(end of year) 

(%) 

6 185.0 
7 170.0 
8 163.5 
8 155.9 
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3.22 In the light of the above 
computations, the Committee recommends 
that the general rate of depreciation on plant 
and machinery may be!~~:~t 25 per cent, 
if, according to our recommendation. the tax 
ra_!e on domestic companies is brought down 
to 40 per cent. In suggestmg this, we fiave 
also ke t in mind another recommendation of 
ours, name , t at the excise coun erva1 mg 
duty on 'ven . o it 
over a. period of specified num er o y . 
This will have the effect of reducing the cost 
of machinery to business. 

Deduction under Section 43B 

3.23 Under the mercantile system of 
accounts, receipts and expenses are recorded 
on accrual basis. Accordingly, where a 
liability for an expense has already accrued, it 
is generally allowed for income computation 
purposes, as a deduction. Section 438 of the 
Income-tax Act makes a departure from this 
well-accepted principle in the case of sums 
payable by way of tax, duty, cess or fees 
under any law; contribution to provident 
funds, superannuation funds, gratuity funds or 
the funds for the welfare of emp~oyees, bonus 
and interest payable to puolic financial 
institutions, State Finance Corporations and 
State Industrial Development Corporations. 

3.24 The Committee considered tb.is 
matter in detail on the basis of several oral 
and written representations. We are firmly of 
the view that the use of tax Jaw for such 
collateral purposes, quite apart from 
complicating the law, is unfair and unjust, as 
it militates against the principle of taxation of 
real income. However, considering the vital 
need to ensure prompt collection of revenue, 
the Committee would recommend that the 
provisions of Section 438 should be restricted 
to taxes, duties etc., levied under any law for 
the time being in force and that other items 
like contributions by the employer to any 
provident fund or superannuation fund or 
gratuity fund or any other fund for the welfare 
of employees, sums referred to in clause (ii) 
of sub-section (1) of Section 36 and interest 
on any loan or borrowing from any public 
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financial institution should be taken out of the 
purview of Section 438. 

Reconstruction and Other Arrangements 
of Companies 

3.25 The provisions of the Income-tax 
Act, in so far as they relate to liability to 
capital gain tax, do not apply to transfer in a 
Scheme of Amalgamation, by the 
amalgamating company to the amalgamated 
company and/or a shareholder in a Scheme of 
Amalgamation. Section 45(b) of the Gift Tax 
Act also provides that the Gift Tax Act shall 
not apply in respect of the gifts made by any 
company to. an Indian company in a Scheme 
of Amalgamation. Provisions relating to 
Amalgamation of Companies are contained in 
Chapter V of the Companies Act which deals 
with Compromise, Arrangement and 
Reconstruction including Amalgamation. 
The provisions of the Companies Act relating 
to the Scheme of Amalgamation, 
Arrangement, Compromise and 
Reconstruction are similar. Under the 
relevant provisions of the Companies Act, in 
this regard, an application has to be filed in 
the High Court having jurisdiction, seeking a 
direction necessary to convene a general 
meeting of the Members, and where 
necessary, the creditors of the company. The 
procedure laid down ensures that before any 
sch~me is approved, the High Court can take 
into account the views and objections, if any, 
of the Central Government, of the 
shareholders as well as of the creditors of the 
company, and under certain circumstances, of 
the Company Law Board. There is, therefore, 
no likelihood of the abuse of the scheme to 
defraud revenue, the shareholders or the 
creditors of the company. In view of this, the 
Committee suggests that no capital gain tax 
and/or gift tax should be levied in the case of 
Compromise, Arrangement and 
Reconstruction, as in the case of 
Amalgamation and suitable provision be 
made in the Income-tax Act and the Gift-tax 
Act in this regard. Suitable amendment can 
be made to Section 49 of the Income-tax Act 
to include- such a mode of acquisition also 
therein so as to ensure that the transferee 
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under such a scheme does not avoid a tax on 
capital gains when he himself transfers an 
asset acquired under the Scheme. 

3.26 \Section 2(22) of the Income-tax 
Act defines "dividend". Sub-clause (a) 
·provides that any distribution by a company 
of accumulated profits, whether capitalised or 
not, if such distribution entails release by the 
company to the shareholders all or any part of 
the ·aSsets of the company will be treated as 
"dividend". In order to remove any doubt or 
controversy as to the taxability of any shares 
or assets received by a shareholder in a 
Scheme of Amalgamation, Compromise, 
Arrangement or Reconstruction as dividend, 
it may be ~larified that provisions of Section 
2(22)(a) will not apply in the case of any 
Scheme of Amalgamation, Arrangement, 
Compromise and Reconstruction. 

3.27 The aforesaid amendments will be 
conducive to the policy of the· Government to 
reduce concentration of economic power and 
to encourage its wide dispersal. 

Taxation of Non-residents Including 
Indian Branches of Foreign Companies 

3.28 India has always recognised that 
foreign private capital and investment play ~n 
important complementary role in our 
economic development process, particularly 
through the transfer of resources, tpanagerial 
and technical expertise and technology itself, 
which result in the expansion of productive 
capacity and employment as well as in the 
establishment of and access to export 
markets. However, for a variety of reasons, 
our policy in regard to entry of private capital 
was highly restrictive. In the context of 
greater integration or globalisation of the 
world economy, our restrictive policy has 
since undergone a major transformation. We 
now welcome foreign investment in a much 
larger area of economic activity with the 
minimum · of fetters. The Committee 
considers that in this context we should 
examine our present direct tax regime for 
non-residents, including foreign companies. 
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3.29 Taxation has a significant impact' 
on international investment and financing 
decisions. All aspects of host country 
taxation like the tax rates, the extent of 
transparency and simplicity of the tax regime 
and its responsiveness to the genuine 
concerns of the taxpayer are taken into ' 
account by the prost:ective investor. 

3.30 In a situation where the investor 
has a choice of countries that have reasonably 
sound economies and stable political regimes, 
as exists today, we will hav~ to be 
competitive in regard to all relevant 
considerations that the non-resident/foreign 
company would take into account when 
taking an investment decision. The 
Committee is of the view that the 
Government should keep this aspect in mind, 
while formulating non-resident tax policy. 

a. Source rules and withholding 
provisions 

3.31 In line with the almost universal 
practice in this regard, while we tax the total 
world income of all residents (other than 
those not ordinarily resident), it is only 
income received or deemed to be received in 
India or which accrues or is deemed to accrue 
in India, that is taxable in the case of 
non-residents. Elaborate source rules as to 
what income would be deemed to accrue or 

· arise are laid down in Section 9 of the 
Income-tax Act. 

3.32 As far as business income is 
concerned, taxable income of non-residents 
would include income accruing or arising 
through or from any business connection in 
India. In the case of residents of countries 
with which we have Double Taxation 
Avoidance Treaties, it is only if they have 
what is referred to as a Permanent 
Establishment, as defined in the Treaty 
concerned, that their business income will be 
taxable in India. Even then, the general rule 
is that only income attributable to that 
Permanent Establishment would be taxed 
here. 
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3.33 Similarly, there are source rules 
also for income from property. capital gains, 
etc., but they are not as significant as the rules 
regarding dividend, interest, royalty and fees 
for technical services. In the case of these 
four categories of income in the hands of a 
foreign company, taking into account the 
difficulty in computing the taxable or total 
income after deduction of expenses, tax at a 
lower rate than that applicable to their 
business or other income is levied on the 
gross receipts under these heads. Thus, in the 
hands of a foreign company, dividend and 
interest are taxed at 25 per cent and royalty 
and fees for technical services at 30 per cent. 
Following the principle of restricting source 
country taxation rights on such incomes in a 
treaty situation, these rates are lowered to .the 
10 to 20 per cent range in most of lndf~'s 
Double Taxation Avoidance Treaties. 

3.34 Special provisions have also been 
enacted for computing profits and gains of 
certain businesses like shipping, exploration 
of mineral oils, operation of aircraft and of 
civil construction in certain turnkey power 
projects undertaken by non-residents or 
foreign companies. In these cases also, the 
intention is that disputes as to the quantum of 
income assessable in India should be 
minimised. However, the Committee noticed 
in the course of our discussions with various 
industry and trade associations as well as with 
officers of the Department, that there is a 
substantial difference of opinion between the 
taxpayers on the one hand and Revenue on 
the other, regarding the actual computation of 
the non-resident's income from these sources 
which would attract tax in India. This matter 
assumes great significance in view of the 
provisions of Section 195 of the Income-tax 
Act, 1962, which basically require that any 
person responsible for paying income other 
than interest on securities, salary or dividend 
to a non-resident (including a foreign 
company) shall, either at the time of credit of 
such income to the account of the payee or at 
the time of actual payment, whichever is 
earlier, deduct income tax thereon, at the 
rates in force. 
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3.35 The Section provides further that 
any person responsible for making such 
payment to the non-resident, who considers 
that the whole of the sum would not be 
income chargeable to tax in the case of the 
recipient, may make an application to the 
assessing officer, who would then determine 
the appropriate proportion of the receipt, that 
would become taxable. Tax need then be 
deducted only on the proportion so decided. 
The assessing officer's order in this regard is 
also appealable. 

3.36 In the course of evidence before us, 
it was repeatedly alleged that in so 
determining the proportion taxable, most 
assessing officers take a very unreasonable 
view, both in regard to what part of the 
receipt would be taxable in India on the basis 
of receipt or accrual, including deemed 
accrual, and in regard to what proportion of 
gross receipts would constitute net income, 
after the deduction of expenses. 

b. Turnkey projects 

3.37 It is a well accepted principle that 
where a non-resident contractor undertakes a 
turnkey project, say, for providing facilities 
for exploration or production of mineral oil 
and gas, income accruing to it would have to 
be apportioned between various activities 
carried on by it, some of it within India and 
some outside. It is only in relation to the 
activities performed in lnoia that income 
would accrue here. The broad principle laid 
down in Circular No: 1767 of July 1, 1987 
issued by the CBDT is still valid, after the 
enactment of Section 44BB of the Income-tax 
Act. The aggregate amounts specified in 
sub-section (2) of Section 44BB can only be 
those in relation to activities performed 
within India. It is on such aggregate amounts 
that the percentage laid down in sub-section 
(1) of Section 44BB would apply. 

3.38 In other words, while Section 
44BB overrides the provisions for 
computation of business income contained in 
Sections 28 onwards, as provided therein, it 
cannot and does not vary the provisions of 
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Section · 5 in regard to the scope of total 
income and of Section 9 which extends such 
scope through certain deeming provisions. 

3.39 The Committee is of the view, 
particularly in the light of the need to attract 
(oreign investment, that the determination of 
the proportion of income taXable in India 
should be done within a reasonable time and 
that .the determination itself should be fair and · 
just, both in regard to the proportion that 
would be taxable in India and in regard to the 

. determination of deductions in computation, 
where no specific percentage has been laid 
down in the law itself. The Committee would 
also suggest that the Government may 
consider extending the estimated income 
approach contained in Sections 44B to 
44BBB to further areas of business activity 
as that would reduce substantially areas of 
uncertainty and the resultant disputes. 
Simplicity, transparency and perceived 
fairness are essential ·to attract maximum • 
foreign investment. 

3.40 There is considerable· merit in the 
suggestion made before us that the recipient 
of income (and not only the person 
responsible for paying it), should also be 
allowed to make an application to the 
assessing officer, under sub-section (2) of 
Section 195, to determine the appropriate 
proportion on which the "person responsible" 
should deduct tax. The Committee would, 
therefore, recommend that the provision may 
be amended suitably. 

3.41 The Finance Minister had, in his 
1992-93 Budget Speech, announced his 
intention to introduce the system of advance 
ruling, as a first step, in the case of 
non-residents. This is a very welcome move 

. because foreign companies and other 
non-residents proposing to do business with 
or to invest in India can know the extent of 
taxation in advance and accordingly make 
their decisions. ·The Committee should, 
however, express its concern that no further 
steps, like giving the proposal the required 
legal sanction and instituting or constituting 
the body that would render such advance 
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rulings have been taken. In this connection, it 
is necessary to ensure that action taken would 
be such as would inspire confidence in the 
public mind, regarding the competence and 
independence of the authority in charge of 
providing advance rulings. 

c. Branch profits 

3.42 Traditionally, several foreign 
companies had been carrying on their 
ma~;keting (and even manufacturing) 
operations in India· through their branches. 
However, thanks to the very restrictive policy 
in this regard and even in regard to the 
proportion of foreign participation in Indian 
subsidiaries or associates, branch functioning 
except in the Banking industry had almost 
disappeared. Under the new liberalised 
policy, however, many enterprises may set up 
branches in India in the future. In the case of 
foreign direct investment in Indian (domestic) 
companies, the company first pays the 
domestic corporate tax and the foreign 
shareholder is subject to withholding tax 
either at 25 per cent or at the lower 
percentage agreed to between India and 
his/its country of residence in a treaty. In the 
case of the branch, no dividend is declared in 
India and so the dividend out of Indian profits 
bears no Indian tax. Tax neutrality between 
the two modes of investment is generally 
sought to be achieved by either levying a 
branch tax over and above the regular 
corporate tax on the branch or by levying a 
higher rate of tax on foreign corporate bodies. 
India has chosen the second alternative. Our 
present foreign corporate tax rate is 65 per 
cent as against a domestic corporate tax rate 
(including surcharge) of 51.75 per cent in the 
case of widely held companies. Clearly, this 
difference is quite high even at the 
withholding tax rate of 25 per cent on 
dividends paid to foreign companies, taking 
into account the fact that as a general rule, 
only about half the after tax profit is 
distributed as dividend. (In fact, the effective 
average withholding rate for foreign direct 
investment would not exceed 15 per cent 
since we have a network of tax treaties 
covering a large number of developed 
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countries.) Assuming a domestic corporate 
tax rate of 40 per cent, the after-tax profit of 
the Indian company would be 60 per cent of 
pre-tax profit. Assuming that half of it is 
declared as dividend, the withholding tax, at 
25 per cent would work out to 7.5 per cent of 
the pre-tax profit. Therefore, the differential 
between domestic and foreign corporate taxes 
should be around 7.5 percentage points and in 
any case should not exceed 10 percentile 
points. 

d. Double taxation 

3.43 A foreign company performing 
technical services for an Indian resident pays 
tax at 30 per cent of the gross fees for such 
technical services, in the absence of a double 
tax avoidance treaty. If its employees worJc 
in India beyond a certain number of days, 
then their salaries are also subject to tax in· 
India. It was represented that such double 
taxation causes great hardship in several 
cases. The law should be amended to make it 
clear that such salaries will be exempt from 
Indian tax. 

e. Exemption of interest paid abroad in 
some cases 

3.44 A reflection of the earlier thinking 
favouring debt against equity in relation to 
foreign investment is seen in the provisions of 
Section 10(15)(iv) of the Income-tax Act 
wherein interest payable by the Government 
and various types of industrial undertakings 
and financial institutions on borrowing 
abroad is exempt from tax, subject to the 
conditions laid down in that Section. There is 
need to remove this bias in favour of debt 
financing through such fiscal intervention. 
Besides, the process of simplification and 
introduction of lower tax rates can be 
achieved only if such tax expenditures and 
incentive provisions are removed. The cost 
of such provisions in terms of revenue 
foregone is quite high. Besides, in the 
absence of tax sparing by the home country, 
the beneficiary of the tax concession is not 
the investor but the treasury of the developed 
country. For example, India has recently 
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entered into a Double Tax Avoidance 
Agreement with the United States (US), a 
country which has consistently rejected the 
idea of tax sparing, that, is allowing credit 
against US tax otherwise due for tax waived 
or spared by India through incentive_ 
provisions like those contained in -Section 
(10)(15)(iv) referred to above. It is, therefore, 
essential for the Government to consider 
whether the provisicns of Section (10)(15)(iv) 
should continue resulting in substantial loss 
of revenue to us with no benefit or incentive 
being provided to the investor; the loss to 
Indian revenue being the gain to the treasury 
of the other country. This consideration 
becomes stronger, when tax rates are reduced. 

f. Transfer pricing 

3.45 A serious problem facing tax 
authorities around the world dealing with 
taxation of foreign investors is the question of 
Transfer Pricing. Transfer Pricing, as it is 
generally understood, refers to the value 
attached to transfers of goods, services and 
technology between related entities like a 
branch and headquarters or different branches 
of the same company or between a parent 
company and its subsidiary or brother-sister 
corporations with various degrees of common 
ownership or control. There is an abuse of 
the Transfer Pricing mechanism used between 
associated enterprises when the prices for 
goods or services are fixed, not on objective 
or market related considerations, but in such a 
way as to save tax by minimising profit in the 
country where the tax rate is higher. 
Transnational Corporations (TNCs) 
increasingly structure their foreign 
investments in a package consisting of equity 
participation, long-term debt, technological 
licences as well as management services. 
Technological progress in computerisation 
and telecommunications enables them to fine 
tune centralised decisions in regard to prices 
for the various constituents of their 
participation, taking into account the taX 
laws,. tariffs, exchange control regulations, 
regulations regarding profit remittances, 
inflation levels and even the likelihood of 
political upheavals, or expropriations, etc., in 
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an the ~ountries in which they operate. 
Besides, even if other Government policies 
like effective tax rates, tariffs, exchange 
control or profit remittance regulations were 
completely Qeutral, corporations would still 
choose the k>cations of generation of their 
profits; taking into account the comparatively 
high j expenditure requirements, better 
investment prospects in terms of opportunity 
cost o~ .. money for company generated funds, 
overall business strategy and the like. TNCs 
are also averse to disclosing very high profits 
in developing countries for political and 
public relations reasons as well. 

3.46 While there can be no doubt that a 
"correct" Transfer Pricing must be one which 
is fair to both the host countries and the TNC 
concerned, the difficulty arises because of the 
problems involved in arriving at an 
appropriate arm's length price. Almost 
always, there .is a wide range of defensible 
transfer prices. Even tax administrations in 
developed countries have found it extremely 
difficult to establish adequate control against 
the abuse of Transfer Pricing. The 
Committee is, therefore, of the view that no 
useful purpose would be served by expending 
our modest resources in this direction at the 
moment. Perhaps, what is needed is to 
develop. International Tax Information for 
which the best agency would be the UN 
Group of Experts on Tax Treaties between 
Developed and Developing countries. Prof. 
Stanley Surrey's idea regarding the setting up 
of what might be called 'lntertax', an 
institution analogous to 'Interpol' to facilitate 
the international flow of information needed 
for tax compliance should be revived. In this, 
our representative in the UN Group can take 
an active role. In the meantime, however, the 
Income Tax Department should seek to 
establish a reputation that India has firm 
views against abuses of the Transfer Pricing 
mechanism. 

g. Income expressed in foreign currency 

3.47 It was pointed out to us in the 
course of evidence before the Committee tha't 
Rule 115 of the Income-tax Rules, 1962, 

which prescribes the rate of exchange for 
conversion into rupees of income expressed 
in foreign currency, in the manner in which it 
is presently interpreted, is causing 
considerable hardship to non-resident 
taxpayers. The real purpose of Rule 115 is to 
enable quantification in Rupee~, for the 

·. purpose of taxation of income in India of 
sums constituting in~ome, expressed in 
foreign exchange. Where such quantification 
is already available by way of the number of 
rupees laid out to buy the foreign exchange or 
the number of rupees actually received on 
inward remittance, then resort to the Rule is 
not really contemplated. However, the Rule 
has been somewhat widely worded, leading to 
the unintended situation set out in the para 
below. Payments like, royalty and fees for 
technical services, are often expressed in 
dollars or other convertibl~ currency. Where 
the income concerned has already been 
remitted during the accounting period, the 
rate of conversion should be that at which the 
foreign currency in question was actually 
purchased for the purpose of remittance. 
Similarly, where the non-resident is paid 
directly in foreign exchange abroad with no 
remittance from India, as often happens in the 
case of bilateral credits extended by foreign 
governments, the rate of conversion should be 
that applicable on the day the non-resident 
receives payment. 
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3.48 Thus, for example, if US$ 100 by 
way of royalty was remitted by a resident in 
India to a non-resident, say, in April 1991, 
and at that time the rate of exchange was $ 1 
= Rs.18, the income assessable in the hands 
of the non-resident should be Rs.1,800 only. 
Instead, the application of the Rule which 
links the conversion to the last day of the 
"previous year" (accounting period) of the 
non-resident, particularly in a year like the 
one that ended on 31st March, 1992 would 
create considerable distortions. In the 
example cited above, if the rate of exchange 
on 31.3.92 is US $ 1 = Rs.30, although only 
Rs.1,800 was actually paid to the 
non-resident, the income assessable would be 
Rs.3,000. This would also cause hardship to 
the Indian resident because the deduction of 
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tax at source would have been made on the 
basis of rate of exchange prevailing at the 
time when the remittance was actually made 
or when the amount was credited to the 
account of the non-resident, whichever is 
earlier. The recent decision of the Bombay 
High Court in Chowgule and Co. Ltd vs 
Commissioner of Income Tax (Cil) [1992] 
195 ITR 810 also supports the Committee's 
view in this regard. 

3.49 As far as inward remittances are 
concerned, this anomaly was avoided by the 
insertion of sub-rule (2) in Rule 115 which 
reads as under: 

"Nothing contained in sub-rule (1) 
shall apply in respect of income 
referred to in clause (c) of lhe 
Explanation to sub-rule (1) where su~h 
income is received in, or brought into, 
India by the assessee or on his behalf 
before the specified date in accordance 
with the provisions of the Foreign 
Exchange Regulation Act, 1973 ( 46 of 
1973)." 

3.50 A minor amendment of sub-rule (2) 
to provide for situations wh~e the income is 
received by the assessee or on his behalf 
outside India before the specified date would 
solve this problem. The amended sub-rule (2) 
can read as given below: 

"Nothing contained in sub-rule (1) shall 
apply in respect of income referred to in 
clause (c) of the Explanation to sub-rule 
(1) where such income is received in, or 
brought into, India by the assessee or on 
his behalf or is received by the 
non-resident or on his behalf outside 
India before the specified date in 
accordance with the provisions of the 
Foreign Exchange Regulation Act, 
1973 (46 of 1973)." 

3.51 In view of the magnitude of the 
devaluation of rupee that took place during 
the . accounting period that ended on 31st 
March, 1992, the Committee would further 
recommend that taking into account this 
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exceptional circumstance, the amendment 
should be given retrospective operation to 
cover income for the accounting period 
1991-92, i.e., the income relevant to 
assessment year 1992-93. 

Treatment of wsses 

3.52 The present provisions regarding 
carry forward and set off of losses in the 
Income-tax Act are very complicated and 
cause considerable confusion in the minds of 
most persons. They also have the effect of 
further complicating an already somewhat 
difficult to understand return of income that 
taxpayers have to fill up every year. The 
Committee has already stressed the need for 
having a fairly comprehensive income 
concept for the purpose of taxation of income. 
To the extent that income from certain 
sources enjoys complete or partial exemption, 
there is a case for schedular treatment of 
losses. Exception may also be made in the 
case of losses arising from speculative 
activity. For example, in regard to capital 
gains, the need for the special provisions 
arises only because of the existing tax 
exemptions like that on inter-corporate 
dividends (Section 80-M); deduction of 
certain dividend, etc., incomes upto Rs.7,000 
(Section 80-L} and exemptions in regard to 
certain interest incomes of public sector 
bonds. If these exceptions are removed from 
the statute, loss under the head 'Capital 
Gains' can also be freely set off against other 
incomes. However, the recent amendmenfto 
Section 71 and introduction of a new Section 
71-A extend schedular treatmentto loss from 
house property even though the income from 
house property continues to be given a 
non-schedular treatment for income tax 
purposes. To this extent, this recent 
amendment is not in consonance with either 
the scheme of comprehensive income 
taxation or schedular form of taxation. 

3.53 Like exemption of income from 
taxation, schedular treatment of losses alsq 
violates the principle of both horizontal and 
vertical equity.' Further, the condition that the 
business in which the loss carried forward to 
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a subseqt,1ent year was incurred should be 
carried on in that year also if such loss is to 
be set off against that year's business income 
forces uneconomic and unviable units to keep 
"alive" leading to inefficient allocation of 
scarce resources. These inequities in the 
existing schehle of set off and carry forward . 
of losses need to be corrected. 

3.54 In the light of the above, the 
Committee recommends as follows: 

a. The amendment to Section 71 and 
introduction of a new Section 71A in 
the Income-tax Act by the Finance Act, 
1992 extending schedular treatment to 
loss from house property should be 
revoked. 

- b. The losses carried forward for set-off in 
the subsequent years separately under 
each head of income like, 'income from 
house property', or 'profits and gains 
from business or profession' (other than 
losses from speculation business or 
from the activity of owning and 
maintaining race horses) and 'other 
sources' should all be allowed inter se 
set-off. 

c. The condition that the business to 
which the loss relates should be carried 
on in the subsequent year in order that 
the business loss carried forward from 
the earlier year is allowed to be set off 
should be removed. 

3.55 One exception to the general rule 
regarding carry forward and set off of 
business losses, which has been introduced as 
an aJJ.ti-avoidance measure is contained in 
Section 79 of the Income-tax Act. Before its 
amendment in 1988, the Section in effect 
provided that i~ the case of a closely held 
company 1 the benefit of carry forward and set 
off of losses would be allowed only if the 
shareholders exercising 51 per cent of the 
voting power as on the last day of the relevant 
year remained unchanged in comparison to 
the hist day of the year or ye~us in which the 
loss was incurred or if the assessing officer is 
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satisfied that the change in shareholding was 
not effected with a view to avoiding or 
reducing any liability to tax. The restriction 
in regard to set off of carried forward of loss 
laid down under Section 79 as it originally 
stood, thus, applied only when there was a 
substantial change in shareholding and such_ 
change had been effected with a view to 

-avoiding or reducing any liability to tax. The 
second limb of the Section regarding the 
assessing officer's satisfaction that the 
change in shareholding was not effected with 
a view to avoiding or reducing the liability to 
tax was deleted from Section 79 by the 
Finance Act, 1988 with effect from 1st April, 
1989. The result was that a mere change in 
substantial shareholding, even when there 
was no intention whatsoever to avoid or 
reduce tax liability, led to the closely held 
company losing the benefit of carry forward 
and set-off of accumulated losses and 
unabsorbed depreciation. 

3.56 While the practice of buying losses 
through the acquisition of loss-making 
companies cannot be denied, the Committee 
is of the view that in the larger interest of the 
economy, the provision should either be 
deleted or should be restored to its original 
unamended form. This is because in the case 
of several sick industrial undertakings, the 
only hope for their revival is through new 
promoters replacing those who have failed 
before. The entry of such new promoters 
would automatically involve substantial 
change in shareholding and if such a change 
would result in the denial of the benefit of set 
off in regard to carried forward losses, revival 
of sick industrial undertakings atleast in the 
case of closely held companies would not be 
possible. 

Treatment of Charities and Charitable 
Organisations under the Income-tax Act 

3.57 In recognition of the useful and 
supplementary role that private charities 
perform in relation to relief of the poor, 
education, medical relief and other objects of 
general public utility, the income tax and 
other direct tax enactments contain various 
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provisions for exemption of tax in relation to 
charitable entities. The Committee does not 
propose to discuss in detail the present 
position of the law in this regard. However, 
in the course of our deliberations, the 
Committee has noticed that there is 
considerable scope for improvement in the 
matter of administration of the existing 
provisions. It has been stressed that there is 
much delay in dealing with applications for 
registrations under Section· 12A of the 
Income-tax Act and for approval under clause 
(vi) of sub-section (5) of Section 800. Even 
before such approval was specifically 
incorporated in the Income-tax Act by the 
Finance (No.2) Act 1991, the practice used to 
be for charitable organisations to seek and 
obtain the approval of the Commissioner 
concerned because in the absence of a 
specific statement regarding the 
Commissioner's approval, the donations· 
would not be forthcoming. 

3.58 At present the same Commissioner 
or Director of Exemptions considers the 
application for registration under Section 12A 
as well as the application for approval under 
Section 800. The Committee would, 
therefore, suggest that iir~ relation to any 
newly set-up charitable trust or instJtution, 
applications under Section 12A ana under 
sub-section (5) of Section 800 should be 
processed together and with utmost 
expedition. In the course of evidence before 
the Committee, several organisations and 
individuals complained about great delays in 
granting approval under Section 800. It was 
mentioned that such approvals for periods 
ending on the last day of the financial year 
are often granted towards the end of such 
financial year, rendering the approval 
practically worthless as the time to receive 
donations on the basis of the approval is very 
limited. The Committee would, therefore, 
recommend that all applications for approval 
under Section 800 should be promptly 
disposed of and at any rate within a period of 
three months from the date of receipt of 
application. The Committee would further 
suggest that approvals as well as renewals of 
approvals under Section BOG, once granted, 
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should be valid for a period of five years 
beginning with the financial year in which the 
approval or renewal, as the case may be, is 
granted. This would considerably .reduce 
infructuous administrative work on the one 
hand and unnecessary harassment on the 
other. The danger of abuse of such approvals 
for longer periods as suggested above, is 
minimal in view of the requirement that such 
charitable organisations shall file returns of 
income on an annual basis. · 

3.59 Sub-section ( 4A) of Section 11 
provides that the exemption in relation to 
income of a trust or institution under that 
Section shall not apply in relation to profits 
and gains of a business unless the business is 
incidental to the attainment of the objectives 
of the concerned organisation and separate 
books of accounts are maintained in respect 
of such business. The Committee is given to 
understand that the quest~on as to whether a 
particular business is incidental to the 
attainment of the objectives of the charity 
concerned has been the subject matter of 
several disputes. In order to reduce the area 
of dispute, atleast in relation to smaller cases, 
the Committee would suggest that where the 
income from business is not more than Rs. 5 
lakh, such business income may, subject to 
other conditions being fulfilled, be exempt 
regardless of whether the business is 
incidental to the attainment of objectives of 
the trust or institution or not. This would cut 
out a lot of administrative work and ·the 
smaller · charitable organisations would be 
spared the trouble of pursuing disputes in this 
regard. 

3.60 Section 13 of the Income-tax Act 
lays down several circumstances under which 
the exemptions available under Section 11 or 
Section 12 would stand withdrawn. One of 
these is the enjoyment of certain types of 
benefits by those who may, for the sake of 
convenience, be referred to as 11 interested 
persons 11 Such persons are defined in 
sub-section (3) of Section 13 and include 
inter alia any person who has made a 
substantial contribution to the trust or 
institution. The substantial contribution itself 
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has been~ laid down as a sum exceeding Rs 
25,000. -It has been repeatedly urged before 
the Committee that strict application of this 
provision would have the result of denying 
exemption to several genuine charitable 
organisation~ which might provide certain 

'benefits to "substantial donors" either on the 
sanie lines as those extended to others or 
othel\vise. The benefits could include free 
stay or stay on concessional rent in any 
buildings owned by such organisations. The 
Committee is of the view that there is 
considerable merit in the submissions made 
before it. We w<;>uld, therefore, suggest to the 
Government that this entire matter may be 
examined with a view to avoiding hardship in 
genuine cases. In the meantime, the 
Committee would recommend 'that the 
monetary limit of Rs.25,000 which is indeed 
very low should be enhanced to at least 
Rs.SO,OOO. The Committee would further 
recommend that if the "interested person" 
gets only the same degree of benefit that 
others also get in matters like free or 
concessional rents, then such benefit should 
not have the effect of denying the exemption 
to the charitable organisations. 

3.61 Sub-section (4A) of Section 139 of 
the Income-tax Act requires charitable 
organisations claiming exemptions under 
Sections 11 and 12 to file returns of the 
income within the time limit provided in that 
section. All non-corporate charitable 
organisations would, under the existing law, 
have to file their returns on or before 31st 
August of the assessment year concerned. 
Considering the fact that charitable 
organisations often depend on voluntary work 
which could cause delays, the Committee is 
of the view that organisations that are 
required to file the return of income under 
sub-section ( 4A) of the Section 139 may be 
allowed to do so on or before 31st December 
of the assessment year concerned. The 
Committee would also suggest that the 
in~ome limit for audit laid down in clause (b) 
of Section 12A should be enhanced from 
Rs.25,000 to atleast Rs.50,000. 
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3.62 The deduction under Section 80G, 
in most cases, amounts to 50 per cent of the 
donations made to certain funds, charitable 
institutions, etc., subject to the further limit 
that such deduction shall not exceed 10 per 
cent of the gross total income as computed in 
the manner laid down. Severab 
representations were ruade before the 
Committee, urging that the deduction of 50 
per cent as referred to above is inadequate to 
attract substantial donations to worthy 
charities. The Committee is firmly of the 
view that while charity is indeed a desirable 
objective, there is no case for making it more 
attractive at the expense of Revenue. 
Therefore, the Committee considers that the 
present provisions in regard to the quantum of 
relief under Section 80G are quite adequate 
and further that the deduction of hundred per 
cent in respect of contributions should be 
restricted to the Prime Minister's National 
Relief Fund only. 

3.63 Exemption for charity~ it had been 
noticed, was freely abused as a tax evasion 
device by several persons. That resulted in 
the introduction of several "policing" or 
restrictive provisions in the law in this regard. 
Based on the dates from which various 
restrictive provisions were introduced in the 
Act, -the provisions of the law are different for 
charities set up before or after certain dates: 
first day of June, 1973, first day of March 
1983, etc. While the hi~torical basis for these 
distinctions cannot be ignored, the Committee 
is of the view that effort should be made to 
make the law uniform for all charitable 
organisations, if necessary by giving adequate 
time to the older charities to fall in line with 
the present requirements regarding 
investment pattern, need for the trust or 
institution being wholly (and not only partly) 
for the benefit of public charitable or 
religious purposes, etc. 

Interest Tax/ 

3.64 !here is no rationale for the 
interest tax. It is widely recognised that the 
interest rate, like any other price, should be 
allowed to play its legitimate role in the 
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allocation of financial savings. The interest 
tax enters as a wedge between the reward to 
the savers and the return on investments. We 
recommend abolition of this tax; the revenue 
lost thereby should be recouped by the levy of 
some of the taxes on services that we have 
recommended. 

GiftTax / 

3.65 An argument given for the 
abolition ofthe gift tax is that it is anomalous 
or redundant to continue it after the abolition 
of the estate duty. Of course, one ~ould argue 
the opposite case and plead for the 
re-introduction of the estate duty or an 
inheritance tax. While a theoretical case can 
be made out for the introduction of th~ 
inheritance tax with a moderate single rate of 
tax, given the many practical problems that· . 
are likely to be created as under the erstwhile 
estate duty and given the fact that even the 
existing direct taxes are not being enforced 
efficiently, the Committee does not 
recommend that a tax on estates passing at 
death or inheritances should be contemplated 
in the near future. We should for the time 
being concentrate on bringing into existence a 
fairly clean, efficient and proqllctive system 
of direct taxes containing only the four major 
elements, namely, tax on corporate profits, 
tax on personal income including the income 
of non-corporate business entities, the wealth 
tax on unproductive assets and the gift tax. 

3.66 The Committee favours the 
continuance of the imposition of the. gift tax. 
Even though the top marginal rate of income 
tax as well as the spread between the rates 
have been- reduced, gift of assets to 
individuals other than minor children could 
still be used as a means of reducing the total 
tax liability of a family (either nuclear or 
extended). A tax on gifts is, therefore, 
necessary as a means of discouraging such 
transfers. Also the gift tax cannot be said to 
affect incentives or lead to any inequity. 

3.67 The exemption level of Rs.20,000 
was fixed in 1985. Considering the rise in 
prices and the increase in the threshold level 
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for income tax, gifts in a year not exceeding 
Rs.30,000 may be exempted from the tax. 

Ta~ of Agricultural Income 

3.68 We have received many 
representations to the effect that .some way 
must be found to bring agricultural income 
within the ambit of the Central income tax. It 
is well known that the splitting of the 
Constitutional responsibility for taxing 
non-agricultural and agricultural incomes 
between the Centre and the States leads to the 
violation of the principle of horizontal equity, 
even if the State governments were 
independently taxing agricultural incomes, 
unless both the Centre and the States were 
levying proportional ·income taxes. But in 
fact, the States hardly levy any tax on 
agricultural income except for income from 
plantations. Thus virtual exemption from 
income. taxation is given to most agricultural 
incomes. This not only leads to narrowing of 
the base and horizontal inequity, but also 
opens up a large loophole for the evasion of 
tax on non-agricultural income, since part of 
one's non-agricultural income can be passed 
off as agricultural income. 

3.69 However, under the present 
circumstances, the States, at least a majority 
of them, are unlikely to agree to delegate their 
power to tax agricultural income to the 
Central Government. Apart from this 
political reality, some would argue that given. 
the law stipulating ceilings on agricultural 
holdings, which are at least legally and 
formally observed, the yield of tax on 
agricultural income is unlikely to be 
substantial. There is also a fear that the rather 
unsophisticated agriculturists are likely to be 
harassed by the officials of the Income Tax 
Department even more than their urban 
counterparts. On the other ha~d, we find that 
the inclusion of agricultural income only for 
the determination of the rate of tax on a 
taxpayer's non-agricultural income has not 
served much purpose. We feel th~t some 
thing should be done to plug the loophole for 
evasion arising from the exclusion of 
agricultural income without subjecting 
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genuine agriculturists to unnecessary trouble 
and harassment. While .agriculturists whose 
income consists of only agricultural income 
and small agriculturists who may have some 
non-agricultural income but whose 
agriculturM income is, say, below Rs.25,000 
per annum may not be brought within the tax 
ne~, tliere is no reason why one should no~ 
bring under tax, the agricultural income of 
non-.agriculturists. It could be laid down that 
in ~lie case of individuals or any other entities 
having income from non-agricultural sources 
above the· exemption level and also income 
from agricultural sources above Rs.25,000, 
agricultural income· in excess of Rs.25,000 
accruing to the concerned entity should be 
aggregated with non-agricultural income and 
the tax should be levied on the total of such 
aggregated income. Suitable marginal relief 
should also be provided. Agricultural income 
for this purpose will not include income from 
plantations subject to taxation by the States. 
Since the calculation or determination of 
agricultural income is necessary even under 
the existing provisions, if a non-agricultural 
assessee has such an income, there would be 
no additional administrative work to the 
Department or trouble or harassment to the 
assessees. At the same time, genuine 
agriculturists and small agriculturists will be 
left out. In the interest of equity and for 
reducing evasion, the Committee 
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recommends that the Central Government 
should obtain the cooperation and consent of 
the State governments for enacting a 
provision which would enable it (the Central 
Government) to bring under the purview of 
the Central income tax, agricultural incomes 
in excess of Rs.25,000 of those 
non-agricultural assessees whose 

·non-agricultural incomes are above the 
exemption level. The entire tax yield 
attributable to the agricultural component of 
income could be distributed amohg the States 
on the basis of origin. 

3. 70 It should be pointed out that the 
provisions for the taxation of agricultural 
income by the Central Government that we 
have recommended would not affect those 
agriculturists who-

a. have agricultural income not exceeding 
Rs.25,000 per year; or 

b. have non-agricultural · income not 
. exceeding Rs.28,000. 

This means that agriculturists who have only 
agricultural income or who have also 
non-agricultural income but have agricultural 
income not exceeding Rs.25,000 will be left 
out. Thus, the tax will fall mainly on the 
larger non-agricultural assessees whose 
agricultural incomes exceed Rs.25,000. 



Country 

{1) 

Australia 

Belgium 

Denmark 

Notes:* 

TABLE3.1 

Corporate Income Taxation in Selected Countries:Tax Rates 

Assess-
ment 
year 

(2) 

1992 

1993 

1992 

1992-93 

Comorate income tax rates Remarks 
Domestic 
company 
(%) 

(3) 

39 

39 

30 

38 

Foreign 
company 
(%) 

(4) (5) 

39 LTCGs are not taxed, excess retentions 
taxed at 50%. 

43· In general, LTCGs are not taxed, lower tax 
rates apply if income- is less than BF 13 
million. 

30 Special tax of 40 to 60% on . remitted 
amount is payable if average of remittances 
of three consecutive years exceeds 12% of 
registered foreign capital. Shareholders have 
the choice to treat withholding tax of 8% on 
total profits (irrespective of distribution) or 
with- holding tax on distributed profits at a 
higher rates as t:1e final tax. 

38 Withholding tax of 30% on dividends is 
final tax if domestic dividends do not 
exceed 30,600 DKr. per year for a single. 
individual. Any dividends in excess of this 
figure are subject to an additional income 
tax of 15% imposed by assessment. 

With effect from the assessment year 1994, withholding tax on dividends is not to 
apply, thereby dividend will be exempt from income tax in the hands of 
shareholders. 

LTCGs : Long Term Capital Gains 
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(1) (2) 

·"France 1993 

Germany 1993 

India 1993-94 

Indonesia 1992 

Japan 1993-94 

Korea 1992 

(3) 

34 

50 

45,50 

15-35 

37.5 

20,34 

TABLE 3.1 (Contd.) 

(4) (5) 

34 LTCGs are taxed at 18%. An annual lump
sum minimum tax based on the corporations 
turnover is payable'. A tax credit ( avoir 
fiscal) of 50% of distributed dividends is 
given to the shareholders. 

46 Tax on distributed profits is 36% for which 
tax credit is allowed against income tax 
liability of a shareholder. 

65 In specified cases, royalties and technical 
fees received by foreign companies are 
taxed at 50%. Dividends received by 
corporate shareholders from domestic 
companies are eligible for 100% deduction 
subject to specified conditions and 
exemption from withholding tax is also 
available to non-corporate . shareholders 
under certain circumstances. 

20 A final withholding tax at the rate of 20% is 
charged on gross income (including 
dividend) of non-residents. Withholding tax 
for residents is at the rate of 15%. 

37.5 If capital employed in the corporation is less 
than Yen 100 million, then first Yen 8 
million of annual income is taxed at 28%. 
Option to the shareholders of choosing final 
withholding tax of 35% on dividends 
subject to certain conditions. A speCial 
temporary surcharge of 2.5% will apply to 
corporation tax in excess of 4 million for the 
years 1993-94 and 1994-95. 

20,34 Additional tax of 25% on excessive 
accumulated profits of unlisted large-scale 
corporations. Corporation . income tax on 
distributed profits is treated as withholding 
tax on dividends on behalf of shareholders. 
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(1) (2) 

Luxembourg 1992 

Malaysia 1992 

Mexico 1992 

Nepal 1992 

New Zealand 1992 

Nigeria 1991 

Pakistan 1992-93 

Philippines 1992-93 

(3) 

33 

35 

35 

40 

33 

40 

30 

35 

TABLE 3.1 (Contd.) 

(4) 

33 

35 

35 

40 

38 

40 

30 

35 

29 

(5) 

Corporate income tax on distributed profits 
is treated as withholding tax on dividends 
on behalf of shareholders. 

Dividends paid out of profits already taxed 
are exempt or are subject to a final 35% tax 
if not so paid. 

There. is no corporate income tax on 
distributed profits. 

Corporate income tax on distributed profits 
is treated as withholding tax on dividends 
on behalf of shareholders. 

For companies engaged in agricultural 
production, etc., with annual turnover · not 
exceeding N 500,000 the tax rate is 20%. 
Companies are liable to pay a minimum tax 
based on gross profit, net assets, paid-up 
capital and turnover. Enterprises engaged in 
agriculture or having at least 25% foreign 
equity capital are exempt from minimum 
tax. 

A minimum tax equal to 0.5% of turnover is 
payable. There is no corporate income. tax 
on distributed profits. 

No personal income tax on dividends 
received from domestic companies. 



(1) (2) 

Singapore 1993-94 

Sri Lanka 1993-94 

Taiwan 

Thailand 1993-94 

U.K. 1992-93 

(3) 

30 

40,45 

15-25' 

30 

35 

TABLE 3.1 (Contd.) 

(4) (5) 

30 Shareholders recetvtng dividend from 
·domestic companies are 4lllowed a tax credit 
for the corporate tax attributable to the 
dividends received. No tax on capital gains. 

40,45 Small companies are taxed at lower. rates. 
Tax is withheld on dividends payable to the 
shareholders for which a tax credit is 
allowed against their personal income tax 
liabilities. 

15-25 If a company does not distribute profits each 
year, the shareholders are, in effect, taxed as 
if they received a deemed dividend. System 
of withholding tax on dividends payable is 
prevalent. 

30 Shareholders can choose to pay final 
withholding tax of 15% on dividends 
receivable from domestic companies. 
Alternatively, normal rate of withholding 
tax applies which does not exceed 15 per 
cent and they can avail of tax credit of 3nth 
of the dividends against their personal 
income tax liabilities oil dividends received. 

35 Tax rate of 25% applies if income of the 
company does not exceed £250,000. No 
withholding of income tax on dividends, but 
the company paying the dividend is liable to 
pay advance corporate tax (ACI') 
amounting to 1/3rd of the dividends to be 
set off against its corporate tax liability 
(GI'). The ACT payment is imputed to the 
shareholders as a tax credit against their 
income tax liabilities on the dividend plus 
credit. 
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(1) 

U.S.A. 

Zambia 

Sources: 
i. 

ii. 
iii. 
iv. 

v. 

TABLE3.1 (Contd.) 

(2) (3) (4) (5) 

1990-91 15-34 15-34 Tax rate of 34% applies to income in excess 
of US$ 75,000. In addition, 5% tax applies 
on taxable income between $100,000 and 
$335,000. 

1992-93 45 45 A final tax of 30% is withheld on dividends 
payable to the resident shareholders. 

The following publicatio~s of International Bureau of Fiscal Documentation: 
European Taxation for B~lgium, Denmark, France, Germany, Luxembourg and 
the United Kingdom. 
Corporate Taxation in Latin America for Brazil and Mexico. 
African Tax Systems for Nigeria and Zambia. 
Taxes and Investments in Asia and the Pacific for Australia, Indonesia, Japan, 
Korea, Malaysia, New Zealand, Nepal, Pakistan, Phillipines, Singapore, Sri 
Lanka, Taiwan, Thailand. 
Tax News Service (upto April 1992) for updating the compilation based on the 
earlier publications. 
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Year 
end 

Initial 
position 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

TABLE3.2 

Funds in Hand on Account of Depreciation (33.33%) 
and Interest (15%) with Tax at 40% 

Net Depree- Cumula- Interest Cumula-
worth iation tive accrued tive 
of during · deprec- (total) interest 
stock year iation 

100.00 0.333 9.00 

66.67 33.33 33.33 
44.45 2222 55.55 3.00 3.00 
29.63 14.81 70.37 5.27 8.27 
19.76 9.88 80.24 7.08 15.35 
13.17 6.59 86.83 8.60 23.95 
8.78 4.39 91.22 9.97 33.92 
5.85 2.93 94.15 11.26 45.18 
3.90 1.95 96.10 12.54 57.72 
2.60. 1.30 97.40 13.84 71.56 

-1.74 9.87 98.26 15.21 86.77 
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(as per cent of cost) 

Total 
funds 
in hand 
(depreciation 
+interest) 

33.33 
58.55 
78.64 
95.59 

110.78 
125.14 
139.33 
153.82 
168.96 
185.04 



Year 
end 

Initial 
position 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

Net 
worth 
of 
stock 

100.00 

75.00 
56.25 
42.19 
31.64 
23.73 
17.80 
13.35 
10.01 

7.51 
5.63 

TABLE3.3 

Funds in Hand on Account of Depreciation (25%) 
and Interest (15%) with Tax at 40% 

Depree- Cumula-
iation tive 
during . depr,ec-
year iation 

0.250 

25.00 25.00 
18.75 43.75 
14.06 57.81 
10.55 68.36 
7.91 76.27 
5.93 82.20 
4.45 86.65 
3.34 89.99 
2.50 92.49 
1.88 94.37 

Interest 
accrued 
(total) 

9.00 

2.25 
4.14 
5.78 
7.25 
8.61 
9.92 

11.21 
1252 
13.88 
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Cumula
tive 
interest 

225 
6.39 

12.17 
19.42 
28.03 
37.95 
49.16 
61.69 
75.56 

(as per cent of cost) 

Total 
funds 
in hand . 
(depreciation 
+interest) 

25.00 
46.00 
64.20 
80.53 
95.69 

110.23 
124.60 
139.15 
154.18 
169.93 



Year Net 
end worth 

of 
stock 

Initial 100.00 
position 
1 77.50 
2 60.06 
3 46.55 
4 36.08 
5 27.96 
6 21.67 
7 16.79 
8 13.01 
9 10.09 
1( 7.82 

TABLE3.4 

Funds in Hand on Account of Depreciation (22.5%) 
and Interest (15%) with Tax at 40% 

Depree- Cumula- Interest Cumula-
iation tive accrued tive 
.during deprec- (total) interest 
year iation 

0.225 9.00 

2250 2250 
17.44 39.94 2.02 202 
13.51 53.45 3.78 5.80 
10.47 63.92 . 5.33 11.13 
8.12 72.04 6.76 17.89 
6.29 78.33 8.09 25.98 
4.88 83.21 9.39 35.37 
3.78 86.99 10.67 46.04 
2.93 89.91 11.97 58.02 
2.27 9218 13.31 71.33 
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(as per cent of cost) 

Total 
funds 
in hand 
(depreciation 
+interest) 

22.50 
41.96 
59.25 
75.06 
89.93 

·1o4.32 
118.58 
133.03 
147.93 
163.51 



Year Net 
end worth 

of 
stock 

Initial 100.00 
position 
1 80.00 
2 64.00 
3 51.20 
4 40.96 
5 3277 
6 26.21 
7 20.97 
8 16.78 
9 13.42 
10 10.74 

TABLE3.S 

Funds in Hand on Account of Depreciation (20%) 
and Interest (15%) with Tax at 40% 

Depree- Cumula-
iation tive 
during deprec-
year iation 

0.200 

20.00 20.00 
16.00 36.00 
1280 48.80 
10.24 59.04 
8.19 67.23 
6.55 73.79 
5.24 79.03 
4.19 83.22 
3.36 86.58 
2.68 89.26 

Interest 
accrued 
(total) 

9.00 

i.8o 
3.40 
4.86 
6.22 
7.52 
8.78 

10.04 
11.33 
12.65 

35 

Cumula
tive 
interest 

1.80 
5.20 

10.06 
16.28 
23.80 
32.58 
42.62 
53.95 
66.60 

(as per cent of cost) 

Total 
funds 
in hand 
(depreciation 
+interest) 

20.00 
37.80 
54.00 
69.10 
83.51 

197.58 
111.61 
125.85 
140.53 
155.86 



4 

STRUCTURAL REFORM OF THE EXCISE TAX SYSTEM 

4.1 1 The Committee is of the view that 
there is no alternative to gradually 
transforming the present excise· tax system, 
consisti~g of two parts, namely, (a) Modvat 
and (b)':·excise on gross value basis with no 
set off for some sectors, into a genuine VAT 
at' the manufacturing level. Manufacturing 
under such a VAT should include also the 
"manufacture" of services although some 
services may be exempted on practical 
considerations. We would like to spell out 
the steps to be taken for bringing about such a 
transformation. Before we do that, however, 
it seems necessary once again to argue the 
case for a comprehensive non-cascading type 
of excises, although such a case is taken for 
granted in most countries today. 

The Case for VAT 

4~2 We have gained the impression 
that, in general, officers of the Excise 
Department have not been properly infolllied 
abou_t the rationale and justification for 
introducing a non-cascading and 
non-distorting type of indirect tax. It is now 
agreed among fiscal experts all over the 
world that any extended system of indirect 
taxation, that is, a tax that applies to all or 
most commodities, will have to be in the form 
of either a retail sales tax or a VAT. The 
retail sales tax does not ·interfere with the 
processes of production, does not affect costs 
and has the further advantage of capturing the 
entire value added. However, a retail sales 
tax (that is, a tax that applies only to sales to 
non-producers) is found to be difficult to 
administer and may not be feasible for other 
reasons as welt. The only rational alternative 
is a VAT. 

4.3 -It inay be true to say that, 
administratively, it is easier to tax just the 
inputs and leave out the final products. 
However, the criterion of administrative 
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convenience will have to be balanced agains1 
. the other more important criteria such as ~ 
desirable pattern of incidence, minimisatioll 
of costs and of unintended interference with 
the choices of procedures. Besides, it is not 
possible to classify commodities into inputs 
and final products because that distinction 
depends also ... on the nature of use. A 
commodity purchased by a producer for use 
in manufacturing becomes an input, but the 
same commodity if purchased by a consumer 
becomes an output. As we show below, an 
extended system· of excise or sales tax levied 
on a gross value basis, that is, one without the 
grant of credit for taxes paid on inputs, is 

-undesirable from several points of view. If a 
VAT is to be avoided, then, as in the United 
States of America, excises must be confined 
to a few non-essential consumer goods such 
as· tobacco, alcohol, motor cars and others. 
This is possible only if a major part of the tax 
revenue could be raised through direct taxes. 
Since that is not possible in India in the near 
future and since sales tax is leviable by the 
State governments, the Government of India 
has no alternative but to resort to an extended 
form of excise taxation. 

4.4 An extended excise tax system of 
the cascading type, that is, one whose base at 
every stage includes the taxes paid at the 
earlier stages (gross value), can be shown to 
lead to four _major types of undesirable 
consequences. First, such a system of 
taxation leads to an uncontrolled pattern of 
incidence on final products. With widespread 
taxation of both inputs and final products, it 
would not be possible to control the effective 
incidence of tax on different products and 
hence on different groups of consumers. The 
total effective incidence of any given final 
product at the end of the chain of production 
would be dlmost fortuitous and largely 
unknown to policy makers. It is only after a 
great deal of research that one could get an 
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idea of the pattern of incidence on consumers . 
in different income or expenditure groups as 
at a given moment. But that 'pattern would 
keep changing with the changes in techniques 
of production, relative prices, etc. Nominal 
rates of taxes fixed for final products would 
give a misleading picture of incidence 
because the total · effective incidence on 
different products could be vastly different. It 
is also to be noted that a heavy tax on an 
input for which no relief is given at later 
stages generally tends to be regressive. It 
places a greater burden (proportionate to 
price) on the varieties of products consumed 
by the poor than on those consumed by the 
rich. Theoretically, it is possible to offset this 
by varying the rates of tax on different 
varieties of the final product. However, .in 
practice it would be extremely difficult ~o 
calibrate the rates on final products to get a 
desired pattern of incidence. 

4.5 The second major defect of the 
extended system of cascading type of excises, 
such as that which existed before Modvat was 
introduced in 1986, is that the taxes on inputs 
levied at different rates lead to unintended 
changes in the relative prices 1 of inputs and 
hence to changes in the rropcJrtions in which 
different inputs are used. This result violates 
the rule that producers should not be 
unnecessarily made to change their decisions 
in . regard to choice of inputs. Such 
interference could lead to serious economic 
distortions which the tax authorities or the 
Government cannot afford to ignore. 
Widespread taxation of . -inputs leads 
ultimately to an economically . irrational tax 
structure, leading to inefficient · use of 
resources. 

4.6 The third major defect of an 
extended system of cascading type of excises 
is that it leads to avoidable increases in costs 
and the prices· of inputs as well as of final 
products. Since the intention is to tax the 
final users, obviously, a system which can 

. reach them without raising costs in the 
economy is to be preferred. But the 
cascading type of tax implies that the tax paid 
at earlier stages of production forms part of 

the cost of production at subsequent stages. 
Until the tax levied at the different stages are 
collected from the consumers/final users, it is 
borne by the producers and costs in the 
economy are increased thereby. Also, the 
final increase in price will be greater than the 
yield of the tax to the Government. This is 

· because, when an input is subjected to excise 
and/or sales tax, the manufacturer who uses it 
needs a larger amount of working capital to 
mairttain the necessary stock of inputs; hence 
the interest cost goes up. This happens at 
every stage and the increase in the price of 
the final product must compensate for that. 
Besides, a manufacturer; "works out his own 
profit margin as a · percentage of his costs 
which include taxes, and arrives at a price by 
adding a higher quantum of profit. On this 
price, the eJ:ecise on the finished product is 
worked out. Then comes the sales tax which 
is levied on the price inclusive of excise duty. 
Thereafter, the product goes to the wholesaler 
and then the retailer, each of whom once 
again, has to find a larger amount of finance 
which raises his costs and profit expectations. 
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 the 
capital employed, and the amount of capital 
employed, as explained 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 'cascading', raises 
the price of the final product to consumers by 
more than the sum total of the different 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 w.ay of revenue. The same 
amount of revenue may be raised with a 
smaller rise in the price of the final product 
and, therefore, a lower burden on the 
consumer, if a non-cumulative type of tax 
was imposed at the final stage of production, 
that is, on the finished product."S 

4.7 It is sometimes argued by tax 
administrators in developing countries that 
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for administrative reasons the Government 
will have to content itself with taxing only 
inputs and a few selected final products. 
Taxing only inputs, such as raw materials and 
intermediate , products, and exempting final 
products bec~se they are produced by a large 
number of undertakings has all the drawbacks 
mentioned above, that· is, fortuitous and 
uncontrolled incidence on final products ana 
hence ,Qn consumers in differen.t income 
groups~ '·distortions in producers' choices and 
escalation in costs and cascading. And, of 
course, there ·is the further disadvantage that 
value added at the final stages of production 
will ·be left out and the rates have to be 
higher, which could induce greater evasion. 
Administrative convenience must no doubt be 

.. given due weight, but all . other - quite 
important social and economic 
considerations cannot be ignored. After all, 
the object is not to raise revenue at any cost 
or in the easiest way possible. 

4.8 As in the case of income tax, so 
also in the case of excises and sales taxes, 
small "taxable units" will have to be exempt. 
In respect of Central excise, producers and 
manufacturers whose annual turnover is less 
than Rs.20 lakh are exempt. This rule has to 
be applied to all industries, possibly with a 
few exceptions. And there is no need or 
justification to hike up the tax on the raw 
material or inputs when the final product is 
not taxed because there are too many small 
producers. The tax burden in respect of such 
commodities may be low or lower than in 
-respect of other commodities. That is only a 

. necessary consequence of favouring small 
producers. As pointed out earlier, heavy 
taxes on inputs make. the tax system 
regressive. 

4.9 The fourth major defect of the 
, extended excise tax system without set off for 

tax paid on inputs is that the burden of all the 
input taxes and . the cost increases due to 
cascading will be carried by exports out of 
India, whereas most other countries are 
sending their exports free of all indirect taxes. 
It is well recognised in the realm of 
international trade that exports could and 

should be freed of all domestic indirect taxes. 
In order to try achieving this under the excise 
tax system on the gross value basis, a system 
of duty drawback has to be set up. But the 

. accurate amount of duty to be given back is 
almost impossible to calculate. Apart from 
that and the large staff that would be called 

· for, there would be inevitable delays and 
disputes. There seems to be insufficient 
appreciation that the cascading types of 
excise taxation combined with a similar type 
of sales taxes superimposed on it would, and 
does, act as a great hindrance to our export 
effort. One of the main reasons for France 
inventing and adopting the VAT was to boost 
~xports. 
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4.10 If exports are to be completely 
freed of excises, then the tax burden on the 
final export product arising from the taxation 
of all inputs and from.that of machinery must 
be removed through set-off. (The VAT will 
thus become a purely consumption tax.) As 
far as internal consumers are concerned, the 
tax on machinery, if not remitted, will, like 
the tax on current inputs, lead to uncontrolled 
and regressive incidence, distortions of 
producers' choices and cascading. It is, 
therefore, necessary to grant VAT credit also 
to the tax on machinery. 

4.11 Thus credit for tax paid on inputs, 
meaning all materials and services used in 
production, is a necessary concomitant of an 
extended excise tax system. It is given in the 
interests of the economy, to ensure efficient 
use of resources, minimise costs and to 
augment or preseiVe competitiveness in the 
export markets. Our discussions with many 
officials gave us the impression that the 
purpose of granting Modvat credit was not 
generally understood and that it was often 
considered to be a relief to the producer. 
Since the economic justification for granting 
Modvat credit is not understood, the grant of 
credit is looked upon as a relief which could 
be denied at the officer's discretion. That 
perhaps explains why duty credit was denied 
to inputs in several cases on the ground that 
"this input is really not intended to be given 
credit" (e.g., "whitener" used in the 
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manufacture of sugar) or that the input 
concerned is not fully incorporated into the 
product (e.g., a battery fitted inside a clock, 
even when the tax base of the clock includes 
the cost of the ~attery plus the tax on it).6 

4.12 As we had indicated in the Interim 
Report, in addition to the VAT at the 
manufacturing stage, there should be excises 
on a gross value basis on a few commodities, 
such as petroleu~ products, tobacco products 
and certain luxury goods. The· rate structure 
for these goods has already been indicated. 
These excises would serve to achieve the 
objectives of sumptuary taxation as well as 
achieving a degree of progression in the 
taxation of consumption. 

4.13 There would be some cases where 
taxes cannot be collected from the producer~ 
of final product for administrative reasons. In 
such special cases the final products may be 
exempted, but the producers may be given 
option to come voluntarily and pay the tax if 
that would be beneficial for them. The fact 
that some final products would have to be 
exempted from the VAT does not invalidate 
the case for VAT. 

I .• 
Transition to VAT at the Ce'ntral Level 

4.14 We urge that the following steps be 
taken simultaneously, over the next three to 
four years, in a phased manner: 

a. Extension of excises to cover most 
manufactured goods at present 
exempted and some. select services 
mentioned in the Interim Report; 

b. Reduction in the level of rates on some 
commodities which are unduly high, 
such as plastic and synthetic resins, 
paints and dyes, glass and glassware, 
man-made filament yam, tyres and 
tubes, motor vehicles, cosmetics and 
air-conditioning and refrigerating 
devices. 

c. Gradual reduction in the number of 
rates moving them towards three rates 

d. 

e. 

between 10 and 20 per cent, for all 
goods that would be covered by the 
VAT system; 

Extension of Modvat credit to all inputs 
that are used in the production of, or 
incorporated in, taxable commodities 
except for office equipment, accessories 
and furniture, building materials and a 
few others. 

Extension of Modvat credit for 
machinery not fully at the time of 
purchase but in instalments during a 
subsequent period of years which could 
be laid down in the law; and 

f. Extension of VAT to the more 
important services used by productive 
enterprises. 

All these changes that we have suggested 
would transform the present mixed system of 
Modvat and excise on gross value basis into a 
VAT at the manufacturing level. ' · 

4.15 We are of the view that within the 
next five years all products other than 
petroleum and tobacco products and matches 
should be brought within the ambit of VAT, 
even if the producers at the last 
manufacturing stage cannot be taxed in all 
cases. 

4.16 Although the extension of Modv~t 
credit to inputs and machinery at present not, 
eligible for such credit would lead to some 
loss of potential revenue, the extension of · 
coverage to goods now exempted and to 
services would increase revenue 
considerably.. For instance, a considerable 
amount of revenue could be derived from 
cycle tubes and tyres and other components 
because the larger part of the sales of those 
commodities are for replacement purposes. 
Similarly, taxation of services mostly used by 
households, such as residential· telephone 
services would yield a large ap.d increasing 
amounts of revenue from the urban as well as 
the rural sector. 
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4.17 We believe that it is safe to 
proceed on the assumption that the growth of 
the economy will pick up from the next year 
or so and along with it industry will start 
growing at . 8 to 9 per cent per annum as 
during the lktter half of the 1980s. Such a 
fast growth of industry would automatically 
lead ,to buoyancy in the revenue from the 
VAT and that should make possible 
adjustments in the rates and the extension of 

. Modyat.credit. The final aim is not just to 
raise revenue anyhow, but to design and 
enforce a tax system which would facilitate 
and promote growth of output and exports 
whi.ch in tum would provide increasing 
amounts of revenue. 

4.18 As indicated in the Interim Report, 
to begin with, the taxation of select services 
~should be kept outside the system of the 
present Modvat on commodities. However, 
when revenue considerations permit, the 
taxation of services could be extended to 
cover those which enter into production as 
inputs and taxes paid ~:m them could also be 
made eligible for VAT credit. 

4.19 At present, the four major sectors 
where the Modvat system does not apply are: 
petroleum products, tobacco produ.cts, textiles 
and matches. The Committee is of the 
opinion that, since in any case petroleum and 
tobacco have to be subjected to high rates and 
their use discouraged, they need not be 
brought under the proposed VAT system. In 
principle, matches should be brought under 
VAT, but given the nature of the industry, its 
relative insignificance and the fact that 
matches are ·more of a consumer product, the 
existing system of taxation may be allowed to 
continue for the time being. Textiles, on the 
other hand, constitute an important sector and 
enter significantly into all household budgets. 
They also form a significant proportion of our 
exports. It is highly important that the 
taxation of textiles should be on a rational 
basis. 

40 

The Structure of Excise Duty for the 
Textile Industry 

4.20 The textile industry is the largest 
single industry in the country accounting for 
around 20 per cent of the total industrial 
output and providing employment to around"" 
15 million people. Next to agriculture, it is 
the largest contributor to employment in the 
country. It is also the largest single 
contributor to India's export -the share being 
about 25 per cent. 

4.21 The textile industry is complex and 
varied in structure with the khadi, i.e., hand 
spun and hand woven sector at one end of the 
spectrum and the sophisticated 
capital-intensive, high speed operation at the 
other end. There is also an intermediate 
segment comprising decentralised, 
small-scale powerloom units and the 
handloom sector. The textile mill industry is 
mainly concentrated in Maharashtra, Gujarat, 
Tamil Nadu and Uttar Pradesh, while 
handlooms are spread all over the country. 

4.22 The growth of the textile mill 
industry is traced at Annexure 4.1. The 
primary product in the textile industry is yam 
which is almost entirely manufactured by the 
organised sector, i.e., the textile mills. In 
1990-91 there were about 285 composite 
mills and 777 independent spinning mills 
where yam was produced. There are two 
broad categories of yam - (i) spun yam; (ii) 
filament yam. The trend in the production of 
these two categories of yam from 1984-85 
onwards is shown in Annexure 4.2. 

4.23 In the Spun yam category, there are 
three varieties, namely, (i) cotton yam, (ii) 
blended yam, and (iii) non-cotton yam -
mainly cellulosic spun yarn. 

4.24 The production of these three 
varieties of spun yarn during 1987-88 to 
1990-91 is given in Annexure 4.3. Cotton 
yam constitutes more than 80 per cent of the 
total spun yarn produced in 1990-91. The 
production of blended yarn is 12 per cent, 
while the share of 100 per cent non-cotton 



Structural Reform of the Excise Tax System 

spun yam (mainly cellulosic spun yam) is 
around 6.5 per cent. 

4.25 The movement of prices of various 
varieties of yam including filament yarn 
during the period 1987 to 1991 is shown in 
Annexure 4.4. The average price of blended 
yam is nearly double the price of cotton yam 
while the average price of 100 per cent 
non-cotton spun yam is about 1-1/2 times the 
average price of cotton yarn .. Thus in value 
terms, the share of production among various 
varieties of spun yam is as follows: 

Cotton 
Blended 
Non<otton 

70 per cent 
21 per cent 
9 per cent 

4.26 In the synthetic textiles sector, ·.the 
primary product is man-made fibre and 
filament yam. The production of man-made 
fibre and yarn during 1987-88 to 1990-91 is 
shown in Annexure 4.5. The growth in the 
production of man-made staple fibres and 
man-made filament yam from 1962-63 to 
1990-91 is shown in Annexures 4.6 and 4.7. 

Fabrics 

4.27 The estimated production of cloth 
during 1990-91 was around 20 thousand 
million square metres. As per the revised 
conversion ratio, the prod•Jction of fabrics in 
the decentralised sector during 1990-91 has 
been estimated at 17.6 thousand million 
square metres (85 per cent). The production 
of cloth in the composite mills sector was 
arou.nd 2.7 thousand million square metres 
(15 per cent) during the same year. The 
production of cloth in the mills sector and 
decentralised sector during the last ten years 
is shown in Annexure 4.8. The production of 
cloth in the mills sector and decentralised 
sector during the period 1951 to 1991 is 
shown in Annexure 4.9. The fibre-wise 
production of cloth in . the mills sector, 
handloom sector and power loom sector 
during 1985-86 to 1989-90 is given in 
Annexure 4.10. 
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Excise Duty Regime 

4.28 The textile industry has a unique 
excise duty regime in terms of both duty 
structure and coverage. Only the basic and 
primary products of the industry i.e yarn and 
fibres are subject to Central excise levy, 
while its entire range of value added 
products, viz., ready-made garments?, 
processed fabrics and grey fabrics are 
exempted. Processed fabric is, however, 
chargeable to Additional Duty of Excise 
(Goods of Special Importance) Act, 1957, 
under which the Centre levies and collects 
tnis duty in lieu of sales tax and the proceeds 
~re apportioned among the States. The duty 
structure of various kinds of yam, fibres and 
man-made filament yarn is given in Annexure 
4.11 and .that of fabrics in Annexure 4.12. 

4.29 The most important rea5on for 
collecting most of the excise duty at the yam 
stage, exempting grey fabrics fully from 
excise duty, is said to be the /problem of 
bringing about 13 Jakh powerlooms under 
excise control. Many of these powerlooms 
are run in households, particularly in 
important textile centres like Surat, Bhiwandi 
and Ichalkaranji. Though processed fabrics 
are covered under the Additional Duty of 
Excise (Goods ot Special Importance) Act, 
1957, a number of exemptions have been 
provided for processed fabrics to restrict its 
coverage within administratively feasible 
limits. It is estimated that not more 20 per 
cent of the total cloth produced in the country 
comes under this duty net. 

4.30 Thus the textile industry is an 
example, par excellence, of concentrating 
most of the tax at the input stage. This 
system has several disadvantages. To 
mention the most important, value added at 
later stages is not covered by the tax and 
hence the tax rate at the earlier stage has to be 
higher and there is unnecess.ary 
discrimination among products with differing 
proportions of value added at later stages. 
The cost of production, especially where the 
rate of duty on yam is high, as for example on 
filament yarn, is unduly raised by the interest 
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on the duty paid on the earliest stage. There 
is no control on the pattern of incidence on 
final consumers of a product which figures 
prominently in the household budgets of the 
majority of citizens. What is worSe, the input 
duty may foQD a larger percentage of the 
price~ of the cheaper fabrics. 

4.31 ' The textile industry plays a 
prominent' role in our exports. The potential 
for increasing textile exports is still quite 
high. This is an industry whose exports must 
be fully freed of input taxes without going 
through the tortuous route of duty drawback. 
And that is possible only if the textile sector 
is brought under the Modvat scheme and then 
Modvat is gradually transformed into a full 
fledged VAT. 

4.32 There are two other important 
reasons~ why steps must be taken to rationalise 
the excise duty regime for textiles. The first 
is that the excise duty structure must be 
harmonised with the import tariff regime. 
The Government is committed to reducing 
and rationalising import tariff. Within the 
next five years, import duties would be 
reduced across the board and even consumer 
goods would be allowed to come in subject to 
duty. If the existing excise duty regime is not 
reformed simultaneously with the proposed 
reforms in import tariff, domestic producers 
of fabrics would be hard hit, for the reason 
that while import of yarn will be subject to 
high countervailing duty, which would not be 
eligible for Modvat relief, the final products 
will not be subject to countervailing duty at 
such high rates.. To. avoid placing domestic 
producers of cloth.at a disadvantage vis-a-vis 
imports. the import duty on fabrics will have 
to be l ;~t much higher than needed for 
protecti• 1n - which will. go contrary to the 
objective of tariff reform. 

4.33 The second reason is that the 
Central Government persuaded the State 
Governments to give up their right to levy 
sales tax on textile fabrics in return for an 
additional excise duty on them, whose 
proceeds will be distributed to them. Through 
the exemption of grey fabrics and the shifting 
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of the tax burden to the yarn stage, the States 
have argued that they have been subjected to 
a substantial loss of revenue. There seems to 
be much truth in the contention. While it is 
not considered feasible or worthwhile 
collecting duty at the fabric stage for the 
Centre, a duty at the processing stage has 
been levied only for the benefit of the States. 
For obvious reasons, the yield of the duty is 
rather modest. 

4.34 It is, therefore, clear that the 
existing excise duty regime for the textile 
sector must be reformed in the direction of a 
VAT system. However, this can be done only 
in stages because- of the peculiar nature of the 
industry with predominance of small 
producers and because of the high level of 
duties on synthetic yarn, especially filament 
yam. 

4.35 After a detailed study, the 
Committee has come to the conclusion that 
the first stage of reform should consist of (a) 
introduction of the Modvat scheme till the 
yam stage in all sectors and (b) applying the 
Modvat principle to cotton textiles without 
subjecting grey fabrics· to tax at the present 
time. We have chosen the cotton sector both 
because we believe that we have comparative 
advantage in this important sector and 
because the rate of duty on cotton yam is not 
unreasonably high. As indicated later, 
Modvat principles could be applied to 
man-made and blended fabrics other than 
those made from filament yam with the help 
of the same system as we are recommending 
for cotton textiles. It may be ·difficult to 
extend the Modvat system to fabrics made 
from filament yam until the high duty rates 
on inputs could be brought down to levels 
comparable to those applicable to other 
varieties of yam and fibre. 

4.36 At present, the credit of duty paid 
on chemicals is available for discharging duty 
liability in respect of man-made staple fibres. 
After the fibre stage no credit is available. 
We recommend that Modvat should be 
extended down to the yam stage in respect of 
the varieties of man-made yam spun from 
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man-made staple fibres (including blended 
yam). In other words, credit of duty paid on 
all inputs including man-made fibres should 
be made available for paying duty on yam 
spun from such fibres. This will, however, 
require readjustment of the duty structure on 
staple fibres and spun yarn which could be 
done without sacrificing revenue. 

4.37 We believe that it is possible to 
introduce immediately without much 
difficulty the principle of Modvat in respect 
of cotton textile industry even while 
continuing the exemption at the grey fabric 
stage. 

4.38 As a pre-requisite for extending 
Modvat to cotton textile industry, it. is 
necessary to rationalise the duty structure of 
cotton yam. The Committee recommends ·ad 
.valorem duty at a single rate for all counts of 
yam. The main argument against switching 
over to ad valorem levy is the fact that the 
wholesale prices of yarn fluctuate, though in 
a narrow range, but almost daily. The 
solution to this problem is assessment on the 
basis of invoice price. Gross invoice price 
exclusive of the cost of transportation, excise 
duty, sales tax and othet··'taxes should be 
taken as the basis of assessment. The question 
of admissibility of varying rates of discounts 
as deduction from the price may pose a 
problem. As an alternative, therefore, tariff 
values can be fixed particularly for important 
counts of yarn which are regularly traded. 
The captive consumption of yarn for the 
manufacture of dutiable fabrics will be 
exempt from excise duty as per normal 
Modvat rcies. As regards captive 
consumption of yarn for the manufacture of 
exempted fabrics, say, controlled cloth, 
excise duty will be payable. In case tariff 
value has not been fixed for the particular 
count of yam captively consumed, the 
assessment should be on the basis of an 
estimated value arrived at having regard to 
the tariff value of the nearest equivalent count 
of yarn or its sale price in the case of other 
manufacturers. 

4.39 The estimated revenue implications 
of switching over to a single ad valorem rate 
of 4 per cent, 4.5 per cent and 5 per cent at 
the present levet of production anJ price are 
indicated at Annexures 4.13 to · 4.15, 
respectively. The average change in duty and 
the average change in the price of fabrics for 
each of the suggested rates are shown in 
columns 7 and 8 of these Annexures. 
Revenue neutrality could be achieved at 
around 4.5 per cent ad valorem [basic 3.5 per 
cent, Special Excise Duty and Additional 
Duty of Excise (Textile and Textile Articles) 
Act, 1957 - 30 per cent of the basic duty]. It 
is, however, necessary to mention that in case 
a single ad valorem rate is prescribed, there 
will be some increase in the prices of 
exempted fabrics woven from yarn upto 25 
counts.9 These fabrics include controlled 
cloth manufactured under the approved 
schemes of the Ministry of Textiles and 
distributed through fair-price shops. 
However, as indicated in the three Annexures 
referred to above, the change in price will be 
only marginal. 

4.40 As stated earlier, the grey fabric 
stage will remain exempt from duty for the 
present. With this condition, the introduction 
of Modvat in cotton textiles will cause no 

· problems as far as the composite mills are 
concerned. Against the tax payable at the 
processing stage, set off will be granted to 
taxes paid on yam and other inputs like dyes, 
chemicals etc. For maintaining revenue 
neutrality and unchanged final incidence, the 
duty. at the processing stage will have to be 
raised. 
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4.41 The application of the Modvat 
scheme to the fabrics processed by 
independent processors would not be so 
simple. They will not be able to produce duty 
paid documents in· respect of yarn contained 
in the fabrics; They may also not be able to 
show any proof of duty paid on dyes and 
chemicals, if they have bought them from 
traders. Therefore, the duty paid on inputs 
would have to be estimated and a system of 
deemed credit would have to be introduced 
against the enhanced duty payable on the 



Structural Reform ofthe Excise Tax System 

processed'rabrics .. 

4.42 Annexure 4.17 shows one of the 
possible methods of estimating the duty 
components of yam and chemicals in cotton 
fabrics of dif\erent value slabs. The scope for 
~vasion. of duty by the independent processors 
will be considerably reduced, if the deemed 
credie is made available for discharging the 
duty liability of processed fabrics cleared in a 
particular week as a percentage of the duty of 
fabricS. actually paid during the preceding 
week. As regards the procedure for availing 
of deemed credit, it may be made broadly 
similar to the existing money credit scheme. 
Obviously, the composite mills will avail of 
credit of actual duty paid on inputs or enjoy 
exemption fm; inputs· manufactured and 

· captively consumed as per normal Modvat 
rules. 

4.43 It is obvious that deemed credit 
will not in every case be equal to the actual 
duty paid. The idea is to provide credit which 
on an average would approximate to the 
actual duty · paid on inputs. From the 
economic and revenue points of view it does 
not really matter if the deemed credit is not 
estimated with a high degree of accuracy. 
But the · real problem will be that once 
deemed credit is introduced on the basis of 
formulae based· on assumptions, reasonable 
though they may be, the assessees might, and 
probably will, start questioning them and ask 
for changes. It is important not. to open up an 
additional source for disputes. 

4.44 We, therefore, suggest an 
alternative solution to the problem. The 
proposal is that Modvat credit for excise duty 
on all inputs used for the manufacture of 
cotton textile fabries be provided to the 
composite mills and they will be asked to pay 
Union excise duty on the processed fabrics 
(in addition to the Additional Excise Duty in 
lieu of sales tax which they are now paying). 
The excise duty rate on the processed fabrics 
will be so fixed as to roughly neutralise the 
Modvat credit given in terms of incidence. 
Where the composite mills clear grey fabrics, 
excise duty on the yarn content will be 

payable and this will have to be estimated. 
This duty will be paid as duty on grey fabrics 
cleared by composite mills. · 

4.45 Since the independent processors 
will not be within the ambit of the Modvat 
scheme, the · processed fabrics emanating 

. from them will bear the duty on inputs. The 
total burden of such duty should be estimated 
using the same methodology as is done in 
arriving at the amount of deemed credit. The 
Union excise duty to be levied on the 
independent processors must be kept lower 
than that leviable on the composite mills by 
the amount of the estimated burden of duty on 
inputs. In such a case the independent 
processors cannot complain of discrimination 
in terms of higher duty. The Additional 
Excise Duty in lieu of sales tax is a tax falling 
only at the final stage and it should be tr~ated 
separately from the Union excise duty and 
will not be part of the Modvat scheme. 
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4.46 We are suggesting that the Modvat 
scheme be extended to the composite mills in 
the cotton textile sector immediately because 
we wish to help in bringing about a boost in 
the export of cotton fabrics and garments 
from our country. Soon thereafter, the same 
system as we have recommended for the 
cotton textile sector should be applied to 
synthetic and blended fabrics other than those 
made from filament yam. 

4.47 We recognise the fact that most of 
the problems relating to extension of Modvat 
to textiles can be eliminated if the exemption 
operating at the grey fabric stage is removed. 
For this purpose, a scheme of payment of 
duty by the powerloom sector mills have to 
be devised in course of time. While the small 
scale units in that sector, say, those producing 
fabrics of a total value of Rs.50 lakh per year 
may continue to be exempted, the bigger 
units can be brought under the regular excise 
duty regime. The differential between the 
duty on grey fabrics and duty on yam 
contained therein (on which Modvat would 
have been availed ot) should be kept fairly 
low. Under this scheme all genuinely small 
powerloom units will be exempt and will not 
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have to deal with the Excise Department. 

Extension or VAT to the Wholesale Stage 

4.48 It is generally agreed that there are 
disadvantages in imposing a sales tax or a 
VAT confined to the manufacturing stage. 
For one thing, value added at the subsequent 
stages is left out of taxation, which itself 
creates discrimination among products. But 
what is more important, if a tax falls only at 
the manufacturing stage, there is an 
advantage in undervaluing taxable products at 
that stage because that would reduce tax 
liability. As we have seen, valuation of 
products for ad valorem levies is an important 
problem under excises and is the cause of 
many disputes. We deal with this problem 
later in the Report with a view to suggesting ·a 
consistent method of valuation that would be 
'fair and would also minimise disputes.· 
However, it may be pointed out that if the 
VAT system (i.e., the reformed Central 
excise) could be extended to the 11 Wholesale 
stage .. , there would result a more rational 

• sys.tem and the attempts at undervaluation 
would be considerably reduced and hence it 
would be possible to accept the invoice value 
in most cases. 

4.49 By 11Wholesale11 stage, we mean 
traders who buy from manufacturers and sell 
to other manufacturers or to traders. In 
practice, it will not be possible to identify 
traders by these characteristics. Also, even 
small traders might be buying from 
manufacturers and the intention is not to 
bring them under the extended VAT. 
Therefore, in practice, for purposes of this 
tax, we must define wholesalers to mean 
those with total turnover above a certain 
level, say, Rs.50 lakh or Rs.l crore. They 
should be subjected to VAT in addition to the 
manufacturers.. This would only mean that 
value added in. their hands will be subjected 
to tax. Manufacturers who buy from these 
wholesalers will also be able to obtain credit 
for tax paid earlier. That would be another 
advantage. The total burden on commodities 
need not increase, since there · would 
simultaneously take place a reduction in the 
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level of rates. 

4.50 The above proposal for the 
extension of VAT to the "wholesale" stage 
has to face two problems, however. The first 
is that the inclusion of "wholesalers" will 
considerably increase the number of VAT 
assessees and the Excise Department cannot 
cope with such an increase. The VAT at the 
wholesale stage will, therefore, have to be 
collected by the officers of the Sales Tax 
Departments of the States concerned. This 
could be done in close cooperation with the 
officers of the Central Excise Department. 
The amount of VAT collected at the 
wholesale stage can be allowed to be retained 
by the State where it is collected. 
4.51 The States will thus have an 
additional source of revenue, distributed on 
the basis of origin; and in collecting that 
revenue, their own officers will play the 
major role. Nevertheless, the State 
governments might not agree to the extension 
of the Central excise to the "wholesale" stage 
because the power to levy a tax on the sale of 
goods lies within the Constitutional 
jurisdiction of the States. This is the second 
problem; and it can be overcome only with 
the cooperation of the States. The States 
could be persuaded to accept the levy of 
Central VAT upto the wholesale stage, 
because their own right to levy the sales tax 
on goods will in no way be circumscribed and 
at the same time they will get the entire 
revenue from the VAT at the wholesale stage. 

4.52 The States in general have 
preferred to levy the first-point sales tax on 
most goods. This tax could be converted into 
a form of State VAT within the 
manufacturing sector, if the taxable 
manufacturers are given the benefit of set-off 
for tax paid on all inputs including 
machinery. If concessions and most 
exemptions under the sales taxes are 
eliminated, as has been recommended for the 
excise tax, the tax . could be levied at 
moderate rates. There may be no need for 
levying sales tax at more than two rates, since 
the distributional and other non-revenue 
objectives could be left to be performed by 
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the Central taxes which apply uniformly 
throughout the country. 

4.53 The thorough going reform of the 
domestic iqdirect taxes levied by the Centre 
and the Sthtes that we have recommended 
above would give the country ·a far more 
rational tax system than what exists today. 
The changes in the conditions of levy of the 
Central sales tax that we have suggested in . 
the Interim Report would further improve the 
equity and rationality of the system and 
prevent the fragmentation of the national 
economy. . The ideal solution, from the 
economic point of view, would be to have a 
single VAT at the Central level, reaching 
down to the retail stage in· replacement of 
most indirect taxes other than protective 
duties and sumptuary excise duties - the 
Central excise, the State sales taxes, the 
Municipal octroi, the goods and passengers 
tax and the electricity duty. The proceeds of 
the VAT will be shared among the three 
levels of Government. Having only two 
major taxes, the income tax and the VAT, 
would also mean greatly reduced cost of 
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compliance to business and industry as well 
as lesser obstacles to the fast growth of the 
economy. For the smaller businesses in 
particular, the elimination of the obligation to 
deal with multiple tax departments would be 
a great boon. 

4.54 While the reluctance of the State 
governments to give up or delegate their tax 
powers is understandable, it will be legitimate 
for trade and industry and the people in 
general to insist that the economic distortions 
caused by the sales tax structures should be 
removed. · Given the imperative need to 
increase economic efficiency and to improve 
export competitiveness, the country cannot 
afford to let the Central and State 
governments continue with the complicated 
and distortionary tax structures that have 
grown up. Therefore, even if a single VAT 
extending to the retail stage is not feasible at 
the moment, it is imperative to carry out the 
second-best reforms which· we have 
advocated. 
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ANNEXURE 4.1 

GROWTH OF INDIAN TEXTILE MILL INDUSTRY 

11.-------------------------------~ 
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0.9 

0.8 

0.7 

0.6 

0.5 

0.4 

0.3 

0.2 

0.1 

Year 
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Source: Compendium of Textile Statistics, 1991 
~inistrv of Textiles, Government of India, 
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1984-85 
1985.:86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
(Estimated) 

ANNEXURE 4.2 

Production of Yarn by Textile Industry 

Spun Yam Filament Yam 

1382 123 
1454 149 
1526 163 
1555 191 
1563 223 
1639 224 
1795 '2.76 
1865 286 

(In million kg.) 

Total 

1505 
1603 
1689 
1746 
1786 
1883 
2071 
2151 

Source: Compendium of Textile Statistics, 1991, published by the Office of Textile 
Commissioner, Ministry of Textiles, Government of India. 

Cotton 
Blended 
100% Non Cotton 

Total 

ANNEXURE 4.3 

Break-up of the Production of Spun Yarn 

1987-88 1988-89 

1321 
152 
82 

1555 

1302 
170 
91 

1563 

1989-90 

1367 
177 
95 

1639 

(in million kg.) 

1990-91 

1467 
213 
115 

1795 

Source: Basic Facts dn Textile Industry (1990-91), Office of the Textile Commissioner, 
Ministry of Textiles, Government of India, Bombay. 

4R 



ANNEXURE 4.4 

Prices of Yarns including Filament Yarn 

(Rs.!Kg.) 

Prices Cotton Cotton Cotton Poly/ Poly/ Visco- Textu-
as on hank cone hosiery visco- cotton se VFY NFY PFY POY rised 

yarn yarn cone se bien- spun (Wt (WL (760) (Avg.)* Yarn 
yarn blend- ded yarn Avg.) Avg.) (Avg~)* 

ded yarn 31 
(WL (Wt. (Wt. (Wt. (Wt hanks 
Avg.) Avg.) Avg.) Avg.) Avg.) 

March 87 27.01 33.10 32.35 79.60 85.50.. 38.00 70.16 185.23 163.33 154.00 169.78 

March 88 38.69 45.07 44.83 9220 84.83 . 44.60 90.16 156.93 137.50 121.00 148.47 

March 89 41.31 50.85 47.13 76.29 103.00 60.00 108.04 171.76 184.00 139.67 164.22 

March 90 47.32 56.41 52.52 105.21 125.44 73.20 127.69 253.99 190.00 155.56 173.86 

March 91 48.01 55.31 53.18 104.87 119.13 71.52 110.99 207.67 198.00 172.00 179.64 

Note: (*)=Simple Average. 

Source: Compendium of Textile Statistics, 1991, published by the Office of Textile Commissioner, Ministry of 
Textiles, Government of India. 
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Mau-made Eibxe: 
Viscose Staple 
Fibre (VSF) 
Polyester Staple 
Fibre (PSF) 
Acrylic Staple 
Fibre (ASF) 

Eilameul Yam: 
· Viscose Filament 

Yam(VFY) 

ANNEXURE 4.5 

Production of Man-made Fibre and Yarn 

Production 

1987-88 1988-89 1989-89 1990-91 

119451 125702 147646 160173 

79434 111579 1271~0 133529 

22092 . 26344 30480 42673 

45933 44364 49238 50942 

(in tonnesj 

Installed 
capacity 
as on 
31-3-91 

176050 

230062 

49250 

60413 

Polyester Filament 111456 142971 156484 185293 177360 
Yam(PFY) 
Nylon Filament 34316 35760 38731 39818 97600 
Yam(NFY) 

Source: Compendium of Textile Statistics, 1991, published by the Office of Textile Commissioner, 
Ministry of Textiles, Government of India. 
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ANNEXURE 4.6 

PRODUCTION OF STAPLE FIBRES 

m ~ 

1953 I 19
1
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Year 
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Source: co~naium of ·l•exti~tatistics, 1991 . 
"f1'Inlstrv of Texti'Ies, Government QI Indla 
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ANNEXURE 4.7 

PRODUCTION OF MANMADE FILAMENT YARN 

~ f'A 

... ] ~ 
I 

19&3 1971 ' 1981 1983 1985 1987 1989 1991 
1966 1976 1982 1984 1986 1988 1990 

Year 

~ VSCOSE ~ POLYESfffi Wj NYL~ 
Source: Compenaium of Textile Statistics, L991 

~inistrv of Textiles, Government of India 
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Year 

1980-81 

1981-82 

1982-83 

1983-84 

1984-85 

1985-86 

1986-87 

1987-88 

1988-89 

1989-90 

1990-91(P) 

Note: 

Source: 

ANNEXURE 4.8 

Production of Cloth 

(1980-81 to 1990-91) 

Mill 
sector 

4168 

3808 

2871 

3490 

3432 

3376 
(3544) 

3317 
(3483) 

3027 
(3178) 

2808 
(2948) 

2649 
(2781) 

2590 
(2720) 

Decentralised 
sector 

6820 

7173 

7482 

8151 

8582 

11769 
(13669) 

12446 
(14454) 

12758 
(14799) 

13142 . 
(15236) 

13709 
(15941) 

15228 
(17634) 

The figures in brackets give the production in million sq.mtrs. 

(million mtrs.) 

Total 

10988 

10981 

10353 

11641 

12014 
I 

15145 
(17213) 

15763 
(17937) 

15785 
(17977) 

15950 
(18184) 

16358 
(18722) 

17818 
(20354) 

Compendium of Textile Statistics, 1991, Ministry of Textiles, Government of 
India. 
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ANNEXURE 4.9 

PRODUCTION OF CLOTH 

~ 
[\ 

~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ [\ ~ 

1951 • 1961 1971 1981 19&3 19&5 1987 . 1989 1991 
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Year 
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Source: r.o~end!um of Textile Statistics, !991 
1'4in stry of Textiles, Govetrnment of India 
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Cott-
on 

1985-86 2716 
1986-87 2594 
1987-88 2346 
1988-89 2122 
1989-90 2087 

Source: 

ANNEXURE 4.10 

Pa·oduction of Cloth: Fib&·ewise 

(in million sq.metres) 

Mill - Sector Handloom - Sector Powerloom - Sector 

Bien- 100% Total Cotton Bien- 100% Total Cotton Bien- 100% Total 
ded non- ded 1\01\- ded non-

cott- cott- cott-
on on on 

822 6 3544 4035 61 39 4135 4391 693 2999 8083 
880 9 3483 4193 69 43 4305 4563 774 3295 8632 
827 5 3178 4254 72 44 4370 4629 817 3439 8885 
821 5 2948 4193 81 49 4323 4563 908 3901 9372 
690 4 2781 4402 84 51 4537 4803 949 4036 9788 

Handbook of Statistics on Cotton Textile Industry (23rd Edition), Published by 
Indian Cotton M'ills' Federation, Bombay. 
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ANNEXURE 4.11 

Excise Duty Structure : Yarn and Fibres · 

Description 

(1) 

Cotton yarn not containing 
Synthetic Stapl.e Fibres 

i. Plain Reel Hanks 

ii. Cross Reel Hanks -

Not exceeding 25 counts 
Between 25 to 35 counts 
Between 35 to 55 counts 
Exceeding 55 counts 

iii. Cross Reel Hanks other 
than those at above 
and Non-Hank form -

Not exceeding 10 counts 
Between 10 to 25 counts 
Between 25 to 60 counts 
Between 60 to 90 counts 
Exceeding 90 counts 

Cellulosic Spun Yarn not 
containing Synthetic 
Staple Fibre -

i. Plain Reel Hanks 

ii. Cross Reel Hanks -

Not exceeding 25 counts 
Between 25 to 35 counts 
Between 35 to 45 counts 
Exceeding 45 counts 

Basic & 
special 
excise 
duty 

(2) 

nil 

nil 
0.345 
1.035 
2.30 

0.575 
1.38 
2.76 
5.75 
8.625 

nil 

nil 
0.287 
0.69 
1.38 

56 

(in Rs.) 

Total effective duty 
including additional 
duty on textile arti
cles which is 15% of 
the basic duty 

(3) 

nil 

nil 
0.39 
1.17 
2.60 

0.65 
1.56 
3.12 
6.50 
9.75 

nil 

nil 
0.325 
0.78 
1.56 
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(1) (2) (3) 

iii. Cross Reel Hanks other 
than those at above 
and Non-Hank form -

Not exceeding 25 counts 0.69 0.78 
Between 25 to 35 counts 1.38 1.56 
Exceeding 35 counts 2.30 2.60 
Others 13.80 15.60 

Artificial Staple Fibre and Tow 13.80 15.60 

Polyester Staple Fibre 12.075 13.65. 

Acrylic Staple Fibre 13.80 15.60 

Polyamide Staple Fibre 52.325 59.15 

(a) Polypropylene staple fibre 15.8125 17.875 
(b) Other synthetic staple fibre 39.8475 45.045 

I 
Polyester Cotton Blended Yarn 6.90 7.80 
containing PSF between 40-70% 
and not containing any other 
textile material 

Polyester Viscose Spun Yam 13.80 15.60 
Containing PSF between 
40-70% 

Polyester Acrylic/Wool Blended 13.80 15.60 
Yam (PSF Predominant) 

Polyester Cotton Blended Yarn 6.90 7.80 
containing less than 40% PSF 

Polyester-Viscose Blended Yam 13.80 15.60 
containing less than 40% PSF 

Polyester-Viscose/Cotton Spun 13.80 15.60 
Yam with more than 70% PSF 

Yam of Acrylic Staple Fibre nil nil 
not containing or containing 
not more than 1/6th by weight 
of other Synthetic Staple Fibre 
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(1) (2) (3) 

Yam of Acrylic Staple Fibre 13.80 15.60 
containing or not containing 
Cotton or Cellulosic Fibre 
but containing more than 1/6th 
by w~ight of other Synthetic 

·Staple Fibres 

Yam containing 50% or more by nil nil 
weight of Polypropylene 

Acetate Yarn -

Below 350 deniers 10.35 11.70 
350 to 1100 deniers 4.8875 5.525 
Above 1100 deniers 3.45 3.90 

Other Cellulosic Filament 
Yam (Viscose Rayon)-

Below 350 deniers 17.25 19.50 
350 to 1100 deniers 6.555 7.41 
Above 1100 deniers 4.60 5.20 

Polyamide (Nylon Filament 
Yam (Texturised or non-
Texturised) -

750 deniers and below 63.25 71.50 
Above 750 deniers 22.1375 25.025 

Polyester Filament Yarn 71.30 80.60 
(Texturised or non-
Texturised) 

Polypropylene Filament Yam 28.75 32.50 
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ANNEXURE 4.12 

Excise Duty Structure • Fabrics 

Sl. 
No. 

(1) 

Description of goods 

(2) 

1. Cotton fabrics not containing polyester 
and whose value per square meter· 

a. does not exceed Rs.l 0 

b. exceeds Rs.lO but does not exceed Rs.25 

c. exceeds Rs.25 but does not exceed Rs.40 

d.· exceeds Rs.40 

2. Man-made fabrics whose value per square metre·

a. does not exceeds Rs.40 · 
'··' 

b. exceeds Rs.40 but does not exceeds Rs.lOO 

c. exceeds Rs.lOO 

3. Cottoa fabrics processed without the 
aid of power or steam. 

4. Cotton fabrics processed by an independent 
processor approved in this behalf by the 
Government of India on recommendation of the 
Development Commissioner for Handlooms. 

5. Cotton fabrics processed by a factory owned 
by a registered handloom co-operative 
society or any organisation set up or approved 
by the Government for the purpose of 
development of handlooms. 
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Rate 

(3) 

20 Paise per sq.mtr. 

50 Paise per sq.mtr. 

50 Paise per sq.mtr. plus 5% ad 
valorem 

Rs.2.50 per sq.mtr. plus 20% of the 
value exceeding Rs.40 

50 Paise per sq.mtr. plus 5% ad 
valorem 

Rs.2.50 per sq.mtr. plus 20% of the 
differential amount between the 
value of the Fabrics per sq.mtr. and 
Rs.40 per sq.mtr. 

20% ad valorem 

nil 

40% of the duty leviable 
under Heading No.52.06 
(Sl.l above) of the 
schedule read with any notification 
for the time being in force. 

nil 



ANNEXURE 4.12 (Contd.) 

(1) (2) 
l 

6. Fabrics woven on handlooms and processed by a 
factory owned by a State Government Handloom 
Development Corporation or an Apex Handloom 
Co-operative Society approved, in either case, 
in this behalfby Government of India on the 
recommendation of the Development Commissioner 
for Handlooms. 

7. Specified Processed Fabrics 

8. Controlled cloth, Poly Vastra etc. 

60 

(3) 

nil 

nil 
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ANNEXURE 4.13 

Cotton Yarn· Estimated Revenue at 4 Per Cent Ad Valorem 

Counts Average Estimated Existing Average Estimated Average Average 
price production duty ad revenue change change 
(Rs./Kg.) of dutiable incidence valorem at4% ad in in price 

yam (Rs./Kg.) duty valorem (Rs/Kg) of fabrics 
(in '000 incidence duty (in Rs. per 
tonnes) (%) (Rs. in sq. mtr.)* 

million) 

(1) (2) (3) (4) (5) (6) (7) (8) 

Upto 10 37 81 0.65 1.76 120 0.83 0.07 

11-25 52 375 1.56 3.00 780 0.52 0.04 

26-35 55 210 3.12 5.67 462 -0.92 -0.07 

36-40 60 155 3.12 5.20 372 -0.72 -0.06 

41-60 80 90 3.12 3.90 288 0.08 0.01 

61-80 100 39 6.5 6.50 156 -2.5 -0.20 

80 and 140 20 9.75 6.96 112 -4.15 -0.33 
above 

Total 524 970 27.82 32.99 2290 -6.86 -0.55 

Note: . Revised conversion ratio of 12.40 sq. metres of fabric per Kilogram of yam has been taken for 
estimating the average change in price of fabric consequent to the change in duty of yam. 
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ANNEXURE 4.14 

Cotton Yarn • Estimated Revenue at 4.5 Per Cent Ad Valorem 

Counts Average Estimated Existing Average Estimated Average· Average 
price production duty ad revenue change change 

: (Rs./Kg.) of dutiable incidence valorem at4%ad in in price 
yarn (Rs./kg.) duty valorem (Rs./kg.) of fabrics 
(in '000 incidence duty (in Rs. per 
tonne.s) (%) (Rs. in sq. mtr.)* 

million) 

(1) (2) (3) (4) (5) (6) (7) (8) 
' 

Upto 10 37 81 0.65 1.76 135 1.015 0.08 

11-25 52 375 1.56 3.00 878 0.78 0.06 

26-35 55 210 3.12 5.61 520 -0.645 -0.05 

36-40 60 155 3.12 5.20 419 -0.42 -0.03 

41-60 80 90 3.12 3.90 324 0.48 0.04 

61-80 100 39 6.5 6.50 176 -2 -0.16 

80and 140 20 9.75 6.96 126 -3.45 -0.28 
above 

Total 524 970 27.82 32.99 2578 -4.24 -0.34 

Note:• Revised conversion ratio of 12.40 sq. metres of fabric per kilogram of yarn has been taken for estimating 
the average change in price of fabric consequent to the change in duty of yam. 
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ANNEXURE 4.15 

Cotton Yarn- Estimated Revenue at 5 Per Cent Ad Valorem 

Counts Average Estimated Existing Average Estimated Average Average 

pric~ production duty ad revenue change change 
(Rs. .) of dutiable incidence valorem at4% ad in in price 

yam (Rs./Kg.) duty valorem (Rs/Kg) of fabrics 
(in '000 incidence duty (in Rs. per 
tonnes) (%) (Rs. in sq. mtr.)* 

million) 

(1) (2) (3) (4) (5) (6) (7) (8) 

Upto 10 37 81 0.65 1.76 150 1.2 0.10 

11-25 52 375 1.56 3.00 975 1.04 0.08 

26-35 55 210 3.12 5.67 578 -0.37 -0.03 

36-40 60 155 3.12 5.20 465 -0.1 -0.01 

41-60 80 90 3.12 3.90 360 0.88 0.07 

61-80 100 39 6.5 6.50 195 -1.5 -0.12 

80 and 140 20 9.75 6.96 140 -2.75 -0.22 
above 

Total 524 970 27.82 32.99 2863 -1.62 -0.13 

Note:* Revised conversion ratio of 12.40 square metres of fabric per kilogram of yam has been taken for 
estimating the average change in price of fabric consequent to the change in duty of yarn. 
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Counts 

(1) 

upto 20 

21 and 
above 

Total 

ANNEXURE 4.16 

&timated Revenue from Cotton Yarn at . 
Proposed Rate of 3 Per cent and S Per cent 

Estimated Proposed Average 
production ad valorem ex.-factory 
of dutiable incidence [tee 
varn (%) n 
in '000 s./Kg.) 

tonnes) 

(2) (3) (4) 

350 3 47 

620 5 65 
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Estimated 
revenue 
(Rs. in 
million) 

(5) 

494 

2015 

2509 



1. 

2. 

ANNEXURE 4.17 

Extension of Modvat to Cotton Textile Industry
Basis of Calculation of Deeined Credit 

for Independent Processors. 

The fundamental basis for computation 
of deemed credit is the conversion ratio 
i.e. 12.40 sq.mtrs of cotton fabric is 
woven from 1 kg. of cotton yam. This 
ratio has been fixed by the Textile 
Ministry in cortsultation with the 
industry and used by the industry as 
well as the Government for various 
purposes. 

According to the classification made by 
the Office of the Textile Commissioner, 
coarse fabrics are woven from yam 
upto 17 counts. Medium fabrics are 
woven from yarn upto 40s counts while 
fine fabrics are woven from counts .of 
yam between 41 to 60 and superfine 
fabrics from yam of higher counts. 

'··· 
On the basis of above classification 

the following assumption is made. 

a. Fabrics of value below Rs.10 are 
woven from yarn of counts upto 20. 

b. Fabrics of value between Rs.10 and 
25 are woven from yam of counts 
between 20 and 40. 

c. Fabrics of value between Rs.25 and 
40 are woven from yarn of counts 
between 40 and 80. 

d. Fabrics of value more than Rs.40 
are woven from yam of counts 
more than 80. 
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3. Once the average price within the 
aforesaid count slabs is determined, the duty 
incidence for the yam content per sq. metre of 
fabric can be worked out by the following 
formula-

Deemed credit, say for fabrics of va!ue 
not exceeding Rs.10 

(Average wholesale price of yarn of 
count upto 20) X 4.5 per sq.metre 

= --------------------------------------------------· 
100 X 12.40 

(If 4.5 per cent ad valorem is the 
levy on cotton yarn) 

Similarly deemed credit for fabrics 
of higher value slabs can be determined from 
the average price of the corresponding count 
slabs of yarn on the basis of the assumptions 
at para 2 above. 

4. The expenses on account of dyes and 
chemicals depend on the quality of fabric 
processed as well as the nature of printing. 
Some fabrics are not printed at all in which 
case obviously the expenses on account of 
dyes and chemicals will be less. It is 
gathered from the processors in Ahemadabad 
and Surat that the cost of dyes and chemicals 
per square meter of dutiable fabrics varies 
from Rs.0.75 toRs. 2.00. Taking an average 
duty of 20 per cent ad valorem, the deemed 
credit for dyes and chemicals may be 
calculated. 
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PROBLEMS RElATING TO TAX ADMINISTRATION 

Problems Common to the Administration 
of Direct and Indirect Taxes 

5.1 With the limited time at its 
dispq§al, the Committee has not been able to. 
study in a comprehensive manner all 
problems relating to tax administration. 
However, it was not possible to ignore tax 
administration altogether because the success 
of tax reform depends very much on the 
manner in which taxes are administered. In 
what follows we have concentrated our 
attention on the major problems that in our 
view require immediate attention as well as 
problems brought to our notice by the 
representatives of both the assessees and the 
officers of the. Department. ·We have 
specially taken note of problems which affect 
(a) efficiency in tax collection and tax 
compliance and (b) relations between the tax 
collector and taxpayer. 

5.2 As we have indicated in the Interim 
Report, the administration of the major 
Central taxes leaves much to be desired. 
Both the Department of Excise and Customs 
and the Income Tax Department are, so to 
speak, caught in a "vicious circle". They are 
called upon to implement coll}plex legislation 
and enforce high rates; the officers find that 
multiple rates and numerous concessions lend 
themselves to differing interpretations and 
classifications and hence lead to disputes; and 
they are not sure of.support, if Audit should 
consider them at fault; overassessments and 
disallowances are common and so are 
disputes, and litigation is prolonged with no 
prospect of a verdict to be obtained from a 
High Court before the expiry of 15 years or so 
in many cases. At the same time, since the 
methods of administration have not been 
modernised and the information system is 
weak, evasion cannot be checked. Being 
bogged down in routine work and disputes, 
the Departments have not been able to spare 
enough attention and time to build up an 

adequate information system and to imprOYe 
the enforcement of taxes. This is particularly 

·true of the Income Tax Department. Evasion 
is more often attempted to be checked by 
adding new provisions which further 
complicate the legislation and create 
dissatisfaction among honest taxpayers. The 
Government on its part has been raising rates 
and has consented to the plea of the 
Departments to change the tax laws 
continuously. This leads to further disputes 
and the cycle repeats itself. There is 
widespread agreement that the scale of 
evasion as well as the degree of corruption 
have been rising; all the infructuous work 
represented by prolonged litigation costs the 
Government and the country dearly, besides 

. putting the assessees, particularly the honest 
·ones, to unjustified trouble and considerable 
expense taking their attention and energies 
away from productive activities. 

5.3 This is not to say that the 
Departments have not made any attempts at 
improving administration, speed up 
assessments and to redress genuine 
grievances of the taxpayers. But what has 
been achieved falls far short of what is 
required. Indeed, if we wish to bring about 
any significant improvement in the state of 
affairs relating to tax administration we 
would have to bring about thorough-going 
changes in recruitment, personnel policy, 
matters of administration and in appellate 
procedures. Also simplification of the law 
and moderation in rates must be accompanied 
by the adoption of modem methods of 
communication, information gathering and 
storing and widespread use of electronic data 
processing in all aspects of tax 
administration. 

5.4 In order to judge ~yhat kind of 
changes should be brought about, we must 
look at the root causes for the present 
unsatisfactory state of affairs in the field of 
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Problems relating to Tax Administration 

tax administration. These are to be found in-

a. high rates of taxes; 

b. a multiplicity of duty rates leading 
necessarily to classification of dutiable 
goods into numerous rate categories; 

c. recurrent changes in the law brought i. 
about at budget time, generally, 
conceived in secrecy and proposed and 
enacted without adequate public 
consultation and debate; · · 

d. multifarious exemptions, concessions 
and deductions introduced 1n the tax 
laws for achieving the many and j. 
growing non-revenue objectives 
through the tax system and constani_ 
changes in the provisions incorporating · 
them; 

e. amending rates and granting 
exemptions throughout the year through 
the issue of notifications; 

f. the practice of fixing targets of tax k. 
revenue collection . on bases not 
necessarily related •.to potential 
collection in a year - e.g., on the basis I. 
of expenditure 'needs which are allowed 
to grow much faster than the economy; 

g. fear of Audit - first, this leads, 
according to evidence tendered before 
us by the officers, to a tendency to 
over-assessment and to err on the side m. 
of revenue and secondly, it leads the 
Departments to issue demand notices 
even when the Board thinks or decides 
that the officer concerned has not erred. 
If the matter is not settled between the 

' Board and Audit soon - which usually 
is not - the sword of Democles hangs 
over the assessee. The undue fear of n. 
Audit is partly due to the attitude of 
Revenue Audit; 

h. lack of accountability - an officer who 
habitually over-assesses, or threatens to 
over-assess and collects an illegal 
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tribute, apparently does not suffer in 
anyway. Even if the additional 
demands raised by an officer are 
routinely hefd invalid by the appellate 
authorities, the officer can be 
unconcerned, since there is no 
commensurate punishment; 

the assessees are often advised by their 
counsel to contest even reasonable 
demands raised. On their part, .the 
officers also find it or think it safer to 
go in for appeal to higher authorities 
even though they lose in a majority of 
cases before the Tribunal; 

either because of the fear of Audit or 
because of the general tradition 
developed during the years when the 
economy was relatively static, the 
Department tends to pursue relentlessly 
the possibility of short-term revenue 
gains even if that leads to considerable 
infructuous work relating to prolonged 
litigation; 

the reward system vitiates the attitudes . 
of the officers; 

most of the work of the Department is 
concentrated on returns filed and with 
the returns of tax deducted at source 
(TDS); collection of information and 
tracing of those not filing returns is 
neglected; 

the administration of the Departments 
themselves is not conducive to efficient 
functioning or building up of morale. 
Honest officers are the ones who lose. 
Political interference is . also an 
important cause of lack of discipline; 
and 

the training of officers has been 
neglected;· they are not made to face 
examinations. The selection for filling 
up. higher posts is getting to be done 
more and more on the basis of seniority 
while methods have not been devised to 
weed out officers who are clearly 
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-·known to be corrupt. 

5.5 The above-mentioned basic causes 
must be tackled for bringing about a 
significant improvement in tax administration 
and tax ~nforcement leading to reduction in 
the scale of evasion and greater satisfaction 

. among the taxpayers without whose 
cooperation no tax system can hope to 
succeed. In this connection we reiterate our 
recommendations in the Interim Report 
regarding the changes in the tax structure 
.which still remain to be implemented: 

a. The rates of personal direct taxes have 
been brought down; however, fyrther 
downward adjustment is needed as per 
our recommendations. Also, many of 
the concessions and exemptions still 
remain on the statute book. These must 
be progressively removed. Similarly, 
as recommended in the Interim Report, 
the rate of the corporate profits tax must 
be brought down as recommended and 
many of the exemptions and 
concessions granted to businesses must 
be withdrawn (paras 6.50 to 6.54). In 
the case of indirect taxes, the levels and 
number of rates should be significantly 
reduced along with the removal of most 
exemptions. While a beginning has 
.been made in respect of customs in the 
1992-93 Budget, practically nothing has 
been done in this direction in regard to 
excises. 

b. There must be an end to the practice of 
issuing notifications for changing the 
effective rates of tax from time to time 
in between two Budgets. While in 
theory there would be a case for· 
retaining this power in order to deal 
with emergencies, in practice the 
Government finds itself unable to resist 
pressures to make changes to 
a~commodate various lobbies. 

5.6 Other measures needed to effect a 
significant improve~ent in tax administration 
and enforcement are spelt out below: 

68 

a. ~lability 

5.7 Changes in the provisions of tax 
laws should be made to the minimum extent, 
say, once in five years after full public debate 
except for special cases where an immediate . 
change is required. An adverse court decision 
should not also be considered a justification 
for an immediate cl'!ange in the tax law. The 
Government should announce that the 
practice of introducing changes and 
concessions in each year's Budget is being 
given up and only the structural reform will 
be carried out as per a given agenda. Even 
the agenda on reform can be announced in 
advance. The practice of inviting 
representations and Budget suggestions every 
year to be considered for incorporation in the 
Budget for the next year should be stopped. 
The Tax Research Bureau whose 
establishment we are recommending later in 
the Report (Chapter 9) should receive all 
suggestions and study them. On the basis of 
such study of suggestions made as well as on 
the basis of its own research, the Bureau can 
formulate the proposals for change which 
should be circulated to the public for debate 
and discussion. Even then the proposals for 
change should be minimum. After full debate 
those minimum changes could be introduced, 
if found absolutely necessary, once in five 
years. It is also important that the temptation 
to change the law to take care of every 
eventuality, even though it may be a remote 
possibility and to counter every possible type 
of evasion should be resisted. Tax 
administration and tax laws can never be 
made simple if one proceeds on the 
assumption that every taxpayer is a potential 
evader, i.e., evasion and not compliance is the 
dominant motive of every assessee. 
Certainly, attempts should be made to plug 
loopholes for large scale evasion. It is neither 
profitable nor feasible to plug every little 
loophole in order to prevent every possible 
petty act of avoidance or evasion. Attempts 
to do so often lead to undesirable results or 
cause hardship to honest assessees. A good 
example of such an attempt is the provision in 
the Income-tax Act (Section 13) which makes 
a charity lose its tax exempt status if a donor 
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who has given just Rs.25,000 should enjoy 
even a small privilege because by giving that 
amount of money he would become an 
interested person. 

b. Target fixing 

5.8 It is understandable that in budget 
making some target for revenue collection 
will have to be fixed. However, if 
expenditure growth is uncontrolled, 
unrealistically high revenue targets get to be 
fixed in an attempt to contain the Budget 
deficit. Once an aggregate target is fixed for 
a revenue source, it is subdivided and 
sub-targets are distributed among the 
assessing officers. Assessing officers will, of 
course, get an incentive to speed up 
assessments as a result of the high target 
given to them; but if the target is 
unrealistically high, they can only hope to 
achieve it through overassessments, levy of 
penalties, etc. We cannot overemphasise the 
harassment caused to the assessees as a direct 
result of the fixation of unrealistically high 

. targets. While an officer who exceeds his 
targets could be commended, it is important 
that the target should be fixed realistically, 
keeping in view the expec~ed rate of growth 
of the economy and the l~kely rise in prices. 
For judging the ability and work of an officer, 
other types of targets or tests should be 
considered. Emphasis must be shifted to the 
number of assessments completed, the quality 
of assessment, minimum of overassessment/ 
underassessment, the number of additional 
assessees brought within the tax net judged 
by a three year average, minimum of 
complaints from the assessees, etc. 

c. Accountability 

5.9 Ways must be found to hold the 
officer accountable for the kinds of 
assessments he makes. Under the present 
procedure an assessing officer, whether he be 
a Superintendent of Central Excise or an 
Income Tax Officer, can overassess, raise 
additional demands without sufficient 
grounds and yet remain unconcerned and 
unaffected if his overassessments and 
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additional demands or orders confirming 
demands raised by him are dismissed as 
untenable by the Tribunal. In fact, there is a 
tendency on the part of some of the assessing 
officers to recommend· to the 
Commissioner/Collector that almost every 
ease in which the Commissioner (Appeals) or 
the Collector (Appeals) has not sustained the 
additional demands created by them should 
be referred to the Tribunal because they stand 
to lose nothing if the Tribunal also should 
rule against their action. The assessing 
officers should be made accountable for their 
actions by being blamed for raising demands 
which are not upheld by the Tribunals. If the 
percentage of demands not upheld is higher 
than a reasonable figure, say, 50 per cent, the 
officer should be given a black mark and 
reprimanded. On the other hand an assessing 
officer should be protected and defended if he 
has obeyed instructions of the Board and 
followed court rulings even though Audit 
might raise objections about his actions. No 
officer should be blamed or given an adverse 
remark merely because Audit has raised 
objections. Explanations should be called for 
only in cases of gross negligence of facts or 
overlooking of points of law or palpable 
mistakes. 

d. Changing the perception of the 
officers regarding their work 

5.10 We referred earlier to the need for 
the better training of the officers of the Tax 
Departments. Apart from technical training, 
the officers have also to be given orientation 
courses with a view to changing their view 
regarding the scope of their work. While the 
assessing officers might have to concentrate 
on assessment work first, all of their time 
should not be spent in dealing with the 
assessees who have filed returns. In fact, 
computerised assessment should help them to 
spare enough time to keep themselves 
up-to-date in regard to tax provisions and 
case laws and in identifying non-filers and 
bringing them into the tax net. The officers 
should also be advised and trained to keep in 
mind the broader, social and economic 
aspects and consequences of taxation. They 
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should be encouraged to bring to the notice of 
the higher authorities any anomalies or 
provisions causing hardship to the assessees 
or hindrance to the smooth flow of economic 
activities. It is essential that officers selected 
to be appointed to senior posts should be 
given a thorough grounding in the economic 
aspects 'of taxation and made aware .of the 
changing international practices. 

5.11 ,:·.The attitude and performance of 
the officers will depend much on the system 
of rewards and punishments. We recommend 
that the present system of rewards be 
changed. Rewards based on assets recovered 
or on the value of smuggled goods recovered 
not only iend to induce the officers to show 
results even at the expense of being unfair to 
the assessees sometimes, but also put a 
premium on rather short-term gains. The 
rewards in fact get unfairly distributed. An 
officer who is conscientious and speedy in his 
assessment work, is scrupulous in avoiding 
overassessment and lays the ground work for 
broadening the base through roping in new 

· assessees goes unrewarded in terms of 
immediate monetary gain.· Even in the long · 
run he may not gain because under the 
existing system, seniority seems to be the 
main criterion for advancement. We · 
recommend that monetary rewards could be 
considered in exceptional cases particularly 
those involving risk to one's life subject to a 
maximum of three to five times of the 
monthly emoluments of the officer. But the 
bulk of the rewards should be credited to a 
fund to be used for welfare activities for the 
officers or for distribution on an annual basis 
among all officers performing well in several 
areas. The Committee understands that even 
at present there is a welfare fund being 
operated by the CBEC from out of the 
proceed~ of confiscated goods. Our 
suggestion is that the bulk of the amount 
being distributed to the officers participating 
in the search and seizure operations should 
also be credited to this fund. There may be a 
case for creating a similar fund for the benefit 
of officers of CBDT. Rewards in the form of 
commendations, favourable remarks in the 
Confidential Reports (CRs) and accelerated 
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promotions should be given to honest officers 
whose overassessments and underassessments 
are minimum, who complete assessments in 
time and who continuously widen the base. 
Those who fail in these tasks should be given 
adverse remarks. 

5.12 The existing system of 
performance appraisal in both the 
departments leaves much to be desired. In 

· spite of all attempts to bring about objectivity 
in the matter of grading of officers, it 
continues to be highly subjective. It is this 
consideration which has prompted the 
Committee to suggest a system of 
examination for selection of officers at 
certain levels. The Committee would, all the 
same, urge that the need for exercising due 
care in the matter of performance appraisal 
should be emphasised and proper training 
should be imparted to all officers in 
evaluating the work of subordinate officers. 

5.13 Neither of the two Departments has 
a long-term or medium-term well-worked out 
plan for raising the general standard of 
performance, minimising overassessments, 
getting more assessees in, improving the 
information system and tax related statistics, 
cutting down the . number of appeals and 
disposing of pending suits and prosecutions in 
a quick manner so as to clear the slate. On 
the side of the Department, it must be said, 
however, that too much of their time is taken 
up by the task of putting through numerous 
amendments and changes in the law' issue of 
notifications, dealing with a very large 
number of audit objections, etc. Once we 
introduce relative stability in the law and give 
up the notification raj, the top officers of the 
Department could spend more time in 
building . up an efficient system of tax 
administration. 

e. Grievance redressal machinery 

5.14 The existing grievance redressal 
machinery should be activated and the Cells 
attending to this work should be manned by 
officers specially selected and suitably 
trained. There are Advisory Councils 
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operating in the field and at the Central level. 
The Committee is informed that the Councils 
do not regularly meet. While there are 
reported to be instances where the assessees 
do not make full use of this forum, that by 
itself should not be the reason for doing away 
with such institutions. Considering the fact 
that these Councils provide a forum for the 
taxpayers to get their grievances ventilated, 
their functioning should be of interest to the 
two Boards and it should be closely 
monitored. 

f. Taxpayer education and publicity 

5.15 There have been sporadic efforts 
by the two Departments to bring out 
pamphlets to educate the tax paying pu\Jiic. 
While some of the pamphlets are quite 
attractive and useful, many of these are found 
to be drab and full of officialese. In case the 
necessary expertise is not available from 
within the Department, other expert agencies 
should be engaged for preparing and 
publishing tax education pamphlets. There is 
also a need for boosting the publicity 
campaign of the two Departments, so that 
there is greater awareness, among the tax 
paying public, of the 'activities of the 
Departments collecting taxes from them. 

The Role and Impact of Receipt Audit by 
C&AG 

5.16 In both Excise and Customs and 
Income Tax Departments, there is a system of 
internal Receipt Audit which . covers the 
majority of the cases assessed. Internal audit 
has necessarily to be supplemented by 
external audit conducted by the C&AG. The 
Receipt Audit by C&AG has played an 
important role in ensuring accountability and 
helping the Tax Departments identify lapses 
and mistakes which could be rectified as well 
as avoided in the future. It must also be 
pointed out that C&AG audit personnel do 
painstaking work towards the fulfilment of 
the responsibilities placed on the shoulders of 
the C&AG by the Constitution. 
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5.17 A review of the working of the 
audit system and of Audit's approach and 
attitude does, however, reveal some problems 
and consequences which in fact tend to 
militate against the long-term growth· of the 
economy and the growth of revenue itself as 
well as impose hardship on assessees. While 
within the ambit of the Receipt Audit, the 
C&AG has to scrutinise and appraise the 
actions of the two Tax Departments in 
relation to the assessments strictly on the 
basis of the existing laws and rules, the best 
results are obtained with the C&AG and the 
Tax Departments working ham1oniously and 
with goodwill. 

5.18 The Tax Departments and the 
assessees both represented to us that often the 
manner in which C&AG audit is approaching 
its work and its refusal to accept the views 
even of the two Boards regarding the 
intention of particular laws enacted .by 
Parliament under the guidance of the 
executive branch of the Government cause 
hardship to the assessees . and have led to 
infructuous work and an excessive fear of 
Audit that tends to distort the decisions of the 
assessing officers. 

5.19 The following seem to be the 
common complaints: 

a. 

b. 

Audit tends to raise too many 
objections and several of them not of 
very significant revenue implications. 
Many of the objections are finally not 
accepted by the Board or dropped from 
the Audit Reports to be submitted to 
Parliament and scrutinised by Public 
Accounts Committee (PAC). What this 
means to the assessees is brought out 
later in this chapter. 

Audit often goes to the extent of 
interpreting the law even when the 
Board concerned is of the view that the 
intention of the law is contrary to 
Audit's view and that consequently no 
mistake has been committed by the 
assessing officer. 
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c. While · it would appear that the 
emphasis of the work of Audit should 
be on the examination of the. adequacy 
of laws, rules, systems and procedun ') 
and that\ the mistakes found in 
individual cases should be used to 
suggest improvements in rules and 
procedures, it tends to place excessive · 
emphasis on the revenue aspect in 
individual cases. 

d. Since public revenues have to be 
protected, perhaps it is justifiable to pay 
greater attention to short levies and 
under-assessments: however, Audit 
pays unduly little attention to cases of 
misapplicatipn of law leading to 
over-pitched assessments which not 
only cause harassment to the assessee 
but also lead to long drawn out 
disputes .. 

e. Audit parties, in excise cases, often 
visit factories not only to check 
documents (which, in any case, can be 
obtained through the Range Officers) 
but also to verify stocks, etc. This 
means that Audit wishes to undertake 
investigation work which in reality 
belongs to the Tax Department. Visits 
of the- Audit parties to the factories, and 
we are told sometimes even to factories 
of small scale producers, are not only 
beyond the required ambit of Audit but 
tend to cause hardship to assessees~ and 
add to the problems caused by the visits 
of lower level tax personnel 
themselves. 

5.20 In respect of iAcome tax, the 
number of Receipt Audit objections received, 
of Draft Paras (DPs) sent to the Ministry and 
of DPs included in the Report are as follows: 
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Audu Report Number of · DPs DPs 
object- received included 
ions by the in the 

Ministry Report 

1985-86 1102 702 
1986-87 1190 647 
1987-88 1355 763 
1988-89 22199 1442 945 
1989-90 22482 
1990-91 22651 

5.21 In the last few years, Receipt Audit 
has been sending a large number of DPs to 
the Ministry for comments. This number has 
increased from 864 in 1985 to as many as 
1907 in 1990. Many of these DPs are only · 
repetitive in nature. These require calling for 
information from the field and are thus time 
consuming and the Ministry gets bogged 
down in furnishing its comments. For 
example, in 1990, out of the 1907 DPs to 
which the Ministry was required to furnish 
comments, only 701 cases were finally 
included i.e., only 37per cent. It is argued by 
the Department that if the Receipt Audit 
sends only selected DPs and those which 
threw some light on the various facets of law 
and procedure, then considerable time of the 
Ministry would be saved, which can be better 
utilised for other matters. 

5.22 There is no doubt that the Receipt 
Audit has been doing yeoman service in 
pointing out the mistakes committed by the 
assessing officers and helping in reducing 
them. · However, the revenue effect of the 
audit objections is not as much as is depicted 
in the Audit Reports. A study conducted by 
the Directorate of Income Tax (Audit) to 
assess the actual gain to revenue as a result of 
reported DPs in the Audit Report 1986-87, 
reveals that the projected tax effect does not 
necessarily result in actual gain to revenue. A 
few objections are accepted for technical 
reasons. Some are infructuous and others 
show only potential/notional tax effect. Out 
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of the 533 DPs analysed, and involving 
revenue of Rs.69.29 crore, only 214 were 
accepted. The real gain to revenue was about 
12.26 per cent of the projected tax effect. 

5.23 The position in respect of Receipt 
Audit objections in Excise and Customs is in 
no way different from what is said above. 
The number of objections received, the DPs 
sent to the Ministry and those finally included 
in the Audit Report during the period 1988-89 
to 1990-91 are given below: 

Year 

1988-89 
1989-90 
1990-91 

Number of DPs 
object- received 
ions by the 

Ministry 

9625 532 
8515 555 
8121 527 

DPs included 
in the Audit 
Report 

235 
271 
249 

5.24 Elaborate procedures have 
necessarily to be followed in dealing with 
audit objections. Hence, if a large number of 
Audit objections are raise~···inany of them 
with not significant revenue implications, 
there is considerable loss to the Exchequer 
through expenditure of time and effort spent 
by the Departments in dealing with these 
objections. In fact, it is stated that one 
Member of each Board is kept fully busy 
dealing only· with Audit objections and DPs 
during a major part of the year. 

5.25 Under a parliamentary system of 
Government, the legislature is guided by the 
Executive in enacting laws. This is 
particularly so in respect of Money Bills 
which can emanate only from the 
Government. This being so, the intention of 
the Executive in formulating legislation, 
recommending it to Parliament and getting 
Parliament to pass it must be given due 
weight, as otherwise the Government would 
be forced to do what it does not, as a matter 
of public policy, want to do. Where a law has 
been misapplied by an assessing officer and 
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there i~ no dispute regarding the 
interpretation of law, certainly Audit will be 
justified' in holding that there has been or 
would have been loss of revenue. However, if 
at the level of the Board it is determined that 
the intention of law is precisely what the 
assessing officer has done; Audit could not 
justifiably maintain that revenue has been 
lost. At the most, Audit could point out that 
perhaps the wording of the law should be 
changed to make the intention of the 
Government clearer and this suggestion could 
be referred to the Law Ministry. In actual 
practice, Audit tends to insist in several cases 
that the Board's views will not be accepted 
by it or taken to be the intention of the 
Government and that consequently the 
opinion of the Attorney General must be 
obtained. In relation to income tax, a case that 
might be mentioned relates to the definition 
of 'industrial undertaking' for purposes of 
granting exemption under Section 10(15)(iv) 
relating to the interest paid on foreign 
borrowings for industrial purposes. This 
concession was made available consciously 
as a matter of policy to Shipping and Airlines. 
Audit raised the objection that these two 
sectors cannot be considered as industries. 
The Department's position was however 
upheld by the Attorney-General. 

5.26 Again, in respect of income tax, 
Audit has been asking the Department to 
reopen ca5es that have been satisfactorily 
subjected to summary assessment on the plea 
that going beyond the scope of summary 
assessment, Audit has been able to find 
"errors" in assessments. Now, as is 
well-known, instructions have been given to 
assessing officers regarding what kinds of 
errors should be checked and what is the 
scope of prima facie adjustments under the 
scheme of summary assessment. The 
assessing officers cannot go beyond the 
instructions given. Audit can certainly check 
whether the instructions regarding summary 
assessment have been followed by the 
assessing officers or not. The dual system of 
summary and scrutiny assessments has been 
introduced after . a careful calculation of 
cost-benefit ratios of alternative systems of 
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assessments. A view has been taken after due 
consideration in our country, as in many other 
countries with a very large number taxpayers, 
that, in the long run, the income tax revenue 
(net of cost) and its growth will be higher if 
effort is co~entrated on a sample of scrutiny 
assessment cases and if the majority of 
returns are accepted after checking for 
arithmetical errors and other palpable 
mista~s such as excessive claims in regard 
to concessions or claim for a larger 
percentage of depreciation than is permitted 
by law. If Audit chooses to convert a 
summary assessment case into a scrutiny 
assessment case, begins to investigate to see 
if the various statements made in the return 
are correct, given the previous year's return 
(for example, 'the level of written down value 
of assets given· in the current return and so 
on), it is possible that some errors will be 
found. If then the Audit claims that the 
assessing officer has acted in a manner 
prejudicial to revenue and asks for remedial 
action in terms of re-assessment, the whole 
scheme of summary assessment is 
jeopardised. This would be clearly against the 
interests of long-term growth of revenue. 
Furthermore, the assessee can legitimately 
claim that if he were to be subjected to 
scrutiny assessment that should have been 

·done in the very first instance; it is certainly 
not fair to reopen his case after a lapse of 
years. In any case, it cannot be stated with 
certainty that Audit's point of view will be 
upheld by the appellate authorities. Picking 
up cases for scrutiny assessment in this way 
in an arbitrary manner only adds to the 
workload of the Department without 
commensurate increase in revenue. It is 
necessary that Audit should accept the basic 
system of assessment that has been adopted 
by the Government as a matter of policy after 
due consideration. We are strongly of the 
view that the Government should present the 
total picture to Parliament and explain the 
rationale for adopting the dual system of 
summary and scrutiny assessments and desist 
from taking remedial action, if Audit should 
insist on converting summary assessment into 
scrutiny assessment on its own. 
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5.27 In respect of excises also, there 
have been cases where Audit has insisted on 
its own interpretation of law even when that 
goes clearly against well-announced 
Government policies. One, for example, is 
that of cone yarn and hank yarn. Hank yam is 
used by handloom weavers and as a matter of 
policy, the Government has exempted hank 
yam from excise, whereas cone yam used by 
power loom weavers and composite mills is 
subject to duty. Now it happens that 
sometimes yam is spun around cones and 
then converted to hank yam. This could be 
due to several reasons but the point is that 
what is sold is hank yam and not cone yam 
and the Department has rightly desisted from 
collecting duty. But Audit has insisted that 
since cone yam has come into existence, duty 
must be levied. If duty is levied (which is 
currently at specific rates based on weight 
and count) that will be passed on to the buyer 
of that consignment of hank yam which has 
been made out of cone yarn. . That would 
defeat the very object of the policy and yet 
Audit is insisting that duty should be levied. 
Even if there is a technical flaw here, the 
principle of harmonious construction would 
certainly justify that hank yam in this case be 
exempted even ~without any change in the 
law. 

5.28 The point that we are trying to 
make is that the life of the tax assessor and 
the assessee is made more difficult than is 
necessary because of the adherence of Audit 
to technical positions and the primacy it gives 
to short-term revenue considerations. It has 
to be remembered that the harassment to the 
assessees goes against the voluntary tax 
compliance scheme and will be detrimental to 
the faster growth of revenue. 

5.29 The role of Revenue Audit has 
been discussed by a number of Committees in 
the past. In the context of Income Tax 
Revenue Audit, the Direct Taxes Enquiry 
Committee (Wanchoo Committee) obsexved 
in December 1971 that the officers feel that 
their judicial discretion is being interfered 
with by the Revenue Audit trying to impose 
its own interpretation of law. Taxpayers are 
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aggrieved that assessing officers, on account 
of the fear of Revenue Audit, always try to err 
on the safer side, driving them to unnecessary 
appeals and causing avoidable hardship to 
them. The Committee observed that they 
would trace both the grievances to the fear 
complex that seems to have developed among 
assessing officers as a result of the higher 
authorities within the Department calling for 
explanation from them for every lapse. The 
Committee recommended that the CBDT and 
Commissioners of Income Tax should 
ordinarily settle audit objections after 
securing the necessary informatiqn but 
without calling for 'explanation' from the 
Income Tax Officer. 'Explanations' should 
be asked for only in cases of palpable 
mistakes or gross negligence or where 
binding judicial decisions or departmental 
instructions have not been followed. What is 
stated about the audit of direct tax receipts is 
equally true of indirect tax receipts. 

5.30 Similarly, the Administrative 
Reforms Commission in the report on 
Finance Accounts and Audit commented on 
the audit of revenue receipts as follows: 

"The divergence of opiF11on with regard 
to the interpretation of the tax laws and 
rules and regulations is occasionally a 
source of friction between the Audit 
and the Revenue Departments. It 
should be recognised that nothing 
should be done to dilute the 
responsibility of the executive in the 
matter of the application of tax laws. 
However, we understand that cases do 
continue to arise in which the Audit 
Department presses for the acceptance 
of their own interpretation of points of 
law. We do not consider it necessary or 
desirable for Audit to enter into 
controversies with the Revenue 
authorities on questions of 
interpretation of the law, though a 
lively and cordial discussion may at 
times be useful. In the first place, the 
decision on points of law is subject to 
challenge in Courts of Law and 
secondly, the Revenue authorities have 

to take certain decisions to execute the 
policy of Government. In our opinion, 
doubts with regard to the interpretation 
of the law should be finally settled by 
Audit in consultation with the highest 
administrative authority, namely, the 
Central Board of Direct Taxes and the 
Central Board of Excise and Customs, 
as the case may be." 

5.31 The officers who appeared before 
us have also expressed the view that the 
questioning by Audit of the assessment 
decisions of a quasi-judicial nature by the 
Departmental officers has given rise to a 
wide-spread sense of fear and has resulted in 
a distinct tendency on the part of the officers 
to make high-pitched assessments, taking 
decisions in favour of revenue even in cases 
where they think proper decisions should go 
in favour of the assessee. 

Dealing with Audit objections 

5.32 Both the Departments have worked 
out well-defined arrangements for dealing 
with Receipt Audit objections and they are by 
and large similar. The following procedures 
have been prescribed by the Income Tax 
Department for dealing with audit objections. 

. 5.33 In the course of Receipt Audit, the 
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Accountant General's (AG's) Audit Party 
issues separate Audit Memos (Half Margin 
Notes) for each objection raised. The 
assessing officer furnishes replies to the Half 
Margin Notes of Receipt Audit within three 
days of their receipt. The facts and figures 
are either accepted after checking or, if 
scrutiny reveals discrepancy, the same is 
pointed out to the Receipt Audit Party 
without any loss of time. On the last day of 
audit the gazetted officer-in-charge of the 
Receipt Audit Party discusses the draft Local 
Audit Report· (LAR) with the assessing 
officer who clears his doubts, if any. 
Thereafter, the draft LAR is edited by the 
Deputy Accountant General (DAG) and sent 
to the assessing officer, Deputy 
Commissioner (Audit), and the 
Commissioner as the final LAR. The 
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assessmg officer's report on each of the 
objections in the LAR is required to be 
prepared within 30 days of the receipt of the 
same. 

5.34 Tl:¢ Deputy Commissioner (Audit) 
forwards one copy of the assessing officer's 
report to the Sr.DAG/DAG concerned within 
a fortnight of its receipt, along with his own 
comments. Objections for which the 
Department does not have an arguable case 
are readily accepted. In other cases, the 
Deputy Commissioner (Audit) finds it 
advantageous to . discuss the issue involved 
with the Sr.DAG/DAG concerned before 
sending his comments. In a case where 
difference of opinion persists between the 
Sr.DAG/DAG and the Deputy Commissioner 

. (Audit), the latter will report the full facts of 
the case to the Commissioner, within a 
fortnight of the receipt of DAG's comments. 

5.35 The Commissioner is required to 
take a final decision on the issue indicated by 
the Deputy Commissioner (Audit) within a 
fortnight of the receipt of the note. Keeping 
in view the directions of the Commissioner, 
the Deputy Commissioner (Audit) finally 
informs the DAG suitably regarding 
acceptance, or otherwise, of the objection. 

5.36 After considering the assessing 
officer's reply, the comments of the Deputy 
Commissioner. (Audit) and · the DAG's 
comments, the AG would then refer the case 
to the Commissioner, for his views on the 
'objections' he intends proposing to the 
C&AG for inclusion as DPs. In the light of 
the comments of the Commissioner, the AG 
makes his recommendations to the C&AG 
regarding DPs to be included in C&AG's 
Audit Report. 

5.37 The C&AG sifts all such 
recommendations received from the AGs, and 
then the select list of DPs is sent to the 
Ministry of Finance for comments. The 
CBDT thereafter forwards these DPs to the 
Commissioner concerned and the Director of 
Income Tax (Audit) and calls for reports from 
the Commissioner in a prescribed proforma. 

Commissioners are required to send their 
reports to the Board in three weeks and the 
Board, in tum, has to send its comments to 
the C&AG within six weeks. Based on the 
report of the Commissioner, the Ministry 
send their comments to the C&AG 
specifically indicating the acceptance or 

. non-acceptance of the audit objection and the 
remedial action taken, ·where objections are 
accepted. After consideration of the same, 
the C&AG finalises the Audit Paras for 
inclusion in C&AG's Audit Report for the 
year which is placed before Parliament and 
followed up by its consideration by the PAC. 
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5.38 If the assessing officer, after due 
discussion, accepts the Audit's point of view 
he will take remedial action after getting 
instructions from Commissioner/Deputy 
. Commissioner depenc;ling upon the amount of 
revenue involved. If the amount of revenue is 
small, the assessing officer can take remedial 
action on his own. This will take the form of 
issue of notice for reopening of the case 
concerned. If the assessing officer does not 
accept the Audit objection and the matter is 
referred to the higher authorities, then often 
remedial action is initiated in order to prevent 
time barring of the case. This is done even if 
the Department has not so far accepted the 
objection and may not accept it at all. The 
instructions of the Board seem to be that 
priority should be given for taking remedial 
action in all cases which are likely to get time 
barred even though the Department has not 
accepted the Audit's point of view when the 
action is being initiated. The assessees are 
thus put to unnecessary trouble and 
harassment and if a reassessment is made, the 
assessee may appeal and the Commissioner 
(Appeals) may knock down the additional 
demand in which case the Department will be 
bound to file a case against the decision in 
appeal. There may be similar cases where 
assessments have been completed · and it 
might become necessary to reopen all those 
assessments. At the end, if the Department at 
the level of the Board decides not to accept 
the Audit objection all 'remedial action' cases 
will have to be dropped. 
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5.39 As regards excise and customs, the 
present position is that as soon as an Audit 
objection pointing out short levy is received 
by the customs and excise officers in the 
field, a show cause notice is issued to the 
assessee asking him to state why the duty 
liability cannot be fixed at the higher level as 
indica!ed by Audit. This is, of course, done 
without reference to whether or not the 
officers concerned are in agreement with the 
point raised by Audit. It is found that no final 
decision is taken on many show cause notices 
when the Department is 'not in agreement. In 
the meantime, the assessee is burdened with 
the show cause notice which has been issued 
in order to make sure that the additional 
demand if finally considered necessary, does 
not get time-barred. In the case of indirect 
taxes, it has to be remembered that tlie 
incidence of tax is usually shifted to tlie 
consumer. Once the sale is completed, it is 
well nigh impossible for the assessee to 
recover the extra duty demanded by the 
Department. Further, the very possibility of a 
demand being raised by the Department at a 
future date can be quite a burden to the 
assessee. The present system violates one of 
the cardinal principles of taxation, namely, 
certainty. It also appears to .. •be against the 
basic principles of law to issue a show cause 
notice stating "that it appears that there is a 
short recovery of duty", when the issuing 
authority does not itself feel so. 

Role of Audit 

5.40 The Committee appreciates the 
view that it is well within the jurisdiction of 
the PAC, a Parliamentary Committee, to 
question a ruling given by the Board: Where, 
however, Parliament has chosen to delegate 
some of its powers to the executive and the 
executive exercises that power, it will not be 
correct to hold that the consequence of the 
wrong exercise· of the delegated powers could 
fall on the assessees. If this position is 
accepted, the nature of the action to be taken 
in case of audit objections, where there is a 
difference of opinion between Audit and the 
Department will become clear. As far as the 
assessee is concerned, the assessment made 

77 

by the properly authorised officer should be 
final and it should not be subjected to any 
change with retrospective effect except to the 
extent that there is an error in assessment as 
perceived by the officer and there is a 
provision in the law rectifyiug the error. 
While recognizing the important role the 
external audit is playing in regard to tax 
collection, the Committee would like to stress 
that the difference of opinion between the 
Department and Audit should not result in an 
audit phobia developing in the tax collection 
machinery, with the consequence that 
assessment tends to be always high pitched 
and in favour of revenue. The Committee 
would strongly urge the Government to 
review the present system and devise ways 
and means by which assessment done 
genuinely by the properly authorised officers 
do not get upset because of the difference in 
view between the Department and the 
external audit. 

5.41 In outlining the response of the 
Department to audit objections and the 
procedures followed in dealing with them 
including the issue of notices of additional 
demand of tax, we have indicated that taken 
together and with delays in dealing with such 
matters, they cause considerable hardship to 
the assessees, generate infructuous work and 
lead to avoidable disputes. Keeping these 
undesirable consequences in view, we 
recommend: 

a. Direct taxes: 

. i. As far as audi.t objections accepted by 
the assessing officer are concerned, the 
existing procedure should be followed 
and remedial action in the form of issue 
of demand note, etc., should be initiated 
within one month from the date of 
receipt of audit objection. 

ii. In regard to audit objections not 
accepted by the assessing officer, while 
the matter is being discussed and sorted 
out by the higher authorities and the 
audit officers, remedial action in the 
form of issue of demand notice should 
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be taken only in respect of cases which 
would be time-barred within three 
months from the time the assessing 
officer communicates disagreement 
with Audit. In other cases, remedial 
action\ must be taken only under 
instructions from the higher authorities 
to do so, and they should issue such 
instructions only if they agree with 
Audit. 

5.42 It follows from what we have said 
above that the process of consultations among 
the field formation, C&AG and the CBDT 
should be completed within a period of three 
months from the date of receipt of audit 
objections. This means remedial action will 
get time-barred if the CBDT does not issue 
instructions within that period. It is only 
proper that the adverse consequences of any 
delay in the issue of instructions should fall 
on the Department and not on the assessees. 

b. Indirect taxes: 

5.43 Once an audit objection is received 
at the Range level or Divisional level in the 
case of excise matters and at corresponding 
levels in customs matters, it should be 
processed on a top-priority basis and unless it 
is found acceptable, no demand or show 
cause notice should be issued at that stage. 
Where the Divisional officer feels that the 
decision taken is correct and is in accordance 
with the Board's directions, if any, on the 
subject, he should make an immediate 
reference, fn ·any case · not later than two 
weeks from the receipt of the audit objection,. 
to the Collector who should get the matter 
examined in his office. Where at that level 
the objection is found acceptable on the 
ground that the Assistant Collector has 
overlooked certain instructions or decisions 
of the Board, the Tribunal or Court, these 
should be brought to his notice so that the 
11ecessary show cause notice can be issued. 
If, however, the Collector is in agreement 
with the views expressed by the Assistant 
Collector, he should make an immediate 
reference by the quickest possible method to 
the Board. The action at the Collector's level 
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should be completed within two weeks of 
receipt of the reference from the Assistant 
Collector. The Collector may also have 
discussions with the AG if any clarification is 
called for, or if it is considered that the audit 
officers have issued the objection without 
proper understanding of the facts of the case. 

5.44 There should . be proper 
infrastructural arrangement in ·the Board's 
office to deal with all such references on a 
priority basis and to take a quick view on the 
subject. If the objection is still found 
unacceptable, the matter should be discussed 
with the C&AG's officers and the correct 
position explained to them. If, however, it is 
found that the officers have acted on the basis 
of the. Board's instructions but after 
discussion with the Audit, it is conceded that 
the Audit's point of view is correct, the Board 
will immediately modify its instructions in · 
terms of Section 37-B of the Central Excises 
and Salt Act, 1944 and Section 151-A of the 
Customs Act, 1962. These instructions will 
have only prospective effect and no attempt 
should be made to reopen assessments 
already completed. This will be in keeping 
with the philosophy behind Section 11-C ,of 
the Central Excises and Salt Act, 1944 and_ 
Section 28 A of the Customs Act, 1962 
according to which the Central Government 
through issue of an order can decide not to 
proceed to collect duties not recovered or 
short recovered because of a general practice 
and an understanding between the assessee 
and the Department regarding the former's 
duty liability. 

5.45 Action at the Board's level should 
be completed within one month of receipt of 
the report from the Collector. 

5.46 If there is sufficient appreciation on 
the part of the Department regarding the 
adverse effect that the present system has 
brought about on the tax collection and the 
undue burden it has placed on the assessee, it 
is not difficult for the Board to work out 
procedures on the lines suggested in the 
preceding paras. 
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Penalties and Prosecution 

a. Income tax 

5.47 The Income-tax Act provides for 
prosecution of persons for a range of offences 
which include wilful attempts to evade tax as 
well as a number of other tax violations like 
failure to pay tax deducted or collected at 
source and failure to produce accounts and 

Period No. of complaints filed 

documents. For some of the offences 
prosecution can be launched under the Indian 
Penal Code. However, the prosecution 
lauched can be compounded by the CBDT. .. 

5.48 The position in regard to 
launching, disposal and pendency of 
prosecutions is as follows: 

Balance 
pending 

Tax Others Total 

No. of 
complaints 
disposed of 

evasion 

1986-87 
1987-88 
1988-89 
1989-90 
1990-91 

1426 
562 
721 
595 
844 

3832 
6799 
6707 
8334 
2942 

5258 
7361 
7428 
8929' 
3786 

396 
433 
781 
638 

2309 

14165 
21093 
27740 
36031 
37508 

5.49 Over the years, the prosecutions 
launched have increased substantially while 
the disposals have remained at a very low 
level. As a result, th(}. pendency of 
prosecutions in the Courts has increased 
progressively. The average time for disposal 
of a prosecution case is quite long and, 
therefore, the effectiveness of prosecution in 
deterring evasion is considerably diluted. 

5.50 We note that there are a large 
number of prosecutions which have been 
launched in respect of technical offences such 
as delay in depositing tax deducted at source 
and that often the amounts involved are not 
very large. We are given to understand that 
the proportion of prosecutions against 
technical offences is coming down; 
nevertheless they are sufficiently large to 
cause concern and to necessitate a change in 
approach. First of all, it is necessary for the 
Department to concentrate on large cases and 
to be selective in launching prosecutions 
where cases are strong so that with 
conservation of effort and concentration on 
strong cases the Department could be 
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successful, and through the punishment of the 
guilty can produce the desired deterrent 
effect. Second, we would suggest that in 
respect of most of the technical violations of 
the law a late fee or penal interest should 
replace discretionary penalty or attempt at 
punishment through successful prosecution. 
The imposition 'Of late fee or penal interest 
should be statutorily laid down and be 
automatic. Since it would be automatic, the 
level of penalty should be moderate. Third, 
there should be substantial delegation of 
power . to compound to the Chief 
Commissioner, who should compound if he is 
satisfied that that would be in the best 
interests of revenue. Fourth, if it is decided to 
launch a prosecution in a particular case, the 
job must be taken up seriously and must be 
executed efficiently. Sufficiently qualified 
counsel should be hired wherever necessary 
to supplement the Departmental 
Representative and the necessary documents 
should be provided to him in time. The 
Department should follow the twin strategy 
of reducing the number of prosecutions 
launched, particularly for technical offences, 
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and bringing down the existing pendency of 
prosecutions in the Courts. Towards this end 
we recommend: 

a. In the case of offences referred to in 
Sectio\}S 276B and 276BB an automatic 
penalty in the form of additional 
interest of an · appropriate magnitude 

" should be imposed; the rate of interest 
should vary with the length of the 
period of default. A possible scale of 

· interest charges would be as follows: 

i. Where the period of default does 
not exceed six months, half per 
cent of the amount outstanding 
[taxes, fines and all interest other 
than, additional interest and interest 
under Section 220(2)] for the 
period of default; 

ii. Where the period of default 
exceeds six months but does not 
exceed twelve months, one per cent 
of the . amount outstanding for the 
period in excess of six months; and 

iii. Where the period of default 
exceeds twelve months, two per 
cent of the amount outstanding for 
default in respect of the period in 
excess of twelve months. 

Section 276B and 276BB empowering 
the launching of prosecution for failure 
to pay tax deducted at source should be 
withdrawn. However, if the tax 
deducted at source along with interest 
and additional interest imposed remains 
unpaid after a specified period time, the 
person could be considered to be in 
default of payment of tax and .the 
Department could consider launching 
prosecution for wilful attempt to evade 
payment of tax. 

The discretionary penalty under Section 
221(1) of the Income-tax Act for 
default in making payment of tax 
should be replaced by an additional 
interest in the nature of an automatic 

c. 
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penalty whereby all persons who fail to 
make payment of any arrear [i.e., tax, 
interest other· than interest under 
Section 220(2) or penalty] arising under 
the Act within the statutory time 
allowed for payment of such arrears,.. 
should be deemed to be an assessee in 
default from the date following the 
expiry of the statutory time period. He 
should thereafter be liable to pay along 
with the amount of arrears and the 
amount of interest payable under 
Section (2) of Section 220, additional 
interest at the appropriate rates to be 
sp cified, which could be the rates 
mentioned in (a) above. 

The existing scheme of automatic 
penalty against late filers and non-filers 
in the form of penal interest under 
Section 234A and prohibition to carry 
forward the loss [Section 139(3)] 
should both be replaced . by a new 
system of an automatic penalty in the 
form of a late fee: 

i. If an assessee has paid all the tax 
due, but delays filing the return by 
more than a month but less than six 
months, a penalty in the form of a 
late fee of Rs.SOO should be 
imposed on him; if the delay is 
more than six months but less than 
a year the late fee should be 
Rs.l,OOO and if it is more than one 
year it should be Rs.S,OOO 
(thereafter the late fee arrear 
should be treated as arrear 
interest); 

11. If the return is not filed in time and 
there is tax due, then besides the 
additional interest on the amount of 
tax due, the penalties mentioned in 
(i) above for late filing should also 
be imposed; and 

iii. If those earning income from 
business and professions having 
turnover exceeding the amounts 
specified for the obligation to file a 
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return do not file a return but also 
do not have income exceeding the 
exemption level, they should again 
be asked to pay only the penalty 
mentioned in (i) above. 

The discretionary penalty under Section 
271(1)(b) of the Income-tax Act also 
should be replaced by a fine/late fee in 
the nature of an automatic penalty: 

i. At the rate of rupees fifty for every 

f. The discretionary penalty under Section 
272A(2) of the Income-tax Act should 
be replaced by a system of late fee in 
the nature of an automatic penalty at 
rates specified in (a) above. 

5.51 With a view to reducing the 
number of prosecutions launched for 
technical offences, we recommend: 

a. 

week of failure to comply with a 
notice under Section 142(1). 
However, this fine should not be 
levied in cases where part 
information is furnished in 
response to notice under Section 
142(1) or where adjournment is· 
granted by the tax administration· . b. 
on its own, or where the notice 
under Section 142(1) requires the 
taxpayer to furnish the return of 
income; this should be raised to 
rupees one hundred after the 4th 
week. 

The prosecutions under Section 
276C(2) should be launched only if the 
assessee fails to make the payment of 
tax for a considerable period, say over 
one year and not merely because the 
statutory time period for payment of tax 
has lapsed. This is because for the first 
year, additional interest will be charged. 

Even where the prosecutions are 
launched for technical offences in 
accordance with the scheme 
recommended by us, the Department 
should generally take a liberal view in 
compounding prosecutions for such 
technical offences. 

ii. At the rate of rupees one hundred 
per week of default !.~ckoned from 
after the 15th day · of the order 
appointing the auditor under 
Section 142(2A) to the day when 
the taxpayer's communication 
submitting himself for audit is 
received by the Tax Department. 
This should be increased to rupees 
five hundred per week after 4 
weeks of default. 

The discretionary penalty under Section 
271B of the Income-tax Act for failure 
to get accounts audited or obtain audit 
report as required under Section 44AB 
or furnish such report along with return 
under Section 139(1) or in response to 
notice under Section 144(1) should be 
replaced by a late fee in the nature of an 
automatic penalty of an appropriate 
magnitude in line with our suggestions 
above. ' 
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5.52 We consider that reducing the 
number of pending prosecutions is an 
important step towards preparing for the new 
system of automatic penalties and reduced 
scope and need for launching prosecutions. 
Towards this end, we recommend the scaling 
down of compounding fees and the launching 
of a drive for compounding in respect of. 
prosecutions for technical offences. 

5.53 The power to compound should be 
delegated to the Chief Commissioner/ 
Director General for all prosecutions for 
technical offences. In cases where tax evasion 
is involved, the power to compound should be 
delegated to Chief Commissioner/Director 
General except where the amount of tax 
evaded exceeds, say, Rs.1 lakh. In tax 
evasion cases, it could be required that the 
compounding would be done by Chief 
Commissioner. in consultation with a 
Commissioner. 
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b. Excise and Customs 

5.54 As regards prosecutions under the 
· Customs · Act, the position . in regard to 

1. ,:.No. of offence cases 
2. _. ·'No. of prosecutions launched · 
3. No.of disposals 
4. No.of persons 
5. No.of persons acquitted 

1988-89 

65035 
2538 
1307 
946 
361 

5.55 . The Central Excise and Customs 
Department has issued from time to time 
detailed guidelines for launching 
prosecutions. According to the latest 
guidelines, prosecutions could be launched 
only with the prior approval of the Principal 
Collector of the jurisdiction and subject to, 
inter-alia, the following conditions: 

a. the offence is not merely of technical in 
nature, or· 

b. the additional claim for duty is not 
based solely on a difference of 
interpretation of law and notifications 
issued thereunder, or 

c. the value of the goods seized or duty 
evasion involved is not less than the 
limit prescribed in these guidelines, and 

d. · the Department should have evidence to 
prove that the person, company or 
individual had guilty knowledge of the 
offence or had fraudulent intention of 
committing the offence . or in any 
manner possessed mens rea. 

5.56 The above guidelines have ensured 
that prosecutions are launched only in cases 
of serious violations of law with fraudulent 
intention and this along with the requirement 
of garnering adequate evidence to show 
personal culpability of the accused have 

launching, disposal, pendency, number of 
persons convicted and number of persons 

. acquitted is as follows: 

1989-90 1990-91 

61394 62392 
1925 1981 
910 662 
751 571 
159 91 

limited the number of. prosecution cases to 
reasonable limits. In ·customs, the success 
rate of Rrosecutions has been quite 
impressive. 0 

5.57 In Central excise, the total number 
of prosecutions pending decision in the 
Courts is only around a thousand as on 
1.3.1992. In 1991-92, 55 complaints were 
filed by the Department while the number of 
prose.cutions decided by the Courts was 61, 
out of which the accused were convicted in 
only 24 cases. As we have observed in the 
preceding Section in regard to prosecution 
under the lncoll)e-tax Act, the Courts have 
been taking inordinately long time to decide 
the prosecution cases as a result of which the 
deterrent effect of prosecutions is diluted to a 
considerable extent. In order to increase the 
deterrent effect of prosecution in cases of 
fraudulent evasion of excise duty, we 
recommend the following: 

a. the prosecution in Central excise should 
be limited to cases of suppression of 
production and surreptitious removal of 
excisable goods, cases of under 
valuation where fraudulent intention of 
evasion of duty is established and cases 
where the same person commits offence 
repeatedly; 

b. the existing duty limit of Rs.1 lakh for 
filing prosecution should be enhanced 
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to Rs.S lakh; 

c. the Collector should get the cases fit for 
prosecution processed within one 
month of the date of the adjudication 
order and the Principal Collector should 
decide about granting sanction for 
prosecution within a period of two 
months from the date of submission of 
the Collector's recommendations; 

d the prosecution cell should be headed 
by a Deputy Collector who should be 
made responsible for ensuring that the 
complaints are filed in the Court within 
a period of four months from the date of 
the order of adjudication, for briefing 
the Public Prosecutor and for ensuring 
that the cases are listed for hearing. 
within a reasonable time; 

e. the prosecution cell should be manned 
by at least one expert with adequate 
legal knowledge and experience who 
should assist the Public Prosecutor in 
presenting the Department's case in the 
Court of Law. For this purpose all the 
Collectorates should· take measures to 
get atleast one Superintendent having a 
degree of law and adequate experience 
in legal matters appointed as Assistant 
Public Prosecutor. At present only a 
few Collectorates have such 
departmental officers as Assistant 
Public Prosecutor. The special pay for 
these experts should be increased 
suitably so as to attract good officers 
for this post. 

Settlement Commission 

5.58 The Wanchoo Committee (1971) 
recommended the setting up of a mechanism 
for quick and final settlement of complicated 
tax cases, which would otherwise become 
enmeshed in protracted litigation. However, 
that Committee also emphasised that the 
scheme should not become an escape route 
for tax evaders who had been caught and who 
were likely to be heavily penalised or 
prosecuted. Its recommendations in this 
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regard led to the insertion of provisions for 
settlement of income tax and wealth tax cases 
and the creation of the Settlement 
Commission. 

5.59 Originally, any assessee in whose 
case tax proceedings· were pending could 
approach without any . conditions the 
Settlement Commission for settlement. 
However, subsequent legislative amendments 
have placed some restrictions: the condition 
that the assessee should make a full and true 
disclosure of income which had not been 
disclosed before the assessing officer, the 
requirement that additional amount of income . 
tax payable on income disclosed in the 
application should exceed Rs.50,000 and the 
stipulation that in a search case, which has 
resulted in the seizure of any books of 
accounts, other documents or assets, a 
settlement application cannot be made before 
the expiry of 120 days from the date of 
seizure.· 

5.60 Till March, 1979,1 the 
Commissioner could veto the admission of a 
settlement application on the grounds of 
establishment or likelihood of establishment 
of concealment of income in the case. The 
Finance Act, 1979 diluted this power by 
empowering the Settlement Commission to 
overrule his objection (after giving the 
Commissioner an opportunity of being 
heard), if it was not satisfied with the 
correctness of the objections raised. 
However, because of the difference in· 
perception between the income tax authorities 
on the one hand, and the Settlement 
Commission on the other, regarding the 
intended connotation of the expression 
11concealment of particulars of income on the 
part of the applicant .... has been established 
or is likely to be established by any income 
tax authority, in relation to the case'', 
appearing in Section 245D(1A) of the 
Income-tax Act as ~it stood prior to its 
amendment by the Finance (No.2) Act, 1991, 
objections raised by the Commissioner 
against admission of settlement applications 
were overruled in most cases by the 
Settlement Commission. Besides, the process 
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of deciding admissibility of settlement 
applications consumed a lot of time as the 
Settlement Commission could not summarily 
accept or reject the Commissioner's objection 
and was required to allow. a reasonable 
opportunity to be heard both to the 
Commissioper and to the applicant. Perhaps 
for these reasons, the Finance Act, 1991 
withdrew, with effect from 27th September, 
1991 the Commissioner's power to object to · 
an application being made to the Settlement 
Commission. 

5.61 The procedure now is that on 
receipt Qf a . settlement application, the 
Settlement Commission is required to call for 
a report from the Commissioner and decide 
the admissibility of the application on the 
basis of the report, having regard to the nature 
of the case or the complexity of the 
investigations involved. As per a provision 
inserted by the Finance Act, 1991, the 
Commissioner is required to report within 
one hundred and twenty days of the receipt of 
the communication from the Settlement 
Commission. If he fails to do so, the 
Settlement Commission can make an order 
without a report. No application can be 
rejected unless a hearing has been given to 
the applicant. A settlement order is passed 
after hearing the applicant and the 
Commissioner (either in person or through an 
authorised representative) and the 
examination of records and evidence. 

5.62 The Settlement Commission can 
grant immunity from prosecution for any 
offence under the Income-tax Act or the 
Indian Penal Code or any other Central Act in 
force and also, wholly or in part, from the 
imposition of any penalty under the 
Income-tax Act with respect ·. to the case 
covered by the settlement, if it is satisfied that 
the applicant had co-operated in the 
proceedings and made a full and true 
disclosure of his income and the manner in 
which such income had been derived. 
However, it cannot grant immunity in a case 
where the proceedings for prosecution for an 
offence were instituted before the date of 
receipt of the settlement application. 

84 

Immunity granted to an applicant can be 
withdrawn in certain circumstances. 

5.63 Given the fact that there is a 
tendency for several tax disputes to arise 
leading to court cases and that such cases 
often take an inordinately long time to 
conclude, it is necessary to have an institution 
such as the Settlement Commission. In some 
advanced countries Ii~e the United Kingdom 
(UK), senior officers of the. Revenue 
Department at different levels have been 
given the power to settle cases of dispute 
involving different amounts of tax. This has 
enabled the British tax authorities to keep the 
number of court cases relating to tax disputes 
to a low level. In India, since the power to 
settle cases has not been granted to the senior 
officers of the Department, the Settlement 
Commission can play a very useful role. 
However, under the existing provisions 
relating to the Commission and with the 
power of the Commissioner to object to the 
sending of application to the Settlement 
Commission having been withdrawn, the 
recourse to the Settlement Commission is 
offering an easy escape route to tax evaders. 

5.64 When evasion of a large magnitude 
is . unearthed, the assessee concerned can 
apply to the Commission for the settlement of 
his case, make a full confession and obtain 
immunity from prosecution under several 
Acts. This can happen even when a large 
amount of tax has been evaded and the 
Department has a really strong, if not 
fool-proof,case against him. What is more, 
there is nothing in the law which can prevent 
the same individual from approaching the 
Settlement Commission once again after the 
lapse of a few years, if he happens to ~ 
caught again. It will be agreed that while 
there must be a mechanism for speedy 
settlement of disputes which do not involve 
fraud or wilful intention to evade substantial 
amounts of tax, the legal proviSions 
governing the operation of such a mechanism 
should not be such that those who indulge in 
large-scale tax evasion could never be 
prosecuted and punished with due severity. 
Almost total removal of deterrence is neither 
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fair nor will it be conducive to ensure better 
tax compliance. 

5.65 Although, strictly speaking, no one 
should be allowed to get away with tax 
evasion, given the present circumstances, it is 
perhaps necessary to give tax evaders one 
chance to come clean. Such a facility is 
already available under Section 273A of the 
Income-tax Act. Under this Section, the 
Commissioner or Chief Commissioner can 
reduce or waive the penalty imposable or 
imposed for tax evasion, if he is satisfied that 
the assessee has made a full confession, has 
co-operated in the enquiry relating to the 
assessment of his income and has made 
arrangements for the payment of the assessed 
tax and any interest due. The benefit of this 
scheme is available to a taxpayer only one~ in 
his life time. Since the Act provides this 
facility to every taxpayer who has erred in the 
past, there can be no justification for letting 
the Settlement Commission be used by tax 
evaders as another "amnesty scheme". 

5.66 We, therefore, recommend the 
following changes in the provisions relating 
to the functioning of the Settlement 
Commission: ... 
5.67 As a general rule, the jurisdiction 
of the Settlement Commission should be 
restricted to the settlement of complicated 
cases involving disputed facts and questions 
of law, which might othetwise result in 
protracted litigation. Accordingly, the 
provisions of sub-section (lA) of Section 
245D, which allowed the Commissioner to 
object to applications to the · Settlement 
Commission being proceeded with, which 
were deleted by the Finance (No.2) Act, 
1991, should be re-introduced. However, 
along with the re-introduction of this 
provision other changes in the law as 
indicated below should also be made: 

a. At present, an application cannot be 
made to the Settlement Commission 
unless, inter alia, the additional amount 
of income tax payable on the income 
disclosed in the application· exceeds 
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Rs.SO,OOO. The Committee is of the 
view that the amount of Rs.50,000 is 
too low in current prices and that 
therefore it should be increased at least 
to Rs.1 lakh. This would ensure that 
relatively unimportant or insignificant 
cases do not take up the limited time 
available to the Benches of the 
Settlement Commission. 

b. To ensure that the power to object to an 
application being sent to the Settlement 
Commission is exercised judicially, it 
should be stipulated that the objection 
could be made only by an officer not 
below the rank of Chief Commissioner. 
Furthermore, the Chief Commissioner 
(or any designated officer of higher 
rank) should make an objection only 
where there is adequate evidence of 
wilful intention to conceal income or 
perpetration of fraud by the assessee 
and where the suspected or detected 
evasion of income is not less than Rs.10 
lakh. 

c. In cases where the Chief Commissioner 
after due consideration and after 
satisfying himself that the conditions 
set out above in (b) are fulfilled, makes 
an objection to the application being 
proceeded with, it should be incumbent 
on the Settlement Commission to reject 
the application. The Settlement 
Commission should not be given the 
power to override the objection m~de 
by the Chief Commissioner. 

5.68 · The changes we have suggested 
would ensure that the power to object to an 
application being heard by the Settlement 
Commission would be exercised at a very 
senior level, and the Department would raise 
an objection only if the officer concerned is 
convinced that the Department has a strong 
case and that there has been perpetration of 
fraud or wilful intention to conceal income. 
Additionally, no objection could be raised in 
smaller cases. It follows that while the 
Settlement Commission would be playing a 
useful role by quickly settling a large number 
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of disputes which do not involve large-scale 
evasion, the law would not be providing an 
easy escape route for large-scale tax evaders. 

5.69 While presenting the Union Budget 
for 1992-93, the Finance Minister announced 
the intention ~f the Government to set up a 
Settlement Commission for settling disputes 
involving indirect taxes, along the same lines 
as the Settlement Commission for direct 
taxes. yve recommend that the provisions 
defining · the scope and functioning of the 
proposed Settlement Commission for indirect 
taxes should be the same as those 
recommended in this section. 

Th~ Imperative Need for Computerisation 

5.70 In the'last few years, the impact of 
the electronic computer and automatic data 
processing (ADP) has been revolutionary 
particularly in tax administration. The most 
immediate benefit to the tax administration to 
be obtained from ADP relates to its functions 
as an incredibly efficient processing system. 
Further, it provides not only an increased 
capacity for handling paper, but also 
furnishes the administrator with the means for 
integrating · all of his data processing 
functions as well. It is capable of performing 
a combination of operations on facts stored in 
its internal memory and of producing results 
that satisfy many different needs. This 
integrated processing of information enables 
the tax administrator to perform at one time 
various tasks which otherwise would have 
been handled on a piecemeal basis under a 
manual or mechanical system. Thus, 
integrated data processing in itself is a 
valuable time saver and this coupled with the 
speeds at which the computer processes 
occur, results in efficient data handling. 

5.71 Among the more difficult and 
tedious -of the many tasks of tax 
administration is record keeping, which today 
employs many people, large space and 
requires much equipment. Hundreds of 
thousands of records can be stored in a single 
reel of magnetic tape. Also, it can be 
modified or extracted as quickly as needed. 
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Finally, once the significant portions of a 
document have been placed on magnetic tape 
and the accuracy of the record has been 
established, references to the original source 
document will become less essential and 
infrequent. These documents, therefore, need 
no longer occupy valuable working space for 
long periods. 

a. Direct taxes 

5.72 As indicated in Chapter 6, the 
comprehensive use· of the computer will 
enable the Department to accomplish its tasks 
in a far more efficient manner: 

i. The efficiency of the collection 
function is enhanced through the 
determination of the true balance of 
each taxpayer's account and the 
possibility of recording of each 
transaction relating to tax payment, 
regardless of where it occurs. _ 

ii. The ADP greatly facilitates the posting 
operations of payments and liability so 
that the status of accounts can be kept 
updated. 

iii. The ADP greatly facilitates follow-up 
and recovery actions because of ease of 
calculation and availability of current 
data without much manual work. 
Similarly, the task of refunds is 
facilitated. 

iv. The use of computer facilitates the 
processing and storing of information 
received/collected from taxpayers, 
persons required to supply particular 
classes of information, the Central 
Information Bureau (CIB) and the 
Investigation Directorate. The 
Taxpayers' Master File (TMF) and the 
computerised storage of all information 
received enables the Department to 
have at its finger tips, so to speak, 
comprehensive and valuable 
information on taxpayers and their 
economic transactions, which can be 
retrieved without difficulty. The 
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Department's knowledge of, and ability 
to deal with, taxable entities is thus 
increased manifold. 

v. The ADP enables the development and 
use of a proper method of choosing 
samples for scrutiny assessments as 
explained in Chapter 6 in the Section on 
scrutiny assessment. 

5. 73 There is little doubt that no 
worthwhile improvement in the enforcement 
of taxes and reduction in the hardship and 
trouble caused to the assessees can be 
achieved without full-fledged 
computerisation. However, before the design 
of computerisation and the choice of 
hardware and software is decided upon, it is 
necessary to determine the contours of the 
revamped and reorganised tax administra'~ion 
system, along the lines we have 
recommended. The design of computerisation 
including the choice of hardware and the 
software requirements must be worked out 
with care with the help of experts who have 
set up and have worked upon such systems. 
A group of officers of the Department must 
be associated with the whole exercise. 
Therefore, we strongly urge that: 

•.·' 
a. technical assistance from the 

multilateral financial institutions be 
first availed of; 

b. a reputed Indian consultancy agency 
could be hired to work with the experts 
supplied by this multilateral agency; 

c. a group of officers from the 
Department should participate in this 
exercise; and 

d. if help from multilateral institutions is 
not to be availed of, a reputed foreign 
private consultancy agency could be 
hired. 

5.74 In this connection, we learn that a 
neighbouring country, namely, Sri Lanka, has 
successfully completed a programme of 
computerisation of its tax administration with 
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the assistance of multilateral agencies. It 
would be worthwhile for some of the officers 
of the Income Tax Department qualified in 
this .area to acquaint themselves with the 
computerisation programme and the 
improvements brought about in tax 
administration in countries which have 
completed such programmes. 

5.75 In order to augment the pool of 
technical manpower in the Department, all 
new recruits to the Department whether at the 
officer level or at the staff level, should be 
required to undergo a compulsory and 
successful training in computers before being 
confirmed in their jobs. As regards the 
existing officers and staff, since a large 
number of computer training centres exist in 
the country, the Government should require 
the officers and the staff to undergo training 
before their next promotion but not later than 
two years from now. The expenditure on 
these training courses should be reimbursed 
to the staff and the officers by the 
Government. 

b. Indirect taxes 

5. 76 The CBEC had embarked upon a 
major computerisation programme in the 
Customs Department in 1986. As at present, 
computers have been installed in all the major 
customs houses and cargo complexes at 
Bombay, Calcutta, Madras and Delhi and in 
the Customs House at Cochin. These are 
inter-linked through the host mainframe at 
Bombay and the all-India network has been 
established through the Department of 
Telecommunication's (DOT) satellite data 
circuits. Considerable data on imports and 
exports are being stored in this system. The 
foreign trade statistics is being prepared on 
the basis of the customs computerised data 
and this has almost totally removed the time 
lag in the publication of trade statistics. 

5. 77 ,A pilot project for computerisation 
of Central excise operations was completed in 
1986 at the Central Excise Collectorates at 
Delhi and Madras. In 1990-91 it was decided 
to computerise the remaining Central Excise 
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Collectorates through the National 
Informatics Centre (NIC). Accordingly, a 
Memorandum of Understanding was signed 
in June 1991 by the Department with the NIC 
for the implementation of computerisation in 
phases so that\.17 systems were to be installed 
by March 1992 and the remaining systems by 
December 1992. The Committee understands 
that there has been some time over-run in 
regard to the first phase. By now, the systems 
have been installed only in eleven 
Collectorates ~fnd their connectivity with the 
divisions is yet to be established. In other 
words, these are still not operational. 

5. 78 From the discussions the 
Committee had with the Collectorates of 
Customs, it be~ame clear that the existing 
facility in the Custom Houses is not being 
fully utilised. This is partly because of lack 
of involvement of senior officers in this 
matter and partly because of hesitation on the 
part of the Department to replace the manual 
system with the computerised system. The 
Committee would recommend that 
professional assistance · from a consultancy 
agency should be availed of to gain maximum 
benefits from the facilities already installed 
and proposed to be installed. 

5.79 In Central excise the number of 
documents to be processed has been growing 
from year to year. Thus, the number of gate 
passes dealt with by the Department was 266 
lakhs in 1988-89, whereas, currently it will be 
of the order of 400 Iakhs. Apart from the 
other operations · like checking of Modvat 
availed of by assessees, faster assessment and 
preparation .of revenue returns, computerised 
processing of documents has to be thought of 
as a necessity, as within a short time it will 
become impossible to process the documents 
manually because of the enormous volume 
involved. From this point of view, the 
computerisation project in Central excise 
should be expedited and a complete system 
placed in position within the shortest possible 
time. 

5.80 We have already stressed in the 
Interim Report the need for enhancing the 

pace with which computerisation is 
proceeding in the Customs and Central 
Excise Departments. The Committee would 
again urge that the Board may bestow special 
attention on this matter and ensure that there 
is no further time over-run in establishing a 
complete network in the Department. The 
project to link minor ports and other customs 
stations with the Customs network via the 
Central excise network will have to be given 
a concrete shape and the · network 
co~missioned without any further delay. 
Other infrastructural support by way of staff, 
training, etc., should also be prmhptly 
provided. The senior officers of the 
Department will have to be involved in the 
project and there should be total commitment 
on the part of the Board in regard to 
computerisation. 

Office Accommodation and Facilities 

5.81 In the Interim Report, we had 
drawn attention to the fact that 
accommodation for the tax offices and the 
facilities available are woefully inadequate. 
In this regard, the position in the Income Tax 
Department is much worse than in the Excise 
and Customs Department. The former has to 
deal with a very much larger number of 
assessees, and correspondingly more space is 

· needed for officers and records as well ·as for 
providing facilities to the assessees. Records 
cannot be properly maintained if for want of 
space and the necessary office equipment, 
files have to be kept in heaps on the floor or 
even on the tops of the limited number of 
shelves that could be put into cramped space: 
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Visitors' rooms cannot be set aside for 
assessees and with more than one income tax 
assessing officer sitting in the same room, 
confidential conversation with an assessee 
becomes impossible. The difficulties are 
shared by both the Departments, but the 
situation, as pointed out above, is w9rse in 
the Income Tax Department. 

5.82 A positive view has to be taken 
about office accommodation and facilities. It 
is to be recognised that while luxurious 
accommodation and amenities would not be 
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justifiable, proper office facilities and 
adequate space are essential for bringing 
about any significant improvement in tax 
administration. 

5.83 Office accommodation must be 
designed in a functionally efficient manner so 
as to promote · smooth working and 
productivity. Keeping in view the 
administrative re-organisation that we have 
recommended and what the Government 
might be planning otherwise and keeping in 
mind also the requirements of the planned 
computerisation programme, the required 
office should be estimated for Ranges, 
Charges and smaller offices in towns and the 
interior designing should be worked out by 
experts in this area. We recommend that: 

a. more office space should be 
acquired/hired as a matter of priority; 

b. to start with in selected areas with the 
highest potential for revenue, an 
attempt should be made to provide 
square feet space per officer which is 
conservatively worked out to be the 
optimum; and 

c. on a pilot basis office fttcilities should 
be provided at the optimum level, and 
then observing the effect on 
productivity, officer morale and 
taxpayer satisfaction, the enhanced 
facilities may be made available 
gradually to all offices. 
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5.84 The programme of action in this 
matter that we have recommended would not 
demand expenditure of large sums of money 
immediately. We note that the budget 
provision for 'capital outlay on public works' 
was not fully utilised in both 1990-91 and 
1991-92 by the two Departments. The sum 
provided amounted to Rs. 120 crore, which 
would be sufficient to increase at an adequate 
rate both office · and residential 
accommodation. However, the budgetary 
allocation for capital outlay on public works 
is only. Rs. 25 crore for 1992-93. We urge 
that this should be increased to Rs. 50 crore. 

Residential Accommodation 

5.85 Of this, part would have to be spent 
on augmenting residential accommodation. 
The degree of satisfaction in regard to such 
accommodation is fairly low at the level of 
junior officers. In the prevailing 
circumstances, it would not be desirable to 
subject tax officers, particularly at the junior 
levels, to the necessity of spending a very 
large part of their salaries on accommodation 
available in the free market. It is best to 
enable them to lead a fairly comfortable life 
and then subject them to strict discipline. 

5.86 We believe that the expenditure on 
the above two accounts would prove to be 
wise investment leading to higher growth of 
tax revenues. 



6 

PROBLEMS OF ADMlNISTRATION ANJ) ENFORCEMENT 

OF DIRECT TAXES 

6.1 Fqr implementing Government's 
tax policy effectively, it is essential to have 
an : efficient tax administration which 
promotes timely and voluntary compliance by 
all those legally obliged to pay taxes. The tax 
admini~tration's efficiency depends on how it 
is able to coordinate and adapt in time the tax 
information systems, the organisational 
structure and the human factor which 
together determine the level of voluntary 
compliance by taxpayers. 

6.2 . The existing direct tax 
administration' is characterised by the 
following problems: 

a. Over-lapping offunctions: between the 
secretariat set-up in the CBDT and its 
attached offices, between the collection. 
function of the assessing officer and the 
Tax Recovery Officers (TROs), 
between the information collection 
function of the TDS wing and the 

· Central Information Branch (CIB), and 
between the information collection 
function of the CIB and the survey 
wing in the Directorate of Income Tax 
(Investigation). 

sources, the manual process of 
collation, dissemination and~ 
verification of information in a 
satisfactory or adequate manner is 
virtually impossible. The manual 
process of control mechanism (various 
control registers) breeds inefficiency, 
harassment to taxpayers and corruption. 
The consequence is that the tax 
administration loses its effectiveness in 
identifying non-compliance and 
redressing taxpayers' grievances. 

d. Scattered and deficient guidelines: 
examples are the deficient guidelines on 
prima facie adjustments and on the 
method of selection of cases for 
scrutiny. 

e. Inefficient processes without continuity: 
there is a lack of satisfactory 
arrangement for departmental 
representation before judicial 
authorities and the absence of any 
effective follow-up action on tax-fraud 
investigations towards the ultimate 
objective of getting conviction of 
habitual and big tax evaders. 

b. Lack of real control in the execution of f. 
tasks: control registers like, the blue 
book, the daily collection register, the 

The information gathered is scattered 
and unreliable. 

arrear collection register, the appeals g. 
register, the audit objections register, 
the rectification register, the register 
relating to tax deduction at source and 
the general index register, are generally 
incomplete and deficient. Hence, the 
actual volume of the task to be 
performed is indeterminable and 
therefore, the execution ·of the tasks 
lacks real control. 

c. Inefficient manual systems: given the h. 
·large volume of information collected 
both from the internal and external 
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Phase-out problems: this relates, in 
particular, to the absence of any 
continuous exercise to weed out 
unwanted records and replace outdated 
procedures (e.g., the requirement to 
verify challans submitted by the 
taxpayer with those sent by the bank to 
the Department, the requirement to 
send advice of refunds above Rs.lOOO 
to the Reserve Bank of India). 

Deficient facilities which damage the 
tax administration's image: this refers 
to lack of infrastructure facilities for 
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taxpayer education and convenience as 
well as for raising the morale of the tax 
administration. 

6.3. These problems cannot be solved 
piecemeal with partial solutions but rather a 
global solution is required with the three 
fundamental objectives of (a) modernising the 
administrative system in order to achieve 
better taxpayer control; (b) correcting 
structural failures that result in an overlap of 
functions, and lack of continuity and 
effectiveness of the processes; . and (c) 
promoting deconcentration. 

Taxpayer Identification and Control 

6.4 The identification and registration 
of taxpayers is absolutely essential (or 
developing an efficient tax compliance 
control system. Taxpayers, both potential 
and effective, can be identified through 
information from various sources both 
internal and external. Internally, the 
information about potential taxpayers could 
be obtained from the documents available 
within the tax administration such as income 
tax returns and annexures. A review of the 
annexures that business firms are obliged to 
submit together with their income tax returns, 
would reveal payments to third parties, like 
professionals who have rendered a service, 
the enterprises that have received 
compensation, the persons who have received 
a commission on sales and the persons from 
whom large purchases have been made. 
Externally, the information about potential · 
taxpayers could be obtained from other tax 
agencies, chambers of commerce and 
industry, trade and professional associations, 
bank and credit institutions and large 
corporations. 

6.5 Once the names of the taxpayers, 
potential or effective, have been obtained, 
they must be· carefully registered, by using 
indexes and an adequate identification system 
in such a manner that the names and 
addresses may be rapidly confronted. 
However, as both names and addresses may 
be changed, it is advisable to use 
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identification numbers of taxpayers. 

a. Identification system 

6.6 In many countries, such an 
identification number is either the social 
security number or the citizen's identity card 
number. This number must in any case be 
one permanent number. Ideally, the 
identification system should cover all natural 
and non-natural persons in the country so that 
all transactions could be traced to their source 
and such information stored appropriately for 
use in enforcing or increasing tax compliance. 
In India, in the absence of a social security 
number or a citizen identity card, an 
alternative identification system needs to be 
developed. To begin with, the identification 
system should cover all persons (individuals, 
firms, companies, etc.) engaged in economic 
activities above a certain level or in 
possession of economic wealth which has the 
potential of yielding income so that all 
potential and effective taxpayersll h: .. the 
country would be allotted an identification 
number. 

6.7 An effective system of 
identification numbers should automatically 
cover all potential assessees even if they are 
not assessees or filers at present; and the 
numbers should permanently identify 
assessees. There should be limited scope and 
penalties for fraud through 'benami' numbers 
or multiple numbers. Quoting identification 
numbers at the time of undertaking a wide 
variety of transactions should be compulsory. 
Assessees should have an incentive to obtain 
numbers. This could be done, for example, by 
making eligibility to engage in certain 
transactions, services or investments 
contingent on the assessee having an 
identification number. The numbers should be 
obtainable without difficulty. Furthermore, 
identification of assessees with particular 
taxpayer numbers should be possible with no 
difficulty at every income tax office. Records 
of taxpayer numbers should be tamperproof. 
For achieving this, a master list could be kept 
at a central location in computerised form. 
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6.8 ·"A unique code of identification for 
the income tax payers, i.e., the Permanent 
Account Number (PAN) was first introduced 
in 1972. From 1.4.1976 both the allotment 
and the quoting of PAN in certain types of 
transactions ~d also in correspondence with 
the Income Tax Department have been made 
a statutory obligation. At present, the 
following persons are . either eligible for 
allotment of, or have been allotted, a PAN: 

i. _Persons allotted PANs prior to the 
commencement · of the Taxation Laws 
{Amendment) Act, 1975. 

ii. All persons whose total income during 
any previous year exceeded or exceeds 
the income tax exemption limit. 

' 
· iii. All persons carrying on any business 

whose total sales, turnover or gross 
receipts exceed, or are likely to exceed, 
Rs.SO,OOO in any previous year. 

iv. All persons in receipt of income 
derived from property held under trust 
or any other legal obligation wholly for 
charitable or religious purposes if the 
total income exceeds the income tax 
exemption limit. 

6.9 Under the existing system, while 
an obligation is cast · on the aforesaid 
categories of persons to apply in Form No. 
49A for a PAN, the assessing officer has also 
been empowered to allot PAN to any person 
by whom tax is payable even if no application 
in Form 49A has been received. 

6.10 The existing system of PAN is 
subject to deficiencies which inhibit the 
development of a sound identification system 
for covering both potential and effective 
taxpayers. The scope of the system is too 
narrow in terins of its coverage of potential 
taxpayers. It does not extend. to all persons 
engaged in substantial economic activities or 
in possession of economic wealth which has 
the potential of yielding income, with the 
result that even if quoting of the PAN is made 
a statutory obligation, only a small percentage 

of the transactions would contain PAN. 
Further, a large number of taxpayers have 
been allotted more than one PAN due to the 
absence of any standard fotmat for uniquely 
identifying an existing taxpayer from the blue 
book and also because of the movement of 
taxpayers from the jurisdiction of one. 
assessing officer to another without 

· corresponding communication of PAN and 
the absence of an on-line PAN directory on 
an all-India computer network. Above all, the 
Income Tax Department has not succeeded in 
giving the number even to all the actual 
income taxpayers. 
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6.11 In view of the above, the 
Committee recommends the restructuring of 
the identification system along the following 
lines: 

i. The existing system of PAN should be 
substituted by a new Taxpayer 
Identification Number {TIN) which 
should be allotted to and obtained by 
all persons and institutions (individuals, 
Hindu undivided families, Association 
of Persons, companies, firms, etc.) -

(a) covered by the existing regulations 
as indicated in para: 1.7, except that 
those whose business turnover. or · 
gross sales is less than Rs.2 lakh 
will be exempt from the obligation, 
instead of those with turnover less 
than Rs.SO,OOO as stipulated now; 

(b) having shop establishment licence 
in all cities and towns with 
population in excess of one 
million; 

(c) registered as an industrial unit; 

(d) having Central sales tax or local 
sales tax numbers; 

(e) who are members of any 
professional association; 

(t) who are owners of trucks;buses/ 
taxis/cars; 
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(g) possessing credit cards; 

(h) liable to pay municipal/property 
taxes; 

(i) selling goods exceeding Rs.l lakh 
to the Government or public sector 
company or a public limited 
company; 

(j) intending to file a tender with the 
Government or public sector 
company or public limited 
company for an amount exceeding 
Rs. 5 lakh; 

(k) who are sharebrokers, small saving 
agents, U C agents, liTI agents, 
mutual fund agents, etc.; 

(I) applying for fixed deposits in a· 
bank above Rs.SO,OOO; 

(m) applying to a bank for drafts or 
telegraphic transfers for amounts 
above Rs.SO,OOO; and 

(n) any other person desirous of 
obtaining a permanent account 
number. 

ii. All natural persons referred to above 
should, on application, be issued a 
photo-pass containing all relevant 
information relating to identification. 
In the case of an individual, the name of 
the holder, father's name, address, date 
of birth and the TIN should be indicated 
on the photo-pass. All non-natural 
persons should be issued a pass 
without any photograph, containing all 
relevant information relating to their 
identification. 

iii. The work relating to the allotment of 
TIN should be on an all-India computer 
network with an on-line TIN directory 
so as to eliminate possibilities of fraud 
through benami or multiple numbers. 
Since a large number of persons are 
required to obtain Tl~, it is necessary 
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to build up a system of allotment on 
demand. In the absence of an all-India 
computer network within the Income 
Tax Department, it will not be feasible 
to allot TIN on demand for some time 
to come. The Department should~ 
therefore, in the transition, explore the 
possibilities of using either the National 
Informatics Computer Network 
(NICNE1) of the Planning Commission 
or any other all-India computer network 
for this purpose. . 

6.12 In order to ensure that all the 
potential taxpayers and those that are likely to 
have important business transactions would 
obtain a TIN, the following rules and 
regulations will have to be introduced: 

i. Shopping establishments in cities with 
population of one million and above: 
licences should be issued to them only 
on their owners getting a TIN. Those 
already licensed may be asked to get a 
number immediately and submit it to 
the concerned licensing Department. 
Their licences should not be renewed 
unless they have obtained the TIN. 

ii. Registered industrial units: No renewal 
should be given or new licence issued 
without the TIN. 

iii. Dealers having or asking for local sales 
tax or Central sales tax numbers should 
have TINs. Existing dealers should be 
issued 'C' Forms and 'D' Forms only 
after they obtain their TIN. 

iv. Members of professional associations: 
It should be laid down that all 
professional associations should require 
their members to obtain TIN and quote 
it in their application form for renewal 
of membership. New members should 
be required to obtain a TIN within six 
months, if they do not already have one. 

v. Owners of trucks, buses and cars: 
Municipal authorities should be asked 
to require such owners to get their 
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vi. 

registration certificates re-validated 
after obtaining a TIN. New vehicles 
should be registered only if the 
application contains the TIN. 

Credi~ cards: Application for credit 
cards must contain the TIN. The credit 
card companies may be asked to print 
the TIN on the credit cards. 

vii. ~elling goods to the public sector: 
Those who sell goods worth more than 
Rs.l lakh to the government or a public 
sector· company or a public limited 
company should be required to furnish 
their TIN. 

viii. Agents for LIC, Mutual Funds, Small 
savings 'collections, etc: They should be 
required to obtain a TIN before being 
appointed as agents. 

ix. Applicants for shares and debentures: 
. All applicants for shares where the 

application is for more than 2,000 
shares or 500 debentures should per 
force quote their TIN. Without that 
number the application should be 
rejected. Other applicants must be 
asked to state in the application form 
their TIN, if they have one; if they do 
not give their TIN, they should be 
required to solemnly affirm that they 
are not taxpayers and do not have 
income liable to tax. Similarly, those 
who buy/sell shares or debentures in the 
secondary market must be required to 
state in the share/debenture transfer 
form their TIN if they are 
buying/selling not less than 2000 shares 
or 500 debentures. Others who buy/sell 
shares/debentures should be required to 
give their TIN or solemnly affirm that 
they are not income taxpayers and have 
no TIN, as the case may be. 

x. Fixed deposits in banks and other 
financial institutions, public deposits 
with companies: Any one wishing to 
make a deposit of Rs.50,000 or more 
should have a TIN which should be 
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b. 

furnished. Those who make fixed 
deposits in amounts less than Rs.50,000 
should be required to give their TIN or 
solemnly affirm that they are not 
income taxpayers and do not have 
income liable to tax. 

Taxpayer master file 

6.13 A statutory ·obligation should be 
cast on all TIN allottees to quote their TIN in 
all important economic transactions. 
Thereafter, the various information pieces 
received from numerous sources by the 
Department (we understand the CIB receives 
information from 85 sources) could be sorted 
out according to TIN. Then, all the 
information pieces relating to a TIN could be 
bunched to identify potential taxpayers. 

6.14 After the establishment of a system 
of identification of taxpayers, it is necessary 
to develop the basic and essential control 
instrument of tax administration i.e., the 
taxpayer master file (TMF). A TMF is a data 
base whose purpose is (a) to fully and 
unequivocally identify and locate all 
individuals and/or corporations, who by law 
must file and pay tax and (b) to keep taxpayer 
identification data as well as other 
information of tax interest up-to-date. The 
File may be established either through a 
taxpayer census or through taxpayer returns. 
It is of utmost importance that once the 
Master File is established, continuous and 
permanent procedures be implemented to 
keep the file up-to-date with information 
from internal and external sources. The main 
function of the TMF is to serve the other 
systems as the main source of basic taxpayer 
data. That is, the other systems may have 
access to the TMF data, according to their 
own needs, either through a printed list or 
direct computerised access through a screen. 

6.15 For achieving the above objectives, 
the Committee recommends that: 

i. The existing system of general index 
register (GIR) should be replaced by a 
TMF. 



Problems of Administration and Enforcement of Direct Taxes 

ii. The TMF should contain the names, 
addresses, TINs, and liability to file 
returns of income/wealth/gift/ 
expenditure{Information/fDS. 

iii. To begin with TMF should contain the 
above-mentioned basic information on 
persons-

(a) filing returns of income/wealth/ 
gift; 

(b) who are non-filers of return but 
have discharged their tax liability 
through tax deduction at source by 
their employers; and 

(c) filing information returns. 

iv. Over time, the TMF should be extended 
to include all new taxpayers voluntarily 
filing returns. Further, non-filers 
identified from amongst the potential· 
taxpayers on the basis referred to in 
para 6.104, and those in the zone of 
exemption limit should be pursued 
through issue of notice under Section 
142{1) of the Income-tax Act. Those 
who are established to be taxpayers 
should be added to the TMF. 

v. A person should be removed from the 
TMF on fulfilment of the cumulative 
conditions that his income is below the 
taxable limit continuously for a period 
of three years and he is not liable to file 
any information return. Such persons 
should be removed from the TMF. 

c. Verification system 

6.16 At first blush, it might appear that 
the safest way to make sure that all taxpayers 
accurately report their taxes is to check each 
return carefully with reference to the 
information contained in the return and 
information collected from all other 
independent sources. However, this approach 
is not only impossible in the light of our 
limited resources but impractical from a 
financial standpoint, since many taxpayers 
are honest and since countless cases arise 
where the cost of conducting the audit 
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exceeds the expected return. 

6.17 The verification system should be 
designed to allocate the available resources in 
a manner which will maximise the yield from 
the system in relation to its operating cost. At 
the same time, the desire to use personnel and 
facilities economically must not conflict with 
the basic responsibility of the tax 
administration for eliminating, or at least 
minimizing, the more glaring forms and acts 
of tax evasion. 

6.18 Since a careful scrutiny of every 
return submitted is well nigh impossible 
when the number of taxpayer is large, as in 
the case of income tax, in most countries a 
system of self-assessment prevails. Most 
returns are dealt with summarily, without 
interacting with the taxpayer, by making 
adjustments for normative and mathematical 
errors: normative, dealing mainly with legal 
limits and incoherences between magnitudes, 
and mathematical, dealing with errors in the 
operation and, particularly, in the application 
of the rates. An important characteristic of 
this system, which has a positive direct 
influence on the fight against fraud, is its 
timeliness, i.e., the administration takes up 
the taxpayers' statements in the return within 
a relatively short period of time, and 
therefore, the impact is very great. However, 
in order to induce compliance through letting 
each assessee know that he or she could be 
subjected to strict scrutiny and to increase the 
general effectiveness of the tax 
administration, a small proportion of the 
returns are selectively subjected to intense 
verification exercise (scrutiny). The method 
of identifying the returns for intensive 
scrutiny varies across countries depending 
upon several factors including the level of 
automation. 

6.19 We use the term 'verification' to 
cover both summary and scrutiny 
assessments. The verification process, 
commonly known in India as assessment, 
embodied in Section 143 of the Income-tax 
Act, has changed over time. Section 143 of 
the Income-tax Act was recast in 1971; 
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amended. further in 1975, 1976, 1980 and 
1988; completely recast in 1989 and further 
amended in 1991. Numerous circulars issued 
by the CBDT regarding specific points clarify 
the scope of assessments under the various 
sub-section~, especially under Section 143(1) 
which deals with summary assessment. 

. L Summary assessment 

6.20 .· The summary assessment scheme 
under Section 143(1) was introduced in 1971 
to cope with the growing workload of the 
Income Tax Department. Instead of 

· scrutinizing all returns filed, this introduced 
the practice whereby assessing officers were 
required to check a filed return for 
arithmetical mistakes, as well as to disallow 
those adjustments claimed by the taxpayer to 
reduce tax liability that were prima facie 
inadmissible, and insert adjustments (not 
made or claimed by the taxpayer) that were 
prima facie admissible. The distinguishing 
characteristic of a summary assessment was 
that the presence of the taxpayer at the time 
of assessment was not required. If the 
assessee objected to a 143(1) as.sessment 
demand, the case was automatically assessed 
under 143(3) with a hearing being given to 
the assessee. 

6.21 Initially, all returns declaring an 
income of upto Rs.25,000 were covered by 
the summary assessment scheme. The 
monetary limits defining the demarcation 
between summary and scrutiny assessment 
were revised upward in later years, partly 
because of inflation and partly to keep the 
workload of the Income Tax Department 
within manageable limits. The limit was 
raised to Rs.2 lakh in 1986-87. Until 1985, 
those returns falling within the prescribed 
limit were excluded from the ambit of 
scrutiny assessment except for a small 
number of randomly sampled cases. 

6.22 The authority given to the 
assessing officers concerning prima facie 
adjustments was withdrawn in 1980. 
Assessing officers were required from 1980 
onwards to restrict adjustments solely to 

96 

arithmetical mistakes. There appears to have 
been some confusion within the Income Tax 
Department concerning the precise authority 
granted to assessing officers under Section 
143(1). It was not until May 1985 that the 
CBDT issued a circular clarifying that only 
the arithmetical accuracy of filed returns was 
to be checked. The circular clarified that 
except for the sample of 5 per cent of the 
returns selected for scrutiny, no form of 
checking other than for arithmetical accuracy 
was required. A further circular in July 1986 
also instructed assessing officers not to 
reopen completed summary assessments in 
the light of information becoming available 
later [which was carried out previously under 
Section 143(2)(b)]. In 1987, the right of an 
assessee to appear before the assessing 
officer, if he disagreed with a 143(1) 
assessment, was withdrawn. 

6.23 The provision for random scrutiny 
under 143(3) of 5 per cent summarily 
assessed cases was introduced by the CBDT 
in 1985. This was done in view of the 
extremely limited examination of returns and 
accompanying documents under summary 
assessment. The CBDT hoped that, in 
intensive scrutiny cases, there would be no 
scope for audit objections and rectifications 
of assessment orders. It also hoped that each 
assessing officer could identify about a 
half-dozen evaders against whom 
prosecutions could be launched. These hopes 
were not fulfilled. 

6.24 Following the severe criticism of 
the summary-cum-random sampling 
assessment scheme by the C&AG and the 
Assistant Commissioners, the law was once 
again amended by the Direct Tax Laws 
(Amendment) Act, 1988 with effect from the 
assessment year 1989-90. The salient 
features of the existing procedure for 
assessment are as follows: 

(a) The requirement of passing of 
assessment order in all cases, where 
return of income is filed, has been 
dispensed with. The issue of 
acknowledgement slip in token of 
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receipt of return to the assessee will be 
the end of the matter, if he has correctly 
paid tax and interest, if any, due on the 
basis of the return. 

(b) The Department undertakes checking of 
the returns of income and the 
accompanying documents to ascertain 
whether any prima facie adjustments 
are required to be made to the returned 
income/loss. 

(c) In cases where prima facie adjustmen.ts 
are made to the income/loss declared in 
the return of income, an intimation is 
required to be sent to the taxpayer 
informing him about the prima facie 
adjustments so made. If on the basis of 
the adjusted total income, any tax or 
interest is due from an assessee, that is. 
also specified in the intimation and the 
taxpayer is required to pay such tax or 
interest. This is treated as a notice of 
demand. In the event of any refund 
being due, it is granted to the assessees 
along with the intimation. 

(d) In a case where the total income, as a 
result of prima facie adjustments, 
exceeds the total income 'd.!clared in the 
return by any amount, an additional 
income tax at the rate of 20 per cent of 
the tax chargeable on such excess 
amount is levied. The additional 
income tax is also leviable in a case 
where loss declared in a return is 
reduced or is converted into profit as a 
result of the prima facie .adjustments. 

(e) In all the above situations, the taxpayer 
or his authorised representative is not 
required to be called to the office of the 
assessing officer. The past records are 
also not to be consulted while making 
the prima facie adjustments. 

(t) A prima facie adjustment made in 
contravention of the provision of law is 
a mistake apparent from record within 
the meaning of Section 154, as 
amended by the Direct Tax Laws 
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(Amendment) Act, 1987. 

6.25 Currently, therefore, the new 
assessment scheme comprises a summary 
assessment of all returns after correcting for 
arithmetical mistakes and prima facie errors 
and scrutiny assessment of returns, where 
returns are being selected non-randomly in 
accordance with instructions issued by the 
CBDT. 

6.26 The new summary assessment 
scheme was the most intensely debated 
subject during all evidence before the 
Committee whether by officers of the 
Department or representatives of trade and 
industry. We, therefore, consider it important 
to place on record the numerous viewpoints 
on the scheme and various problems 
associated with it. 

6.27 The CBDT during the course of 
evidence before the Committee argued that 
the Department was duty bound 

1 
to take 

cognisance of the arithmetical errors or prima 
facie inadmissible claims.· It was neither 
necessary nor feasible to call every taxpayer 
who had filed a return merely to correct 
arithmetical errors or to indicate prima facie 
inadmissible claims. The new scheme of 
summary assessment allowing for prima facie 
adjustments and levying of additional tax and 
enabling immediate collection of taxes was a 
deterrence to non-compliance. The fact that 
adjustments· were being made in only three 
per cent of the cases indicated the positive· 
impact of the scheme on voluntary 
compliance. If the system of correcting 
arithmetical errors and prima facie 
inadmissible· claims without calling the 
taxpayer were to be dispensed with, it would 
lead to a general fall in the level of voluntary 
compliance. The Board was of the view that 
there was no alternative to the existing 
scheme of summary assessment in dealing 
with the increasing work-load. As the system 
stabilises over time, the percentage of cases 
warranting prima facie adjustments would 
further decline. 
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6.28 An alternative strategy advocated 
by officers of the Department during the 
course of evidence before us was that the 
system of making prima facie adjustments 
should be totally done away with, since the 
new system of summary assessment had 
increased the work-load of the Department 
without any commensurate revenue gain. 
This view argues that the time devoted to 
making prima facie adjustments should be 
more ,fruitfully devoted to identifying new 
taxpayers and investigating cases of tax fraud. 

6.29 The· Committee recognises the 
need to discourage non-compliance and also 
improve the productivity of the tax 
administration. We also recognise the fact 
that the Department is duty bound to correct 
arithmetical ' errors and prima facie 
inadmissible claims to prevent fall in the 
general level of voluntary compliance. The 
existing method of correcting the arithmetical 
errors and prima facie inadmissible claims 
without interface with the taxpayer is one of 
the better strategies for promoting voluntary 
compliance. If the alternative strategy. 
advocated within the Department were to be 
accepted, cases where prima facie 
inadmissible claims have been made will 
have to be given consideration in laying down 
the guiding principles for selecting a case for 
scrutiny. This would result in a large number 
of cases without any potential for tax evasion, 
being picked up for scrutiny merely because 
certain prima facie inadmissible claims have 
been made. An equally large number of 
potential tax evasion cases would 
automatically have to go out of the scrutiny 
net, the overall number being a near constant. 
In the case of the taxpayers falling in the 
former category, while the taxpayer would be 
subject to greater compliance cost and 
possibly harassment, the tax administration 
inspite of in-depth investigation would not 
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benefit by way of any increased revenue other 
than that attributable to prima facie 
adjustments. To the extent of reduction of 
the genuine scrutiny potential, the element of 
deterrence would also suffer. .There would, 
therefore, be an efficiency loss both for the 
taxpayer and the tax administration under th~ 
alternative strategy. 

6.30 In view uf the above, the 
Committee recommends the continuation of 
the existing basic scheme of summary 
assessment after correcting for arithmetical 
errors and genuine prima facie inadmissible 
claims and levying additional tax. 

6.31 However, the Committee 
recognises that all is not well with the 
existing scheme. Under the existing scheme 
of summary assessment, the following 
problem areas have been identified: 

(a) Scope of prima facie adjustment 

6.32 At present, the provisions of 
Section 143(1)(a) read with the first proviso 
thereto, enable the assessing officer to make 
several adjustments including addition in 
regard to the loss carried forward, deduction, 
allowance, or relief claimed in the returns, 
which the assessing officer considers prima 
facie inadmissible. The CBDT has issued a 
large number of instructions including a 
201-page booklet to enable the assessing 
officer to identify the claims of the taxpayer 
which are prima facie inadmissible. A study 
conducted by Directorate of Organisational 
and Management Studies (DOMS), an 
attached office· of the CBDT, indicates that 
the relative importance of the different 
Sections of the Income-tax Act invoked for 
making prima facie adjustments are as 
follows: 
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Section of the 
Income-tax Act 

10 
16 
32 
~~~A) 
45-54 
70-80 
Cha_pter-VIA 
(SOC, 80CCA, 
SOG, 80HHC, 
80~ 80M) 
115 
Miscellaneous 

Number of 
cases 

30 
24 
14 
14 

265 
16 
12 

146 

9 
162 

692 

6.33 Further, the study indicates that of. 
the total number of returns processed under 
summary assessment, prima facie 
adjustments were made only in 3.82 per cent 
of the returns. Of the total number of cases in 
which prima facie adjustments were made, 
applications for rectification for prima facie 
adjustments were received in 24.61 per cent 
of the cases. In other words, the taxpayer was 
not in agreement with th~ .• prima facie 
adjustment made in one out· of every four 
cases. 

6.34 As will be seen from the table 
above, about 60 per cent of the prima facie 
adjustments being made are under Section 
438 and Chapter VIA of the Income-tax Act. 
Further, it is learnt that 75 per cent of the 
applications for rectification of prima facie 
adjustment also relate to these. Hence, it is 
necessary to evolve ways and means to solve 
the problems arising from Section 43 and 
Chapter VIA deductions. It is learnt that 
these adjustments in the latter case are 
primarily on account of non-filing of 
appropriate evidence along with the return. 

6.35 The CBDT has instructed the 
assessing officers through a circular that 
where either the Act, or the Rules or the 
Notes to the Return require filing of certain 
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Percentage of 
cases 

4.34 
3.47 
2.02 
2.02 

38.02 
2.32 
1.73 

21.10 

1.30 
23.41 

100.00 

particulars/evidence in respect of a claim 
along with the return of income and such 
particulars/evidence do not accompany the 
return,· the claim is prima facie inadmissible. 
Further, assessing officers have also been 
instructed by the CBDT not to 'entertain 
applications for rectification and not to allow 
the deduction even if the requisite evidence in 
the form of challans, etc., was subsequently 
furnished. The justification offered for such a 
measure was that such a view was necessary 
from the administrative angle as otherwise it 
would inculcate a sense of indiscipline 
amongst the taxpayers and increase 
infructuous work for the Department. 

6.36 As a counter to the views of the 
CBDT, · taxpayers, and representatives of 
trade and industry associations argue that 
particulars/evidence are only supportive of a 
claim and absence thereof does not 
necessarily imply incorrectness of the claim. 
It is further argued that it is in recognition of 
this principle that the law recognises the 
possibility of a defective return and provides 
for rectification of the defect in the return of 
income. Therefore, where the return of 
income is not accompanied by certain 
particulars/evidence required under the law in 
respect of a claim, such return should be 
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appropriately treated as defective and 
necessary opportunity must be given to the 
taxpayer to rectify the defect under the 
existing provisions. 

6.37 The right of the assessing officer to 
make adju~tment to the income or loss 
returned by the assessee on the ground of 
"lack of evidence", has come under scrutiny 
by the Delhi High Court in SRF Charitable 
Trust :vs Union of India (1992) (193 ITR 95). 
It pointed out that the Income Tax Officer has 
the power to make an adjustment to the 
·income or loss declared in the return if, and 
only if, on the basis of the information 
available in the return, accounts or 
documents, the deduction, allowance or relief 
claimed is prima facie inadmissible. The 
Court has 'categorically said that the 
conclusion that the claim of the assessee is 
inadmissible must flow from the return as 
filed and no power is given to the Income Tax 
Officer to disallow a claim for the reason that 
there is no proof in support thereof. The 
Court also said that the proof in support of the 
claim may be an evidence from 
correspondence, from the books of account or 
other documents and that the law did not 
require that in support of a claim made in the 
return for deduction or non-taxability of a 
receipt, all the proofs available and original 
documents had to be filed along with the 
return. If an Income Tax Officer desires to 
examine any further evidence, he can 
certainly issue a notice under Section 143(2), 
but he cannot, arbitrarily, disallow the claim 
for lack of proof. 

6.38 The principles laid down by the 
Delhi High Court have also been followed by 
the Bombay High Court in deciding a batch 
of writ petitions filed by JCT Limited and 
Khatau Junker Limited. The Bombay High 
Court also held that the disallowance of the 
assessee's claim under Section 143(1)(a) for 
alleged lack of proof would not only be 
totally ultra vires of the powers of the Income 
Tax Officer but would also be in total excess 
of j1,1risdiction. 

6.39 The CBDT has now issued a new 
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circular wherein it has been clarified that 
proof of payment need not be in the form of 
challans, etc., but that a certificate from a 
practising Chartered Accountant would 
suffice. However, the CBDT has preferred to 
stand by its directive restraining assessing 
officers from entertaining applications for.. 
rectification. We consider that the Board 
should reconsider this issue urgently, in the 
light of the two recent High Court decisions 
referred to above. (See recommendation in 
this regard in para 6.47). 

6.40 Other important reasons for prima 
facie adjustments are, inter alia-

(i) The existence of several confusing and 
conflicting guidelines by the CBDT on 
the scope of prima facie adjustments. 

(ii) Improper classification of assets into 
blocks of assets for the purposes of 
claiming depreciation; 

(iii) Incorrect audit report in respect of 
claims for deductions like those under 
Section 80HHC; 

(iv) Incorrect set off and carry forward of 
unabsorbed losses arising primarily on 
account of the confusing scheme of 
adjustment of losses; and 

(v) Improper return format leading to 
uneven interpretation, extensively 
widening the scope of prima facie 
adjustments. 

6.41 The CBDT has issued several 
instructions to enable the assessing officers to 
identify the claims of the taxpayer which are 
prima facie inadmissible. It is an admitted 
fact that these guidelines need to be made 
more specific and precise with a view to 
ensuring uniform application of the law all 
over the country. 

6.42 Incorrect claims of depreciation are 
also generating a number of prima facie 
adjustments. These incorrect claims arise 
either on account of improper block 
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classification of assets or arithmetical 
mistakes in computing the quantum of 
depreciation. To the extent that the incorrect 
claims are on account of arithmetical 
mistakes, such claims are, no doubt, prima 
facie inadmissible. However, where there is a 
disagreement by the assessing officer with the 
block classification of the assets by the 
assessee, the depreciation claim cannot be 
prima facie inadmissible. The scope of prima 
facie adjustment surely cannot extend to 
differences of opinion. 

6.43 Under the income tax law, a 
number of tax incentives are contingent on 
the taxpayer furnishing in the prescribed 
form, along with the return of income, the 
report of an accountant certifying that the 
deduction has been correctly claimed. ·.In 
effect this amounts to the accountant 
determining the quantum of the deduction on 
the basis of the information furnished by the 
taxpayer. The taxpayer merely adopts the 
same in the return of income. Given the 
correctness of the information furnished by 
the taxpayer to the accountant, the 
responsibility for the correctness of the 
quantum of the deduction, therefore, lies 
squarely on the accountant who should bear 
the consequences of any pr'ilna facie mistake 
in the quantification. The taxpayer cannot be 
faulted on this count. At worst, the taxpayer 
could be held responsible for furnishing 
incorrect information to the accountant or 
incorrectly copying the quantified figure 
relating to the deduction from the audit 
report. 

6.44 The existing scheme of set-off and 
carry forward of losses is extremely 
cumbersome and it is even difficult for the 
tax administrator with years of experience to 
correctly sequence the set-offs of losses. In 
fact a large number of audit objections also 
arise on this account. It is surprising that 
only a small percentage of prima facie 
adjustments relate to set-off and carry 
forward of losses. 

6.45 A number of errors . in the 
computation of total income also arise 
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because the arithmetical steps for the 
computation of total income are not logically 
sequenced as also due to the lack of adequate 
information given to the taxpayer about the 
scope of prima facie adjustments. In this 
regard it is necessary to design the return 
form in a manner whereby specific 
information about the various claims can be 
sought from the taxpayer along the lines of a 
check sheet. The specific information must 
include the necessary and sufficient 
conditions for making any claim and the 
arithmetical steps for computation thereof. 

6.46 The present design of the return 
form is based on the assumption that the 
taxpayer is fully aware of what, according to 
the Department, are the necessary or 
sufficient conditions for making a claim and 
other nuances of the tax law. Such an 
assumption is unwarranted. The present 
return form leaves much to be desired from 
the point of view of assisting the taxpayer in 
computing the income correctly. 

6.47 Keeping the above considerations 
(in paras 6.34 to 6.46) in view, the Committee 
recommends the following: 

(i) The existing scheme of summary 
assessment, to be made after correcting 
for arithmetical errors and prima facie 
inadmissible claims should be 
continued. 

(ii) The first proviso to sub-section 1 ·of 
Section 143 defining the scope of the 
term 'prima facie' should be amended. 
It should be defined to mean: 

(a) an incorrect claim, if such incorrect 
claim is apparent from the 
existence of other information on 
the return, 

(b) an entry on a return of an item 
which is inconsistent with another 
entry of the same or another item 
on such a return, 
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(c) an omission of information which 
is required to be supplied on the 
return to substantiate an entry on 
the return, and 

(d) an ~ntry on a return of a deduction 
or credit in an amount which 
exceeds a statutory limit imposed, 
if such limit is expressed-

(i) as a specified monetary 
amount, or 

(ii) as a percentage, ratio, or 
fraction 

and if the items entering into the 
application of such limit appear on 
such return. 

(iii) The return of income must clearly 
indicate, against the relevant item of 
claim or in the worksheet relevant to 
the claim, the need for . furnishing 
evidence in support of the claim. The 
nature of the evidence necessary in 
support of the claim must also be 
specified in the return. This evidence 
should, however, be only for the 
purposes of processing under summary 
assessment and should be without 
prejudice to the degree of proof that 
may be required to be furnished by the 
taxpayer under scrutiny assessment. 
Once the necessary evidence is filed 
along with the return, the sufficiency of 
the evidence should be considered or 
questioned only under scrutiny 
assessment. 

(iv) ·In stipulating the evidence required to 
be filed along with the return of 
income, caution must be exercised to 
prevent undue burden of compliance on 
the taxpayer. Attempt should be to 
secure only minimal necessary 
evidence. 

(v) Audit reports required under various 
·provisions of the Income-tax Act 
should be merged into a single audit 
report which should be comprehensive. 
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(vi) 

(vii) 

(viii) 

(ix) 

For example, Form No. 3CD (relating 
to statement of particulars in the case of 
a person carrying on a business, which 
is required to be given along with the 
audit report in Form No. 3CA) could 
be amended to seek information on 
whether payments covered under 
Section 438 of the Income-tax Act 
have been made. by the due date of 
filing of return. In that case, the need 

· for separate certificates from 
accountants as evidence in support of 
a claim would not be necessary. 

The return form should be re-designed 
along the lines of a check sheet to 
seek specific information and also to 
provide for logical sequencing of the 
arithmetical steps for the computation 
of income. This will help demarcate 
the scope of prima facie adjustments. 

In the case of depreciation, the 
incorrect block classification of assets 
should not be corrected through prima 
facie adjustments. Further, a separate 
standardised format should be 
prescribed for depreciation claims, to 
be appended to the return by only 
those taxpayers who make such a 
claim. 

A claim made on the basis of an audit 
report given by an Accountant should 
be corrected if prima facie 
inadmissible but no additional tax 
should be levied in such cases. Where 
the Auditor makes more than a 
specified number of mistakes, he 
should be debarred from practice for a 
certain minimum period. 

The Department should release 
annually a booklet codifying the 
instructions/guidelines on the scope of 
prima facie adjustments as is being 
currently done in respect of guidelines 
issued to Drawing and Disbursing 
Officers (DDOs) for tax deduction at 
source from salary payments. The 
booklet must contain examples of 
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prima facie adjustments drawn from 
actual instances reported by the 
assessing officer. These examples 
should cover instances to highlight both 
what can be and cannot be treated as 
being prima facie inadmissible. 

(x) The existing scheme of set off and carry 
forward of losses should be rationalised 
along the lines indicated in the section 
on Taxation of Corporate Profits in 
Chapter 3. 

(xi) While the assessing officer should 
continue to make prima facie 
adjustments in respect of claims not 
backed by requisite evidence, the same 
should be rectified if the requisite 
evidence is subsequently furnished. by 
the taxpayer. · 

(b) Delay in disposal of application 
for rectification or prima facie 
disputes 

6.48 Prior to the amendment by the 
Finance Act, 1992, there was no provision for 
seeking immediate judicial remedy against 
incorrect prima facie adjustment by the 
assessing officer. A taxpayc:r, aggrieved by 
the prima facie adjustment, was first required 
to make an application to the assessing officer 
to rectify the prima facie adjustments made 
by him. On rejection of the rectification 
application, the taxpayer could seek remedy 
before a judicial forum both against the prima 
facie adjustment and the rejection of the 
rectification application. While conceptually 
the procedure ·does appear to be sound, in 
practice the procedure had been found to be 
quite unsatisfactory, because not many 
assessing officers are willing to admit the 
incorrectness of their decisions and 
correspondingly to rectify the prima facie 
adjustments and because of the absence of 
any time-limit for the disposal of the 
rectification applications. 

6.49 At present, the prima facie 
adjustment can be made by an assessing 
officer within two years from the end of the 
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• 
relevant assessment year. The prima facie 
adjustment so made can be rectified by the 
assessing officer either suo moto or on receipt 
of an application from the taxpayer. This can 
be done within four years from the end of the 
financial year in which the prima facie 
adjustment is made. The position is 
summarised below: 

(i) Previous year ending ................... 1.3.92 

(ii) Relevant assessment year 
ending ........................................ 31.3.93 

(iii) Date by which prima facie 
adjustment can be made ............ 31.3.95 

(iv) Date by which the prima facie 
adjustment can be rectified ......... 31.3.99 

6.50 During the course of public 
hearing, it has been pointed out by the 
taxpayers that the rectification applications 
filed before the assessing officers are not 
disposed of early. This is partly due to the 
reluctance on the part of the assessing officer 
to admit his own mistakes, and partly due to 
the fact that · the assessing officer is 
over-burdened on account of concentration of 
many functions of tax administration on him. 
While, technically, an assessing officer may 
be justified in keeping a rectification 
application pending for four years, such delay 
leads to uncertainty in the minds of the 
taxpayers and also becomes a source of 
corruption. It has, therefore, been suggested 
that the better course for redressal of 
grievance against prima facie adjustments 
would be to allow a direct appeal by the 
taxpayers against prima facie adjustments. 

6.51 The Committee, in its Interim 
Report, recommended the need to provide for 
direct appeal against prima facie adjustment. 
The Government, however, through an 
amendment by the Finance Act, 1992, has 
provided for direct appeal against prima facie 
adjustments, only · if the rectification 
application is not disposed of by tile assessing 
officer within three months. 
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6.52 Keeping all relevant considerations 
in view, the Committee recommends that the 
existing time schedule for making prima facie 
adjustments and rectification thereof should 
be revised along the following lines: 

(i) No prbi,a facie adjustment should be 
-allowed to be made after six months 
from the end of the month in which the 
return is received. 

(ii) 

(iii) 

(iv) 

.. 
The assessing officer should not be 
allowed to make any suo moto 
rectifications of summary assessment 
after three months from the end of the 
six month period for prima facie 
adjustment under summary assessment. 

The taxpayer should not be allowed to 
make an application for rectification of 
prima facie adjustment after two years 
from the end of the assessment year in 
which the return is filed. 

The application for rectification of 
prima facie adjustment should be 
required to be disposed of by the 
assessing officer within three month 
from the end of the month in which the 
application is received. Failure to 
dispose of the application within the 
stipulated time should be tantamount to 
acceptance of the contentions of the 
taxpayer. The Committee is aware that 
through an amendment by the Finance 
Act, 1992 'direct' appeal against prima 
facie adJustment_ has been provided 
only if the rectification application is 
not disposed of by the assessing officer 
within three months. However, we are 
of the view that this indirect remedy is 
totally inadequate. There should either 
be a provision for appeal against prima 
facie adjustment, as was recommended 
by us in our Interim Report, or as 
suggested above, the applications for 
rectification which are not disposed of 
within, say, three months, should be 
considered as accepted and effect 
should be given to them accordingly, 
within a further period of one month. 
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(c) The scheme of additional income 
tax 

6.53 At present, a taxpayer is liable to 
pay 20 per cent of the tax payable on the 
prima facie adjustments as additional incom:e 
tax. This additional income tax is levied 
without regard to the intention underlying 
prima facie inadmissible claims. Hence, 
taxpayers have questionea the validity of this 
scheme on grounds of arbitrariness, etc . 

6.54 Another issue arising from the 
scheme of additional income tax relates to the 
instruction by the CBDT to its field 
formations to the effect that first, prima facie 
adjustments, if any, should be carried out, 
additional tax, if any, should be levied and 
intimation to this effect should be sent to the 
taxpayer. It is only thereafter that the 
proceedings for scrutiny of the case should be 
initiated. During the course of evidence by 
representatives of trade and industry, it was 
argued that if a case were to be identified for 
scrutiny, it should not be necessary to first 
make prima facie adjustments, if any, in the 
return. These could be made at the time of 
scrutiny assessment. 

6.55 With a view to encouraging 
voluntary compliance, reducing the 
discretionary power of the tax administrator 
so as to eliminate opportunities for bribery 
and favouritism, reducing administrative 
costs of processing and checking the expected 
excuses that would be submitted for almost 
every case of arithmetical error and prima 
facie inadmissible claim, it is necessary to 
build-in a system of automatic sanction. The 
additional income tax is intended to be such a 
sanction. The automatic sanction has to be 
kept at a reasonable level so as to represent a 
proper trade-off between the interests of the 
tax administration and those of the taxpayer, 
while at the same time offering some 
deterrence to a large group of taxpayers. We 
consider the rate of additional tax at 20 per 
cent to be sufficient and reasonable. Also, in 
the interest of an equitable tax system, it is 
necessary that any scheme of sanction must 
be applied uniformly. Hence, taxpayers 
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committing the same default should be 
subject to the same sanction. A taxpayer 
should not escape the rigours of the sanctions 
merely because his case is identified for 
in-depth scrutiny. Therefore, the Committee 
recommends the continuation of the existing 
scheme of levy of additional income tax 
under Section 143(1A) and also the existing 
policy of first completing every case under 
the summary assessment scheme and 
thereafter initiating proceedings for scrutiny 
assessment. · 

ii. Scrutiny assessment 

(a) Objectives 

6.56 Had the number of assessees been 
limited, every assessment would have been a 
detailed or scrutiny assessment, as fo.r 
example in the case of excises in general. 
Because of the large and increasing number 
of assessees, in the case of income tax, the 
Government has to depend largely on 
voluntary, or rather, induced voluntary 
compliance, by the assessees and not on the 
detailed scrutiny of all returns. This being so, 
one of the main objectives of scrutiny 
assessment should be to inq.ease the degree 
of compliance by making every taxpayer feel 
that (a) his or her case could be taken up for 
scrutiny at any time and (b) non-reporting or 
concealment of part of income would be 
found out or guessed and so a scrutiny may be 
undertaken. The other major objective is to 
increase revenue yield by getting an 
opportunity to probe into cases where evasion 
or part concealment of taxable income is 
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taking place. 

6.57 Given these two objectives, in 
selecting cases for scrutiny assessment, there 
must be a combination of the criteria of 
randomness and probability of evasion. The 
device of assigning differing scores to various 
assessees for the purpose of choosing the 
sample, as is done in the USA, for example, 
is an attempt to combine these criteria. Since 
the element of randomness is present in such 
a system, evasion will not be there io be 
detected in all cases. One other preliminary 
remark that we would like to make is that in a 
situation where the tax administration has not 
been fully or adequately computerised, while 
the selection of the sample by a central 
computer will not be possible, clear-cut tests 
or characteristics should be laid down for 
selection and that the selection should never 
be done at the level of the officer who is 
going to carry out the scrutiny assessment. 

(b) The existing system' 
I 

6.58 Under the rules in force now, there 
is to be 100 per cent scrutiny of all company· 
and all non-company cases where the income 
or loss is Rs.5 lakh or above; there is to be 
sample scrutiny in other cases. 

6.59 The procedure for selection of 
cases for scrutiny as in the year 1991-92 is as 
follows: 

6.60 Assessees have been classified into 
the following categories with their respective 
sample sizes and levels of selection: 
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Category Income/loss range Level of officers Size of sample 
selecting the 
samples 

Category A: 
Non-company Below Rs.2 lakh Income Tax 120 cases each 
Company~ Below Rs.SO,OOO Officers Income Tax 

Officer 
Category B: 
Non-company Rs~2lakh- Assistant Between Rs.2 lakh 

Rs.9,99,999 Commissioners and Rs.S lakh: no 
percentage or size 

Company Rs.SO,OOO- laid down. Above 
Rs.9,99,999 Rs.S lakh, 100% of 

cases 
Category C: 
Non-company Rs.10 lakh Deputy Commis- 100% of cases 
Company and above sioner (Asses-

sment) 
Category D: 

All search and Assistant All cases 
seizure asses- Commissioner 
sments 

6.61 The criteria for selection of 
non-company cases of income/loss of less 
than Rs.S lakh were simplified in 1991-92 
with a view to reducing the discretion of the 
assessing officers as well as the supervisory 
officers, in supersession of all earlier 
instructions on the subject. 

(i) It was laid down that apart from the 
set-aside and re-opened assessments, 
only cases satisfying the following 
criteria were to be selected for scrutiny 

(a) c~es where refunds exceed Rs.1 
crore, whether already issued or 
not; 
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(b) cases where adverse information 
has been received from CIB, 
survey or other sources; 

(c) glaring cases of tax evasion/ 
avoidance; and 

(d) after allowing for the above cases, 
to make up for the annual quota of 
scrutiny cases, the higher income/ 
loss cases were to be taken in 
descending order of the returned 
income/loss. 

~ii) The selection of cases was to be done 
on a regular basis to avoid shortage of 
cases in the beginning or middle of the 
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year and bunching of cases towards the 
end. 

(iii) With a view to improving the quality of 
assessment, each Commissioner was 
required to monitor investigation in 20 
cases including at least 5 search and 
seizure cases. 

6.62 The scheme of selection of cases 
for scrutiny as devised by the CBDT is said to 
be primarily geared to the objective to reduce 
the discretionary power of the assessing 
officer in selecting cases so that the 
opportunities for showing favouritism and 
getting illegal gratification could be 
minimised. This is indeed an important 
objective and to an extent the discretion of 
the officer is reduced by the criteria laid 
down, particularly criteria (a) and (d). "I:he 
criterion "glaring · case of tax 
evasion/avoidance" allows for free play of 
discretion and judgement. Even in respect of 
criterion (b), it would be necessary to say 
clearly what types of information should 
necessitate inclusion of a case in the scrutiny 
list. 

6.63 We should record that several 
complaints were made to •.us by trade and 
industry representatives that the lower level 
staff were still (in several cases) trying to get 
money out of the assessees through promises 
to take their names off the scrutiny list. This 
pernicious practice, which defeats the very. 
purpose of instituting scrutiny assessment and 
lowers the image of the Department in the 
minds of the public, must be eliminated. The 
two basic reasons which open up the scope 
for such practice are that the selection is 
made at the level of the assessing officer 
himself and the criteria laid down leave room 
for discretion. 

6.64 The stipulation . that all 
non-company- cases with income of Rs.S lakh 
and above should be chosen leads to attempts 
to show that the assessees' incomes have not 
reached Rs.S lakh, i.e., to deliberate 
understatements. Since the officers are to 
choose assessees for scrutiny in the 
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descending order of income returned, apart 
from cases where special information has 
become available, cases with incomes close 
to Rs.2 lakh and Rs.S lakh tend to get selected 
repeatedly. This means in an Assistant 
Collector's circle, those with incomes in the 
range Rs.2 - 3 lakh have very little chance of 
being selected. Similarly, in the wards, those 
with incomes substantially below Rs.2 lakh 
have little chance of being selected in the 
normal course. Thus the existing system of 
selection does not satisfy the conditi.on of 
giving all assessees an equal or fair chance of 
being selected. It is also seen that no regular 
procedure has been devised to incorporate 
any information learned from statistical 
analysis of evasion trends. 

6.65 We had pointed out earlier that it 
was desirable to introduce the criterion of 
randomness because one objective was to 
keep all assessees "on their toes". This idea 
seems not to have been communicated to the 
assessing officers so that they seem to 
proceed on the assumption that if,' a case has 
been taken up for scrutiny, there must be 
some under-reporting or attempt at evasion. 
The tendency is, therefore, to make additions 
to the demand. Furthermore, if an addition is 
made by an officer and if that is sustained on 
appeal by the Tribunal, the officer is given an 
award. In the opposite case, if the additional 
demand is knocked down on appeal, the 
officer concerned does not have to suffer any 
serious consequence. This asymmetry tends 
to lead to high pitched assessments. As 
pointed out elsewhere in the report, nearly 77 
per cent of the additional demand is 
extinguished on appeal. 

(c) Suggested procedures 

6.66 Changes in the methods of 
choosing cases for scrutiny assessment and in 
the attitude of the officers towards such 
assessment are both needed. It is necessary to 
use the available resources to the best 
advantage distributing them in an optimum 
manner across categories. We recommend 
that the percentages of assessees to be 
selected for scrutiny should be as follows: 
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(i) roughly 3 per cent of non-company 
assessees with income/loss below Rs.2 
lakh; 

(ii) 4 per cent of non-company assessees 
with inCiJme/loss from Rs.2 lakh upto 
_ Rs.9,99,999; 

(iii) 33 per cent of non-company assessees 
with income/loss of Rs.10 lakh and 
ab6ye; 

(iv) 20 per cent of company assessees with 
income/loss below Rs.1lakh; 

(v) 100 per cent of all company cases with 
income/loss of Rs.1 lakh and above; 
and 

(vi) 100 per cent of all search and seizure 
- cases. 

N.B. The income/loss should be gross total 
income as increased by the amount of 
unabsorbed losses carried forward from 
earlier years for set-off against current 
year's income. 

6.67 Where 100 per cent or 33 per cent. 
of cases are taken up for scrutiny, for obvious 
reasons, no special procedures for selection 
are needed. In the first category each case 
will be taken up each year and in the second 
category each case will be taken up every 3rd 
year. But for the other categories, the 
procedure for selection becomes important. 

6.68 The selection should be strictly 
impersonal, should leave little room for 
discretion and must be based on weighted 
random sampling. In the sample selection, 
certain characteristics of particular trades or 
professions and items of information received 
will be used to give weights or scores to 
various cases in a non-discretionary way to 
increase the chances of those cases being 
selected according to their respective scores. 
Finally, the selection should be made 
centrally or at a few centres which are not 
associated with the assessment work. 
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6.69 In· the long run, the Income Tax 
Department ought to aim for a system based 
on a scoring rule as advocated by expert 
committees earlier and as used in advanced 
countries such as the USA. In the USA the 
returns received are automatically checked 
for arithmetical accuracy and routinely 
cross-matched with third-party information. 
Based on statistical studies of individual 
taxpayer files scrutinised .in the past under the 
Taxpayer Compliance Measurement Program 
(TCMP), the computer develops a method of 
assigning scores to different pieces of 
information contained in the taxpayer's return 
as well as information received from 
third-party sources. These scores are used 
along with the information available about 
each taxpayer to construct an aggregate score, 
called a Discriminant Function (DIF) score. 
The selection of taxpayers whose returns are 
to be audited is based to a large extent upon 
the assigned DIF scores. The formula by 
which these scores are computed is kept a 
closely guarded secret. The formula is 
frequently updated on the basis of new 
information received from TCMP studies. In 
the short run a scoring system based on a 
TCMP does not appear to be feasible in the 
context of a very poor level of 
computerisation of the · Department. 
However, immediate steps should be initiated 
to undertake a TCMP study on a pilot basis. 

6. 70 In order that proper procedures for 
the selection of cases for the purpose of 
scrutiny assessment could be devised, it is 
urgently necessary to proceed speedily with 
the computerisation of the operations of the 
Income Tax Department. The various 
components of the computerised information 
system that must be built up have been 
indicated in an earlier section of this chapter. 
The creation of a TMF must be given top 
priority. It is only when the Department has 
such a file that a sophisticated selection 
procedure for scrutiny assessment can be 
adopted. 

6.71 Till a proper score system can be 
developed, one has to be satisfied with some 
improvement in the existing system. Given 
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the percentages of cases to be selected as 
recommended by us, it is the selection of 
cases from among non-company assessees 
with income/loss of less than Rs.10 lakh that 
needs to be given the greatest care - these 
assessees constitute the majority of taxpayers 
and the percentage of cases to be selected is 
so small that the manner of selection becomes 
all important. Among these assessees, those 
who have opted for the Estimated Income 
Scheme or the Presumptive Tax Scheme can 
be kept aside. For the rest of the filers in this 
category, the following procedure may be . 
adopted: 

6.72 A set of presumptive factors which 
can be taken as indicators of tax evasion 
should be identified. The Chief 
Commissioner/Commissioner of a Charge 
should prescribe the system of assignirig 
scores to these factors. The assessees should 
be required to supply certain specific 
information (not exceeding 10 in number and 
not involving any additional work or 
computation on their part) in a form to be 
attached to the return. This form should be 
required to be filed by all taxpayers who 
derive income from business or profession 
and do not opt for the estimated income 
scheme recommended by U!i~ The salaried 
assessees and those with other sources of 
income should be asked to fill in a different 
form with less details. The form should be 
typewritten so as to facilitate automatic 
reading of the data through optical character 
recognitiorr., thus eliminating the need for 
costly and delayed manual transcription and 
verification processes. These forms should 
be passed on to the Deputy Commissioner of 
the Range. He would add information 
obtained from CIB sources. After taking all 
items of information into account, the Deputy 
Commissioner will work out the total number 
of scorec; to be given to each return. The 
selection for scrutiny assessment will be done 
at the level of Deputy Commissioner. 

6. 73 Where a total of 4 per cent of cases 
is to be chosen for scrutiny, 3 per cent should 
be based on the descending order of scores 
and one per cent on pure random sampling. If 

the total sample is to comprise 3 per cent, 
then 2 per cent should be on the basis of 
descending scores and one per cent on the 
basis of random sampling. In the case of 
company assessees with income/loss less than 
Rs.1 lakh, 5 per cent out of the 20 per cent 
sample should be chosen on the basis of 
random sampling. 

6.74 The Commissioner would send to 
the Deputy Commissioner the information he 
has obtained giving evidence of evasion by 
certain assessees with the instruction that the 
teturns of these assessees should be taken up 
for scrutiny. In such a case the names of 
these assessees would be substituted for 
sampled assessees by suitably reducing the 
size of the sample. 

6.75 The entire sample should not be 
chosen at one stroke at the beginning of the 
assessment year. The selection process could 
be carried out in two (or perhaps even three) 
stages so that the late filers could also be 
included in the list for selection .with their 
respective scores. All cases of non-filers 

·should be scrutinised by an officer not below 
the rank of an Assistant Commissioner. If 
after scrutiny the total income of the taxpayer 
continues to be non-taxable, this finding must 
be taken note of along with other information 
on him, in identifying non-filers in the 
subsequent year. As regards assessees with 
income from business who have opted for the 
Estimated Income Scheme, there should be 
no scrutiny assessment for the first three 
years in each case. After that period there 
should be scrutiny of one per cent sample 
chosen randomly merely to check the 
accuracy of the gross turnover. For the 
purpose of scrutiny assessment, a set of clear 
questions must be framed and the assessee 
must be asked to provide the answers to these 
questions. Only if the answers are found 
unsatisfactory, should the assessee be asked 
to come to the office of the assessing officer 
with his books of account. 

6.76 The method of group or team 
assessment which we are recommending later 
in this Chapter would serve to reduce 
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harassment and also tend to reduce the degree 
of arbitrariness in assessment at the lower 
levels. We have been told that when the 
scrutiny assessment is being carried out by 
the Income Tax Officers, very often the 
assessees are called to office too many times 
under one \ pretext or · another. Strict 
instructions should be issued by the 
appropriate authorities that such harassment 
of the assessee would be severely 
reprim~nded. All the information needed 
should be asked for at one time; then on the 
basis of analysis of the information supplied, 
the assessee could be asked to come once 
more with some additional information. 
There should not be any further request for 
the assessee to go to the office of the Income 
Tax Officer. 

6.77 As of now, Deputy Commissioners 
are complaining that given their various 
responsibilities the load of assessment work 
on them is too heavy. Since they have to 
complete 80 scrutiny assessments in a year, 
even if they spend only two days per 
aSsessment on the average, they would have 
to spend 160 working days on assessment 
work alone. This, they argue, is too heavy a 
load which tells on the quality of their 
assessment. The number of assessees is 
increasing, and will increase even though the 
threshold level may be partially indexed to 
inflation. On the other hand, we cannot 
afford to increase the staff proportionately. 
This problem would have to be tackled both 
through higher productivity and through the 
reduction of volume of scrutiny assessment 
work. Higher productivity and greater 
efficiency can be achieved in any substantial 
way only through computerisation. For more 
reasons than one, that must receive top 
priority. Apart from this, if the suggestions 
we have made regarding different sample 
sizes in para 6.66 above are accepted, the 
relative volume of scrutiny work will come 
down. In addition, we would recommend that 
the Board should seriously consider adopting 
a rule that if an assessee shows an increase of 
10 per cent of taxable income over the 
previous year, he may be omitted from 
scrutiny assessment unless the Commissioner 

gives specific instructions for scrutiny on the 
basis of clear evidence of evasion which he 
has received from the CIB. This rule can be 
applied to all cases with income below Rs.S 
lakh. 

Taxpayer Information System 

. 6.78 Verification requires both 
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familiarity with the applicable provisions of 
law and information concerning taxpayers 
themselves, their sources of income, number 
of dependents, deductible expenditure, etc. 
The latter requirement information 
concerning taxpayers - is essential for 
securing additional revenue. 

a. Collection of information 

6. 79 The sources of information used by 
the tax administration to build up an 
information system may be classified into 
three main categories: 

i. Taxpayer declaration; 
ii. Information returns; and 
iii. Information and evidence collected 

by the Tax Department during the 
course of investigation. 

1. Taxpayer declaration 

6.80 Under the system of self
assessment, the taxpayer forms the basic 
source of information. The taxpayer provides 
information to the tax administration through 
returns and accompanying documents. These 
returns contain valuable information on the 
assessee and his activities. All this 
information can potentially be used to help 
gauge the taxes due from the assessee. In this 
regard, it is necessary to address the problem 
of the design of the return form, filing 
requirements and policy, making returns 
available and sanctions against non-filing of 
taxpayer declaration. 

6.81 If the tax return is to be used as the 
primary source of information, one must get 
the taxpayer to give accurate information in 
the return. A provision for punishment in the 
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law for giving 11 false 11 information may be 
necessary, but since the ordinary citizen 
cannot be expected to understand all the 
complexities of the tax law, all the mistakes 
in the return cannot be straight away 
attributed to a wilful intention to conceal the 
truth: failure to understand instructions or 
accounting practices could also be the cause. 
The tax administration should, therefore, 
strive to make the task of the taxpayer in 
filling the tax form easy. This can be done 
through a proper design of the tax form and 
the supply of adequate explanatory material 
and guidelines in the form itself or in the 
annexure. 

6.82 The tax return form should 
conform to the following specific desig_n 
principles: 

(a) The form should allow the assessee 
to display all computations and not 
simply report incomes, deductions, 
etc. Clear guidance as to necessary 
computations must be incorporated 
in the return. This should be done 
by way of line by line 
computational instructions in the 
form and detailed nptes on filling 

(b) 

the return. · 

There should be minimal 
duplication of information called 
for in different parts of the return 
(aside from acknowledgements). 

(c) The form should minimise the need 
for the assessees to write 11 not 
applicable11

, in case certain parts of 
the return do not apply.12 

(d) The form should have a Modular 
Design. Certain parts (e.g., for 
capital gains) need to be filled in 
only .if the assessee has such 
income. 

(e) Clear instructions should be given 
as to the kind of supporting 
evidence that is required to be 
attached and where. 
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(t) The return proper should have a 
consecutive link numbering from 
beginning to end. Notes on filling 
in the return should, therefore, be 
keyed to the unique line numbers. 

(g) The return should be filled in by 
starting at the beginning and 
moving, line by line, to the end. 
Thus (except for acknow
ledgements) 'no shuffling back and 
fortli' will be required. 

6.83 In the light of what we have said 
above, as against the existing four different 
return forms applicable to different categories 
of taxpayers, the returns of income should be 
in the following forms : 

Form 1: For taxpayers having profits and 
gains from business and opting for 
the presumptive income scheme; 

Form 2: For taxpayers having profits and 
gains from business and opting for 
the estimated income scheme; 

Form 3: For other taxpayers having income 
from business or profession; 

Form 4: For taxpayers (not having income 
from business or profession); 

Form 5: For companies; 

Form 6: For Trusts; 

Form 7: Special simplified form for salaried 
employees with a small amount of 
other income who would submit a 
statement to the employers in that 
form or send it to the Tax 
Department themselves, at their 
option. 

N.B. An outline of Form 1 and Form 2 has 
already been given in our Interim 
Report. The model of Form 7 is given 
in Appendix II. The National Institute 
of Public Finance & Policy has been 
requested to prepare the outlines of the 
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other forms which could be used as a 
base, if our recommendation in this 
regard is accepted. 

6.84 The Department should take steps 
to ensure th3;~ forms are easily available to the 
taxpayers. Forms 1, 2 and 4 should be made 
available in the major Post Offices in 
cities/towns, banks accepting payment of 
taxes, and all tax offices. Further, Form 7 
should be sent to all DDOs for circulation 
amongst taxpayers. Forms 1 and 2 should be 
printed, at ·teast every fortnight during the 
return filing season, in the local dailies so that 
taxpayers could ·use the paper cutting as the 
return forms. 

6.85 The. legally imposed requirement 
that the taxpayer must file a return on time is 
the most important single feature of income 
tax law from the point of view of its 
implementation. Without the return a 
generally applicable tax on net income is 
hardly conceivable. Hence, the need for 
establishing a system of sanctions against late 
filers and non-filers. In designing a system of 
sanctions, the Department should keep in 
mind the need to limit the discretionary 
power of the tax officers who would 
implement the sanctions. If the discretionary 
penalties are to be substituted by automatic 
penalties, care has to be taken to see that the 
penalties are fixed at a reasonable level, 
because they cannot be waived or reduced. 
Finally, the sanction should vary with the 
length of delay and have some relation with 
the amount of income or of tax liability. 

6.86 Under Section 139(1) of the 
Income-tax Act, every person whose total 
income during the previous year exceeds the 
maximum amount not chargeable to tax is 
liable to file a return of income by the due 
date. However, the scope of the existing legal 
requirements for filing a return of income is 
not sufficiently broad. For example, a person 
who has suffered a loss need file a return only 
if he wants the loss to be carried f01ward to 
the subsequent year. Similarly, an exporter 
because of exemption of export profits is not 
required to file a return of income. The 
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consequence is that such taxpayers can settle 
many questions in their favour, not file a 
return and also not. be subjected to early 
verification. Further, the existing rules lead 
to the rise of 'in-again-out-again' taxpayers, 
thereby causing additional costs of 
administration. 

6.87 The Income:tax Act provides for 
sanction against late filing and non-filing of 
returns. These sanctions take the form of 
either penal interest, or prohibition of the 
benefit of carry forward of loss or prosecution 
in extreme circumstances. A taxpayer who 
has sustained a loss under the head 'profit and 
gains from business or profession' or under 
the head 'capital gains' and claims that the 
loss should be carried forward, is required to 
file a return of income by the due date 
stipulated under Section 139(1). If the return 
of income in such cases is filed after the due 
date, the carry forward of loss is prohibited. 
Further, the Income-tax Act provides for 
sanction against late filers and non-filers by 
way of a mandatory. interest at the rate of 2 
per cent of the tax determined (as reduced by 
an advance tax paid or tax deducted at 
source) for every month or part of the month, 
for delay in furnishing the return of income. 
Section 276CC provides for prosecution of a 
person who wilfully fails to furnish a return 
of income under Section 139(1). Such person 
is liable to rigorous imprisonment for a term 
between six months and seven years where 
the tax sought to be evaded is more than Rs.1 
lakh and between three months and three 
years in any other case. However, a person is 
not liable to prosecution if he files the return 
of income before the expiry of the assessment 
year or the tax payable by him on the total 
income determined on regular dSsessment, as 
reduced by the advance tax, if any, paid and 
any tax deducted at source does not exceed 
Rs. 3,000. 

6.88 The effect of the above provisions 
is that where a person has paid all his taxes 
by way of advance tax or tax deducted at 
source, there is no 'penalty' for late filing or . 
non-filing of return whereas, if a person 
discharges his tax liability after the 
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income-earning-year he is penalised. Further, 
since filing of a return entails cost to the 
taxpayer, and scrutiny of tax returns is 
generally restricted to those filed with the tax 
administration, the structure of the sanction 
against non-filers as it exists today 
encourages non-compliance amongst filers as 
they become aware of what the non-filers are 
getting away with. 

6.89 In view of the above, the 
Committee recommends the following: 

(a) Return of income should be required to 
be filed by -

(i) all persons whose total income 
during the previous year exceeds 
the maximum amount not 
chargeable to tax except salaried 
employees whose income from 
other sources is totally exempt 
under the law (e.g., under Section 
80-L) or does not exceed Rs.lS,OOO 
on which tax has been deducted by 
the employer at the proper rate. 
Such salaried taxpayers will be 
required only to submit a simple 
statement in a specjal Form (Form 
7 referred to eflrlil!r), if their 
taxable income exceeds Rs.SO,OOO; 

(ii) all companies irrespective of the 
level of income; 

(iii) all persons (other than companies) 
carrying on business whose total 
turnover exceeds Rs.S lakh 
irrespective of the level of income; 

(iv) all persons (other than companies) 
carrying on a profession whose 
gross receipts exceed Rs.l lakh 
irrespective of the level of income; 
and. 

(v) all trusts. under Sections 11 to 13. 

In the subsequent year, even if the 
taxpayer does not fall in any one of the 
categories in (i) to (v) above, he must 

continue to file the return of income for 
three consecutive assessment years. If 
after such three years, the taxpayer 
continues to remain outside the purview 
of (i) to (v), has no outstanding 
recovery of tax dues and has no appeals 
pending at any level, he should, in the 
fourth year, apply in a prescribed form 
for removing his name from the TMF. 

(b) As against the existing provisions, if a 
loss return is filed after the due date, the 
benefit of carry forward of loss should 
be allowed to the taxpayer. 

ii. Information returns 

6.90 Another, more widely used, device 
to collect information are the "information 
returns". Information returns are declarations 
filed with the tax administration by persons 
required to report details of their financial 
de:1lings with other taxpayers. Information 
returns often require listing of all transactions 
of a certain kind, e.g., payments of corporate 
dividends or transactions beyond a magnitude 
of other kinds with other taxpayers during a 

· certain period.· A wide variety of sources of 
information can be imagined which could be 
reached by the tax administration through the 
device of information returns. Persons could 
be required, for instance, to file information 
returns on sums beyond a certain amount, 
say, Rs.25,000, paid during the year for t~e 
services of any particular doctor, lawyer or 
accountant. Such information helps in 
promoting compliance by sucli self-employed 
professionals, whose income is often difficult 
to ascertain. Nevertheless, there are severe 
practical limits on the use of information 
returns to aid the tax administration. The 
burden of s1;1pplying information may be 
strongly resisted by the public, especially if 
such information is sought from individuals 
rather than large business firms. The task of 
enforcing compliance with information 
requirements may add significantly to the tax 
administration's already heavy burden of 
enforcing taxpayers' obligations to file 
declarations of their own taxable transactions. 
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Finally, "the task of actually utilising the 
information obtained in an effective program 
of cross-checking data may greatly 
complicate the tax administration's problem 
of handling voluminous data. · Perhaps the 
mere awarepess that transactions are being 
reported to the tax administration through 
information returns will induce many 
taxpayers to report their own tax liabilities 
accurately. However, if no effort is actually 
made by the tax administration to process the 
information provided on information returns, 
this intimidation effect will probably lose 
much of its impact. 

6.91 Under the Income-tax Act, 
deduction at source is required from salaries 
paid to employees (under Section. 192), 
interest on securities (under Section 193), 
dividends (under Section 194), certain 
payments to contractors, subcontractors 
(under Section 194C) and non-residents 
(under Section 195), and winnings from 
horseraces (under Section 19488), lotteries 
and crossword puzzles (under Section 1948), 
provided that the amounts paid exceed 
stipulated sums. The deductor is required to 
file_ with the TDS circles in the Department 
annual returns relating to deduction of tax at 
source. These information ·returns should 
form one of the most important sources of 
information. 

6.92 Further, under the extant 
procedure, the CIB functioning within the 
Directorate of Income Tax (Investigation), 
spread all over the country, collects from 
predetermined sources information relating to 
financial transactions from various external 
and internal sources. Sources of information 
to be tapped in a financial year, as also annual 
quantitative targets for verification of 
information, are laid down by the C8DT in 
the Annual Action Plans for the Investigation 
Directorates. The Deputy Director of Income 
Tax (Investigation), in consultation with the 
Director of Income Tax (Investigation), is 
empowered to revise the ceilings of the 
monetary limits fixed by the Board for 
collection of information. Currently, about 
85 external sources are listed in the Long 
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Term Action Plan for Survey formulated by 
the CBDT. In addition, eleven internal 
sources of information from various divisions 
of the Department are also listed, pertaining 
to the outcomes of searches and surveys, 
transfers of immovable properties, as well as 
information regarding incomes, expenditur~ 
and wealth of individuals. Sections 1338 
(power to call for i_nformation) and 131 
(power regarding discovery, production of 
evidence, etc.) constitute the main legal base 
for the process. Under Section 133(6) of the 
Income-tax Act, firms, companies, . dealers, 
brokers, agents, banks, etc., can be called 
l;Jpon to provide the names and addresses of 
persons engaged in transactions with them. 
The information so collected is collated, 
verified and then disseminated by the CI8 to 
the assessing officers for taking action in the 
respective cases during assessment 
proceedings. 

6.93 The process starts with the 
collection of information, mainly from 
external sources. However, there are several 
hurdles in this area. First, the practice of 
prescribing the source of information to be 
tapped in the Annual Action Plan means that 
the sources of information to be tapped are 
subject to change every year. Sources are, 
therefore, tapped on an ad-hoc basis rather 
than on an on-going basis. This breaks the 
continuity in the flow of information. 
Secondly, the flow of information is not 
automatic in the sense that the CIB first 
issues letters to various agencies, calling for 
information under sub-section (6) of Section 
133 of the Income-tax Act. Though the 
Annual Action Plan for the Director of 
Income Tax (Investigation) identifies the 
sources of information to be tapped during 
the year, the specific firms, dealers, brokers, 
banks, companies, etc., required to be tapped 
for this purpose are left to the discretion of 
the officer in the field formation, with the 
result that the coverage of most sources 
tapped is incomplete. Thirdly, even where 
information is called for under Section 
133(6), not all agencies respond promptly. In 
such cases summons under Section 131 are 
issued. Even then, many agencies try to stall 
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or even resist communication of information. 
Refusal to part with information by banks and 
some other financial institutions is a case in 

. point. This strains Cl8's resources and 
delays verification and dissemination of 
information. Fourthly, because of limited 
manpower and infrastructure - including, 
importantly, the lack of automation and also 
the long delays in furnishing information, the 
CIB is not able to collect information from 
even the major external sources every year. 
The inability to collect annually 
comprehensive information from all or at 
least the major sources dilutes the. efficacy of 
CI8 verifications.· 

iii. Information gathered during 
investigation 

6.94 As in other countries, in addition to 
information from taxpayers' return and other 
information returns, a large volume of 
information also gets collected during 
assessment, searches and seizures and smvey 
operations. Towards identification of 
non-filers, Section 1338 empowers Deputy 
Commissioners (Income Tax), Assistant 
Directors (Income Tax), assessing officers 
and also Inspectors of Income Tax if 
authorised by the assessing officers, to enter 
any building or place, within the limits of his 
jurisdiction, at which a business or profession 
is carried on and require any proprietor, 
employee or other person who may be 
attending to the business or profession, to 
furnish information in a form prescribed for 
this purpose (Form 45D). Information in 
Form 45D covers various aspects of business 
or profession: its nature and the year in which 
it was started, the number of employees, a list 
of the books of accounts maintained, nature 
and number of bank accounts, gross sales or 
receipts, value of stock, particularly of cars 
and other vehicles owned by the business or 
profession and_income from all sources. 

6.95 However, the efforts of the 
Directorates of Income Tax (Investigation) 
are mainly geared towards achieving 
quantitative targets for conducting surveys. 
While a target for detecting new assessees 
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has been laid down for Chief Commissioners' 
charges which do not conduct surveys under 
Section 1338, there is no such target for 
Directorates of Income Tax (Investigation), 
the agency which actually conducts such 
surveys. As a result, the qualitative aspect 
(reflected in terms of the final outcome of a 
survey) does not get adequate attention. 
Furthermore, in many Directorates, surveys 
are not evenly spread throughout· the year. 
Most surveys are conducted in a hurry 
towards the end ofthe year. This affects the 
quality of surveys. Another outcome· of the 
practice of setting quantitative targets for 
door-to-door surveys is the re-surveys 
conducted within a short period of time 
merely to achieve such targets. The C8DT 
has, however, recently issued instructions to 
th~ effect that re-survey of an area should be 
made only after a reasonable interval of time, 
depending on the. phase of commercial 
development and the number of new 
businesses set up in the area. During the 
course of re-survey of the same area, only 
such premises may be covered as were not 
covered by an earlier survey. 

6.96 Under the existing scheme for 
identification of non-filers, excessive reliance 
seems to have been placed on door-to-door 
survey under Section 1338 of the Income-tax 
Act. This leads to excessive interface of the 
Inspectors in the Department with the public 
at large leading to complaints of harassment 
from the public and corruption which we 
understand have a basis in fact. As they say, 
familiarity breeds contempt. Hence, more 
often than not, the public ire against 
harassment and corruption manifests itself in 
physical assault on the staff and officers of 
the Department, particularly during search 
and seiztire operations. The need to 
undertake door-to-door survey to identify 
non-filers arises from the existing pathetic 
condition of the third party information 
matching system in the Department. 

6.97 Search and seizure operations 
carried out under Section 132 of the 
Income-tax Act also provide valuable 
information on incomes, assets and 
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transactions of the assessees whose premises 
are searched. · Such information should also 
be incorporated into the information pool in 
the Department. · 

6.98 · Under Section 133A(l), surveys 
can be cond~cted at any place of business or 
profession during which books of accounts 
and other documents available can be 
inspected. However, even senior officers 
cannot also check and verify the cash, stocks 
and other valuable articles found. The 
officers conducting the survey can also record 
statements. Other ··Sections of the Act 
empower the Department to make enquiries 
and obtain information about the nature and 
scale of expenditure on a function or 
ceremony. Although these provisions suffer 
from certain' limitations, a considerable 
amount of relevant information can be 
collected in the above ways. However, there 
is no system of continuous and automatic 
flow of information from the banks, 
Government .agencies and other important 
sources. Nevertheless, the information 
obtained is quite substantial. 

b. Collation of information 

6.99 If the large volume of information 
that any tax administration receives is to be 
meaningfully utilised for determining 
under-reporting or non-reporting of income in 
tax returns, it is necessary that the 
information is properly collated. At present, 
because of lack of computerised information 
system, the information collected by the 
Income Tax Department through the CIB is 
entered manually in the prescribed register of 
the information receipts in CIB. Further, in 
the absence of a . broad-based . permanent 
identification system, sorting of information 
is: by use of names and addresses. The result 
is' that not only the CIB is handicapped in 
tapping even the major information sources 
every year but also consolidation of all 
information on a particular person from all 
the sources is not currently possible. This 
may lead to acceptance by the Department of 
questionable claims and unexplained 
financial dealings in a case. The CIB can 
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detect tax evasion (or if the affected person is 
not an existing assessee, detect a non-filer) 
only if it collects and verifies information in 
respect of all or at least most of the CIB 
sources and is able to bunch all the 
information pieces · for . simultaneous 
verification/follow up action in assessment.~ 
It may not be able to detect tax violations in 
the given case if either verified information is 
only for a limited number of information 
pieces or the · collection and verification 
process is spread over a number of years, 
making it difficult to ensure their 
simultaneous utilisation in assessment within 
the limitation period. 

c. Dissemination of information 

6.100 Timely dissemination of 
information collected at different levels in the 
tax administration is a vital link in an 
efficient information system. Today, there 
are two basic problems associated with 
dissemination of information collected by the 
CIB: first, not all information collected by the 
CIB is transmitted to the assessing officer and 
secondly, there is a considerable time lag 
between collection of information by the CIB 
and dissemination thereof to the assessing 
officer. The CIB and assessing units function 
almost independently of each other and there 
is little co-ordination between their activities. 
The CIB is satisfied if it is able to achieve the 
annual quantitative target and the assessing 
officer is not worried if no useful CIB 
information comes to him before selecting 
assessments for scrutiny or framing 
assessments. This sometimes leads to a 
situation where information in a case reaches 
the assessing officer after the selection 
process is over and the relevant assessment 
has been finalised. Even if assessments can 
be reopened on the basis of the CIB 
information, it leads to delay in finalisation of 
assessments, generates repetitive work and 
public grievance. 

d. Verification of information 

6.101 Finally, the task of actually 
utilising the information obtained in an 
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effective programme of cross-checking data 
may greatly complicate the tax 
administration's problem of handling 
voluminous data. In India, the information 
collected is verified by that branch of the tax 
administration which is engaged in collecting 
information. However, the determination of 
the increased tax liability is only by the 
assessing officer. 

6.102 The information collected by the 
Income Tax Department is grossly under 
utilised. Even the small portion which is 
verified, has not l~d to any satisfactory results 
in terms of deterrence against 
non-compliance particularly due to the 
lengthy and time consuming process of 
verification.l3 

6.103 A final issue regarding collectiqn 
and verification of information is that the 
focus of the efforts of the CIB is on 
maximising the number of verifications as 
this is the only prescribed Action Plan target 
for it and constitutes the main basis on which 
its performance is evaluated. As a result, 
quality (for example, amount of tax evasion 
detected, number of tax evaders detected and 
number of new assessees identified) gets 
neglected. We were given to.tmderstand that, 
in the CIB, verification is generally not 
evenly phased out throughout the year and 
there is a bunching of effort towards the end 
of the year. This affects the quality of 
verifications. 

6.104 In the light of the deficiencies 
mentioned above, the Committee 
recommends the following: 

a. On information collection: 

i. Instead of specifying the sources of 
information to be tapped every year, the 
CBDT should prescribe a long-term 
plan indicating the sources from which 
information should be gathered. In this 
regard, the Board should be empowered 
to make rules to require some classes of 
persons to furnish information in 
respect of certain major items, in a 
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prescribed proforma. 

The classes of persons should 
include persons who are authorised to 
issue licences and sales tax exemption 
forms, give telephone connections, etc., 
mentioned under the scheme of TIN. 
For example, to begin with, the person 
responsible for registering industrial 
units should be required to furnish an 
annual return containing details of all 
registered units. In the subsequent 
years, they could be required to furnish 
details of only the new registrations 
during the year. Similarly, the 
telephone authorities could be required 
to furnish details of the new telephone 
connections each year. Since the 
responsibility would· be cast upon the 
information return filer to file the 
relevant information return by the due 
date, the existing problem of 
identifying the information return filers 
and having to issue summons for 
collection of information would be 
considerably reduced. Further, 
information from a particular source 
would be uniform across the country 
and a continuous flow would be 
ensured over time. 

ii. The information must be procured in a 
prescribed form. These forms should 
be type-written so as to facilitate 
automatic reading of the data through 
optical character recognition, thus 
eliminating the need for costly and 
delayed manual transcription. The filer 
could also be given the option of 
furnishing the information on a 
computer floppy. 

iii. The information returns should be 
required to be sent directly to the CIB. 

iv. On conduct of a search and seizure 
under Section 132 of the Income-tax 
Act and a sutvey under Section 133A of 
the Income-tax Act, the concerned 
income tax authority should be required 
to send to the CIB, within, say, 15 days, 
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Fir~t Information Reports regarding the 
operations. In the case of search, the 
report should contain the names and the 
addresses of the premises in respect of 
which authorizations have. been issued, 
the respective TINs, the amount seized 
from 6ach premise, details of restraint 

· warrants, etc. The First Information 
· _ Report on Survey should also contain 

similar details. 

v. An internal procedure should be 
evolved to collect information from 
returns of income by selected categories 
of assessees, with incomes above a 
certain level. Such information would 
relate to source-wise composition of 
gross total income, details of sales 
above a -specified limit effected during 
the year, purchases above a specified 
limit effected during the year, loan 
transactions (both given and taken) 
above a specified limit, the closing 
stock, etc. 

b. On collation: 

i. Towards collation of the information 
collected, the Department should 
construct the following files which 
should form the mainstay of the 
information system: 

ii. 

(a) 
(b) 
(c) 

(d) 

Taxpayer History File; 
Survey File; 
Taxpayer Scrutiny Assessment 
File; 
Information Mis-matching File; 
and 

(e) Non-filers File. 

The Taxpayer History File should be 
maintained by the CIB. The record for 
each TIN holder should .contain the 
year-wise information contained in the 
(a) Information returns furnished by 
various agencies; (b) Statement of 
wealth; and {c) Return of income (both 
of self and other taxpayers). In 

· addition, this file should also contain 
information which reflects adversely on 

iii. 
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the taxpayer compliance behaviour, 
namely, information on: 

(a) whether a· stop-filer notice was 
issued with date; 

(b) whether a non-filer notice was 
issued with date; 

(c) whether the case was selected for 
scrutiny; 

(d) whether any notice under Section 
148 for re-opening of assessment 
was issued with date; 

(e) whether any notice under Section 
263 has been issued; 

(t) whether any enhancement notice 
was issued by the appellate 
authorities; 

(g) whether any instances of 
mis-matching on cross-verification 
of information have been 
identified; 

(h) whether a search operation has 
been conducted during the year in 
any of the premises occupied by 
the TIN holder; and 

(i) whether a survey operation has 
been conducted during the year in 
any of the premises occupied by 
the TIN holder. 

To avoid duplication, the information 
on points (c) and (e) to (i) should be 
recorded only as 'yes' or 'no', since 
details can be obtained from other 
relevant files. 

The Survey File should be constructed 
on the basis of both the First Report on 
Survey Operation and the Final Report 
on Survey Operation. This file should 
be maintained in a computer by the 
Directorate of Income Tax 
(Investigation). 
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iv. The Taxpayer Scrutiny Assessment file 
should be constructed on the basis of 
the Report on scrutiny assessment 
furnished by the assessing officer, 
separately for each scrutiny assessment 
case. This file should be maintained by 
the CIB. The information available in 
this file should be used to review the 
effectiveness of the scrutiny assessment 
in terms of direct revenue gains and 
also to evolve a long-term strategy for 
scrutiny assessment. 

c. On verification and dissemination 

i. The CIB should not be required to 
undertake any form of verification 
directly with any taxpayerffiN holder 
either for identifying non-filers ·or 
detecting under-reporting of income. ·. 

ii. Through a scientific analysis of the 
records of the non-filers in the 
Taxpayer History File (particularly, 
through comparison with the records of 
similarly placed filers), the Intelligence 
wing in the Directorate of Income Tax 
(Investigation) should · identify 
non-filers. On ideptification of 
non-filers, the Intelligeilce wing should 
send a list of the non-filers along with 
their PINs and addresses to the 
respective Deputy Commissioners 
(Range) for issue of notices and to the 
CIB for constructing the Non-filer File. 
The Non-filer File should contain such 
details as date of issue of non-filer 
notice, returned income and assessed 
income. 

iii. Similarly, through cross-verification of 
information contained in the different 
records, the Intelligence wing should 
seek to detect under-reporting of 
income by filers. On mis-matching of 
any information, the Intelligence wing 
should first segregate all cases of 
mis-matching where secret enquiries 
need to be carried out and forward them 
to the Investigation wing . of the 
Directorate of Income Tax 
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(Investigation). All other cases of 
mis-matching should be sent to the 
respective Deputy . Commissioners 
(Range) for further necessary action. 

iv. On selection of a case for scrutiny, the 
assessing. officer must first obtain, 
through the CIB, a copy of the record of 
the taxpayer in the Taxpayer History 
File. Based on the information 
contained in the record, the 
questionnaire for obtaining information 
from the taxpayer should be framed. 
Further, the information collected 
during the assessment proceedings must 
be duly cross-verified by the assessing 
officer, through the Intelligence wing, 
with the information contained in the 
various records in the Taxpayer History 
File. Where cross-verification is not 
possible due to failure to update 
information, the Intelligence wing must 
·first seek to update the information 
through the CIB. 

Tax Account Information System 

6.105 The Tax Account Information 
System consists of manual and computerised 
procedures and data bases which would 
enable the Department to keep up-to-date tax 
information for each taxpayer with respect to 
debits, credits, cancellations, interest, 
readjustments, payment arrangements and 
other taxpayer transactions with the 
administration. This would be used to detect 
and report delinquent accounts and to provide 
timely information to the other subsystems on 
the taxpayer's overall tax situation. The 
current account file will show tax accounting 
entries. 

6.106 The Tax Account Information 
System generally comprises two files, 
namely, the Tax Account File and the 
Recovery File. 

6.107 All data on payments made by 
taxpayers at the collection offices and the 
data on payment arrangements which change 
the characteristics of the originally registered 
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debits are entered in the Tax Accounts File in 
order to keep an up-to-date account on each 
taxpayer from which one may determine 
pending amounts, whether delinquent or not, 
for each fiscal period. 

6.108 F~m the Tax Accounts File the 
information on delinquent taxpayers could be 
extracted to form the Recovery File on the 
basis of which recovery action can be 
initiated. The Recovery File must also keep 
information on follow-up action for direct 
control and supervision of the recovery 
process and its efforts. The Recovery File 
must also handle other matters such as 
payment arrangements, which must be 
reported to the Tax Accounts File in order to 
keep the corre~ponding file up-to-date. 

6.109 We discuss the organizational 
structure relating to collection and recovery 
of taxes later in this Chapter (paras 6.131 to 
6.133). The existing system of maintaining 
the Tax Accounts File and the Recovery File 
in the Income Tax Department is outdated 
and unproductive. At present, the following 
registers are maintained which have a bearing 
on collection and recovery: (a) Current 
Demand and Collection Register; (b) Arrear 
Demand and Collection Register; (c) Daily 
Collection Register; (d) Registers in Central 
Treasury Union (CfU); (e) Registers in TDS 
wing; and (t) Registers in Recovery wing. 

6.110 On completion of assessment, the 
assessing officer records the details of 
prepaid taxes, tax payable on assessed income 
and the balance amount recoverable/ 
refundable in the Current Demand and 
Collection Register. Where a refund is due, 
the same is required to be issued along with 
the assessment order. 

6.111 On intimation to the taxpayer of 
the balance amount payable by him, the 
taxpayer either· disputes his tax liability by 
filing an application for rectification before 
the assessing officer or an appeal before the 
appellate authority or makes the payment in 
the designated bank through a challan. 
Where the rectification application is 

120 

accepted by the assessing officer, necessary 
rectification order to this effect is passed and 
the original entry in the Current Demand and 
Collection Register is altered .by striking off 
the original entry, initialling thereon and 
recording the revised amount of current 
demand, if any. 

6.112 At the beginning of every year, the 
Arrear Demand and Collection Register is 
required to be drawn up in every ward. This 
register is maintained assessment year-wise 
and comprises the entries in the Current 
Demand and Collection Register and the 
Arrear Demand and Collection Register of 
the immediately preceding year, where 
demand is outstanding. Any adjustment 
through rectification or recovery is made by 
striking off the original entry, initialling 
thereon and recording the revised amount of 
arrear demand, if any. 

6.113 The Daily Collection Register 
records details of all cash collections during 
the year. As is well-known, all tax payments . 
(except adjustment of refund against demand) 
are required to be made through challans in 
the designated bank. The challans contain 
four copies: the first copy for the assessing 
officer to be routed through the bank and the 
cru, the second copy for the bank, the third 
copy for enclosing with the return of income, 
and the fourth copy for the taxpayer. Under 
the existing practice, the designated bank 
while acknowledging receipt of payment of 
taxes, is required to retain two copies .of the 
challan and return the other two copies to the 
taxpayer. The bank sends a scroll of all 
payments received, along with one copy of 
each challan to the cru which in tum, after 
recording in their Daily Collection Register, 
sends to the assessing officer in the 
ward/circle a scroll of challans relating to the 
ward/circle along with copies of the challan. 
On receipt of the challans along with the 
scrolls, the details of payments received from 
different taxpayers are again recorded in the 
Daily Collection Register of the ward/circle 
and the challans are required to be placed in 
the corresponding file of the taxpayer. 
Subsequently, while giving credit to the 
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taxpayer's claim for payment of advance tax, 
the copy of challan enclosed with the return 
of income is required to be cross-verified 
with the copy on record (i.e., the copy 
received from the bank through the CTU). 

6.114 Over the years, the number of 
taxpayers has increased. Consequently, the 
volume of challans to be handled at different 
stages has increased manifold. The system is 
now under considerable strain and on the 
verge of collapse. Challans from the banks 
are being received by the assessing officers 
after months. The practice of contacting 
taxpayers for ascertaining details of payment 
of advance tax io fulfil budget targets is 
common. Further, the challans that are 
received do not find their way to the relevant 
assessment records of the taxpayers, nor is 
appropriate credit given against the 
outstanding demand. The problem is further 
compounded by the objections raised by the 
Revenue Audit to the credit being given for 
prepaid taxes without cross-verifying the 
challan in the return with the copy received 
from the cru. The consequence is that the 
taxpayer is subjected to considerable 
harassment through repeated recovery 
notices14 and frequent payment of speed · 
money. The existing syste'n'i is, therefore, . 
unacceptable. The situation will worsen with 
further increases in the number of employees. 

6.115 As would be apparent, the existing 
system entails duplication of work. This 
coupled with the fact that the system is 
manually operated, leads to considerable 
time-lag in transmitting the information from 
the designateli bank to the assessing officer. 
The time-lag, therefore, needs to be reduced 
considerably to minimise taxpayer 
harassment. Furthermore, since the assessing 
officer is unable to place the challans in the 
relevant files of the taxpayers, the process 
must be virtually reversed. 

6.116 The existing system is also 
characterised by the primitive practice of 
altering permanent official records on every 
occasion of adjustment of the arrear demands. 
Besides loss of valuable work-time of the 
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limited manpower, the infructuous annual 
exercise of constructing new Arrear and 
Demand Collection Register is also fraught 
with the danger of loss of revenue on account 
of omissions and commissions in manually 
copying each entry in the Current and Arrear 
Demand and Collection Registers of the 
immediately preceding year. In fact, during 
the course of evidence, the Committee was 
given to understand that the figures of arrear 
demand reported to the Government are far 
from accurate. 

6.117 Further, in the absence of any 
collation of all the debits and credits over the 
tax-paying years of a taxpayer, there is no 
easy method of ascertaining a taxpayer's 
liabilities/claims at any point of time. This 
leaves considerable scope to the tax 
administration, particularly at the staff level, 
for both harassment of the taxpayer by 
ignoring the credits and defrauding revenue 
by ignoring debits. In fact, obtaining a tax 
clearance certificate from the Income Tax 
Department is almost a nightmare. At the 
managerial level, while there is some 
estimate of the total number of entries in the· 
Arrear Demand and Collection Register 
pending tax recovery, it is impossible at 
present to know either the total number of 
delinquent taxpayers, or the amount 
collectible. 

6.118 To solve the above-mentioned 
problems, the Committee would like to 
recommend changes in procedure and a 
reorganisation of work in the Department 
along the following lines: 

a. The plethora of registers relating to 
collection and recovery maintained by 
the assessing officer/fRO and CTU and 
the practice of officially 11 tamperiog11 

with the entries in the registers to give 
effect to re-adjustment, etc., must be 
given up .. 

b. All matters of collection and recovery 
of taxes should be centralised with the 
Directorate of Collection and Recovery, 
whose role and new structure we 
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recommend in paras 6.131 to 6.133. 
This Directorate should construct the 
following files which should form the 
mainstay of the Tax Account 
Information System: 

'i. Tax collection file 
ii. TDS file 
iii. Tax account file 
iv. Account (Rectification) file 
v. Account (Appeal Effect) fi_le 

vi. Refund file 
vii. Recovery file 
viii. Tax clearance certificate 

file. 

The files at (i) and (ii) should be 
maintaiQ.ed by the collection wing of 
the Directorate of Collection and 
Recovery, files (iii), (iv) and (v) by the 
taxpayer account information wing and 
files (vi), (vii) and (viii) by the recovery 
wing. 

c. · Tax Collection File: The first step 
towards~ constructing this file should be 
to identify from the TMF all taxpayers 
who are liable to pay advance tax. 
Each record in this file should contain, 
in respect of each advance taxpayer, the 
information relating to payment of 
advance tax and self-assessment tax 
contained in the scroll received from 
the nodal bank. This file should be 
periodically reviewed to identify 
advance tax defaulters for appropriate 
action under Section 210 of the 
Income-tax Act. 

d. TDS File: This file should contain the 
list of all those who have to deduct tax 
at source. Details of payments of tax 
deducted at source should be kept in the 
file. On the basis of this information 
necessary action should be taken in 
cases of short or delayed payments. 

e. Taxpayer Account File: This file 
should be maintained by the Taxpayer 
Account Information wing of the 
Directorate of Income Tax (Collection 
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and Recovery). This file should be 
maintained in a ledger fonn where each 
record should, in relation to a taxpayer, 
contain up-to-date information with 
respect to debits, credits, cancellations, 
taxes, fines, interest, readjustments, 
payment arrangements and other 
taxpayer transactions with the 
administration. This file should be 
created in the folfowing manner: 

i. The name, address, etc., of all TIN 
holders must be obtained from the 
agency entrusted with the 
responsibility of issuing the TIN. 

ii. On completion of assessment 
whether under Section 143(1) or 
143(3), the assessing officer should 
send to the Taxpayer Account 
Information Wing (TAIW) a 
weekly assessment scroll and all 
intimations under Section 143(1) 
where a refund is due. This scroll 
should contain all the necessary 
details: TIN and name of the 
taxpayer; assessment year; date of 
assessment and assessed income; 
tax on assessed income; additional 
tax, if any, interest payable; 
advance tax paid; TDS; self
assessment tax; net payable/ 
refundable. 

m. The information relating to 
payment of advance tax and 
self-assessment tax contained in 
the assessment scroll in respect of a 
taxpayer should be first verified 
with the Tax Collection File. If the 
claim by the taxpayer for pre-paid 
advance tax and self-assessment 
tax is found to be at variance with 
the information contained in the 
Tax Collection File, the TAIW 
should send an intimation to the 
taxpayer indicating the 
discrepancy. Thereafter, the 
information contained in the 
assessment scroll, relating to the 
debits and credits, as revised by the 
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information contained in the Tax 
Collection File should be 
transferred to the record of the 
taxpayer in his File. 

iv. The credit balance or the debit 
balance, as the case may be, at the 
end of every week should be 
transferred to the Refund file or the 
Recovery file, as the case may be. 
Thereafter, the refunds should be 
issued along with the intimations 
under Section 143(1) received from 
the assessing officers. 
Subsequently, on· issue of refund or 
on recovery, the necessary debit 
and credit entries should be 
recorded in this file. 

v. Where a refund arises in pursuance 
of an order under Section 143(3), · 
such order should not be sent to the 
TAIW.lS However, the order 
under Section 143(3) should clearly 
indicate to the taxpayer that the 
necessary refund shall be issued 
separately by the Directorate of 
Income Tax (Collection and g. 
Recovery). 

vi. Where an order of re-assessment or 
rectification or penalty is passed or 
appeal effect given, the assessing 
officer should send a separate 

· scroll indicating the relief or the 
additional liability as the case may 
be. The debits and credits uncler 
each head (i.e., tax, additional tax, 
interest on different counts, 
penalty, etc.) arising on account of 
re-adjustment or re-assessment or 
imposition of penalty should be h. 
entered. 

Account (Rectification) File : This file 
should contain information relating to 
the effect on the taxpayer liability of 
any rectification under Section 154 of 
the Income-tax Act, whether on 
application by the taxpayer or by the 
assessing officer on his own motion or 
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the basis of audit objection. (For this 
purpose, all rectification applications by 
taxpayers should be received, in a 
prescribed proforma, by the TAIW and 
the information contained in . the 
profonna should be recorded in this 
file. Thereafter, these applications 
should be sent to the respective 
Assistant Commissioners (Range) who 
should, after taking necessary action, 
send the rectification scroll to the 
TW AI.) The Assistant Commissioners 
(Range) should send periodically 
rectification scrolls indicating in each 
taxpayer's case the quantum of relief or 
increase in the liability as the case may 
be, and also the fact whether the 
rectification arises out of an application 
by the taxpayer or by the assessing 
officer on his own motion or on the 
basis of audit objection. The 
information contained in this scroll 
should be recorded in this file and the 
debits or credits, if any, arising out of 
the rectification should be recorded in 
the Taxpayer Account File. 

Account (Appeal Effect) File: This file 
should contain information relating to 
the change in the taxpayer liabilities as 
a consequence of any appellate order. 
The Assistant Commissioner (Range) 
should send periodically, to the 
Directorate of Collection and Recovery, 
the appeal effects scroll indicating, in 
each taxpayer's case, the quantum of 
relief as a result of the appellate order. 
The information contained in the appeal 
effect scroll received from each range 
should be recorded in this file. 

Refund File: This file should be 
constructed from the tax account file. 
The information relating to credit 
balance, as on the close of the previous 
week in each record of the tax account 
file should be used to create a list of 
taxpayers eligible to receive refund. 
These refunds should then be issued by 
the Directorate immediately. 
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j. 

Recovery File: This file should also be 
constructed from the tax account file 
and contain the information relating to 
credit or debit balance as on the close 
of the previous week. Ori the basis of 
this rfford, action for recovery should 
be initiated. 

Tax Clearance File: All applications 
for Tax Clearance Certificates should 
be received by the' recovery wing. Each 
record in this file should contain 
information, that will be given in the 
application. After veritication of the 
account of the applicant, the clearance 
certificate should be issued by the 
recovery wing. 

' 6.119 These files to be maintained in 
computers, while serving the information 
needed for decision making at different 
managerial levels, would also replace a 
number of registers maintained at different 
levels in the Department for the purpose of 
collection and recovery. Further, the 
considerable time hitherto lost in the annual 
exercise of drawing up the arrear collection 
and demand register could now he utilised for 
better arrear reduction through intensive 
recovery efforts. Equally importantly, the 
taxpayer will not be put to trouble because 
the Challan sent by the Bank to the 
Department is not traceable in the assessment 
officer's files. 

Reassignment of Responsibilities 

6.120 As is known, under the CBDT are 
the various Directorates [Income Tax, 
Investigation, Income Tax (exemption, audit, 
recovery, etc.)]. The field organisation, or 
subordinate officers whose responsibilities 
cover assessment and collection are not under 
the Directorates, but report directly to the 
Board. The responsibilities of the subordinate 
officers in the Department manned by 
officers ranging from Chief Commissioner to 
Income Tax Officer encompass determination 
of taxes due, collection of taxes, revision and 
rectification of mistakes, redressal of 
taxpayer grievances, appeals, imposition of 
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penalties, prosecution of tax offenses, 
inspection, audit and vigilance. 

6.121 The assessing officer is the pivot 
around which the Income Tax Department 
revolves. The assessing officers combine in 
themselves the multifarious functions of
assessment, collection, redressal of taxpayer 
grievances, taxpayet: assistance, · and 
furnishing of information for managerial 
decision-making. The consequence is that 
much of the time of officers and staff even in 
assessing charges is spent on duties other than 
assessment. It is, therefore, not surprising that 
the quality of scrutiny assessment leaves 
much to be desired. 

6.122 The allocation of duties and 
responsibilities in respect of collection and 
recovery of taxes again casts heavy burden on 
the assessing officer. The practice of 
assigning budget targets to assessing officers 
without reference to the potential, to say the 
least, is arbitrary in approach, since direct tax 
collections are dependent on the performance 
of the economy over which the assessing. 
officer has no control; only in the long run the 
effectiveness of the tax administration could 
have an impact on collections. At best, the 
tax administration could be assigned a target 
only for arrear collections. The responsibility 
for arrear collection, however, lies not only 
with the assessing officer but also with the 
TRO. 

6.123 In fact, in this regard it is 
interesting to note the gradual shift in the 
allocation of responsibility between the 
assessing officer and the TRO. Prior to 
1.4.1989, the assessing officer was solely 
responsible for recovery of a demand upto a 
period of two years from the end of the 
financial year in which the demand was 
created. Immediately before completion of 
two years, the assessing officer was required 
to send a certificate of recovery to the TRO. 
Subsequently, recovery became the joint 
responsibility of the assessing officer and the 
TRO. From 1.4.1989, the TRO is required to 
draw up the certificate of recovery on his own 
motion at any time after the taxpayer is 
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deemed to be in default and once the 
certificate is drawn, recovery is the sole 
responsibility of the TRO. Till such time as a 
certificate of recovery is drawn up, recovery 
is the sole responsibility of the assessing 

. officer. Strictly speaking, the TRO should 
take up the responsibility of recovery 
immediately after the taxpayer is deemed to 
be in. default. This does not happen in 
practice. The Board has by instruction 
directed that the assessing officers should 
draw up the recovery certificates for the 
signature of the TRO. However, it is not 
clear when this certificate of recovery should 
be drawn up i.e., whether immediately after 
the expiry of the initial 30 days for payment 
of demand or only after making reasonable 
efforts for recovery. Therefore, the 
delineation of responsibility between the 
assessing officer and TRO continues to be 
unclear with the assessing officer continuing 
to be assigned an Annual Action Plan target 
for arrear reduction. The TRO, though a 
specialised institution created solely for 
recovery of taxes, has yet not been given the 
whole responsibility of recovery of taxes. 

6.124 Yet another instance of holding the 
assessing officer responsible for a task in 
respect of which a sepafate specialised 
authority has been created is collection of 
TDS. This is done perhaps so because the 
assessing officer alone can, based on the 
returns of income received, identify persons 
responsible for deduction of tax at source and 
is thus in a position to verify whether TDS 
has been deducted and deposited with the 
_Government by the due date. We are also 
informed that the Income Tax Officer (TDS) 
is required to maintain a register of all 
persons liable to deduct tax at source. This 
being so, we do not see any rationale in 
assigning the assessing officer and the 
Income Tax Officer (TDS) the joint 
responsibility for monitoring collection of 
TDS. Similarly, the casting on the assessing 
officer the responsibility for collecting 
advance tax to meet budget targets is 
unreasonable. 
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6.125 The joint responsibility of the 
assessing officer and the TRO/Income Tax 
Officer (TDS) for collection and recovery 
leads to mis-utilisation of scarce trained 
personnel through duplication of work, 
particularly, maintenance of multiple 
registers and initiation of recovery 
proceedings against the same taxpayer by 
both the authorities. In fact, very often, while 
the TRO and his staff remain under-utilised, 
the assessing officer and his staff are 
over-burdened. It is an annual routine for the 
assessing officer and his staff to spend the 
first two months of any financial year 
constructing the arrear demand and collection 
register. As a consequence, the quality and 
the quantity of output at the assessing officer 
level suffers. 

6.126 Sample studies of time allocation 
of staff in assessing charges show that, .on the 
average, 26 per cent of the time of assessing 
officers is spent on non-assessment duties. 
Furthermore, only about 27 per cent of the 
time of assessing officers is spent on in-depth 
(scrutiny) assessments. The percentage of 
time spent on scrutiny in circles is higher by 
about 10 percentage points than in other 
charges. In investigation circles, where the 
case workload is lower, the time spent on 
assessment duties decreases and the time 
spent on other duties increases. Thus, 38 per 
cent of time was devoted to other duties by 
Assistant Commissioners in investigation 
circles. The time spent on non-assessment 
duties by the other staff is higher in general 
than that spent by the assessing officers (at 34 
per cent). The same disturbing pattern across 
types of charges is found in the time 
allocation of other staff. (These findings 
relate to the year 1990-~1.) 

6.127 Inspectors of Income Tax are 
supposed to be "the eyes and ears" of the 
Department, serving essentially to keep 
assessing officers abreast of key information 
relating to assessees in . their charges. It is 
therefore a cause for concern that, on the 
average, only 18 per cent of the time of 
Inspectors was spent on field enquiry. 
Inspectors were utilised more for tax recovery 
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work (33-per cent) and for other, within the 
office, duties ( 49 per cent). Furthermore, the 
field enquiry time of Inspectors was the least 
(8 per cent) in investigation circles. 

6.128 ~us, in the charges sampled, less 
than 33 per cent of the manpower time 
available in the Department as a whole is 
spent· on actual assessment work. 
Furthermore, in assessment charges, 20 per 
cent of the time is spent on tasks which result 
in no direct impact on taxpayer compliance or 
on improvement in the information available 
on taxpayers.16 . 

6.129 Even though the findings are based 
only on a sample study of the working of the 
ranges/assessing officer charges in the 
Department, discussions with tax 
administrators and professionals confirm the 
fact that there is considerable degree of 
congestion of workload at the assessing 
officer level since a significantly large 
proportion of the time available to the 
assessing officer is spent in discharging 
non-assessment functions.· Hence, there is 

· need for distribution of work amongst the 
officers and the other staff along the 
functional lines. 

6.130 The Committee is aware that the 
functional scheme, whereby the collection 
and recovery functions were separated from 
the assessment function, was given an 
experimental trial by the Department in the 
late 1960s and was given up soon after. This 
was primarily on the consideration that all the 
assessment records had to be shifted to and 
fro between the assessment wards and the 
collection and recovery wing. Further, in the 
experiment in the late 1960s the collection 
and recovery wing was required to liaison 
frequently with every assessing officer. This 
was warranted by the fact that all cases were 
subjected to scrutiny assessment resulting 
often in rectification, appeal effect, central 
scrutiny report or penalties. Each of these 
actions called for changes in the tax liability 
and hence the need for too frequent liaison of 
assessment with collection and recovery. As a 
consequence, the entire system of record 

management was thrown into disarray. 
However, it is not difficult to seek a solution 
to this problem of record management. On 
the completion of assessment, the information 
regarding assessed tax, amount paid and 
balance payable/refundable could, more 
appropriately, be transmitted from the 
Assessment Wing to the Collection and 

·Recovery Wing through the medium of 
assessment scrolls (and not through physical 
movement of assessment records as in the 
experiment in 1967). Similarly, information 
relating to any change in the tax liability 
subsequently arising from rectification and 
appeal effect could all flow through the scroll 
system. Further, the preparation of the scrolls 
should not cause any difficulty if the aid of 
computers is availed of.17 Moreover, the 
procedures for assessment have undergone 
extensive changes. Almost 97 per cent of the 
cases are completed under summary 
assessment without reference to the past 
records of the taxpayers and after making 
prima facie adjustments in only 3 per cent of 
the cases with only 50 per cent of these cases 
being subjected to further rectifications. 
There is also a shift in the penalty system 
from discretionary penalties to automatic 
penalties. Scrutiny assessment is now 
confined to only 3 per cent of the cases. As a 
result of these changes the need for frequent 
reference to assessment records would be 
reduced considerably, as also the need to 
make rectifications, prepare Central scrutiny 
reports, levy penalties and consequently make 
changes in the tax liability of the taxpayer. 
Hence the frequency of exchange of 
information between the assessment wing and 
the collection and recovery wing would be 
reduced significantly. 
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6.131 Based on the above considerations, 
the Committee recommends that the existing 
system of combining in an assessing officer 
all the functions of collection and recovery, 
summary assessment, scrutiny assessment 
and miscellaneous functions (like, 
rectifications, appeal effects, imposition of 
penalties, dealing with audit objections, 
reporting, etc.) should be replaced by a new 
system based on functional classification of 
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jobs. Under the new system, the collection 
recovery and refund functions performed by 
the assessing officers, the collection functions 
performed by the CfUs, the TDS functions 
by the Income Tax Officer (TDS) and the 
recovery functions by the TRO should be 
assigned wholly to the Directorate of Income 
Tax (Collection and Recovery). For this 
purpose, this Directorate headed by a single 
Director General, should have its office in 
each city/town where an income tax office is 
located. The span of control of the Director 
General should extend over five Directorates 
of Income Tax (Collection and Recovery) 
with the jurisdiction of each extending over a 
well-identified geographical area. The span of 
control of the Directorate of Income Tax 
(Collection and Recovery) should extend over 
the following wings within such geographical 
area: 

a. Collection Wing; 
b. Recovery Wing; and 
c. Refund Wing. 

6.132 While in metropolitan cities and 
other big towns, both officers and staff should 
be separately assigned to this Directorate, in 
smaller towns the Officers performing the 
assessment function could be assigned the 
additional responsibility of ttie office of the 
Directorate, but the staff could be separately 
assigned. 

6.133 The co-ordination between the 
Assessment Wing and the office of the 
Directorate of Income Tax (Collection and 
Recovery) will be done by the Chief 
Commissioner /Commissioner /Deputy 
Commissioner (Range), as the case;tmay be, 
but the line of command for the officers in 
this Directorate will be within the 
Directorate. For example, the office of the 
Directorate of Income Tax (Collection and 
Recovery) at Bombay may be headed by a 
Director of Income Tax. The co-ordination 
between the Director and the Commissioner 
(Admn) should be done by the Chief 
Commissioner under whose jurisdiction the 
concerned Commissioner (Admn) falls, but 
the Director would be responsible only to the 
Directorate. On completion of assessment, the 
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information regarding assessed tax, amount 
paid and balance payable/refundable should 
be transmitted from the assessing officer to 
the Directorate of Income Tax (Collection 
and Recovery) through the medium, of 
assessment scrolls (and not through physical 
movement of assessment records). Similarly, 
information relating to any change in the tax 
liability subsequently arising from 
rectification and appeal effect could all flow 
through the scroll system. 

6.134 A change is called for in the 
allocation of the work of scrutiny assessment. 
With a view to pooling of experience, 
improving the effectiveness of assessment, 
increasing the level of supervision and 
thereby ensuring greater accountability, it is 
necessary to . change over from the present 
system of single officer based assessment by 
Deputy Commissioner (Assessment), 
Assistant Commissioners and Income Tax 
Officers to a system of group assessment in 
which the work of the assessing officers 
could be more effectively supervised by 
senior officers. Each group should consist of 
one Deputy Commissioner and a designated 
smaller number of Assistant Commissioners 
and Income · Tax Officers, along with 
complementary staff. The Deputy 
Commissioner would decide the allocation of 
the files for scrutiny among the officers 
working under him. He would also be 
responsible for supervising closely the 
scrutiny assessment work of those officers, 
although the officers themselves will . be 
finally responsible for the assessment. We 
understand this system is in a sense already in 
vogue in the Central Circles where large 
cases are assessed. It must be ensured that a 
uniform degree of supervision, to the desired 
extent, is given in all those circles. It would 
be highly desirable that, in course of time, the 
same system is extended to cover the smaller 
cases also. However, if all scrutiny 
assessment cases are brought under the 
system of group assessment, there would be a 
need to increase substantially the number of 
posts of Deputy Commissioners in the 
Department, since Assistant Commissioners 
and Income Tax Officers can be asked to 
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work only under the supervision of a Deputy 
Commissioner. If our recommendation that 
the number of search and seizure operations 
should be drastically reduced is implemented, 
there would be a substantial saving in the 
required nurp.ber of posts of Deputy Director 
(Income Tax) as well as Assistant 
Commissioners and Assistant Directors 
(Income Tax). The released posts of Deputy 
Director (Income Tax) could be converted to 
Deputy Commissioner and the post of 
Assistant Commissioners/Assistant Directors 
(Income Tax) could be upgraded to the level 
of Deputy Commissioner. The extra number 
of Deputy Commissioners thus obtained 
could be used to extend the system of group 
assessment. Assuming that the reduction in 
the number of services releases the services 
of 20 Deputy Directors and 200 Assistant 
Commissioners/Assistant Directors, there 
might perhaps be need for the creation of an 
additional 60 to 75 posts of Deputy 
Commissioners in order to exten~ the system 
of group assessment to all scrutiny cases, 
according to the sample sizes laid down by 
us. We believe that the creation of these 
extra posts would be worthwhile in terms of 
improvement in the quality of assessment, 
reduced harassment to the smaller taxpayers 
and increased public confidence in the system 
of scrutiny assessment. 

6.135 It is possible that the reassignment 
of functions that we have recommended 
would necessitate some consequential 
reorganisation of the field formation. A 
Deputy Commissioner (Range) might be 
asked to co-ordinate the work of the Assistant 
Commissioners/Income Tax Officers in the 
range, where the latter could be assigned the 
responsibilities on a functional basis without 
any further subdivision of the Range into 
Circles and Wards. We have not been able to 
examine this question in depth. We would 
suggest that the CBDT might consider this 
matter to · ascertain whether any drastic 
reorganisation would be called . for by our 
recommendation for the separation of the 
assessment and recovery functions. 
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Search and Seizure 

6.136 Searches and seizures are used by 
the Income Tax Department as a method of 
gathering direct evidence of income and 
wealth tax evasion. Section 132 of 
Income-tax Act gives power to certai~ 
categories of empowered officers to authorise 
any Deputy Director, Deputy Commissioner, 
Assistant Director, ASsistant · Commissioner 
or Income Tax Officer to -
"(i) enter and search any building, place, 

vessel, vehicle or aircraft where he has 
reason to suspect that such books of 
account, other documents, money, 
bullion, jewellery or ·other valuable 
article or thing are kept; 

(ii) 

(iia) 

(iii) 

(iv) 

(v) 

break open the lock of any door, box, 
locker, safe, almirah or other receptacle 
for exercising the powers conferred by 
clause (i) where the keys thereof are not 
available; 

search any person who has got out of, 
or is about to get into, or is in, the 
building, place, vessel, vehicle or 
aircraft, if the authorised officer has 
reason to suspect that such person has 
secreted about his person any such 
books of account, other documents, 
money, bullion, jewellery or other 
valuable article or thing; 

seize any such books of account, other 
documents, money, bullion, jewellery 
or other valuable article or thing found 
as a result of such search; 

place marks of identification on any 
books of account or other documents or 
make or cause to be made extracts or 
copies therefrom; 

make a note or an inventory of any such 
money, bullion, jewellery or other 
valuable article or thing:" 

[Section 132 (l)(B)] 

The empowered officer can authorise the 
search only if he has reason to believe that-
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"(a) any person to whom a summons under 
sub-section (1) of Section 37 of the 
Indian Income-tax Act, 1922 ( 11 of 
1922), or under sub-section (1) of 
Section 131 of this Act, or a notice 
under sub-section ( 4) of Section 22 of 
the Indian Income-tax Act, 1922, or 
under sub-section (1) of Section 142 of 
this Act was issued to produce, or cause 
to be produced, any books of account or 
other documents has omitted or failed 
to produce, Ol\ cause to be produced, 
such books of account or other 
documents as required by such 
summons or notice, or 

(b) any person to whom a summons or 
notice as aforesaid has been or might be 
issued will not, or would not, produce 
or cause to be produced, any books of. 
account or other documents which will 
be useful for, or relevant to, any 
proceeding under the Indian Income-tax 
Act, 1922 (11 of 1922), or under this 
Act, or 

(c) any person is in possession of any 
money, bullion, jewellery or other 
valuable article or thiQg and such 
money, bullion, jewell~ry · or other 
valuable article or thing represents 
either wholly or partly income or 
property which has not been, or would 
not be, disclosed for the purposes of the 
Indian Income-tax Act, 1922 (11 of 
1922), or this Act (hereinafter in this 
Section referred to as the undisclosed 
income or property)," 

[Section 132 (1)] 

6.137 It is clear from the above 
sub-section 132 (1) that a search may be 
authorised only if the empowered officer has 
reason to believe that a person to whom a 
summons or notice has been issued to 
produce books of account or other relevant 
documents has omitted or failed to produce 
them or that the said person will not, or would 
not, produce the books of account and other 
documents or that any ·person is in possession 
of money, bullion, jewellery, etc., which 
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wholly or partly represents income or 
property which has not been or would not be 
disclosed for purposes of the income tax. 
This being so, the objective of the search 
must be to get hold of the documents referred 
to above or money, bullion, jewellery, etc., 
secreted by the person concerned. And the 
search can be authorised only if there is clear 
evidence to lead the empowered officer to 
believe that at least one of the conditions of 
Section 132(1) is fulfilled. During the course 
of the search or seizure, the authorised officer 
may "examine on oath any person who is 
found to be in possession or control of any 
books of account, documents, money, bullion, 
jewellery or other valuable article or thing 
and any statement made by such a person 
during such examination may thereafter be 
used in evidence" in any proceeding against 
him. 

6.138 The power to search and seize thus 
enables the Income Tax Department to get 
hold of direct and tangible evidence of 
possible tax evasion. The possibility that a 
business premise or residence may be 
"raided" for purposes of search and seizure 
could also be expected to act as a deterrent 
against attempts at large-scale tax evasion. 
The Income Tax Department has been 
resorting to this method of tackling evasion 
on a fairly substantial scale. The number of 
searches during the years 1987-88 to 1991-92 
have been as follows: 

Year 

1987-88 
1988-89 
1989-90 
1990-91 
1991-92 

Number of 
searches 

8464 
7505 
3984 
5474 
3468 

Value ofseizure 
(Rs. crore) 

145 
153 
128 
228 
180 

It may be noted that during the last two years 
the value of direct seizure per search has been 
only Rs.4 to 5 lakh. Additional disclosure of 
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wealth or income as a result of the search is 
not included in the above figures. Hence the 
total yield per search was probably somewhat 
higher. Neverthdess it could be stated that 
additional revenue that could be raised 
through this\method is not as significant as is 
popularly imagined. Furthermore, it should 
be pointed out that additional revenue can 
accrue only if either the assessee concerned 
confesses that he has concealed the entire 
amount unearthed or if a suit against him for 
enforcing payments of the additional amount 
succeeds. 

6.139 During the years 1985-87 the 
conduct of raids became highly visible and 
reached a crescendo. After those years, the 
productivity o,f, and final gain from, the raids 
do not seem to have been evaluated. The 
raids are being organised and conducted more 

· or less along the same lines as during the 
years 1985-87. The search and seizure 
operations would have a deterrent effect, 
particularly if they are conducted after 
considerable background work and gathering 
of reliable information. and if they are 
followed fairly quickly by successful 
prosecution of the offenders, who would not 
only be fined but also be subjected to a 
certain ·period of imprisonment. But in 
practice the search and seizure operations do 
not seem to be producing a deterrent effect to 
the desired extent. This can be seen from the 
fact that tax evasion is practised even now on 
a very large scale. The failure for the search 
and seizure to produce the expected deterrent 
effect must be partly attributed to the fact that 
the Department is powerless to conduct such 
a search in respect of "protected" persons. 
Since this fact has become fairly well known, 
the search.operations have lost some of the 
moral sanction and large-scale evaders 
perhaps believe that they could also seek 
protection. However, the failure to obtain the 
desired result in terms of deterrence must also 
be attributed in part to the inherent defect in 
the design and execution of the search ancJ. 
seizure operations. 

6.140 In. the circumstances prevailing in 
our country today, it is necessary - however 
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unfortunate that may be - to continue to 
empower the Income Tax Department to 
conduct searches and seizures in cases where 
there is clear evidence that large-scale 
evasion is being practised with impunity and 
that the assessee is either not cooperating by 
the production of documents or that he would.. 
not voluntarily reveal all the relevant 
documents or the wealth that he has 
accumulated out of thl:: tax evaded income. 
However, -it seems quite clear that there are 
several deficiencies which must be rectified 
and that safeguards would have to be erected 
against excesses in the course of search 
operations about which we have received 
complaints from several quarters. A search 
and seizure operation involves the invasion of 
the privacy of an individual or family. The 
right to privacy and the guarantee that an 
intrusion into the privacy of an individual 
would be prevented is a fundamental right in 
a constitutional democracy and as valuable as 
any of the other fundamental rights. In the 
USA, Courts have held that the right to 
privacy cannot be violated except for the 
strict purpose of discovering evidence of a 
criminal act. Constitutional barriers have 
been erected both at the federal and at the 
State levels against unreasonable invasion of 
privacy. It is well recognised in the USA as 
well as in India that the right to be free from 
unreasonable searches is a constitutional right 
-' indeed it is the essence of constitutional 
liberty. (See in this connection Corpus Juris 
Secundum, Volume 79, page 777). 

6.141 While in the public interest the 
empowered officers of the Income Tax 
Department should continue to have the 
power to enter, under proper authorisation, 
any place of residence or business to conduct 
searches with a view to procuring evidence 
against tax evasion as strictly stipulated in the 
law, given the invaluable gift of personal 
liberty and freedom which the Constitution of 
India .confers on each citizen, it is extremely 
important to provide safeguards against 
possible excesses by the executive branch of 
the Government. At the same time, the 
safeguards we build-in should not come in the 
way of the Income Tax Department 
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effectively taking action to track down 
evasion. 

6.142 Before we consider changes in the 
provisions of the law that may be necessary, 
we would like to point out that searches and 
seizures cannot be an effective substitute for 
building up a comprehensive information 
system. In fact, the senior officers of the 
Department with whom we have had 
discussions on the subject agreed with us that 
if only the Department had a satisfactory 
information system and there was cooperation 
from other agencies such as banks and 
financial institutions, the reliance on the 
method of search and seizure could be 
considerably cut down. We would urge that 
the long-term objective should be either to 
eliminate search and seizure or to use the 
method only in very few exceptional cases,. 
say, 4 or 5 in a year. This method must be 
resorted to only when large-scale evasion is 
involved and the Department is confident that 
a successful prosecution can be launched. In 
fact, for cases of evasion beyond a certain 
level a special court can be set up which 
should lead to the quick disposal of the case 
against the assessee who could anticipate 
heavy fine and imprisonment Jf found guilty. 
For the time being, as the information system 
is being built up, we would suggest that the 

· objective should be to make searches and 
seizures conducted far more effective than 
they are and for this purpose we believe that 
it is necessary to drastically cut down the 
number of searches per year and confine them 
to large cases about which sufficient 
information has been patiently gathered. To 
begin with, the number of searches could be 
brought down to 400 to 500 to be gradually 
reduced further as the information system is 
built up. 

6.143 To give an idea how things stand in 
this respect, while 4000 to 5000 searches are 
conducted every year18, we notice that as on 
1st April, 1990-91, 26,897 assessments 
relating to search and seizure cases were 
outstanding. If searches continued to be 
conducted on the present scale the num!;>er of 
pending assessments will go up further. As 

regards the absorption of manpower; as many 
as 256 Assistant Directors (Investigation) (at 
the level of Assistant Commissioners) are 
engaged in conducting searches and as many 
as 235 Assistant Commissioners are doing the 
assessments of the seizure cases. So the 
services of total491 Assistant Commissioners 
are being absorbed by the work relating to 
seizures as against 494 Assistant 
Commissioners engaged in regular 
assessment work. For this expenditure of 
manpower the total additional amount that 
can be expected to be got out of search cases 
would perhaps not exceed Rs.l 00 crore per 
year. 

a. Level of authorisation 

6.144 Section 132 (1) vests the power to 
authorise an officer of the Income Tax 

. Department to conduct search with the 
11 Director General or Director or the Chief 
Commissioner or Commissioner or any such 
Deputy Director or Deputy Commissioner as 
may. be empowered in this behalf by the 
Board... (Italics added). The officer so 
empowered can authorise upon his · 
satisfaction that a search is justified in terms 
of the provisions of Section 132, any Deputy 
Director, Deputy Commissioner, Assistant 
Director, Assistant Commissioner or Income 
Tax Officer to conduct the search. 

6.145 Considering the fact that an 
unreasonable search will lead to the violation 
of right to privacy and hence the right to 
freedom of a citizen which will be 
unjustified, it would be desirable that the 
authorisation for such a search should be 
obtained from an appropriate judicial 

_authority. However, there may be practical 
difficulties in getting the authorisation from 
judicial authorities (who may not all be 
familiar with the technical aspects of income 
tax), which would adversely affect the 
effectiveness of the search. So the officers of 
the Income Tax Department themselves 
would have to issue the authorisation, but the 
authority empowered to issue the 
authorisation for search must be of a very 
senior rank and the choice of the rank should 

131 



Problems of Administration and Enforcement of Direct Taxes 

not be left to the discretion of the Board, i.e., 
the Executive Branch of the Government. 
The rank of the officer must be specified in 
the Act itself. It is recommended that 
Section 132{1) be amended to say that only 
an officer o~ the level of Chief Commissioner 
or where in a charge there is no officer of the 
level of Chief Commissioner, the senior most 
Commissioner or an Officer of equivalent 
rank can authorise search under that Section. 
We . ·note that according to Section 
132{1){A)&(B), the empowered officer can 
authorise officers of the level of Deputy 
Commissioner, Assistant Commissioner and 
Income Tax Officer to conduct a search. It 
may be that in practice an Income Tax 
Officer or two or more Income Tax Officers 
would not be, asked to conduct a search by 
himself or by themselves; they might only be 
part of the team headed . by the Assistant 
Commissioner or the Deputy Commissioner. 
However, as the law stands, an Income Tax 
Officer by himself can be authorised to 
conduct an independent search. We strongly 
urge that the relevant Section be amended to 
say that only an officer of the level of Deputy 
Commissioner and Assistant Commissioner 
can be authorised to conduct a search under 
this Section. The amended Section could 
provide that, if necessary, one of or more 
Income Tax Officers may be authorised to 
join the team headed by the Assistant 
Commissioner or the Deputy Commissioner. 

b. Objectives of search and seizure 

6.146 The Mysore High Court in the case 
of C. Venkata Reddy Vs Income Tax Officer 
[(1967) 66 ITR 212] observed that Section 
132 of the Income-tax Act was intended to 
achieve two limited objectives, (1) to get hold 
of evidence bearing on the tax liability of a 
person which the said person is seeking to 
withhold from the assessing authority, and (2) 
to get hold of assets representing income 
believed to be undisclosed income and 
applying so much of them as may be 
necessary in discharge of the existing and 
anticipated tax liability of the person 
concerned. 

132 

6.147 It is necessary to keep these limited 
objectives in view when discussing the scope 
of the action of the officers of the Income Tax 
Department who conduct a search under 
Section 132. The major focus of the search 
must be to unearth documents revealing 
concealed income and relevant for the-
assessment of tax as well as assets such as 
money, bullion, jewell~ry and other valuable 
articles. Section 132 itself provides that the 
officer conducting a search may, during the 
course of search or seizure, examine on oath 
any person who is found to be in possession 
or control of books of accounts, money, 
bullion, jewellery, etc. and that any statement 
made by such person during the examination 
may be used in evidence in any proceedings 
under the Income-tax Act. However, it is 
obvious that the recording of the statement is 
not part of the main purpose of conducting a 
search. In actual practice, it would appear 
that considerable effort is expended by the 
officers in extracting a statement from the 
person concerned which would amount to a 
confession. Recording a statement is 
unauthorisedly converted into an 
interrogation, often with hints of intimidation. 
The confession that is asked for may not be 
only about the documents and assets found in 
the premises but also about other matters such 
as the names of associates, etc. Getting the 
information becomes such a full-fledged 
objective in itself that, as one understands, 
several methods are used to extract 
confession such as direct or indirect 
intimidation, cajoling and unreasonable 
behaviour, and if one seeks permission from 
the officer to contact any one else or to leave 
the premises in order to attend to urgent 
matters, such permission is not granted. 
Strictly speaking, the assessee or the person 
who is in the building at the time of search 
should be asked to make a statement on oath 
in relation to the assets and documents that 
are in the house in the course of a search, or if 
the search is not very long, at the end of the 
search. Once this statement has been 
recorded, the assessee should be free to leave 
if he so desires. The limited objectives of 
search to which we referred earlier do not 
require the continued presence of an assessee. 
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Apart from unearthing concealed documents 
and assets, the search parties would seem to 
be putting emphasis on getting a confessional 
statement from the person concerned. This 
may be because, if the person makes a full 
and true confession regarding the extent of 
income and assets found in the premises he 
would be spared from· any penalty or 
prosecution but would have to pay only the 
tax due on the income. In such a case, the 
Department quickly collects the tax amount 
without going through lengthy litigation. We 
believe that the provisions for a confession 
which rescues the assessee from penalty and 
prosecution and for giving awards to the 
officers directly related to the tax collected 
tend to distort the manner of behaviour of the · 
officers who conduct the search. We have 
received complaints of confession having ·.to 
be made under duress. More often than not, 
the person whose premises are being searchei:l 
is prevented from leaving those premises 
even if he claims that he has urgent work to 
do. One argument given by some of the 
officers whom we examined is that if a 
person is allowed to leave he would tamper 
with evidence or go to banks ·and empty 
lockers which might also contain concealed 
assets. However, Section • 132 does not 
concern itself with such'·· matters; it is 
confined to the task of searching the 
premises.· It does not by any means authorise 
an officer conducting a search to extract 
information from an assessee regarding bank 
lockers he may have through coercion or 
intimidation. 

6.148 We believe that there is 
considerable truth in the complaint that undue 
pressure is often brought to bear upon the 
person whose premises are searched to make 
the confession and reveal several matters not 
directly concerned with the search. Clearly, 
questions on such matters can be put to an 
assessee19 but statements should not be 
obtained under duress. It is to be 
remembered that a statement made by a 
person in the course of a search can be used 
as evidence against him. This being so, it is 
essential to ensure that he is not compelled, 
directly or indirectly to incriminate himself. 
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With this objective in view, we recommend 
that the assessee whose premises are searched 
should be given the right to have a lawyer 
present during the search. In order to ensure 
impartiality, it could be stipulated that the 
assessee could call any one of the lawyers on 
a panel approved and appointed by the 
Ministry of Law in consultation with the 
judiciary. The panel should not be chosen by 
the Income Tax Department which should 
have no control over it. The lawyer should be 
present during the entire search; but he should 
not be allowed to speak or instruct the 
assessee when a statement is being recorded. 
His main function would be to ensure that the 
assessee is not being intimidated or coerced 
and that no indignity is being heaped upon 
him. It would be for the assessee to decide on 
what to say and what not to say, but at the end 
of the statement, the lawyer can point out the 
questions to which he takes objection. A 
copy of the statement should be handed over 
to the assessee. 

c. Refusal of permission to leave 

6.149 It has been brought to our notice 
that as a routine matter the search party 
refuses permission to persons, found in the 
premises when the search party arrives, to 
leave the premises until the search party 
completes its job. The owner of the premises 
or his representative, if the owner is not 
present, has of course the duty to record a 
statement and until such a statement is made, 
he or she would have to be present, but once 
the statement has been recorded, the person 
should be free to leave. Restricting the 
movement of a person or confining him or her 
to a premise amounts to an arrest. The 
Income Tax Department does not have the 
power of arrest. The ground rules announced 
by the then Finance Minister in the year 1987 
on the floor of Parliament, for protecting the 
rights of the people, specifically lay down 
that the income tax authorities shall have no 
power to arrest. Nevertheless, the general 
practice seems to be that all persons found in 
the premises at the time of the search are kept 
in detention/confinement in the 
house/building and none of them is permitted 
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to leave -the premises. It is obvious that 
refusal to give permission to leave is an 
illegal act. The denial of permission has 
perforce to be given effect to through sheer 
intimidation.. The Delhi High Court in the 
case of L.R.\ Gupta Vs Union of India and 
others [(1992) 194 ITR] observed, "The 
Income Tax Act does not give any power to 
Income Tax Department to arrest an 
individual. The Department certainly has the 
power. of recording the statement of a person 
in accordance with law. Petitioner No.1 
could, therefore, be legitimately required to 
be present for the purpose of recording his 
statement. Once his statement was recorded, 
there was no reason or justification for the 
Officers of the Department exercising 
jurisdiction which they did not possess, viz. 
preventing petitioner No.1 from attending to 
his work. An authorisation which is issued 
under Section 132(1) only enables the officers 
of the Department to conduct search and 
seizure. Under Section 131, they have, inter 
alia, the authority and the power to enforce 
the presence of a person for the purpose of 
examining him on oath. There is no power 
contained in the Act or the Rules whereby the 
movement of a person against whom search is 
ordered can be restricted. By refusing to give 
permission to the petitioner to attend to his 
work in effect, it amounted to his 
confinement which is not permissible in law." 

6.150 Presumably, because of this clear 
verdict, the Government sought to amend 
Section 132 of the Income-tax Act vide 
clause 59 of the Finance Bill, 1992 to the 
following effect: 

"(2A) Any person who is found in 
the building, place, vessel, vehicle or 
aircraft, which is being searched, shall 
personally attend during such search: 

Provided that the authorised officer 
may, if he is of the opinion that it is 
necessary or expedient so to do, permit 
any such person to leave subject to such 

·conditions as he may deem fit: 

Provided further that where any person 

is refused permission by the authorised 
officer under the first proviso, such 
officer shall record reasons therefor and 
communicate the same to such person". 

6.151 This proposed amendment was 
later withdrawn by the Finance Minister. 

6.152 We have considered this matter 
with care and have also consulted eminent 
jurists. We are of the opinion that the ground 
rules laid down which stipulate that the 
Income Tax Department should have no 
power of arrest should continue to prevail. 
Since the object of the search is to unearth 
documents and assets there is no justifiable 
reason to stipulate that any person who is 
found in the premises being searched should 
personally attend to it. The person can 
volunteer to make a statement early during 
search and once the statement is completed 
he should be free to leave. \Ve realise that the 
power to confine a person within a building 
would weaken his resistance and add to the 
effective intimidation but . this is precisely 
what we should try to avoid in any civilised 
society. We therefore recommend that the 
existing provisions of Section 132 should not 
be strengthened in any way to give power to 
the Income Tax Department to confine any 
person in a building or premises that is being 

·searched. 
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6.153 Sometimes the search party has a 
suspicion or fear that if a person found in the 
premises is allowed to leave, he or she may 
tamper with evidence outside. Such 
tampering with evidence can take place even 
after the search is over. In any case, if there 
be any suspicion or fear of such tampering, 
the Department can always try to monitor the 
movements of the person who is going out. 

d. Supplying information to the assessee 

6.154 After the search is over, it would 
be proper for the search party to handover to 
the person concerned a copy of the statement 
of the owner of the premise which was 
obtained on oath. 
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e. Sufficiency of evidence 

6.155 Section 132(1) stipulates that the 
empowered officer can authorise a search if 
he has reason to believe that what is stated in 
sub-clause a, b, or c of Section 132(1) applies 
in a particular case. In other words, he must 
be satisfied that there is sufficient evidence to 
show that the assessee concerned has omitted 
or failed to produce any books of accounts or 
documents that he was asked to produce 
through the issue of a summons or notice 
under the relevant provisions of the 
Income-tax Act, or that he will not produce 
such documents or books of accounts if he is 
called upon to do so, or that he has in his 
possession money, jewellery, bullion and 
other· valuable tilings which represent tax 
evaded income or wealth. It is important that 
this requirement should be taken seriously. 1n 
the past, particularly in the mid-eighties, the 
Department got their officers to carry out 
raids on "top" or successful professionals of 
different categories in different years, e.g., 
high-income earning doctors in one year, 
such lawyers in another year and so on. 
There could be suspicion that many doctors 
or lawyers or architects with high incomes are 
not paying their due taxes. But that would by 
no means be an acceptable ·legal ground for 
conducting raids on them. In each case, the 
empowered officer must satisfy himself that 
at least one of the conditions laid down in 
Section 132(1) is satisfied. It is clear that 
organising such "mass" or group raids 
contravenes the provisions of Section 132. 
Besides, aU successful professionals cannot 
be taken to be tax evaders. The Department 
must sift or attempt to identify the honest and 
dishonest taxpayers. We hope that the 
Government would ensure that in future a 
raid will be authorised only when the 
empowered senior officer has satisfied 
himself on the basis of concrete evidence that 
a search and seizure operation will be 
justified under the provisions of Section 132. 

f. Damage to property 

6.156 In the course of such a search, the 
property belonging to the owner of the 
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premises is often damaged by the search 
party, e.g., it is common for the search party 
to rip open mattresses or to break walls or 
remove tiles. We would urge that with a 
view to minimising such damage, every 
search party should use a metal detector to. 
find out if articles are concealed behind walls, 
within mattresses, etc. If damage is done but 
no concealed articles are found then the 
Income Tax Department would be duty bound 
to repair the damage and to restore the 
articles to the previous state. As things stand 
now, we understand the search party causes 
the damage and just walks away. Such 
behaviour should be immediately put an end 
to. 

6.157 In conclusion, we would like to 
reiterate that a search and seizure operation 
should be initiated only after sufficient 
evidence has been built up so that there 
would be a reasonable chance of establishing 
concealment of income and evasion of tax 
and obtaining a conviction. If a true 
confession is voluntarily made, the assessee, 
as has been clarified; does not have to pay 
any penalty in respect of income claimed to 
be income of that year. However, there is no 
need or justification for the searching officer 
to induce or insist on a true confession. If the 
statement made under oath by the person 
concerned is contrary to, or does not 
correspond with, the facts unearthed by the 
search, he should suffer the consequences. 
The desire to induce or extract a confession 
will be weakened considerably if the practice 
of giving a percentage of the tax collected on 
the basis of the search as a reward to the 
search party ofticers is put an end to. We 
strongly urge that the system of giving 
rewards on this basis be given up forthwith. 
As suggested elsewhere if some appreciation 
is to be shown, a certain amount of money 
may be credited to the Staff Welfare Fund. 

6.158 Nothing we have said in this 
Section is to be construed to mean that tax 
evaders should be treated with any leniency. 
Indeed, all of the improvements in the 
information system and the re-organisation of 
work within the Department, which we have 
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recommended, are intended to strengthen 
enforcement and track down tax evasion. In 
fact, we have envisaged a four-pronged 
strategy to curtail tax evasion: 

a. . Substantial reduction in tax rates with 
broaderling of the base; 

' 

b. A comprehensive information system, a 
system of identification of taxpayers 
and reorganisation of the work of the 
Department towards greater efficiency; 

c. Dealing strongly with tax evaders, 
particularly the large ones; and 

d: Improving the morale of the officers, 
weeding out and punishing corrupt 
officers and rewarding merit in terms of 
career advance. 

We have. dealt with (a) and (b) earlier in this 
report and the Interim Report. We deal with 
(d) in Chapter 9. We would like to suggest 
here two ways in which tax evaders could be 
made to feel that they cannot get away easily 
once tax evasion is detected. The first is to 
prevent an assessee who has been found to be 
indulging in tax evasion to take recourse to 
the facility of the Settlement Commission 
almost as a matter of routine. If assessees 
know in advance that if every time they are 
caught indulging in tax evasion through 
concealment of income or other kinds of 
fraud, they could throw themselves at the 
mercy of the Settlement Commission and get 
immunity from all prosecution provided they 
pay the amount determined by_ the 
Commission, it means virtually that there 
would be no fear of punishment. We are 
therefore recommending, in the Section on 
the Settlement Commission, that the Chief 
Commissioner should have the power to 
determine whether a case could be taken to 
the Settlement Commission, given the 
circumstances of the case. 

6.159 Another important instrument of 
deterrence we would suggest is speedy 
prosecution of cases of large tax evasion. For 
this purpose, it is necessary to set up a special 
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court whenever within a specified region 
there has arisen a case of suspected tax 
evasion amounting to not less than Rs.3 crore, 
or two or three cases of evasion of Rs.l crore 
or above, aggregating to Rs.3 crore or more 
where the evidence of evasion is strong. 
Specially trained and highly competent. 
lawyers should be employed by the 
Department for these cases. And there must 
be a provision for mandatory sentence of 
imprisonment for a term, if the assessee is 
convicted. 

Advance Tax 

6.160 Prior to the amendment by the 
Finance Act, 1992, tax payers, other than 
those whose tax liability was fully discharged 
by TDS, were required to discharge their 
liability by advance tax in three instalments: 
20 per cent of the tax liability in the income 
earning year by the 15th of September, 
another 30 per cent by the 15th of December 
and the balance of 50 per cent by 31st March. 
The taxpayer was liable to pay interest for 
delay/shortfall in the payment of instalments 
of advance tax except that if at least 90 per 
cent of the tax liability had been paid as 
advance tax by the 31st of March, no interest 
was payable on the 10 per cent shortfall. 
According to this arrangement, the relative 
proportions of advance tax payable on 
different dates amounted to discharging 50 
per cent of the tax liability whhin the first 
nine months and the other half of the liability 
at the end of the next three months. In this 
sense, it can be considered a fair arrangement 
although even with such an arrangement, a 
number of assesses had to pay interest on the 
deficiency in the proportions of tax paid in 
the first two instalments if they received 
higher incomes unexpectedly in the last 
quarter or the profits from business suddenly 
increased for unanticipated reasons. The 
amendment introduced by the Finance Act, 
1992, which has increased the proportion of 
the first instalment from 20 to 30 per cent 
means that there would be greater probability 
of having to pay interest on shortfall in the 
first two instalments owing to unforeseen 
income arising particularly in the last quarter. 
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While it is necessary to ensure that the 
revenue flows to the Government are evenly 
spread throughout the year, the assessee 
should not be subjected to high penalties even 
when there are genuine difficulties in 
foreseeing the total income that will accrue in 
a year. To the extent that the new provision 
requires a high proportion of tax on total 
income, which cannot be estimated precisely, 
to be paid within the first six months it makes 
compliance difficult. It is proper to require 
that at least 90 per cent of the tax liability 

· should be discharged by the end of income 
earning year, but the earlier instalments 
cannot in fairness be related to an unknown 
quantum of income. The Committee, 
therefore, recommends that interest under 
Section 234C should not be levied in cases 
where the first and the second instalments of 
payment of tax by the assessee are each equal. 
to 30 per cent of the tax liability on the basis · 
of the returned income of the immediately 
preceding assessment year; interest should be 
chargeable if payments fall short of 90 per 
cent of tax on the basis of current year's 
income. 

6.161 Under Section 234B of the 
Income-tax Act, a taxpayer is liable to pay 
interest for shortfall in thl:f' paymen·t of 
advance tax. To the extent that the shortfall 
is equal to or less than 10 per cent of total tax 
liability, no interest is chargeable. However, 
if ,the shortfall is more than 10 per cent, 
interest is chargeable on the entire shortfall 
and not the shortfall in excess of 10 per cent. 
During the course of evidence before us, a 
number of instances were brought to our 
notice where interest under Section 234B had 
been charged even if the shortfall was less 
than 10 per cent. Since the law stipulates 
otherwise, we recommend that the Board 
should issue suitable clarifications to the field 
formation clearly setting out the legal 
position in this regard. 

Direct Taxes Code 

6.162 Another matter of considerable 
importance that the Committee was requested 
to consider is the question of the direct taxes 
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code, of which a draft has already ~een 
prepared. We have given senous 
consideration to this problem. The objective 
sought to be achieved by. a single direct taxes 
code is uniformity and simplicity with regard 
to the legislation concerning direct taxes. 
This is desirable objective. However, the 
Committee is of the view that before enacting 
the direct taxes code the Government should 
first consider the Committee's 
recommendations and take a final view in that 
regard. Otherwise the code itself would have 
to be amended almost immediately after its 
enactment for the purpose of introducing the 
changes accepted by the Government on the 
basis of the Committee's recommendations. 

6.163 While it cannot be denied that our 
direct tax laws have become very complex 
over the years, they have also during this 
period gained from the benefit of 
.interpretation by High Courts and the. 
Supreme Court. Thus, several words, 
expressions and sections have come to 
acquire specific meaning and connotation in 
the minds of all concerned: tax 
administrators, taxpayers and tax 
practitioners. Therefore, the new law, with 
changes in terminology in the interest of 
simplicity, would come to be settled only 
after prolonged litigation in regard to the 
meaning of the new provisions. 

6.164 That apart, it is quite likely that the 
new expressions used and the re-arrangement 
of the provisions might have the combined· 
effect of inadvertently amending the existing 
law. Besides, the law regarding wealth tax is 
in a state of flux. It is quite likely that this 
law might need considerable amendment 
based on the experience of the working of the 
new provisions. 

6.165 In view of the above, the 
Committee recommends that the entire matter 
regarding the introduction of a direct taxes 
code should be postponed till such time as the 
law, after implementation of this 
Committee's recommendations, has 
stabilised. Further, before undertaking 
coditication, the arrangement of the Sections 
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in the code and the language used therein 
should be referred to a Committee of Experts 
to ensure that unintended changes in the 
provisions do not occur. 
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6.166 The draft code as vetted and 
amended by the Committee should then be 
given wide publicity. The public debate and 
informed comments ·or opinions resulting 
therefrom should be taken into account before 
finalising the code. 
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PROBLEMS OF ADMINISTRATION OF INDikECT TAXES 

7.1 The administrative structure of the 
Central indirect taxes was fashioned when 
excise duties covered a limited number of 
commodities and the level and number of 
rates of customs duties were also quite 
limited. While some notable changes in 
procedures such as the introduction of the 
"Self Removal Procedure" were effected, the 
system of administration and procedures is no 
longer capable of coping with the vastly 
expanded scope of excises - which have now 
been converted into a virtual manufacturer's 
sales tax with a partial incorporation of the 
VAT principle. On the side of customs, the 
administrative structure would seem to be 
sound, but the procedures often prove to be an 
obstacle to the speedy or even timely 
movement of goods across the border without 
hassle. It has to be conceded that the system 
of obtaining illegal payments from the 
assessees, e.g., by unscrupulous officers 
through corrupt practices such . as regular 
monthly payments arrangements in excises, 
could not have come up and qe continued but 
for the flaws in ptocedures and 
administration. 

7.2 It is perhaps true to say that the 

in this sphere. There must be very few 
countries indeed in the world where now the 
collection of a broad-based domestic indirect 
tax requires prior approval of valuation and 
classification and clearance of every separate 
consignment of goods out of the factory is on 
the strength of a preauthenticated gate pass. 
Apart from this, it would seem that over the 
years a number of appendages .. have been 
added to the basic structure, which have led 
to the erosion of efficiency in the tax system 
as a whole. Additional responsibilities and 
schemes were introduced without following a 
systemic approach. This has resulted in the 
evolution of complicated procedures. 
Meanwhile, the monitoring system has 
become weaker. 

7.4 The problem - areas which the 
Committee has identified are: i 

a. a complicated code of rules and 
procedures in the Central Excise Act 
and Rules; 

b. procedures not getting updated with the 
changes in the administrative structure; 

Excise and Customs Department is not beset c. inadequate inspection system; 
with as many problems and deficiencies as 
the Income Tax Department. For example, d. 
the system followed does not lead to large 
arrears in collection, and there is also less of 
over-assessment as compared to income tax. · e. 
The reconciliation of tax liability and its 
discharge is also done much better. In 
general, we heard from the assessees less of 
complaints about excises than about income f. 
tax. Nevertheless, there have emerged a 
number of problems which require speedy 
remedial action. 

g. 
7.3 A basic problem in excises is that 
the procedures of assessment and collection 
are outmoded. Progress in India in this matter h. 
has been slower than in the rest of the world 
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outmoded reporting and monitoring 
system; 

lack of training of officers particularly 
in specialised functions and improper 
placement of officers; 

frequent changes in the rates and 
procedures without adequate 
preparation at the field level; 

classification of goods for assessment 
of duty; 

valuation in Central excise; 
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i. short recovery and refund; 

j. huge pendencies in respect of 
provisional assessments; 

k. lack of customs expertise in Central 
Excis(\ Collectorates; 

I. poor testing facilities in the customs 
~ and excise laboratories; 

m. . a tendency to overassess for fear of 
- audit·20 

' 

n. inordinate delay in the disposal of 
appeals at the level of the Tribunal; and 

o. inability of the manual system to cope 
with the increase in the number of 
documents to be processed and lack of 
commitment on the part of the system 
as a whole to computerisation; 

Updating and Simplification of Procedures 

7.5 In 1985, a major attempt was made 
to . restructure the Department along with 
three other major changes. These were: 

a. Adoption of commodity classification 
based on Harmonised System of 
Nomenclature (HSN) not only for 
customs tariff but also for Central 
excise tariff, 

b. Introduction of Modvat, and 

c. Computerisation. 

7.6 These, as also the reorganisation of 
the administrative set up of the Department, 

. were attempted all at once with speeds 
unfamiliar to Governmental working. The 
result was that while the first two were 
introduced in the system, computerisation 
lagged behind particularly in Central excise 
where it was essential for the checking of the 
Modvat credits. Reorganisation lapsed into a 
'cadre review' with creation of posts with 
some unevenness. 
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7.7 Over the years, a large number of 
changes in the procedures and new schemes 
of exemptions have been introduced and with 
these, the job requirements of many cadres 
have undergone changes. Some of these 
additions have been on an ad-hoc basis. 
Customs work relating to Inland Container
Depots, Aircargo Complexes and 100 per 
cent Export Oriented Units can be cited as 
illustrations, as also the supply of non-duty 
paid material domestically manufactured 
·against advance licences and refund of 
Modvat credit in the case of exports in 
Central excise. While there is some 
flexibility within the Department to undertake 
newer duties and responsibilities, it is 
necessary that there should be a stock-taking 
on. a regular basis, say every year, and the 
system geared up as a whole. This would 
necessitate making changes in training 
curricula, audit procedures, anti-evasion 
measures, computer software, inspection 
methodology, etc. We would recommend 
that such an updating may be attempted every 
year when all aspects including changes in 
the duty structure in the course of reform and 
the corresponding changes in the procedures 
can be reviewed, reassessed and amalgamated 
in the system. One way . of making this 
exercise would be through a workshop to be 
organised by the Training Academy, where 
there could be participation by the policy 
makers and middle level officers in the field. 
The Annual Conference of Collectors cannot 
be expected to go into the details, though 
some broader aspects can be discussed at the 
Conference also. 

7.8 Attempts were made in the past to 
draft a comprehensive Central excise bill 
incorporating the substantive portions of the 
rules, but these were given up and particular 
provisions were included in the statute from 
time to time. Now, a Committee has been 
appointed by the Government to prepare a 
common customs and excise code. This 
exercise would result in a review of most of 
the existing procedures in customs and 
Central excise and, we hope, would help in 
updating them with reference to the existing 
administrative set up and the changes likely 
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to be brought about after considering the 
recommendations contained in this Report. 
We are sure that the newly formed 
Committee will also take into account the 
available information sharing and 
communication facilities including 
computerisation. 

Inspection and Monitoring 

7.9 We attach considerable importance 
to the need for reactivating the inspection 
system and would like to deal with this matter 
in some detail. In a revenue administration, in 
which wide powers have been delegated to 
comparatively junior officers, it is essential 
that there should be an efficient scheme of 
performance audit by way of inspection. 
Inspection ensures accountability, helps 
closing up the gap in the perceptions of th.e 
role of the inspected office in the minds of the 
officer inspected and that in the mind of the 
inspecting officer and ensures proper priority 
in the work by the former. It also helps in 
checking corruption and leakage of revenue. 
Strengthening the inspection machinery 
should be one of the main concerns of the 
CBEC. The Committee understands that 
there was a fairly good systep1 of inspection 
in the Central Excise Deparifuent, which has 
got considerably diluted over the years. The 
main reasons are: 

a. frequent changes in the rates of duties; 

b. 

c. 

d. 

e. 

introduction of new 
exemptions and new 
overburdening the system; 

schemes of 
procedures, 

not providing adequate staff to deal 
with additional responsibilities thrust 
on the system; 

consequent diversion of staff from 
inspection and audit to other day-to-day 
work; 

manuals getting out of date fast and 
revision not keeping pace with the 
changes; 
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f. information exchange system not 
moving with the communication 
facilities-: telex, fax, etc; and 

g. most important of all, lack of 
appreciation on the part of the senior 
officers of the importance of inspection, 
and the inability of the Board to ensure 
the prescribed frequency of inspection 
and follow-up action. 

7.10 There has recently been an increase 
in the number of senior level officers of and 
above the rank of Deputy Collectors of 
Customs and Central Excise. Want of 
inspecting officers cannot, therefore, be the 
reason for not strengthening the inspection 
machinery. We would strongly urge that a 
good inspection . system should be designed 
for both customs and Central Excise 
Departm~nts. There should be clarity 
regarding (he methodology of inspection and 
its objectives. Apart from ensuring that 
revenue gets collected at the appropriate rates 
and that there is no evasion, inspections 
should aim at checking corruption, ensuring 
that all instructions issued by the Government 
and Board are followed, that the officers have 
the right attitude towards revenue collection 
and that they maintain proper relations with 
the assessees. The Board with the assistance 
of Principal Collectors should ensure that the 
schedule of inpsections is strictly adhered to 
and that there is proper follow-up action. 

7.11 As the Government has set up ·a 
Committee to evolve a common code of 
indirect taxes. keeping in view the objective of 
simplifying and streamlining the existing 
laws and procedures, it is likely that the 
Committee's recommendations, if accepted 
by Government, would necessitate changes in 
the existing procedures. Computerization 
would also bring in a number of changes in 
the procedures. We note that a number of 
useful manuals prepared sometime in the past 
have become totally out of date. It is 
necessary that these are updated taking into 
account modifications in the procedures 
likely to be brought about in the near future. 
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7.12 ·The existing reporting system was 
evolved at a time when the communication 
facilities were not what they are today. A 
comprehensive review of the . monitoring 
system at the Board's level should be 
undertaken to make it faster and more 
purposeful. A new Management Information 
System may be worked out. The system 
should take into account the availability of 
facilities such as telex, fax, wireless and 
computer network. 

7.13 Once the computer network is 
established, the . reporting system can be 
simplified considerably as any information 
required for the purpose of monitoring can be 
tapped from the computer at the level of the 
Board or the. Principal Collector or the 
Collector, eliminating the present system of 
the formations sending reports periodically. 
What will have to be ensured is that the 
required data are promptly fed into the 
database. 

Training 

7.14 The infrastructure for in-house 
training facilities in the Customs and Excise 
Departments has been built up over a period 
of time. However it cannot be said that the 
training being imparted to the officers is 
either adequate or that the officers performing 
particular jobs are fully trained. This, we 
feel, is due to the failure to have a clearly 
defined training policy or well-designed 
training programmes. The Committee is of 
the view that the time has come to assess the 
training needs of the officers of the Customs 
and Excise Department afresh and to· draft a 
training policy and work out details of 
training modules. There should also be an 
exercise to identify the training needs of 
different officers. A few standard training 
modules which all officers posted to 
particular jobs should necessarily undergo 
will have to be designed. The placement 
policy should be reviewed to see that by and 
large officers posted are adequately trained to 
carry out the duties and responsibilities 
attached to the post. 

Publication of Draft Notifications 
regarding Changes in Procedures 

7.15 While there may be a case for 
bringing about changes in the rate of duty 
without prior notice, modification of changes 
in procedures can be brought about after 

. giving an opportunity to the assessees to give 
their views on the prQposed changes. The 
Committee wo~J.d recommend that the 
changes in the procedure of duty collection 
which may not have any revenue implications 
may be first published as draft notifications 
inviting comments of the assessees and 
finalised after taking into account their views. 
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7.16 The Committee is informed that 
there are a large number of court cases 
relating to the date from which a change in 
the rate of duty brought about through a 
notification, would become effective. The 
legal position is that a notification takes 
effect from the date of its publication in the 
official gazette. Where there has been delay 
in the publication of the official gazette, the 
Courts have held that the notification would 
take effect only when it was actually 
published. The Committee has already 
recommended that the system of making 
changes in the rates of duty through 
notifications should be given up. The 
Committee recognises the fact that in the case 
of indirect taxes, there would be serious harm 
to revenue if duty adjustments are made 
effective from a specified future date. Where 
it becomes inevitable to change the rate 
through a notification, it should be ensured 
that it is published on the same date in the 
official gazette and that there is no legal 
ambiguity regarding the date on which it 
comes into operation. 

Classification 

7.17 The importance of bringing about 
uniformity of assessment practices in the case 
of indirect taxes has been emphasised in the 
Interim Report21 . The two aspects which are 
relevant in this context are classification and 
valuation of excisable and imported goods. 
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7.18 In regard to classification we had 
recommended that a Tariff Guide containing 
directions of the Board in respect of all goods 
manufactured in the country and imported 
from abroad may be brought about and that 
the assessing officers should be bound by the 
directions of the Board. The Committee is 
happy to note that a few such directions have 
already been issued by the Board in exercise 
of the powers under Section 37B of the 
Central Excises and Salt Act, 1944. The 
Committee is confident that once such a 
Guide is made available to the assessing 
officers and efforts made to keep it up-dated, 
the number of disputes on classification of 
excisable goods would be drastically reduced. 
There may be some problems in settling cases 
of classification of imported goods which do 
not figure in the Tariff Guide. The details of 
such imports should be obtained from tli.e 
custom houses from time to time and 
decisions on their classifications taken 
quickly to ensure that the goods could be 
cleared without much delay. Alternatively, 
the Principal Collectors of Customs could be 
authorised to issue tariff instructions and 
uniformity brought about in regard to such 
instructions through discussions in periodical 
conferences of the Principal Collectors. 

'··' 
7.19 The problem of classification 
would in any case come down substantially, 
once the excise and customs duties are 
restructured according to our 
recommendations. For the goods that come 
under the proposed VAT, there would be only 
three rates; in addition there would be three 
rates of sumptuary excises. As for customs 
there would not be more than four or five 
rates. With such a simplified rate structure, 
there should be very little scope for 
classification disputes. 

Valuation in Central Excise 

7.20 Issues relating to valuation are the 
most contentious matters in the entire indirect 
tax system. A large number of disputes with 
high revenue implication are pending in the 
Supreme Court, High Courts and the 
Tribunal. After a long history of litigation, the 

Supreme Court finally clarified that when a 
statutory measure for assessment of the tax is 
contemplated, it need not contour along the 
lines which spell out the character of the l.evy 
itself, and a broader based standard of 
reference may be adopted for the purposes of 
determining the measure of the levy.22 
Though excise levy is on production and 
manufacture of goods, the imposition of duty 
could be at the stage which the law considers 
most convenient to impose as long as a 
rational relationship with the nature of the tax 
is maintained. The nature of the excise duty is 
not to be confused with, or tested with 
reference to the measure by which the tax is 
assessed. The standard adopted as the 
measure of assessment may throw light on the 
nature of the levy but is not determinative of 
it. Any statutory standard which maintains a 
nexus with the essential character of the levy 
can be regarded as a valid basis for assessing 

. the measure of the tax.23 
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7.21 Though the position of law 
regarding the nature and scope of'Section 4 
vis-a-vis the charging Section i.e. Section 3 of 
the Central Excises and Salt Act, 1944, has 
been propounded finally by the Supreme 
Court, the precise scope of the various 
provisions in Section 4 and the valuation 
rules with regard to admissibility or 
otherwise of the deduction of various 
expenses for the purpose of arriving at 
assessable value are still not clear. In fact, 
inspite of the decision of the Supreme Court 
in Bombay Tyres International's case 
regarding the admissibility of certain 
deductions, namely, marketing and selling 
organisation expenses, including 
advertisement and publicity expenses and 
other expenses incurred by the assessee upto 
the date of delivery, average freight and 
insurance charges, cost of secondary packing, 
storage charges, interest on inventories and 
outward handling char;pes, a later· decision of 
the Supreme Court2 was found to be 
inconsistent with the law laid down in the 
Bombay Tyres International's case. It may 
be pertinent to mention that in the Madras 
Rubber Factory (MRF) case, the dispute 'Yas 
regarding the admissibility of the followmg 
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deductions· claimed by MRF for the 
wholesale price, namely, 

a. TAC/Warranty discount, 

b. Product~ discounts i.e. (a) Prompt 
payment discount, (b) Year Ending 

·discount and (c) Campaign discount, 

c. Interest on finished goods and stocks 
carried by the manufacturer from the 
date· the stocks are cleared till the date 
of the sale, 

d. Over-riding · ~ommission as trade 
discount, 

e. Interest o~ receivables (sundry debtors 
for sales), 

f. Cost of · distribution incurred at 
duty-paid sales depots, 

g. · Turnover discount to Government, 

h. Secondary packing cost on tread rubber, 

i. Discounts to Government and other 
Departments. 

7.22 The decision of the Supreme Court 
in this case25 was, however, challenged by 
the Department and their review petition was 
allowed by the Court following the prima 
facie finding 'that in respect of certain items 
an inconsistency is present in the impugned 
judgment when regard is had to the law laid 
down by this Court in Union of India vs. 
Bombay Tyres International'. The Court 
accordingly recalled the judgment with the 
direction to list the cases for fresh 
consideration26. The final decision in the 
matter is still awaited. 

7.23 Having regard to this background, 
the Committee had made certain specific 
recommendations in the Interim Report27 in 
regard to the assessable value within the 
framework of the existing law. One of them 
related to the fixation of tariff values in terms 
of sub-section (2) of Section 3 of the Central 

Excises and Salt Act, 1944. In a recent 
decision, the Supreme Court has admitted the 
plea made by the Government in the 
Century Manufacturing Company's case28 
and declared, that Section 3(2) and the 
notifications issued thereunder were valid and 
constitutional. In the light of this judgement, 
the Government can take recourse to fixation 
of tariff values in suitable cases, such as 
sugar, acids, gases, caustic soda, and aerated 

. water. We had also suggested assessment of 
certain selected goods notified under the 
Standards of Weights and Measures Act, 
1976 on the basis of maximum retail price 
fixed thereunder. 
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7.24 In the Interim Report29, the 
Committee had also observed that as the 
Modvat or the VAT gets extended and 
becomes the main plank for raising revenue 
from domestically produced goods and 
services, it would be necessary to move over 
to a system of assessment on the basis of 
invoice value. We had recommended that a 
beginning may be made, by way of 
experiment, with the use of invoice value for 
assessment of excise in respect of selected 
commodities, which are mostly eligible for 
Modvat, in the sense that they are sold to 
taxable manufacturers. This could cover 
mostly industrial inputs. In the light of the 
experiences gained in assessing industrial 
inputs on the basis of invoice price, the 
procedural details regarding adopting this 
measure for other commodities may be 
worked out. We would like to emphasise that 
ultimately the Department has to adopt 
invoice value as the measure of assessment 
in most cases covered by Modvat or later 
VAT. 

7.25 Under the Self Removal Procedure 
(SRP), the value of excisable goods for the 
purpose of payment of excise duty is the 
value declared in the price list filed by the 
manufacturer under rule 173C of the Central 
Excise Rules, 1944 and approved by the 
Department. Different forms of price lists are 
filed depending upon various considerations, 
namely, whether the goods are sold at the 
factory gate or supplied to the customers on 
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contract basis or sold to related persons, etc. 
In the price lists so filed the manufacturer. 
declares the 'normal price' i.e., the wholesale 
price at which he ordinarily sells his goods at 
the time and place of removal to buyers who 
are not related persons. The assessee also 
declares the various expenses which are 
deductible from the wholesale price and 
derives an assessable value exclusive of these 
expenses. The Assistant Collector of Central 
Excise is required to approve the price list 
after ascertaining the veracity of the 
assessee's claims through market enquiries, if 
necessary. Upon. such approval of the price 
list, the manufacturer pays excise duty on 

. such approved value till he changes the sale 
price in which case he is required to submit a 
fresh price list. The total number of price 
lists filed by the assessees is about 350,000 
per year. Considerable time is spent on mere 
processing of these papers even in a rout~ne 
manner. Only in a few cases, market 
enquiries are actually conducted. We are 
informed that with the limited staff available, 
the nature of enquiries being made regarding 
the assessees' claims for deductions from the 
wholesale price is not satisfactory. 

7.26 If invoice is accepted as the basis 
· for assessment of Central, C(xcise duty, there 

will be no need for filing ·of price lists and 
therefore the time and effort spent in 
processing price lists could be more 
effective} y used for market enquiries and 
investigation of . cases of undervaluation. 
Though the provision for submission of price 
lists under Rule 173C may have to be 
retained for goods which will continue to be 
valued in terms of Section 4, the provision for 
approval of price lists seems to have outlived 
its utility. We are therefore of the view that 
the balance of convenience lies in doing away 
with the practice of approval of price lists and 
providing a fixed time limit of, say, two 
months from the date of filing of the price list 
by which time the Assistant Collector of 
Central Excise shall raise objections,if any, 
failing which the price declared by the 
assessee shall not be questioned by the 
Department for the purpose of assessment. 
In other words, the assessee shall submit the 
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price lists only for noting and there will be no 
need for any further communication from the 
Department unless the Assistant Collector of 
Central Excise comes to a prima facie finding 
that the price declared by the assessee does 
not correspond to the 'assessable value' as 
arrived at in terms of Section 4 of the Act. 
The Assistant Collector shall finally decide 
the issue, unless it is sub-judice, within a 
period of one month from the date of raising 
the objections. 

7.27 It should be possible to switch over 
completely to the mode of assessment based 
on invoice price if value-added tax. system is 
adopted and the rates of duties are reduced to 
a more reasonable level. The investigation 
and enforcement machinery has to be more 
alert and the prosecution provisions have to 
be strengthened. Ultimately, the Department 
has to adopt, as already stated, the invoice . 
value as the measure of assessment in all 
cases covered by Modvat (and later VAT) 
excepting those goods which can be assessed 
to duty on the basis of tariff value ,and on the. 
basis of maximum retail price fixed.30 If the 
invoice . value is adopted, as · the basis of 
assessment, the question might still be raised 
as to whether various discounts should be 
allowed as has been claimed in 'the past. 
When VAT is adopted, it is best to follow 
international practice in this regard .. It would 
also be necessary to move away from one to 
one correspondence between individual units 
of goods cleared and the invoices raised at the 
depots, in the case of depot sales. 

Short Recovery and Refunds 

7.28 The normal period for issue of a 
show cause notice in regard to duties not 
levied or short levied is six months from the 
date of payment of duty. lq the case of 
indirect taxes the incidence. of the tax, 
ultimately gets shifted in most cases to the 
consumer and once the goods have changed 
hands, it would not normally be possible for 
the assessee to collect the differential duty if 
demanded by the Department at a later date. 
Recently the law has been amended to 
provide that no refund of customs and excise 
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duties would be granted unless the incidence 
of higher duty has not been passed on by the 
assessee to any other person. This is based on 
the doctrine of 'unjust enrichment'. 
Particularly in the context of this provision, it 
has to be ensured that the assessment 
practices do not result in undue 
impoverishment of the assessee. In the 
circumstances, we would recommend that 
time for demand of duty short recovered may 
be brought down from six months to three 
months>,, 

7.29 There were several representations 
before. the Committee in regard , to the 
amendment relating to refund of customs and 
excise duties referred to in the earlier 
paragraph. The system which has been 
evolved of creating a Consumer Welfare 
Fund into which will be credited all amounts 
of duties paid by the manufacturer or borne 
by the buyer if he had passed on the incidence 
to any other person, in the Committee's view, 
creates· complications in the tax system which 
are better avoided. The possibility of such 
enrichment will be considerably reduced, if 
the period , for which the refund can be 
granted is reduced to three months. This 
would be in line with the recommendation 
regarding reducing the period for demanding 
duty short recovered to three months. It is 
understood that the legality of the provisions 
introduced with effect from 1st August, 1991 
has been the subject matter of litigation in 
yarious courts. The Bombay High Court has 
decided in one case that the doctrine of unjust 
enrichment has no application where the 
imported goods are either consumed by the 
importer or used by him in the manufacture of 
other products.31 The same consideration 
may also apply to excisable goods captively 
consumed within the factory production. The 
Government could consider modifying these 
provisions after the Courts decide the basic 
question of the legality of the provision. 

7.30 In the Finance Act, 1992 the level 
of the· officer exercising the powers of issue 
of show cause notice for demanding duty for 
the extended period of five years under the 
proviso to sub-section (1) of Section llA of 
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' 
the Central Excises and Salt Act, 1944 and 
Section 28 of the Customs Act, 1962 has been 
changed from the Collector to proper officer. 
The Committee has received representations 
from some organisations to the effect that this 
will result in indiscriminate use of the 
powers, which should be used only in cases 
of suppression of facts or collusion, fraud, 
etc. It was ptecisely in view of these 
considerations that the law was amended in 
1985 to provide that the ·decision to invoke 
the proviso should be taken at the level of the 
Collector. Considering the revenue bias often 
discernible in the case of many officers at the 
lower level, it is not surprising that in very 
many cases the legal provisions are stretcned 
to bring them within the ambit of the proviso, 
as it refers to short recovery by reason of 
'contravention of any of the provisions of the 
Act'. There will be a . more judicious 
application of this provision if the decision to 
invoke the proviso is taken at a higher level. 
It is understood that the Board has issued 
instructions that notwithstanding the 
amendments, only Collectors of Customs and 
Central Excise (Judicial) will invoke the 
proviso in question. The Committee would 
suggest that the position in the law prevailing 
before the amendment in this Finance Act 
should be restored. 

Pendency of Provisional Assessments 

7.31 In the case of Central excise, there 
is a huge pendency at present of provisional 
assessment cases and many cases have been 
pending for a long time. We would 
recommend that a time limit of six months 
may be fixed for finalisation of provisional 
assessments except in exceptional cases like 
those relating to variation clauses in 
contracts. There could be similar time limits 
for finalisation of classification lists and price 
lists. While it may not be necessary to 
incorporate these time limits in the statute, 
the executive instructions in this regard 
should be strictly enforced. The provisional 
assessment should become the final 
assessment at the end of six months, if the 
assessing officer does not issue a notice of 
revision within that time limit. 
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Customs Expertise in Central Excise 
Collectorates 

7.32 The Committee observes that there 
are a large number of vacanCies in the cadre 
of appraisers. This may be consequent to 
unrealistic estimation of the requirement of 
direct .recruits at the level of appraisers. Steps 
may be taken to get these vacancies filled as 
early as possible. The Committee would urge 
that in order to implement the tax refoims 
which the Committee has recommended, it is 
of utmost importance that the personnel, 
particularly at the assessment level, should 
have the necessary expertise. 

7.33 The customs work is fast moving 
into the interior of the country with . the 
setting up of .air cargo complexes, Inland 
Container Depots, Container Freight Stations, 
100 per cent Export Oriented Units, etc. The . 
customs work within the Central Excise 
Collectorates are mostly attended to by the 
Central excise officers. There is immediate 
need for improving the level of customs 
expertise available in the Central Excise 
Collectorates. While there may be a case for 
providing promotion avenues to the Central 
excise officers who have, shown a flair for 
customs work within the Central· Excise 
Collectorates by promoting them as 
Appraisers, there may also be a case for 
directly recruiting Appraisers for attending to 
this work. The Committee recommends that 
regional cadres of customs Appraisers who 
would be transferable within the 
Collectorates of the region should be created. 

7.34 With the improving of the customs 
expertise in the Central Excise Collectorates, 

-there would be better arrangement for audit of 
customs documents relating to Inland 
Container Depots, Container Freight Stations, 
air cargo complexes, etc. This is an area 
where the present arrangement seems to be 
unsatisfactory. 

Test!ng Facilities in Chemical Laboratories 

7.35 In spite of the recommendations of 
a number of Committees, including the 

147 

Indirect Taxation Enquiry Committee, the 
testing facilities within the Central Excise 
and Customs Department remain woefully 
inadequate. The main reasons for this state of 
affairs are: (i) inability of the Board in 
following a stable personnel policy for .the 
Central Revenue Laboratory and Central 
Revenue Chemical Services; (ii) absence of 
modem equipment and methodology of 
testing; and (iii) lack of interaction between 
technical experts and the tax policy makers in 
regard to policy changes in tax rates and 
procedures and the consequent changes in the 
fr~quency .of testing, testing methodology etc. 
The Committee is of the view that this matter 
should be looked into in all its aspects and 
measures evolved to make the Central 
Revenue Laboratory a competent test house 
for the Department. 

Other Points 

7.36 We would also like to discuss some 
other points relating to administration of 
indirect taxes, where improvement is called 
for: 
a. Procedure of collection of excise duty 

on matches and cigarettes 

7.37 The growth of excise duty 
collections from matches as a percentage of 
total revenue has been steadily declining from 
2.21 per cent in 1968-69 to 1.09 per cent in 
1973-74, 0.18 per cent in ,1989-90 and 0.15 
per cent in 1992-93 (Budget estimates). The 
duty on matches is collected through: 
banderols and the cost of co~lection in the 
case · of matches tends to be high. The 
Committee feels that considering the relative 
significance of the revenue from matches, the 
feasibility of doing away with banderolling of 
matches should be examined. 

7.38 Cigarettes on the other hand 
account for a substantial portion of the 
Central excise revenue and its share in the 
total revenue has been constant over the 
years, around 9 per cent. [The actual 
collections have gone up from Rs.107.39 
crores in 1968-69 to Rs.1009.25 crores in 
1984-85 and Rs.2650 in 1992-93 (BE)]. 



Problems of Administration of Indirect Taxes 

There have oeen a number of reports of 
evasion of duty on cigarettes. This 
commodity lends itself easily to the system of 
collection of duty through banderolling. The 
feasibility of such a system should be 
examined. 

b. Excise documentation 

7.39 It is on the basis of the revenue 
shown as·paid in the gate pass that Modvat 
credit is taken by the user of the commodity 
covered by the document. The statutory form 
of gate pass for removal of excisable goods 
should provide for the indication of the total 
duty paid in words. This is essential as this 
may minimise the chance of the figures of 
duty on the gate passes getting fraudulently 
changed. 

7.40 Factories producing · some 
manufactured commodities like tyres and 
polyester stable fibre,· are placed under 
physical control. In these cases the clearance 
document is Application For Removal 
(AR-1). These commodities have been kept 
under physical control because of the high 
incidence of duty and persistent reports 
regarding duty evasion. Otherwise, these . 
commodities are in no way different from 
other commodities covered under SRP (In 
fact, the aforesaid commodities were earlier 
covered under SRP). While control could be 
exercised at the time of removal of the goods 
from the factory, there is no reason why the 
documentation and assessment procedure 
should be different from what is applicable to 
other commodities under SRP. It is. also 
necessary to review the present system of 
control to see whether it has resulted in better 
compliance on the part of the assessees than 
what could be ensured when these 
commodities were covered by the SRP. 

c. Reversal of Mod vat credit on inputs 

7.41 In regard to inputs where the credit 
is taken under Modvat, there is a provision in 
excise law that in case such inputs are cleared 
as such it should be subjected to duty, as if 
they were manufactured by the user of the 
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input. This creates unnecessary 
complications in the working of the system 
and avoidable disputes between the 
Department and the assessees. The 
Committee is of the view that in the case of 
such clearances, it should suffice if the credit 
taken initially is merely reversed. There is 
very little chance of the assessees misusing 
such a facility. . 

d. Clearance of imported goods 

7.42 A suggestion was received that 
certain categories of importers like public 
sector undertakings and reputed firms who 
have repetitive imports could be permitted 
clearance of imported goods on the basis of 
their own declaration without any hold up at 
the port. The assessment can be completed 
on . the basis of the documents, after 
examining the goods if necessary at the 
premises of the importers. The Committee 
has endorsed this view. We are happy to note 
that this and some other matters which the 
Committee had occasion to discuss with the 
Collectors of Customs have already been 
given effect to by the CBEC. 32 

7.43 In the context of India ratifying the 
GATT Valuation Code, information 
regarding the international prices of 
commodities annually imported has assumed 
greater significance. While even as it is 
considerable information is being collected 
through individual initiative, a formal system 
for this purpose ought to be evolved. A 
useful input for this purpose would be 
provided by our Embassies and High 
Commissions. The commodities in regard to 
which there should be a continuous watch of 
the trends in prices should be selected and 
arrangements made for keeping updated 
information in the computer data bank. 

7.44 The delayed clearance of air cargo 
is many a time due to the delay in the receipt 
of intimation by the importers from the 
airlines or the Container Corporation of India, 
even though the delay in the eyes of the 
importer is attributable to the customs. There 
should be adequate interaction between the 
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Customs and the agencies involved, in order 
to ensure that such delays are minimised. 

7.45 The Committee is of the view that 
the period of warehousing has to take into 
account the needs of the consuming industry 
and the high level of financing cost. We 
would recommend that in the present 
circumstances a minimum period of three 
months would be a more reasonable period 
for the importing public as against the 
existing period of one month. 

7.46 The value limit for import of 
parcels by post, free of duty was fixed some 
time back. There may be a case for upward 
revision of this limit. In this context, the 
Committee notes that the lhnit for duty free. 
import of baggage items has recently been 
enhanced from Rs.2400 to Rs.3000. 

7.47 At present, baggage in excess of 
the duty free limit of Rs.3,000 is taxable at 
255 per cent. This rate might be brought 
down in the course of the restructuring and 
reducing of the import tariff. Meanwhile, 
learning from the beneficial results obtained 
from the limited Gold Import Scheme, we 
would recommend that the .. • Government 
should introduce a special scheme in respect 
of baggage of those who are returning to 
India after a stay abroad of at least six 
months. The rate of duty on the dutiable 
goods contained in the baggage of these 
passengers in excess of Rs.3,000, should be 
100 per cent if paid in foreign currency, upto 
a limit of Rs.1 lakh. Such a scheme will 
enable the Government to earn foreign 
exchange, while giving adequate protection to 
domestic industry. 

7.48 In regard to the incorporation of 
tariff and exemption notifications in the 
computer data bank, there was divergence of 
view among the ·Collectors of Customs with 
whom this matter was discussed. The 
Committee, however, would recommend that 
the Harmonised System of nomenclature 
which is available in the form of floppies 
with the Customs Cooperation Council can in 
any case be fed into the computer. In addition 
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an alphabetical index of all goods imported 
indicating the customs classification and 
current rates can also be evolved, which 
should be available on tap in all of the 
terminals throughout the country. This will 
greatly facilitate the customs classification. 
Whenever new imports requiring a 
classification are noticed, the matter should 
be taken up at the highest level and the 
Board's rulings incorporated in the index 
promptly. A similar data bank in regard .. to 
the value ranges of important products can 
also be set up once the information in this 
regard based on past imports is fully fed into 
the computer. 

e. Dissemination of Information relating 
to international customs experience 

7.49 There , is inadequate appreciation 
among the senior officers of the Customs 
Department about the international customs 
law and customs procedures. One of the 
reasons for this is the lack of information in 
regard to these matters, which is available in· 
the publications of foreign customs 
administrations and of the Customs 
Cooperation Council. We would recommend 
that an International Division may be set up 
in the Board under a senior officer not below 
the rank of a Director for collection and 
dissemination of information relating to 
international experience in customs 
administration and dissemination of the 
information among the custom houses. This . 
division may also deal with the international 
conventions relating to customs matters~ 

f. Computerised manifest clearance 

7.50 The supply of manifests by 
shipping agents in computer diskettes or 
floppies has been accepted in principle and 
one of the custom houses has already initiated 
the process of acceptance of such manifest. 
The clearance of manifest can also be 
effected through the computer once the entire 
manifest and clearance particulars are fed into 
the computer. This will remove the delay in 
the manifest clearance and the subsequent 
action if any against the steamer agent. 
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g. Field security at the airports 

7.51 During our discussion, the 
Collectors of Customs referred to the 
inadequate arrangement for field security at 
the airports\which over a period of time have 
become huge, ·with a large number of 
operations such as loading, unloading and 
transhipment, taking place at various points 
simultaneously. There was a general 
agreement that at the airports the security 
would have to be tightened considerably in 
order to .safeguard revenue; This would 
require provision of adequate manpower and 
modem gadgets like closed-circuit televisions 
(CCfVs). The accountability of field 
security from the customs angle will have to 
be squarely placed on one officer in each shift 
so that the omission, if any, in regard to this 
matter does not go unpunished. The revenue 
potential in this matter is very high according 
to the perception of the Collectors. Similarly, 
there has to be proper check on uncleared 
goods lying in the docks and the airports. 
The same consideration will also apply to 
expeditious disposal of confiscated goods. 
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h. Drawback 

7.52 The suggestion to transfer the 
drawback work to the Ministry of Commerce 
seems to have been given up. There are 
complaints in regard to the delay in the 
fixation of drawback rates - both all industcy 
rates and brand rates. The Board may 
consider to what extest the computer facility 
can be made use of for expediting the 
drawback rate fixation. 

I. Augmenting staff for a~ditional work 

7.53 We learn that there is invariably a 
delay in augmenting the staff strength 
whenever additional work was placed on the 
Collectorates. The Committee feels that there 
should be automatic sanction of staff on the 
basis of norms to be evolved wherever a new 
unit like Inland Container Depot (lCD), air 
cargo complexes · and Container Freight 
Station (CFS) are established. The 
Committee was informed that a beginning 
had already been made in this regard in the 
case of one of the newly created units. 
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APPEALS AND APPELLATE PROCEDURES 

The System of Appeals and its Working 

8.1 The direct taxes laws and the 
customs and Central excise .laws provide for 
an elaborate appeal system to protect the 
interests of the taxpayers. Briefly the 
structure is as follows: 

a. First appeal against the order of the 
assessing officer lies, in customs and 
Central excise matters, to the Collector 
(Appeals) and in the case of direct tax 
matters, to Deputy Commissioner 
(Appeals) or Commissioner (Appeals) 
depending on the quantum of taxable 
income as well as the form of 
organisation of the taxpayer. 

b. First appeal against the 
order-in-original of Collectors or 
Commissioners, as the case may be, lies 
to Customs, Excise and Gold (Control) 
Appellate Tribunal (CEGAT) or 
Income tax Appellate Tribunal (IT AT). 

' .• 
c. Appeal against the order of Collector 

(Appeals) or Commissioner 
(Appeals)/Deputy Commissioner 
(Appeals), as the case may be, lies to 
the CEGAT or ITAT, respectively. 

d. The disputed questions of law, if any, 
arising from the order of the Tribunal 
are referred to the High· Court for 
decision. Appeals against the decisions 
of the High Courts lie to the Supreme 
Court. 

e. However, in respect of classification 
and valuation matters under the 
customs . and Central excise laws, 
appeal against the orders passed by the 
five Special Benches of the CEGAT lie 
to the Supreme Court directly. 

8.2 After hearing various chambers, 
associations, departmental officers, lawyers 
and the Presidents of CEGAT and ITAT 
expressing dissatisfaction over the existing 
arrangements for dispensation of Appellate 
remedies, the Committee .has identified the 
following specific problem areas: 

a. A large number of pendencies in the 
Tribunal in the case of appeals under 
the customs and Central excise laws 
and huge pendencies at all · appellate 
lev~ls . in the case of appeals under 
direct tax laws; 

b. Absence of any clear-cut guidelines to 
guard against frivolous appeals; _ 

c. Lack of adequat~ facilities to appellate 
authorities and members . of the 
Tribunals; 

d. Inadequate infrastructural support to 
Departmental Representatives who are 
often pitted against very senior 
experienced lawyers representing the 
assesses; and 

e. Selection of unsuitab.le personnel as 
Departmental Representatives and 
absence of requisite training 
programmes. 

8.3 Since, as the saying goes, justice 
delayed is justice denied, it is important that 
all stages of the appeal process be 
expeditious. Many countries impose a time 
limit at the Departmental stage in the law for 
the disposal of an appeal and it is for the most 
part met. Unfortunately, to the detriment of 
the appeals system, there are much longer 
delays at the Court stages. In recognition of 
the seriousness of this sitl!ation, many 
Governments authorise the appointment of 
special judges, etc., to increase the effic~ency 
of the court system. 
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8.4 The Committee notes with 
-satisfaction that the rate . of disposal of 
appeals. _at the level of Collectors (Appeals), 
customs and- Central excise has been higher 
than the rate of receipts since 1988-89. The 
information received , · from the CBEC 
regarding\ appeals received and disposed of 
d~ring 1988-89 to 1990-91 are given below: 

Year No. of appeals No. of 
received disposa. 

1988-89 5315 6329 
1989-90 5190 5781 
1990-91 3813 5113 

8.5 In the case of direct ta.Xes, 
however, the pendency of first appeals has 
increased considerably from 96,858 as on 

. , 1.4;1986 to 1,58,604 as on 1.4.1992, though 
the average disposal. . . by Commissioner 
(Appeals) has increased from 536 per annum 
to 653 per annum during the period 1986-87 
to 1991-92, while the · number of 
Commissioner of Income tax (Appeals) has 
increased from 105 to 141 during the same 
period. Given this state of affairs, taxpayers 

· cannot hope to get a decision earlier than a 
minimum of 18 months. Generally, in all 
cases before _the Commissioner (Appeals) any 
point arising once tends to be repeated year 
after year. If, therefore, a dispute arises on 

. any such point, it generates repetitive appeals. 
We must also note that there is considerable 
resentment against the unreasonable or 
unhelpful behaviour of some of the 
Departmental appellate authority. 

8.6 If the first appellate order were to 
be forthcoming not later than six months and 
assuming it is against the Department, a 
decision could be taken on whether a second 
appeal needs to be filed well before the 
assessment for the subsequent year is 
finalised. . If the first appellate . order is 
accepted, the · assessing officer would not 
repeat the additions in the subsequent year. 
Similarly, in many cases the taxpayer would 
also come to accept the views of the 
Department after he has lost in the first 
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appeat.3~ In either case, repetitive appeals to 
the Commissioner (Appeals) would be 
avoided. 

8.7 It is to be recognised that long 
delays in the disposal of appeals created 
uncertainty in regard to interpretation of tax 
laws thereby inhibiting voluntary compliance. 
Further, the ambiguity in the tax laws (for 
which, of course, the administration is 
responsible) being ihe cause for a large 
number of appeals, there is an in-built bias 
against small taxpayers who do not have easy 
access to expensive and expert tax advice. 
The instructions of the Board to dispose of 
high-demand appeals on a priority basis 
further increases the compliance burden on 
small taxpayers in so far as the average time 
taken to dispose of smaller appeals increases 
substantially, thereby, imposing higher 
interest burden on the smaller taxpayers. 

8.8 It is necessary to institute an 
appeals system through which justice would 
be forthcoming expeditiously, particularly at 
the first appellate stages. We, therefore, 
recommend that the average time for disposal 
of appeals relating to both direct taxes and 
indirect taxes should not exceed a period of 
six months at the first appellate stage. In the 
case of direct taxes, the existing average time 
for disposal is about eighteen months. We 
recommend the creation of a suitable number 
of additional temporary posts of 
Commissioner (Appeals) for a period of two 
to three years to reduce the average time for 
disposal to not more than six·months. Within 
that period, the implementation of the 
recommendations we make here would, we 
hope, substantially reduce the number of 
appeals preferred. 

8.9 The taxpayer or the Department 
aggrieved by the order of the first appellate 
authority files a second appeal to the ITAT or 
CEGAT, as the case may be. The pendency 
position in both the Tribunals is quite 
alarming. The position relating to institution, 
disposal and pendency of appeals in the ITAT 
is as follows: 
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Year Opening Insti- Dispo- Pend-
balance tution sal ency 

1988-89 114747 74748 452481 44247 
1989-90 144247 78673 588851 64035 
1990-91 164035 75384 497551 89664 

8.10 The pendency position in respect of 
appeals preferred to CEGAT is as follows: 

Year Opening Insti- Dispo- Pend-
balance tution sal ency 

1988-89 29062 14875 9492 34445 
1989-90 34445 18374 13012 39807 
1990-91 39807 15574 15537 39844 

8.11 The pendency position is 
worsening with the net addition of about 
25,000 cases per year in ITAT and about 
6500 cases per year in CEGAT, to the already 
staggering level of pendency. Even if the net 
addition were to come down to 50 per cent, it 
would take at the minimum 8 to 10 years to 
liquidate the existing pendencies in both the 
Tribunals at the current rate ofdisposal. It is, 
therefore, doubtful whether these institutions 
are in a position to provide remedial justice to 
the assessee or the Department unless 
immediate measures are taken to improve the 
efficiency of these institutions and to change 
the procedures, where needed. 

Huge and Rising Pendencies 

8.12 The huge pendencies in the 
Tribunals are attributed to the following: 

a. Repetitive appeals: The long delays in 
High Courts and the Supreme Court 
have a snow-balling effect on the 
institution of appeals at the lower level. 
An example on hand is the issue 
relating to whether in determining the 
'actual cost' under Section 43(1) of the 
Income-tax Act for the purpose of 
allowing depreciation and investment 
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b. 

allowances, the subsidy received from 
the Government is to be deducted from 
the cost of the asset. We understand 
that about 10,000 cases are pending 
with the Madras Bench of the ITAT on 
this issue, on which a final verdict is yet 
to be given by the Supreme Court. 
Similarly, a number of appeals on 
valuation disputes in Central excise are 
pending with Collector (Appeals) and 
CEGAT on specific issues which are to 
be decided by the Supreme Court in the 
MRFcase.34 

Under-staffed Benches: Even though 
38 benches have been sanctioned in the 
ITAT, the number of effective Benches 
functioning as on 1.1.90 was 28 which 
further went down to 26 as on 1.1.91. 
If only all the Benches were to function 
simultaneously, the number of 
pendencies in the ITAT would have 

. been about 40 per cent less. In the case 
of CEGAT, there are vacancies of five 
members - 3 technical members and 2 
judicial members for more than one 
year. There was a long delay in the 
appointment of the President of 
CEGAT and the appointment was 
finally made only after a direction by 
the Supreme Court. 

c. Seeking of frequent adjournments 
both by the Department and the 
taxpayer: Very often the Department 
seeks adjournment primarily because 
the Senior Authorised Representative is 
either busy at some other Bench, or 
because the records have not been 
received from the assessing officer, or 
because the paper books have not been 
delivered in time. Similarly, even 
taxpayers seek adjournments on the 
plea that their Representative is busy at 
some other Bench or Court. 

d. Lack of co-ordination between the 
Chief Departmental Representative 
and the Collectors/Commissioners: In 
many cases the Bench seeks .further 
information from the field formation to 
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have full appreciation of the relevant 
facts. The office of the Chief 
Departmental Representative (CDR) 
often finds it difficult to collect the 
required information from the field 
formafJons. This has been one of the 
important causes for delay in the 
disposal of the appeals. · 

e. Lack of mechanism to prevent filing 
o( petty appeals, etc: Lack of 
mechanism or rules to prevent filing of 
appeals by the officers of the 
Department even where the amount 
involved is small as also the tendency 
of the Department to appeal against the 
orders of the Tribunals, instead of 
changing the law with prospective 
effect, if the intention of the law is 
different. 

8.13 While many of these problems 
would have certainly affected the efficiency 
of the Tribunal, the Committee is of the view 
that the problem of huge pendencies and 
denial of quick justice can be effectively 
tackled only by striking at the root of the 
problem, i.e., generation of too many appeals. 
With the implementation . of our 
recommendations on changes in the tax 
structure which wotJld have the effect of 
reducing the institution of appeals at the first 
appellate stage, the preferment of appeals to 
the ITAT/CEGAT would also be reduced • consequent! y. 

Remedial Measures 

8.14 About 60 per cent of the appeal 
cases in· the Central Excise and Customs 
Department relate to classification and 
valuation disputes,. We have already dealt in 
considerable detail with the existing problems 
in regard to classification and valuation 
matters in paras 7.17 to 7.27 of Chapter 7. It 
could be expected that our recommendations 
to amend the laws and procedure relating to 
classification and valuation matters and our 
earlier recommendations of bringing down 
the tax rates and reducing the number of 
rates, and removal of all end use based 
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notifications will result in substantial 
reduction in ~he number of appeal cases. 
Similarly, m direct taxes, our 
recommendations relating to the presumptive 
tax scheme, estimated income scheme and 
elimination of a number of tax concessions 
would substantially reduce the institution of ... 
appeals. 

8.15 The Committee strongly feels that 
appeals should not be preferred by the 
Department in a routine manner. Clear-cut 
guidelines should be given by the Board to 
the Collectors/Commissioners to the effect 
that an appeal should be preferred to the 
Tribunal only when substantial questions of 
law. are involved and the Department is likely 
to win having regard to the case laws on the 
same matter or similar matters. The 
Collectors/Commissioners should be held 
accountable for the wastage of time and 
resources of the Department and the 
Tribunals by making frivolous appeals. 

8.16 The CBDT has prescribed a 
monetary limit of Rs.10,000 as the tax 
liability for filing Departmental appeals to 
ITAT. We suggest that this limit should be 
increased to Rs.25,000. The CBEC should 
also prescribe the same monetary limit. These 
limits shall apply only to disputes which 
relate to procedural matters and where no 
substantial question of law is involved. It 
may be mentioned here that during the course 
of our meeting with the CBEC, the latter 
reacted favourably to the proposal for 
prescribing a monetary limit in respect of 
customs/excise duty involved of Rs.25,000, 
so that cases which involve duty below the 
limit would not be taken to the CEGAT by 
way of second appeal. 

8.17 The Boards should ordinarily accept 
the decision of the Tribunal unless the 
decision is seen to be erroneous having regard 
to the intention of the legislature and the 
decisions of the Court on the same question · 
of law. Once the decision of the Tribunal is 
accepted by the Boards, a corresponding 
amendment of law may be made if necessary. 
Where amendment of law is not considered 
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necessary, suitable instructions should be 
given to the field formations to ensure that 
such disputes do not occur in future. 

8.18 The above measures will reduce 
the institution and pendency of appeals in the 
two Tribunals. 

8.19 According to the figures furnished 
by the CBEC, the Department has in 1990-91 
lost in 1200 cases while 1386 appeals were 
preferred before CEGAT. Though these two 
figures alone do not indicate the perc.entage 
of the Department's appeals dismissed by the 
Tribunal, we have been give_n to understand 
that in the majority of cases before CEGAT 
and ITAT, the Departments fail to 
substantiate their cases. Apart from the 
reasons already discussed in the preceding 
paras, another important factor is the lack of 
adequate infrastructural support to the· 
Departmental Representatives. The tasks that 
these Departmental Representatives have to 
perform are made more difficult by 
inadequate support from the 
Collectors/Commissioners. In most of the 
cases, the concerned files or the cross 
objections of the Collectors/Commissioners 
are not sent in time to the office of the CDR. 
Very often, even the appeal 'fuemoranda are 
incomplete. On top of this, the Departmental 
Representatives have to argue against very 
senior and more experienced counsels 
representing the assessees. Adequate time is 
also not available · to the Departmental 
Representatives to go through the case 
records and case laws for arguing on an 
average 6 to 7 cases per head per day. This 
has given rise to disappointment and 
frustration even among the best of the 
Departmental Representatives. Lack of 
incentives and the feeling that fighting for 
the Department is an unrewarding task have 
made it difficult for the Department to find 
willing candidates for the job. As a result, a 
number of Departmental Representatives in 
the two Tribunals are unwilling officers who 
do not often have the requisite knowledge, 
skill and aptitude. 
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8.20 Obviously, there has to be a 
substantial improvement in the quality of 
personnel in the office of the CDR for 
safeguarding the interests of revenue. The 
Government can get much more by giving a 
little, by way of incentives, to the 
Departmental Representatives. We, 
therefore, recommend that a special pay 
should be given to the Departmental 
Representatives at the same rate as given to 
the faculty members in the training 
establishments. This will make · the 
Departmental Representatives more 
motivated and help in presenting the 
Department's case more effectively before: 
the Tribunals. Government revenue will be 
in safer hands as special pay will surely 
attract better talent in the Department, who by 
virtue of their merit, experience and 
professional qualifica\ions will be more 
equipped to meet this challenging task. Since 
the National Court of Direct Taxes and the 
Central Revenue Tribunal are to be set up, it 
may be a good idea to gradually build up a 
specialised sub-cadre within the two revenue 
services, manned by revenue officers having 
a special flair for legal and judicial work. 
Periodical training programmes at least · of 
one month's duration should be arranged for 
these officers as a continuing programme for 
this specialised work in the two Departments. 

8.21 It is also necessary that the judicial 
cells in CBEC and CBDT prepare suitable 
computer programmes with the help· o~ 
experts for codifying all case laws on 
different points of law in direct and indirect 
taxes and circulate the same to the field 
formations. The office of the CDR should 
have a computer cell which will update the 
codification work from time to time. The 
Departmental Representatives should be able 
to draw upon the information on relevant case 
laws provided to them by this . cell for 
arguing their cases. 

8.22 Needless to say that the 
improvement in the quality of work of the 
Departmental Representatives alone will not 
be sufficient. It is equally important that the 
Collectors/Commissioners effectively 
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coordinate with the office of the CDR so that 
all facts and legal points are brought to the 
notice of the Departmental Representatives 
arguing their cases. Concerned files and all 
relevant papers including a brief note 
surveying the judicial decisions ·on the same 
matter or similar matters should be sent to the 
office of the CDR well in time. The Boards 
should issue appropriate instructions to the 
Collectors/Commissioners to this effect. In 
order lo ensure more effective cooperation 
from· the Collectors/Commissioners, we 
suggest that a very senior Collector/ 
Commissioner should be posted as the CDR 
in CEGAT/ITAT. The CDR in the apex 
Tribunal should be of the rank of Principal 
Collector/Chief Commissioner. 

' ' 

8.23 It is understood that there are four 
vacancies in the post of members in CEGAT. 
We are surprised to learn that 50 per cent of 
the posts of private secretaries and 
stenographers attached to CEGAT members 
are lying vacant. We would urge the 
Government to immediately fill up the vacant 
posts of members, private secretaries and 
stenographers. The members of the Tribunals 
should be provided with some furniture and a 
modestly equipped library of books at their 
residences, as is done in the case of judges, to 
enable them to work at home. 

Setting up of Tribunal under Article 323-B 

8.24 While examining the n·eed for 
decentralisation of the system of 
administration of justice and establishing 
other tiers or systems within the judicial 
hierarchy among others to reduce the volume 
of work in the Supreme Court and the High 
Courts, the Law Commission of India also 
had the occasion to examine the judicial 
procedures and the existing vertical hierarchy 
of Tribunals and Courts involved in tax 
litigation. The Commission's 115th Report 
on Tax Courts obsetved that while the time 
lag between the date of assessment order and 
the order of the IT AT disposing of the appeal 
was about three years, the delay really 
occurred after the decision was rendered by 
the ITAT, when either the assessee or the 
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revenue moved an application for reference 
and the matter landed in the High Court. The 
bottleneck was at the level of reference under 
Section 256 (1) or Section 256(2), as the High 
Court was unable to handle the references 
within a reasonable time. Hence, it 
recommended the setting up of a Central Tax; 
Court with an all-India jurisdiction which 
will, inter-alia, "introduce an all-India 
perspective in the matter of interpretation of 
tax laws" and eliminate conflicting decisions 
amongst various High Courts, thereby 
reducing the inflow of cases to the Supreme 
Court. 

8.25 The Government has delayed setting 
up the Central Tax Court, as recommended 
by the Law Commission. The pendency of 
cases relating to direct tax matters in the High 
Courts has further increased since the 
submission of the 115th Report of the Law 
Commission. The archaic procedure under 
Section 256(1) and Section 256(2) of the 
Income-tax Act continues to exist in the 
statute. The announcement by the Finance 
Minister in this year's Budget speech, of the 
Government's decision to set up the National 
Court of Direct Taxes and to amend, for 
customs and excise matters, the Central 
Revenue Appellate Tribunal Act, 1986 and 
set up the Tribunal is, therefore, very timely. 
These two Tribunals proposed to be 
constituted under Article 323-B of the 
Constitution of India will replace the 
jurisdiction of the High Court to hear 
reference applications on points of law. 

8.26 During the course of hearing before 
us, it was argued by the Presidents of both 
ITAT and CEGAT that the existing Tribunals 
should be elevated to take on the role of an 
Article 323-B Tribunal, if it is ultimately 
decided to constitute one. Their contentions 
were based on the following: 

a. It would be far more economical and 
time saving to convert the existing 
Tribunals · into an Article 323-B 
Tribunal than to set up an altogether 
new institution, duplicating 
infrastructural and other facilities; 
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b. Over the years, the decisions of the 
Tribunals have found a wide measure of 
acceptability thus bringing about 
finality to many issues, implying 
thereby, that the Tribunals are 
competent to take on the role of an 
Article 323-B Tribunal. 

8.27 The Committee does not favour 
this line of approach. What is much more 
important tha,n bringing about some economy 
is the faster dispensation of justice in tax 
matters. Considering that cases involving 
huge amounts of revenue yet to be collected 
are pending in the High Courts and the 
Tribunals, and considering also the wastage 
of time and effort of the tax collection 
machinery in processing these cases, it will 
only be in the interest of revenue to think of 
an arrangement which brings about quicker 
settlement of disputes. Moreover, if the 
existing Tribunals are elevated to Article 
323-B Tribunals, the backlog of four to five 
year's cases pending in the Tribunals along 
with the large number of cases pending in the 
High Courts would be transferred to them and 
the infant institutions will be saddled with an 
unbearably huge pendency from the date they 
commence functioning. In order to reduce 
the pendency, additional facilities will have 
to be created. Further, the intention is not 
that one stage of appeal should be cut out. 
With the ITAT/CEGAT and the Article 
323-B Tribunals in existence, the assessee 
will have the facility of appealing against the 
decision of the Commissioners/Collector 
(Appeals) once on facts and then again once 
on questions of law. 

8.28 The Committee is, therefore, of the 
view that the decision of the Government to 
set up a National Court of Direct Taxes and to 
revive the Central Revenue Tribunal for 
Excise and Customs which will replace the 
jurisdiction of the High Court should be 
implemented without any further delay. With 
the setting up of these Tribunals under Article 
323-B of the Constitution, there will be no 
scope for conflicting decisions as on 
referential applications to High Courts. The 
Committee suggests that these two Tribunals 
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should be integrated into one apex body i.e. 
the National Revenue Tribunal (NR'l) with 
two separate wings for direct taxes and for 
Central excise and customs. Such an 
arrangement will have certain inherent 
advantages like having common 
infrastructural facilities. The judicial 
members for this Court could be appointed 
for both the direct and indirect taxes. Since 
the choice will be wider, a larger number of 
candidates will be available for these posts. 

8.29 At present the appeal against the 
orders of Special Benches of the CEGAT in 
classification and valuation matters lie to the 
Supreme Court and not to the High Courts. 
The Committee is of the view that there need 
not be any difference in regard to the channel 
of appeal against the orders of the two 
Tribunals, i.e., CEGAT and ITAT, once the 
NRT comes into being. Appeals against the 
orders of Collectors in respect of 
classification and valuation matters should be 
filed before the Special Benches of CEGAT 
as at present, but the appeal against the 
decision of these Special Benches in such 
matters should lie with the NRT. 

8.30 The Committee is also of the view 
that the Department of Revenue should not 
have any administrative control over the 
CEGAT and the proposed new Tribunal and 
that the Ministry of Law should be charged 
with the · administration of these two 
institutions, just as that Ministry is 
administering the ITAT now. 
Simultaneously, the terms and conditions of 
service of the Members of CEGAT and ITAT 
should be equated. 

8.31 Each Bench of the new appellate 
Body should comprise atleast one Member 
(Judicial) and one Member (Accounts)/ 
Member (Technical). The eligibility 
conditions for appointment as members and 
President should be prescribed keeping in 
view the functions of these bodies, the 
eligibility conditions for appointment of 
members in the ITAT, CEGAT and High 
Courts. 
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8.32 ~Since these new appellate bodies 
would be performing the functions of a High 
Court in so far as they relate to tax matters 
(except writ matters) and also hearing appeals 
against the judgement delivered by the 
Presidents, JTAT and CEGAT, the terms and 
conditions of service of the members of NRT 
should be on par with those of the Judges of 
the High Court. Similarly, the terms and 
conditions of the service of the Chairman of 
NRT should be on par with those of the Chief 
Justice of a High Court. 

8.33 Further, the existing rather 
cumbersome procedure of reference under 
sub-section (1} and (2) of Section 256 of the 
Income-tax Act on a point of law from the 
ITAT to the High Courts should be replaced 
by a simple 'scheme, whereby, the NRT 
should have jurisdiction to entertain appeals 
against the orders of the ITAT or CEGAT, as 
the case may be, only on questions of law or 
mixed questions of facts and law. In so far as 
the findings of facts are concerned, the 
decisiQ.n of the ITAT and the CEGAT shall 
be final . ..:. Every appeal filed before the NRT 
should be subject to an admission procedure 
as provided under Section 100 of the Code of 
Civil Procedure. _ This will help remove 
procedural bottlenecks in rendering speedy 
justice. 

\ 

8.34 In respect of the orders of the first 
Appellate authority, Tribunals and High 
Courts, the judicial branch in both the Boards 
or any other specified Directorate, should 
obtain from the field formations the following 
information in brief: 

a. Name of the taxpayer; 

b. Assessment year; 

c. Facts of the case; 

d. Decision of the appellate authority; 

e. Whether appeal filed against the order 
of the appellate authority or not; and 

f. Reasons for the decision at (e) above. 

The above information should be collated to 
analyse the uniformity in the application of 
the law across the regions, the geographical 
spread of the dispute and the impact of a 
particular dispute 1 on the number and 
categories of taxpayers and the revenue effect 
thereof. This will also enable the Boards to
take appropriate remedial action through 

- suitable instructions to the field formations or 
through necessary changes in the law. For 
example, if a Commissioner in Bombay on a 
particular issue has decided not to file a 
second appeal and another Commissioner in 
Calcutta has taken a contrary decision, it will 
enable the Board to issue instructions 
clarifying the. correct legal position, thereby 
imparting uniformity in the application of the 
law across the country. 
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8.35 As regards the existing pendencies 
in ITAT and CEGAT, additional Benches 
may be created for a specified period to hear 
these appeals. The number of Benches in the 
Tribunals may be reviewed after the creation 
of the NRT and it should be ensured that it is 
adequate to dispose of the appeals within a 
reasonable period of six months or so. The 
Government may also consider introducing a 
similar admission procedure in the case of 
appeals filed before CEGAT and ITAT too, 
as such a procedure may result in quicker 
disposal of cases and result in lowering the 
load on these Tribunals. 

8.36 The above recommendations have 
been designed to instal an efficient appeal 
system which is so necessary to reduce 
arbitrary decision-making of the tax 
authorities and corruption in the tax 
administration. The cost of an elaborate and 
efficient appeal system should not be 
weighed only against the direct benefits that 
may or may not accrue from it but also 
against the indirect benefits that accrue 
through greater public confidence in the tax 
system and consequent improved voluntary 
compliance. 
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Tax Disputes with Public Sector 
Undertakings 

8.37 We would like to comment on one 
more point relating to appeals and appellate 
procedures. We understand that the 
Supreme Court has in a recent case35 taken 
adverse notice of the public sector 
undertakings (PSUs) pursuing litigation in 
Courts, wasting public time and resources. 
The Court has observed that it· shall be the 
obligation of every Court and every Tribunal, 
where a dispute between the Government of 
India and a PSU is raised, to demand a 
clearance for litigation (if it has not been so 
pleaded) from a Committee consisting of 
representatives of the Ministry of Industry, 
Bureau of Public Enterprises and the Ministry 
of law. The Court has ruled that in the 
absence of such a clearance, the case would 
not be proceeded with. The Cabinet 
Secretariat has accordingly constituted a 
Committee consisting of six Secretaries 
including the Finance Secretary. This 
Committee will examine cases referred to it 
by the Ministry/Department or the PSUs 
through their administrative Ministry/ 
Department and will give clearance, if it 
considers that the cases are fit for litigation. 

'··· 
8.38 It appears that in one case the 
CEGAT has held that the ratio of the 
Supreme Court's decision regarding not 
hearing matters in respect of PSUs will not 
apply to cases where a regular judicial order 
has been passed and the right of filing a case 
as provided by the statute is being exercised 
by an assessee, whether it be a PSU or a 
private enterprise. 

8.39 With respect, we would like to 
comment that so far as tax disputes are 
concerned, the new arrangement may not 
bring about any saving of public time or 
resources. It is unlikely that the six 
Secretaries would be able to meet 
simultaneously and frequently to deal with 

159 

complex cases relating to tax liabilities of 
PSUs. In taxation, it is essential that the 
disputes get settled expeditiously and the 
references to the Committee to get clearance 
for litigation is bound to cause delay. 
Granting of clearance for litigation 
presupposes handing down of binding 
decisions. Such decisions, particularly in the 
case of indirect taxes, would affect not 
merely the undertakings but also the 
consumers and users of the products 
manufactured by the undertakings. · In 
taxation, there is no scope for arbitration. 
The taxation laws provide for the machinery 
for deciding appeals and it should be open to 
all assessees to make use of this appellate 
machinery without any incumberance. 

8.40 While it is conceded that it would be 
a waste of public resources if PSUs were to 
enter into prolonged litigation with the 
Government Departments, the solution has to 
be found otherwise, than by providing a 
clearance procedure. We would recommend 
ili~ I 

a. the appellate Tribunals may continue to 
deal with and decide tax appeals 
relating to PSUs even without the 
clearance from the Committee of 
Secretaries; and 

b. a machinery may be set up within each 
Board to go ·into the question, on its 
own or on an application by a PSU of 
the maintainability of the stand taken at 
lower levels regarding the tax liability 
of that particular PSU and to issue 
directions whether or not the stand 
would need revision. 

8.41 We would like to add that decisions 
whether or not to pursue a tax dispute should 
not be influenced by considerations such as 
the possible view which Audit- whether it be 
the Receipt Audit or Commercial Audit -
would take in particular matters. 
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PERSONNEL POLICIES AND ADMINISTRATIVE STRUCTURE 

9.1 It is a truism to say that even the 
best of tax systems cannot be expected to 
yield beneficial results unless the country has 
a corps of qualified, well trained and highly . 
motivated tax officers to administer it without 
fear or favour. It will be agreed that the 
adjecl~ves used in the preceding sentence are 
all ·appropriate, and that ideally the staff of 
the Tax Department should have the 
attributes mentioned therein. 

9.2 · In reality the state of affairS in the 
two Departments as already indicated in this 
regard, leaves much to be desired. We must 
hasten to add that there are many excellent 
officers with deep understanding of the. tax 
laws in both the Departments. It would also 
be true to say, that by and large, lack of 
~owledge of procedures and law is not an 
Important weakn'yss. However, there are 
signs of lowering of standards. And in 
several other respeGts, there are deficiencies 
which stand in the way of adequate 
performance in terms of effective 
enforcement, taxpayer satisfaction, 
minimisation of disputes and minimum 
hindrance to productive economic activities. 

Recruitment, promotion and evaluation of 
performance · 

9.3 The methods of recruitment and 
promotion upto the level of Assistant 
Commissioner/Assistant Collector in Income 
Tax and Excise and Customs Departments are 
as follows: 

9.4 In both the Departments, the 
Inspectors are next in higher rank to the 
clerical staff, namely, the Lower and Upper 
Division Clerks and the Stenographers. In 
Excise and Customs, the lowest executive 
level of the posts . of Inspector/Preventive 
Officer/Examiner are filled to the extent of 25 
to 50 per cent by means of promotion from 
the clerical cadre, subject to passing a 

Departmental examination and the balance 
through direct recruitment on the basis of 
competitive examination conducted by the 
Staff Selection Commission. In the Income 
Tax Department, 33 per cent of vacant posts 
of Inspectors are filled through promotion and 
the balance 67 per cent through direct 
recruitment. Promotions are given mainly on 
the basis of seniority, subject to the passing of 
the Departmental examination. However, the 
standard of the examination has been greatly 
diluted over the years. This is a major 
weakness in the system. 

9.5 In Excise and Customs 
Department, the next higher layer is formed 
by the Superintendent/Appraiser and in the 
Income Tax Department by the Income Tax 
Officer. Vacancies at this level are filled 
entirely through promotion from the rank of 
Superintend~nts and Inspectors in the case of 

. excise and income tax but in customs, part of 
the vacancies are filled through competition. 
The promotions are based on seniority and 
CRs. 

9.6 Vacancies at the next higher level 
of Assistant Commissioners/Collectors are 
filled by promotion and through an open 
competitive examination in equal proportions. 
The promotions are by selection according to 
the merit cum seniority principle and merit is 
judged just on the basis of CRs. 

9.7 We thus find that promotions are 
based mainly on seniority and CRs, and at 
one stage the promotees should have cleared 
a Departmental examination. We do not 
think that the methods of promotion in vogue 
are such as to induce high quality 
performance or to recognise and reward 
merit. It is necessary to introduce changes in 
these methods to tone up the administration 
and to make the staff at all levels feel that 
rewards can be earned only through good and 
diligent performance of duties. 
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9.8 Insistence on good performance 
should start at the bottom of the hierarchy and 
continue upto the very top. We recommend 
that the Departmental examinations for those 
to be promoted from a lower post to a higher 
post within the Departmem. should be of a 
much higher standard than it actually is at 
present and that the examinations should be 
conducted by an external agency or one of the 
Directorates under each Board. There should 
be proper invigilation which should be by 
officers of the other Tax Department. Much 
greater secrecy should be introduced in regard 
to the valuation of examination papers. In 
fact the examinees should have no way of 
knowing who the examiners are. 

9.9 We attach great importance to the 
selection of Income Tax Officers because 
they are in charge of assessing the majority of 
income tax payers. In Chapter 6, we have 
suggested a system of group assessment, 
which would bring the Income Tax Officers 
under greater discipline. Nevertheless, it is 
necessary to ensure adequate knowledge of 
law and procedure as well as the essentials of 
accounting. The same considerations apply 
to the promotion to the ranks of 
Superintendents and Appraisers in the Excise 
and Customs Department. '··'We are of the 
view that CRs by themselves cannot be 
considered to be the test of merit, unless they 
become more reflective of the actual 
proficiencies and deficiencies than they are 
now. We recommend that in considering 
suitability of candidates for promotion to this 
rank, a combination of criteria should be 
used: Seniority, the results of an examination 
only for Departmental candidates and the 
results of an interview and CRs. 

9.10 We understand that CRs have lost 
much of their value because it has become 
rare for the superiors to record bad 
performance arising from lack of ability or 
knowledge, or lack of application. Since it is 
difficult to prove corrupt practices, even 
when it is known that there is lack of 
integrity, nothing is usually .said about it in 
the C.R. We realise that it is not easy for the 
Revenue Departments alone to bring about a 
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substantial change in the manner in which 
substandard performance and serious 
weaknesses are being commented upon or 
skipped over in the CRs of Government 
servants. However, it is certainly possible to 
pick out the most honest, diligent and 
intelligent officers and through the proper 
wording of CRs indicate in a "negative" way. 
which officers and staff do not possess these 
qualifications. We stress this point because, 
as is obvious, honest, hardworking and 
intelligent officers constitute the basic 
foundation for good tax administration and in 
a Department which collects thousands of 
crores of rupees, it is of the utmost 
importance that honest and diligent officers 
are ~ot only supported but also sufficiently 
rewarded. For this to happen, the CRs must 
become an important tool for identifying and 
promoting them and ensuring that men of 
lesser ability or doubtful integrity do not get 
promoted to senior positions. 

9.11 Promotions within Group A 
Central Services are based on seniority and 
the record of performance as shown in the 
CRs. In order to qualify for promotion, 
performance must have been evaluated as 
"very good", but it appears that there is a 
tendency to award this categorisation even to 
undeserving offi~rs as a matter of course. 
Nevertheless, accelerated promotions are 
being granted, though only occasionally, 
within the Revenue Services. We would 
strongly recommend that, if the CRs are used 
as we have suggested as a tool for 
distinguishing and picking out . officers of 
outstanding merit, a higher proportion of 
promotions than at present should go to 
officers of outstanding merit, subject to their 
satisfying other conditions, above the level of 
Assistant Commissioner/Assistant Collector. 

Tackling Corruption 

9.12 The lower the rates of taxes, ceteris 
paribus, the less the reward for tax evasion 
and correspondingly less desire or need to 
pay bribes to protect oneself against punit~ve 
action by revenue officers. Every concession 
and relief provided in the law can be used to 
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extract illegal tribute by simply arguing that 
the relief or concession is not applicable and 
cannot be granted. Multifarious rates also 
create scope for evasion as well as corruption. 
For these and other equally important 
reasons, explcnned in the Interim Report, we 
have recommended a limited number of 
moderate rates, simple laws defining a broad 
base with very few exemptions, deductions 
and concessions. The speech of the Union 
Finance':',·Minister introducing the Central 
Government Budget for 1992-93, has 
indicated that the Government has endorsed 
the broad approach of the Committee in 
formulating tax reform proposals. If the 
major proposals are implemented, the levels 
of evasion and corruption would go down. 
However, as emphasised repeatedly, stricter 
enforcement leading to fear of detection is 
essential for cutting down evasion 
significantly. Similarly, generating fear of 
punishment and of severance from service in 
very serious cases is necessary to bring down 
corruption. 

9.13 We recommend a three-pronged 
approach on this matter. First, the Vigilance 
machinery should be used more purposively. 
General instructions such as that all instances 
where action against assessees were dropped 
should be automatically reported to Vigilance 
are not of great avail and indeed they are said 
to discourage officers from being fair to the 
assessees. From the. figures furnished by the 
CBEC, for instance, it is seen that in more 
than 66 per cent of cases the Vigilance 
machinery is engaged in initiating 
disciplinary action in respect of petty cases 
not involving corruption. It is generally 
agreed among the senior officers that within 
the Departments really corrupt tax officers 
get clearly identified; only it is dif~ult to 
find proof beyond doubt. The Chief 
Commissioner/Principal Collector should 
informally get to know the names of the 
really corrupt officers within his jurisdiction. 
He could have informal discussion with those 
Commissioners/ Collectors who are 
themselves persons of integrity. Then every 
year he should send to the Vigilance the 
names of a few officers who have the worst 
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record in terms of corruption through a secret 
memo. We are told that the arrangement is 
that the Chief Commissioner (or the senior 
most Commissioner) and the Vigilance work 
out an agreed list of officers who should be 
specially kept under surveillance. However, 
this does not seem to be working as expected. 
The Head of the Departmental Vigilance 
should be selected with care, and he should 
be instructed to build up a strong case against 
those engaged in corrupt practices in a 
substantial way. When a strong case has been 
built up, the Central Bureau of Investigation 
should be asked to take over the case. Action 
of this kind should be taken with great care, 
discrimination and impartiality. 

9.14 The second important way of 
getting rid of really corrupt officers is to 
invoke the provision FR 56J which enables 
the Government to terminate the services of 
an officer on the completion of 50 years of 
age without assigning any reason. It appears 
that this provision was challenged in the 
Court but that it has been upheld. We 
recommend that this provision should be 
made use of by both the Departments. Since 
the basic idea is to provide a means of 
deterrence, the number of officers identified 
to be sent out of service in any one year 
should be only very few. We cannot 
over-emphasise the importance of taking this 
action and the impact it may have on the 
behaviour of the officers. 

9.15 Thirdly, appointment to sensitive 
posts and where scope for corruption is large . 
must be made with great care and only the 
most honest and able officers should be given 
those posts. Transfers and appointments to 
the so-called "lucrative posts" through 
politlcal · patronage must be completely 
stopped. Proper guidelines could be laid 
down by the political authority, but the power 
to transfer must be with the Boards and the 
designated authorities at the different levels. 

9.16 It has been pointed out to us that 
some really inefficient or corrupt officers 
could do considerable damage before they 
reach the age of 50. Some of these officers 
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could be proceeded against on the basis of 
information gathered by Vigilance. Others 
must be sent to positions where the scope for 
making illegal money will be very little. 
Action in this regard must be quite visible so 
as to send the right signals. 

9.17 Once this regime is put into 
operation, we are sure that the entire 
atmosphere would change. While corruption 
cannot be cut down to zero, a considerable 
restraint would be imposed on the average 
officer and, what is equally important, honest 
and diligent officers would receive great 
encouragement. 

9.18 In order that the scheme outlined 
above may operate successfully, it is essential 
that the entire task of transfers and posthigs 
must be within the jurisdiction of the Boar~. 
The political authority may be kept informed 
of what is being done, but a self-denying 
ordinance on the part of Ministers is called 
for. If, in a very special case, say, on an 
appeal on humanitarian grounds, the Minister 
wishes to support the case for a transfer, then 
the instruction must be given in writing with 
full explanation for the action taken. 

I ·' 
9.19 As we shall recommend later, the 
members of the Board should be given senior 
status. No one of them should be given 
extension beyond the retirement age except to 
the extent recommended in para 9.25 and 
none should be eligible after retirement for 
appointment to remunerative posts under the 
Government or in the public sector such as 
membership of bodies like the ·Settlement 
Commission or Chairmanship of public 
enterprises. Once appointed to the Board, the 
Chairman and members should continue until 
retirement. These regulations will make it 
possible for them to act impartially, 
independently and without fear. 

Recruitment to Group A Revenue Service, 
Training of Officers and Promotion 
Prospects 

9.20 We feel that the age limit for the 
Revenue Service examination should be 
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lower than in the case of other Services. The 
chances of bringing about the correct 
attitudinal changes in the recruits is far 
greater if the age of entry is lower. We stress 
this point as the question of attitudes in 
officers is of far more importance when it 
comes to collection of revenue for the State. 

9.21 At the level of Deputy 
Commissioner/Deputy Collector the officers 
should be subjected to rigorous training for at 
least a minimum period of three months.36 In 
the training course the officer should be made 
to understand through proper study · the 
broader social aspects and the economic 
consequences of taxation. They should also 
be made to realise the trade off between 
administrative ease on the one hand and 
equity and economic rationality on the other. 
They should be made to familiarise 
themselves with case law, common points of 
disputes and complications in tax law. which 
could be removed. One of the objectives of 
the course must be to enable ~he young 
officers to suggest ways of improving the 
working of the Tax Departments with a view 
to minimising disputes, giving more 
satisfaction to the taxpayers without at the 
same time sacrificing revenue. At the end of 
the course, officers should be made to take an 
examination. The performance of officers in 
the examination should be an input for 
consideration for promotions in future. The 
services of an institution like NIPFP could be 
utilised for conducting some of the courses 
mentioned above. · 

9.22 · If the training is to benefit the 
office.rs · and the Department, the trainers 
should be selected with care and must be 
people of outstanding ability and knowledge. 
The extent of damage that can be done if the 
wrong type of officers get posted as trainers 
cannot be over-emphasised. In short, training 
should not be an exercise in interaction 
between 'sparables' and 'sparables'. 

9.23 It is important that the morale of 
the honest and competent officers in the two 
Departments is kept high by providing 
enhanced opportunities for deputations to 
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.. 
Central Ministries particularly at middle and 
higher levels on par with what is available to 
the best among the organised civil services. 
The officers of the Revenue Service in the 
course of their work get opportunities to 
interact cl6:1sely with industries, 
manufacturing of all kinds, international 
trade, .shipping, banking, insurance and 
various service establishments. It is only 
proper that the experience of these officers 
should be adequately utilised and they should 
be given more opportunities to work at the 
middle and senior level positions in economic 
Ministries. While. their working experience 
and knowledge as revenue officers will be 
useful for these Ministries, the Revenue 
Department will also be benefited when they 
come back to their parent Department with a 
wider horizon of knowledge and better 
appreciation of the overall economic policies 
of the Government. 

9.24 We understand that the revenue 
service officers hardly get sufficient exposure 
to tax laws, procedures and administrative 
practices in other countries which have 
efficient tax systems and administration. As 
a matter of policy, promising officers of the 
two revenue services should ·be given 
adequate opportunities of studying at first 
hand the taxation system in other countries, 
particularly those that have carried out tax 
reforms and modernised their tax · 
administrations. 

Constitution of the Boards and their 
Autonomy 

9.25 We would like to point out that the 
quality and performance of the Revenue 
Departments would crucially depend on the 
ability, integrity, knowledge and status of the 
two Revenue Boards, namely, the CBDT and 
CBEC. It is essential, therefore, that the best 
of the senior officers get recruited to the 
Board. If our earlier recommendation that 
merit be given much greater weight in 
promotion from the. very bottom layer is 
implemented, the top officers would by and 
large be very able and diligent persons. Even 
then when a vacancy in the Board is to be 
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filled considerable weight must be given to 
merit, though seniority should be also an 
important consideration. A ru!e should be 
adopted that amongst the four senior most 
people, the most meritorious will be chosen 
to fill a vacancy that arises in the Board 
subject to the condition that the candidate 
should have at least 12 months of service left. 
However, once appoi(lted, the officer 
concerned should be allowed to have a 
minimum tenure of two years as member of 
the Board. Among the Board members, 
normally, the chairmanship should go to the 
senior most officer who should have at least 
one year of service left. This condition should 
be relaxed in the case of members who have 
put in at least three years of service in the 
Board and therefore, will be in a position to 
settle into the new job without much 
preparation and study.37 Once appointed, the 
Chairman should be allowed to continue for 
a minimum period of one year or till the end 
of his service, whichever is longer. 

9.26 As at present, all the financial 
powers are with the Revenue Department. 
The Boards themselves have no financial 
autonomy and have to have each item of 
proposed expenditure approved by a Revenue 
Department officer outside the Boards. The 
Boards have represented to us that they are 
seriously hamstrung by the requirement that 
approval for every bit of expenditure has to 
come from an "external" authority which is 
not directly involved in tax collections. 
Though the Chairman of the Board is of the 
rank of Special Secretary, all papers that he 
wishes to submit to the Minister (even on 
purely administrative matters) have to be 
routed through the Revenue Secretary. We 
recommend that the two Tax Departments 
together should continue to constitute the 
Revenue Department and work together as far 
as tax policy is concerned because the Central 
tax system should be viewed, fashioned and 
managed as a harmonious whole and not in 
two separate compartments. Tax policy 
formulation requires more than the 
know ledge of the existing tax laws and 
experience in tax administration. A weakness 
of the existing system is that there is not 
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sufficient economic input into the formulation 
of tax policy. Hence, there should be at the 
top, a coordinating machinery which would 
bring in economic inputs for the formulation 
of tax policy. 

9.27 We recommend that (a) the two 
Boards should be given financial autonomy 
with separate financial advisers working 
under the supervision and control of the 
respective Chairmen; (b) the Chairmen of the 
two Boards should be given the status of 
Secretary to the Government of India and the 
members the rank of Special Secretary; and 
(c) the post of Revenue Secretary should be 
abolished. 

9.28 With the abolition of the post of 
Revenue Secretary some arrangement wou'ld 
have to be made to ensure supervision and 
coordination of the activities of the two 
Boards. While alternative institutional 
arrangements could be considered, it is 
necessary to ensure that two basic conditions 
will be satisfied: the first is that the two· 
Boards or the Tax Departments should not act 
independent of each other; as we have 
stressed earlier, it is extremely important that 
the tax system is structured anp managed as a 
harmonious whole and th~i other inputs 
besides knowledge of tax administration are 
brought into the formulation of tax policy. 
The second consideration is that the Boards 
should have financial autonomy and that the 
Chairmen should have a sufficiently high 
status. We would recommend that the two 
Chairmen should be directly accountable to 
the Finance Minister insofar as matters 
relating to tax administration are concerned. 
However, the Finance Secretary should 
exercise overall supervision and coordination 
of the activities of the two Boards. His role 

could be particularly important in relation to. 
the formulation of tax policy and changes in 
the tax law. Proposals in this regard would be 
submitted by the Finance Secretary to the 
Ministers. Before such a submission the 
proposals would have to be thoroughly 
considered and studied by a specialist body 
whose creation we are recommending. 

9.29 We recommend that a Tax Council 
be constituted with the Finance Secretary as 
the Chairman and with the Chairmen of the 
two Boards, Member (Budget, CBEC), 
Member (Legislation, CBDT), Secretary 
(Economic Affairs) and Chief Economic 
Adviser as Members of the Council. All 
matters. relating to tax policy and changes in 
law should come to the Tax Council and 
proposals in this regard would be submitted 
by the Finance Secretary to the Ministers. 
This Council would be serviced by a Tax 

· Research Bureau consisting of experts. 
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9.30 The Tax Research Bureau should 
be engaged in conducting research in 
problems of tax policy. It could carry out its 
own research as well as promote and support 
-research in autonomous institutions. The 
Bureau Should consist of two economists, two 
Revenue Service officers, two chartered 
accountants and a tax lawyer, besides a few 
research assistants. It would be preferable to 
bring experienced experts in their respective 
fields on deputation for two or three years at a 
time for work in the Bureau. The Fiscal 
Policy Unit of the Department of Economic 
Affairs could also work under the Bureau. 
The Bureau will work under the general 
directions of the Tax Council and will report 
to the Finance Secretary or one Member of 
the Council designated by him. 
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SUMMARY OF CONCLUSIONS AND RECOMMENDATIONS 

lntr~duction (Chapter 1) 

10.1" In this Report, the Committee has 
dealt ·with and made recommendations on 
issues in the following five broad areas: 

a. COrporate profits tax including the 
taxation of foreign entities, problems 
relating to business taxation, the 
interest taX:, taxation of agricultural 
income, the gift tax and charitable 
organisations; 

' · b. Further reform of the system of 
domestic indirect taxes, particularly at 
the Central level; 
. . 

c. . Improvements \in tax administration, 
procedure~, removal of harsh and 

.. qomplicatqd ·provisions and appellate 
P.rocedure~; 

d~, ){ajo( problems · relating to tax 
administration; 

e. Revenue Audit. 

Recommendations in the Interim 
Report (Chapter 2) 

10.2 We would first like to reiterate 
some of our earlier recommendations in the 
Interim Report which have not been so far 
implemented. 

a. /Direct Taxes: For broadening the base 
J and improving the fairness of the 

income tax system: 

i. the perquisite value of rent-free or 
concessional rent residential 
accommodation provided should be 
taken to be equal to 20 per cent of 
the salary or the actual expenditure 
by the employer, if lower, for those 
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employees whose annual income 
under the head 'Salary' exceeds 
Rs.36,000. The taxable perquisite 
value could be the above perquisite 
value as redueed by the sum of rent 
paid and house rent allowance 
foregone; 

ii. 15 per cent of leave travel 
allowance, sitting allowances 
received by members of Parliament 
and State Legislatures and the 
fringe benefits implicit in the 
concessional interest rate charged 
on loans granted to employees for 
the acquisition of durable goods 
and houses should be included in 
taxable income; 

iii. the allowances exempted from tax 
under sub-clause (ii) of clause (14) 
of Section 10 of the Income-tax 
Act should be limited to 10 per 
cent of the salary. 

In order to induce greater voluntary 
compliance and to subject the majority 
of taxpayers to the same marginal rate, 
the middle rate of 27.5 per cent should 
be applied to income in the range of 
Rs.SO,OOO to Rs.2 lakhs. However, 
since the Government has fixed the rate 
30 per cent last year, it may be retained 
at that level for the time being. 

To remove many of the problems 
in tax assessment and the scope for 
harassment of small assessees in 
respect of the assessment of income 
from business of smaller assessees 
whose total turnover is less than Rs 20 
or Rs 25 lakh, the estimated income 
scheme which is an important 
component of our recommendations 
relating to hard-to-tax groups should be 
implemented. 
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b. Indirect Taxes : We reiterate the 
recommendations for adopting a simple 
broad-based domestic indirect tax 
system with a few rates of duties 
covering almost all commodities other 
than raw produce of agriculture and 
many, if not most, services. For moving 
towards such a system: 

i. The multiplicity of rates of excise 
duty should be reduced to 2 or 3 
rates at 10, 15 or 20 per cent, 
barring the selective excise duty on 
non-essential commodities or 
commodities injurious to health 
which could be levied at higher 
rates say 30, 40 or 50 per cent 
(excluding cigarettes and 
petroleum products); 

ii. The tax base should be enlarged by 
including services within the tax 
net and by withdrawing exemption 
notifications. The selected services 
identified by the Committee and 
about 30 commodities hitherto 
enjoying full exemption should be 
b~ought under the extended excise 
system; and ' ··' 

iii. The law and procedure relating to 
valuation should be simplified and 
specific duties should be replaced 
by ad valorem duties in respect of 
most goods. 

For preventing the fragmentation 
of the common market, the imposition 
of the consignment tax should follow 
an agreement between the Centre and 
the States: to the effect that the Central 
sales tax and the consignment tax 
imposed by the exporting State will be 
given credit by the importing State 
against the sales tax payable to it by the 
"importer", that the exporting State will 
credit the inter-State sales and 
consignment tax collections to a 
Central pool and that this pool will be 
shared among the States on the basis of 
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an agreed formula. If such an 
agreement proves impossible to arrive 
at, then the level of the Central sales tax 
should be gradually brought down to 1 
per cent and after that is done, the 
consignment tax could be levied at the 
same rate. 

Further Reform of Direct 
Taxes (Chapter 3) 

Taxation of Corporate Profits - Domestic 
Companies 

10.3 It is difficult to devise a system of 
corporate profit tax that would be satisfactory 
from all the relevant points of view. In India, 
we follow the classical system which treats· · 
corporations as a distinct taxable entity, arid 
thus leads to the double taxation of 
dividends. Briefly speaking, the following 
are the deficiencies of. the classical system: 
(a) it discourages distribution of cm;porate 
profits and thus affects free flow of funds into 
new companies; (b) it tends to enoourage 
mergers to the disadvantage of new 
enterprises; (c) it puts a premium on debt as 
opposed to equity financing; and (d) the 
dividend/ retained earnings differential tends 
to distort the choice between corporate and 
non-corporate forms of doing business. 
Hence, the need for integration of corporate 
tax with personal taxes. 

10.4 Full integration system wherein the 
corporation tax is fully transformed into 
income tax on the respective shareholders is, 
however, fraught with insurmountable 
practical difficulties. Partial integration 
systems have been adopted in various 
countries with a view to reducing the 
dividends/retained earnings ·differential. In 
India, the earlier system of partial integration 
(in vogue till 1960-61) led to considerable 
administrative and compliance problems. We 
think that the simplest and fairest method of 
giving relief from the double taxation of 
dividends would be to exempt a proportion of 
the distributed profits from the corporation 
tax: For the present, we do not recommend 
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even this for three reasons viz., (i) the total 
burden of tax on.dividend income in any case 
would be . considerably redu,ced if the 
corporate and personal income ·tax rates as 
recommended by us are adopted; (ii) the 
whole issu~ could be re-examined after the 
findings of'the Rudding Committee appointed 
by the EEC are available; (iii) given the 
revenue constraint, it is preferable to bring 
down the corporate profit tax rates to reduce 
dividend/retained earnings differential. 

•;_.,· 

10.5 The Committee would, therefore, 
recommend the retention of the existing 
"classical systein" of taxation for the present 
with the lowering of the corporate tax for all 
domestic companies to 45 per cent in 1993-94 
from the pres~nt level of 51.75 per cent by the 
abolition of surcharge and to 40 per cent in 
1994-95. This rate of 40 per cent would not 
be unreasonable for foreign investors given 
the spread of the present tax rates in different 

· countries. 

10.6 At the same time, the Committee 
would reiterate its recommendations made in 
the Interim Report for withdrawal of the 

· concessions under Sections 35CCA, 35CCB, 
35AC for making donations to associations 
and institutions carrying out rural 
development or any scheme or project for 
promoting social and economic welfare. This 
would simplify and improve the equity of the 
tax system, give less room for tax avoidance 
and reduce disputes. 

Depreciation Allowance 

10.7 As in many other countries, 
depreciation under the Indian Income-tax Act 
is allowed as a percentage of the historic 
capital cost of the assets. The replacement 
cost method of allowing depreciation has not 
found favour in many countries including 
India for the reasons that it is not easy to 
measure or estimate asset~wise replacement 
costs because of divergent price trends and 
the cost of replacement is known only at the 
time of replacement while the depreciation 
allowance has to be availed of, during the 
period of use of the asset. Thus, only broad 
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adjustment could be provided for taking care 
of the rise in the price of the assets. 
Following the recommendations of the 
Economic Administration Reforms 
Commission (EARC), the system of granting 
depreciation was simplified and the general 
rate of depreciation of plant and machinery 
was fixed at 33.33 per cent in 1988-89, 
merging the various types of depreciation 
available and to provide sufficient funds to 
replace capital assets in the context of rising 
capital goods prices. EARC's 
recommendations were against the 
background of a rate of tax of 55 per cent on 
corporate profits and the top marginal rate of 
66 per cent on personal income. The general 
rate of depreciation was reduced to 25 per 
cent in the 1991-92 Budget when the 
corporate tax rate was fixed at 45 per cent. 

10.8 We have assessed the funds that 
will flow to a business if depreciation on 
plant and machinery (along with interest net 
of tax) is granted at alternative rates of 33.33 
per cent, 25 per cent, 22.5 per cent and 20 per 
cent. It was seen that with the adoption of the 
depreciation rate at 25 per cent, the business 
enterprise would be able to recoup the total 
cost of the asset within a period of about 
5-1/2 years. This is ·considered quite 
reasonable by the Committee when it is seen 
along with its recommendation for lowering 
the corporate tax rate to 40 per cent. In view 
of this, the Committee would like to 
recommend the retention of the general rate 
of depreciation on plant and machinery at 25 
per cent. 

Deduction under Section 43B 

10.9 Section 43B makes a departure 
from the well accepted principle of allowing 
deduction for business expenses on an accrual 
basis. We are of the view that the use of tax 
law for collateral purposes, quite apart from 
complicating the law, is unfair and unjust as it 
militates against the principle of taxation of 
'real' income. However, considering the 
need for prompt collection of revenue, we 
recommend that Section 43B should be 
restricted to taxes, duties, etc. Other items of 
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expenditure like contributions to provident 
fund or gratuity fund or any other fund for the 
welfare of the employees, sums referred to in 
clause · (ii) of sub-section (1) of Section 36 
and interest on any loan or borrowing from 
any public financial institution should be 
taken out of the purview of Section 438. 

Reconstruction and Other Arrangements 
of Companies 

10.10 Under the present provisions of the 
Income-tax Act and the Gift Tax Act, capital 
gains or gift, if any, is exempt from tax in a 
Scheme of Amalgamation of companies. 
However, such exemptions are not allowed in 
the case of Compromise, Arrangement· and 
Reconstruction of companies. The provisions 
of company law in these cases are similar to· 
the provisions in the case of Amalgamation. 
The Committee is of the view that there is no 
likelihood of the abuse of the scheme of 
Compromise, etc. to defraud revenue, 
shareholders or the creditors of the company 
in view of the procedures laid down in 
chapter 5 of the Companies Act, which 
empower the High Court to take into account 
the views and objections of the Central 
Government, shareholders and the creditors 
of the company before any'' scheme is 
approved. We, therefore, recommend that no 
capital gains tax or gift tax may be levied in 
the case of Compromise, Arrangement and 
Reconstruction. We would also suggest that 
for removing doubts on the taxability of 
shares or assets received by a shareholder in a 
scheme of Amal.gamation, Compromise, 
Arrangement and Reconstruction, necessary 
clarification may be issued that the provisions 
of Section 2(22)(a) of the Income-tax Act 
would not apply in such cases. 

Taxation of Non-residents Including Indian 
Branches of Foreign Companies 

10.11 Taxation has a significant impact 
on international investment and financing 
decisions. Simplicity, transparency and 
perceived fairness are essential to attract the 
much needed foreign investment. _ The 
Committee is, therefore, of the view that the 

determination of the proportion of income 
taxable in India and the deductions in 
computations should be done within a 
reasonable time and be fair and just where no 
specific percentages have been laid down in 
the law itself. The estimated income 
approach contained in Sections 448 to 
44BBB could be extended to· further areas of 
business activity as that would considerably 
reduce areas of uncertainty and resultant 
disputes. _ 

10.12 The Committee would also 
recommend the amendment to provision 
under sub-sect~on (2) of Section 195 for 
enabling the recipient of income also to make 
an application to the assessing officer for 
determining the appropriate . proportion .of 
income on which tax is deductible. 

10.13 The Committee notes that although 
the -int~ntion to introduce the system of 
advance· ruling· has been announced in the 
1992-93 Budget Speech of the Finance 
Minister, no further follow-up measures have 
been taken to implement the intention. The 
Committee would recommend expeditious 
action in this regard. 

10.14 The Committee considers that the 
difference between the tax rate on domestic 
companies (at present 51.75 per cent 
including surcharge) and the tax rate on 
foreign companies (at present 65 per cent) is 
quite large even at the withholding tax rate of 
25 per cent on dividends paid to foreign 
companies. With the reduction in the rate of 
tax on domestic companies to 40 per cent 
there will be scope for reduction in the tax 
rate on foreign companies. The effective 
average withholding tax rate would not often 
exceed 15 per cent given the network of tax 
treaties with almost all developed countries. 
However, taking the withholding tax rate of 
25 per cent the differential between the rates 
on domestic and foreign companies should be 
around 7.5 percentage points assuming that 
half of the after tax profit is distributed as 
dividend. In any case, this differential should 
not exceed 10 percentile points. 
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10.15 ·· The Committee would consider 
that, as a further measure for attracting 
foreign investment and foreign technical 
know-how, double taxation of the foreign 
company in respect of both the fees obtained 
for the technical services and the salaries paid 
to its persbnnel staffed in India beyond a 
certain number of days needs to be avoided. 
The- law should be amended for exempting 
the salaries paid to such personnel from 
Indian tax irrespective of the length of their 
period of stay. 

10.16 Under Section 10(15)(iv) of the 
Income-tax Act, interest payable by the 
Government, finanCial institutions and 
industrial undertakings on borrowings abroad 
is exempt from tax. In the absence of any 
provision for tax sparing by the home 
country, the beneficiary of the tax concession 
is not the investor but the home country. In 
effect, there is transfer of resources from the 
host country treasury to the home country 
treasury. We, therefore, recommend the 
discontinuance of the provisions in Section 
10(15)(iv). 

10.17 The Committee noted that there is 
hardship to non-resident taxpayers in respect 
of tax liability on account of the interpretation 
given to Rule 115 of the Income-tax Rules, 
1962 for conversion · of foreign exchange 
payments made for royalty, fees, etc., into 
rupees for purposes of assessing tax. The 
Committee would, therefore, suggest that 
where the income has already been remitted, 
the conversion rate should be the rate at 
which the foreign currency was actually 
purchased. Where the non-resident is paid 
directly in foreign exchange abroad with no 
remittance from India, the conversion rate 
should be that applicable on the day the 
non-resident receives payment. The 
Committee would recommend the adoption of 
this amendment with retrospective effect to 
cover the income for the accounting year 
1991-92 on account of the magnitude of the 
rupee devaluation which took place during 
that year. 
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Treatment of losses 

10.18 The Committee is of the view that 
the inequities in the existing scheme of set off 
and carry forward of losses need to be 
corrected. We, therefore, recmflmend as 
follows: 

a. the newly introduced Section 71A in 
the Income-tax Act extending scheduler 
treatment to loss from house property 
should be revoked; 

b. the losses carried forward for set off in 
the subsequent years separately under 
each head of income like, 'income from 

~ house property' or 'profits and gains 
from business or profession' (other than 
losses from speculation business or 
from the activity of owning and 
maintaining race horses) and 'other 
sources' should all be allowed inter se 
set off; 

c. the condition that the business to which 
the loss relates should be carried on in 
the subsequent year in order that the 
business loss carried forward from the 
earlier year is allowed to be set off 
should be removed. · 

Further, in the larger interest of the 
economy, the provisions of Section 79 
of the Income-tax Act should either be 
deleted or should be restored to its form 
as it existed prior to its amendment by 
the Finance Act, 1988. 

Treatment of charities and charitable 
organisations 

10.19 For rationalising the provisions of 
the Income-tax Act in regard to charities and 
charitable organisations, the Committee 
recommends the following: 

a. Application under Section 12-A and 
sub-section (5) of Section 80G should 
be processed together and with utmost 
expedition, that is, within a period of 
three months from the date of receipt of 
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the applications; 

Approvals granted and renewals of 
approvals should be valid for 5 years; 

Where the income from any business 
accruing to a trust/institution is not 
more than Rs.S lakh, the trust/ 
institution may continue to be given the 
exemption irrespective of whether the 
business is incidental to the attainment 
of the objectives of the trust/institution 
or not; 

discourages transfer of assets for reducing the 
total tax liability of a family. The exemption 
limit may, however, be raised to Rs.30,000 
from the present level of Rs.20,000. 

Taxation of Agricultural Income 

10.22 The Committee is of the view that 
while agriculturists whose income consists of 
only agricultural income or agricultural 
income, say, below Rs.25,000 per annum and 
non-agricultural income below the 
income-tax exemption limit may not be 
brought within the income tax net. The 

The restrictive provisions contained in agricultural income in excess of, say, 
Section 13 of the Income-tax Act for Rs.25,000 accruing to the non-agriculturists 
the withdrawal of exemptions available should be brought under the tax net to 
under Section 11 or 12 need to be promote equity and reduce scope for tax 
reviewed, for avoiding hardship in ·. evasion. We recommend that in the case of 
genuine cases. The monetary limit of · . individuals or any other entities having 
Rs.25,000 prescribed in respect of income from non-agricultural sources above 
substantial contributions may be raised the exemption level and also income from 
to Rs.SO,OOO; agricultural sources above Rs.25,000, 

The last date for filing returns in the 
case of charitable organisations 
claiming exemptions under Section 11 
and 12 of the Income-tax Act may be 
fixed at 31st December instead of 31st 
August as at present; '·· 

The income limit for Audit laid down in 
clause (b) of Section 12A may be 
enhanced from Rs.25,000 to Rs.SO,OOO; 

There is need to make the law uniform 
for all charitable organisations 
irrespective of the dates on which they 
were set up. 

Interest Tax 

agricultural income in excess of Rs.25,000 
accruing to the concerned entity should be 
aggregated with non-agricultural income and 
the tax should be levied on the total of such 
aggregated income. Agricultural income for 
this purpose will not include income from · 
plantations subject to taxation by the States. 
The Central Government should obtain the 
cooperation and consent of the State 
governments for enacting a provision which 
would enable it (the Central Government) to 
bring under the purview of the Central 
income tax, agricultural incomes in excess of 
Rs.25,000 of those non-agricultural assessees 
whose non-agricultural incomes are above the 
exemption level. The entire tax yield 
attributable to the agricultural component of 
income could be distributed among the States 
on the basis of origin. 

10.20 The Committee recommends the 
abolition of the interest tax as it acts as a 
wedge between the reward to the savers and 
return on investments. 

Gift Tax 

10.21 The Committee recommends the 
continuance of the levy of gift tax, since it 
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Structural Reform of the Excise 
Tax System (Chapter 4) 

The Case for VAT 

10.23 The Committee is of the· view that 
the present excise tax system has to be 
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gradualfy transformed into a genuine VAT at 
the manufacturing level particularly because 
the Government of India has no alternative at 
least in the near future but to resort to an 
extended form of excise taxation. 
Manufacturjng under such a VAT should 
include also 'manufacturing' of secyices 
although some seiViccs may be exempted for 
practical considerations. 

10.24:·,.. An extended excise tax system of 
the ·cctscading type can be shown to lead to 
four major types of undesirable 
consequences. . First, the total effective 
incidence on any given final product at the 
end of the chain of production would be 
almost fortuitous and largely unknown to 
policy makers. Second, it interferes with the 
producers' choice of inputs, thereby leading 
to severe economic distortions. Third, it 
leads to avoidable increases in costs and 
prices of inputs as well as of final products 
through the phenomenon of cascading. 
Fourth, such a cascading type of extended 
excise tax system combined with a similar 
~ype of sales tax superimposed on it acts as a 
great hindrance to our export effort. 

10.25 If exports are to be completely 
freed of excises, then the tax burden on the 
final export product arising from the taxation 
of all inputs and from that of machinery must 
be removed through set-off. The tax on 
machinery, if not remitted, will also like the 
tax on current inputs lead to uncontrolled and 
regressive incidence, distortions of producers' 
choices and cascading. It is, therefore, 
necessary to grant VAT credit also to the tax 
on machinery. 

Transition to VAT at the Central Level 

10.26 We urge tl;tat the following steps 
should be taken simultaneously, over the next 
three to four years, in a phased manner, to 
reform indirect taxes: 

a. Extension of excises to cover most 
manufactured goods at present exempt 
and some select seiVices mentioned in 
the Interim Report; 
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b. Reduction in the level of rates on some 
commodities which are unduly high; 

c. Gradual reduction in the number of 
rates moving them towards three rates 
between 10 and 20 per cent, for all 
goods that would be covered by the 
VAT system; 

d. Extension of Modvat credit to all inputs 
that are used in the production of, or 
incorporated in, taxable commodities 
except for office equipment, accessories 
and furniture, building material and a 
few others; 

e. Extension of . Modvat credit to 
machinery not fully at the time of 
purchase but in instalments during a 
subsequent period of years which could 
be laid down in the law; and 

f. Extension of VAT to the more 
important seiVices used by productive 
enterprises. 

Textile Industry 

10.27 The textile industry is an example 
par excellence of concentrating most of the 
tax at the input stage. This system has 
several disadvantages. To mention the most 
important, value added at later stage is not 
covered by the VAT and· hence the tax rates 
at the earlier stage have to be higher and there 
is unnecessary discrimination among 
products with different proportions of value 
added at later stages. The cost of production 
is unduly raised by the interest on the duty 
paid at the earlier stages. What is worse the 
input tax may form a larger percentage of the 
prices of the cheaper fabrics. 

10.28 There are two other important 
reasons why steps must be taken to rationalise 
the excise duty regime for textiles. First, if 
the existing excise duty regime is not 
reformed simultaneously with the proposed 
reforms in customs tariff and import policies, 
domestic producers of fabrics would be hard 
hit. The second reason is that as the States 
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Indeed, the Board . itself, we 
understand, · has given instructions 
that set off for duty credit is not to be 
granted to the battery in this case. 

In para 9.6 of the Interim Report, the 
Committee recomended a levy of 
Central excise duty of 10 per cent ad 
valorem on ready-made garments. 

A hig~er protective duty will be 
necessary merely because of the 
domestic duty structure. 

In case it is found difficult to fix a 
single ad valorem rate for cotton 
yam with immediate effect, a dual 
rate - 3 per cent for yam upto 20 
counts and 5 per cent for higher 
counts - may be fixed. This will not 
involve any substantial variation in 
the revenue yield as may be seen 
from Aimexure 4.16. 

78.4 per cent in 1988-89. The 
number of persons convicted as a per · 
cent of the total number of persons 
whose cases have been decided ·was 
86.8. 

A potential taxpayer is one whose 
earnings are not yet at a taxable level 
but who may become liable to tax 
with the passing of time. An 
effective taxpayer is one who is 
liable to pay tax but may or may not 
have fulfilled his obligations .. 

One possible way could be by 
indicating at the beginning of each 
part the following: 

"DOES THIS PART APPLY TO 
THE ASSESSEE? YES/NO. 
IF YES, FOLLOW-ON." 



13. 

14. 

15. 

16. 

Notes and References 

In the CIB, the verification process 17. 
.starts with the issue of an enquiry 
letter (sent by ordinary post) to the 
concerned person, confronting him 
with the information collected and 
seeking his explanation in the 
matter. The system is deficient in 
as much as it basically depends on 
the response of the affected person, 
who has a motive for stalling 
inquiries, concealing information 
or even furnishing false 18. 
information. There is no system for 
independent checking of · 
information. Income tax officials 
maintain that prompt responses are 
received in only a small fraction of 
cases. Though summons under 
Section 131 can be issued to 
defaulters, even this process is 19. 
time consuming. 

It is of course ridiculous to ask the 20. 
taxpayer to pay once again the tax 
he has already paid, because the 
Department due to its own 
deficiency in book-keeping cannot 21. 
cross-verify the payment. But that 
is what the instructions by the · 22. 
Board require, since Audit would 
not accept the unverified challan 
issued by the Bank. The possible 
harassment to millions of taxpayers 23. 
seems of no consequence! 

Refunds under Section 143(3) are . 24. 
likely to arise only in exceptional 
cases since as per the present 
practice all cases are to be 
compulsarily processed for 25. 
summary assessment and refund if 
any is required to be issued unless 26. 
held back with the approval of the 
Commissioner. 

These findings are of the study 27. 
conducted for us by the NIPFP and 
reported in Income Tax 28. 
Enforcement in India : A 
Preliminary Analysis. Direct Taxes 
Cell, NIPFP, 1992. 
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Even if it is not possible for some 
reason to input in the computer all 
the information relating to assessed 
tax, amount paid and balance 
payable/refundable, the Department 
could get computer printouts of 
blank scrolls with names of 
taxpayers and their. TIN. The 
information relating to each taxpayer 

. could then be filled up manually. 

It is possible that the search of each 
separate premise of an assessee may 
be counted as a separate search so 
that the number of assessees 
searched may not be as large as 
indicated by the number of searches 
recorded. 

Sub-section ( 4) of Section 132 of the 
Income-tax Act. 

This and the next two points are 
dealt with in detail in Chapters 5 and 
8. 

See paragraphs 10.13 to 10.15 

Union of India vs. Bombay Tyres 
~ntemationai 1983 (14) E.L. T. 1896 
(SC). 

Ujagar Prints and Ors. vs. Union of 
India 1988 (19) ECR 578 (SC). 

Assistant Collector of Central Excise 
vs. MRF Ltd. 1987 (10) E.C.R. 625 
(SC). 

See note 24. 

Assistant Collector of Central Excise 
and others vs. MRF Ltd. 1989 (22) 
E.C.R. 481 (SC). 

Paragraphs 9.42 to 9.46. 

Union of India vs. Century 
Manufacturing Co. Ltd., IT 1992 (3) 
S.C.382 decided on the 14th May, 
1992. 
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have argued, they have been subjected t<;> a 
substantial loss of revenue though the 
exemption of grey fabric and shifting of the 
tax burden to the yarn stage. 

10.29 Therefore, the existing excise duty 
regime for the textile sector must be reformed 
in the direction of a VAT system .. However, 
this can be done only in stages because of the 
peculiar nature of the industry with the 
predominance of small producers and because 
of the high level of duties on synthetic yarn, 
especially filament yarn. 

10.30 The first stage of reform· should 
consist of (a) introducing the Modvat scheme 
till the yarn stage in all sectors and (b) 
applying the Modvat principle in cotton 
textiles without subjecting grey fabrics to tax 
at the present time. The cotton sector is 
chosen first because India has comparative 
advantage in this important sector and 
because the rate of duty on yarn is not 
unreasonably high. 

10.31 We believe that it is possible to 
introduce the principle of Modvat in respect 
of cotton textile industry immediately without 
much difficulty except thEtt the grey fabric 
stage will continue to be ~xempt for the time 
being. 

10.32 With the condition that the grey 
fabric stage will remain exempt from duty for 
the present, the introduction of Modvat in 
cotton textiles will cause no problems as far 
as the composite mills are concerned. As per 
normal Modvat rules, they are not required to 
pay duty on the yarn captively produced and 
consumed while on other inputs brought from 
outside, set off will be granted against the tax 
payable at the processing stage. For 
maintaining revenue neutrality and 
unchanged final incidence, the duty at the 
processing stage will have to be raised. 

10.33 Since the grey fabrics will remain 
exempt from duty for the present, the duties 
paid on inputs would have to be estimated 
and the system of deemed credit would have 
to be introduced against the enhanced duty 
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payable on the processed fabrics. 

10.34 Once deemed credit is introduced 
on the basis of a formula based on 
assumptions, reasonable though they may be, 
the assessees might, and probably will, start 
questioning them and ask for changes. We, 
therefore, suggest an alternative solution to 
the problem. The proposal is that Modvat 
credit for tax on all inputs used for the 
manufacture of cotton textile fabrics be 
provided to the composite mills and they will 
be asked to pay Union excise duty on the 
processed fabrics (in addition to the 
Additional Excise Duty in lieu of sales tax 
which they are now paying). The excise duty 
rate will be so fixed as to roughly neutralise 
the Modvat credit given , in terms of 
incidence. Since the independent processors 
will not be within the ambit of the Modvat 
Scheme, the processed fabrics emanating 
from them will bear the duty on inputs. The 
total burden on such duties should be 
estimated using the same methodology as is 
done in arriving at the amount of deemed 
credit. The Union Excise Duty to be levied 
on the independent processors must be kept 
lower than that leviable on the composite 
mills by the amount of burden of duty on 
inputs. In such a case the independent 
processors cannot complain of discrimination 
in terms of higher duty. The Additional 
Excise Duty in lieu of sales tax is a tax falling 
only at the final stage and it should be treated 
separately from the Union excise duty and 
will not be part of the Modvat scheme. · 

10.35 We are suggesting extension of 
Modvat for the cotton textile sector 
immediately to give boost to export of cotton 
fabrics and garments. Soon thereafter, the 
same system should be applied to synthetic 
and blended fabrics other than those for 
fabrics made of filament yarn. The entire 
textile sector industry may be brought under 
the proposed VAT regime with suitable 
modifications as indicated above for the 
decentralized sector only after a period of, 
say, five years by which time it would be 
possible to bring down excise duty on 
filament yarn at similar level to others. 
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Extension of VAT to the Wholesale Stage 

10.36 We would have more rational 
indirect tax system if the VAT, that is, the 
reformed Central excise, could be extended to 
the wholesale s~age. By wholesale stage we 
mean traders Who buy from manufacturers 
and sell to other manufacturers or traders. 
For purposes of this tax, we may define 
wholesalers to mean those whose total 
turnover exceeds certain level, that is, Rs. 50 
lakh or Rs' 1 crore. They should be subject to 
VAT in addition to excises payable by the 
manufacturer. This means only the value 
added at their hands would be subjected to 
tax. Manufacturers who buy from these 
wholesales ~ill also be able to obtain credit 
for tax paid earlier. Apart from capturing the 
value added at the hands of the wholesalers, 
this would provide adequate safeguard 
against the attempts at under-valuation by the 
manufacturer to reduce excise liability which 
is the cause of many disputes in excise. 
Administratively, it will be convenient if 
VAT at the wholesale stage is collected by 
the Sales Tax Department of the States 
concerned in close cooperation with the 
officers of the Central Excise Department. 
The amount of VAT collected could be 
allowed to be retained by the State where it is 
collected. The Central VAT can be levied 
with the cooperation of the States who can be 
persuaded to accept this levy because their 
own right to levy the sales tax on goods will 
in no way be circumscribed and at the same 
time they will get the entire revenue from 
VAT at the wholesale stage. 

Sales Tax 

10.37 As regards sales tax, the 
Committee is of the view that this tax could 
be converted into a form of State VAT within 
the manufacturing sector. There may be no 
need for levying sales tax at more than two 
rates since the distributional and other 
non-revenue objectives could be left to be 
performed by the Central taxes which apply 
uniformly throughout the country. 
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Problems Relating to 
Tax Administration (Chapter 5) 

10.38 The administration of the major 
Central taxes leaves much to be desired. The 
root causes for the present unsatisfactory state 
of affairs in the field of tax administration 
are: (a) high rates of taxes; (b) multiplicity of 
duty rates; (c) changes in the law brought 
about in secrecy and • enacted without 
adequate public consultation and debate; (d) 
multifarious exemptions, concessions and 
deductions introduced in the tax laws for 
achieving many and growing non-revenue 
objectives and constant changes in the 
provisions incorporating them; (e) amending 
rates and granting exemptions throughout the 
year; (f) the practice of fixing somewhat 
unrealistic targets of tax revenue collection; 
(g) fear of Audit; (h) lack of accountability of 
the assessing officers; (i) tendency to go in 
for appeals without proper. application of 
mind; U) relentless pursuit of cases of small 
short-term revenue gains through prolonged 
litigation; (k) inappropriateness of the present 
reward system; (I) inadequacy of the 
information system; (m) ineffective 
functioning of the administration and 
interference in administration by political 
authorities; and (n) lack of proper and 
adequate training of officers. 

10.39 Apart from what we have already 
recommended in the Interim Report regarding 
the changes in . the tax structure, some of 
which have been reiterated in earlier 
paragraphs, the following are the other 
measures needed to bring about a significant 
improveip.ent in tax administration and 
enforcement: 

a. Stability - The Government should 
announce that the practice of 
introducing changes and concessions in 
each year's budget is being given up 
and only the structural reform will be 
carried out as per a given agenda. The 
Tax Research Bureau (TRB) whose 
establishment we are recommending 
later in the Report should receive all 
suggestions and study them. On the 
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basis of such study and its own 
research, the Bureau can formulate 
proposals for change which should be 
circulated to the public for debate and 
discussion. After · full debate these 
minimum changes could be introduced, 
if found absolutely necessary, once in 
five years. 

b. Target fixing We cannot 
overemphasise the harassment caused 
to the assessees as a direct result of the 
fixation of unrealistically high targets. 
It is important that the target should be 
fixed realistically keeping in view the 
expected rate of growth of the economy 
and the likely rise in prices. 

c. Accountability - The assessing 
officers should be made accountable· for 
their actions. If the percentage ·of 
demands not upheld by the Tribunals is 
higher than a reasonable figure, say, 50 
per cent, the officer should be given a 
black mark and reprimanded. On the 
other hand an assessing officer should 
be protected and defended if he has 
obeyed instructions of the Board and 
followed case laws c;~en though Audit 
might raise objections· about his actions. 

d. Changing the perception of the 
officers regarding their work - (i) 
Training: The· assessing officers should 
be advised and trained to keep in mind 
the broader, social and economic 
aspects and consequences of taxation. 
It is essential that officers selected for 
appointment to senior posts are given a 
thorough grounding in the economic 
aspects of taxation and made aware of 
changing international practices; (ii) 
Rewards and Punishment: The attitude 
and performance of the officer depends 
much on the system of rewards and 
punishments. We recommend that 
instead of giving rewards to individual 
officers, the bulk of the rewards should 
be credited to the fund already created 
in Central Excise and ·Customs 
Department for welfare activities for 
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the officers or for distribution on an 
annual basis among all officers 
performing well in several areas. We 
suggest that a welfare fund, similar to 
what exists in the Excise and Customs 
Department, may be created for the 
benefit of the officers of the Income 
Tax Department too. Rewards in the 
form of commendations and accelerated 
promotions should be given to honest 
and competent officers. Similarly, 
adverse remarks should be given to 
officers who fail to complete 
assessments in time or widen the base 
or habitually make over-assessments or 
under-assessments. 

e. Grievance redressal machinery - The 
existing grievance machinery and the 
advisory councils should be activated as 
these agencies provide a forum for the 
taxpayers to get their grievances 
ventilated. 

' 
f. Taxpayer education and publicity -

There is also a need for boosting the 
publicity campaign of the two 
Departments, so that there is a greater 
awareness in the minds of the tax 
paying public regarding the activities of 
the Department collecting taxes from 
them. If considered necessary, expert 
agencies could be consulted in 
preparing and publishing tax education 
pamphlets. 

The Role and Impact of Receipt Audit by 
C&AG 

10.40 The following seem to be the major 
complaints: 

a. Too many objections are raised and 
only a few of these objections finally 
stand. As a ·result, the assessees are put 
to unnecessary trouble and harassment. 

b. Audit often interprets the law and sticks 
to their interpretation, even when the 
Board clearly opines that the intention 
of law is contrary·to the Audit's view. 
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c. 

d. 

e. 

It tends to place excessive emphasis on 
the revenue aspect in individual cases. 

It pays unduly little attention to cases of 
over-pitched assessment causing long 
drawn-ou~ disputes and harassment to 
the assessee. 

Visits of Audit parties to the factories 
add to the hardship caused by the visits 
of lo~er level tax personnel. 

10.41 Questioning by Audit of 
assessment decisions of a quasi-judicial 

· nature by the Departmental officers has given 
rise to a wide-spread sense of fear and has 
resulted in a distinct tendency on the part of 
the officers ,to make high-pitched 
assessments. These do not yield any fruitful 
result, since, finally most of these 
assessments are set aside by the appellate 
authority. 

10.42 The Committee is of the view that 
the action taken by the properly authorised 
officer should be final as far as the assessee is 
concerned and it should not be subjected to 
any change with retrospective date except to 
the extent there is an error in the assessment 
as perceived by the .officer. The difference in 
opinion between the Department and the 
Audit should not result in an audit phobia 
developing in the tax collection machinery 
with the consequences that assessments tend 
to be always high-pitched and in favour of 
revenue. The Committee would therefore, 
recommend the following: 

a. Direct taxes 

i. in cases where audit objections are 
accepted by the assessing officer, 
the demand notices may be issued 
within one month from the date of 
receipt of the objection. 

ii. where the audit observations are 
not . accepted by the assessing 
officer and referred by him to 
higher authorities, the demand 
notice may be issued only for those 
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cases which would get time barred 
within three months of the date of 
reference. 

iii. in other cases, no show-cause 
notices should be issued until clear 
decisions are obtained by the 
assessing officers from the higher 
authorities. 

b. Indirect taxes 

Where the Range/Divisional officer 
accepts the audit objection, similar 
action as for direct taxes should be 
taken. If, on the other hand, the 
objection is not accepted no demand or 
show-cause notice should be issued. 
Where the Range/Divisional officer is 
not in. agreement with the audit 
observation, a reference should be made 
by him within two weeks to the 
Collector who would in tum either 
communicate his agreement with the 
audit observation to the 
Range/Divisional officer for issuing the 
show-cause notice or refer the matter to 
the Board within two weeks~ If the 
objection is still found unacceptable, 
the correct position should be explained 
to the C&AG's officers. If the Audit's 
point · is conceded, the Board should 
immediately modify its instructions 
with prospective effect. This action at 
the Board's level should be completed 
within one month. Where, based on the 
audit objection, change in procedure or 

_ instruction is considered · necessary, 
such a change should be brought into 
effect with prospective effect. 

Penalties and Prosecutions 

10.43 It is seen that the prosecution cases 
initiated under the Income-tax Act and 
Central excise Act take unduly long time for 
ultimate disposal. The effectiveness of 
prosecution as a deterrent punishment is 
therefore considerably diluted. For 
improving matters in this regard, we 
recommend the following: 
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Direct Taxes 

i. the Department should concentrate 
on large cases and be selective in 
prosecutions; 

ii. prosecution cases, when they are 
launched, should be taken up 
seriously by engaging competent 
Counsel for expeditious disposal. 
Serious efforts should be made to 
bring down the existing pendency 
of prosecution cases; 

iii. the general power for launching 
prosecution for failure to pay in 
time the TDS under Section 276B 
and 276BB should be withdrawn 
and replaced by a specific power 
for launching prosecution in those. 
cases only where the tax with 
interest and additional interest 
remains unpaid after a specified 
period of time; 

iv. the Department should impose late 
fee or penal interest for technical 
violations such as those contained 
in Sections 276B and 276BB of the 
Income-tax Act '··· instead of 
launching prosecution proceedings. 
The levy of such penal interest 
should be statutorily laid down and 
automatic; 

v. the discretionary penalties under 
Sections 221(1), 271(1)(b), 271(B) 
and 272A(2) of the Income-tax Act 
may be replaced by the imposition 
of additional interest/late fee; 

vi. automatic penalty in the form of a 
late fee may be imposed in place of 
penal interest under Sections 234A 
and 139(3); 

vii. the Department should launch 
prosecutions under Section 
276C(2), only if the assessee fails 
to make the payment for over one 
year and where prosecutions are 
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launched for technical offences, 
should compound the prosecutions; 

viii. there should be substantial 
delegation of powers to the Chief 
Commissioners/Directors General 
for compounding the penalties, 
where necessary; and 

ix. the levy of penal/additional 
interest/fine should be as per the 
scales indicated by us earlier in this 
Report. 

b. Central excise 

i. prosecutions should be limited 
only to cases of suppression of 
production, surreptitious removal 
of excisable goods, under-valuation 
where fraudulent intention of 
evasion of duty is established and 
repeated offences; 

; 

ii. the existing duty limit of Rs.llakh 
for launching prosecution should 
be increased to Rs.5 lakh; 

iii. complaints should be filed in the 
Court within a period of 4 months 
from the date of the order of 
adjudication; and 

iv. the . prosecution cell should be 
strengthened by placing a Deputy 
Collector as the officer in charge· 
and manning it with officers having 
adequate exp.erience in legal 
matters. 

Settlement Commission 

10.44 Unlike in some advanced countries 
like UK, the power to settle cases has not 
been granted to the senior officers of the 
Indian Income Tax Department. Given the 
fact that Courts ordinarily take long time to 
decide tax matters, it is useful to have an 
institution like the Settlement Commission 
for quick and final settlement of complicated 
tax cases. 



Summary of Conclusions and Recommendations 

10.45 Rowever, it is necessary to provide 
adequate safeguards in the law to ensure that 
the Settlement Commission does not become 
an easy escape route for tax evaders. We, 
therefore, recommend the following: 

\ 
a. . Only complicated cases involving 

· disputed facts and questions of law 
should be settled; 

b. The Committee is of the view that the 
present limit of Rs.SO,OOO as income 
tax payable, the cases above which are 
referred to the Settlement Commission, 
is too low and it should be increased to 
at least Rs.11akh; 

c. The power to object to an application to 
the Settlement Commission should be 
given to an officer not below the rank 
of Chief Commissioner. This will 
ensure judicious application of this 
power; and 

d. The Settlement Commission should not 
be given the power to over-rule the 
objection made by the Chief 
Commissioner. 

10.46 In regard to the proposed 
Settlement Commission for settling disputes 
involving indirect taxes, we recommend that 
the provisions defining its scope and 
functioning should be the same as those 
mentioned above. 

Computerisation 

10.47 No worthwhile improvement in the 
enforcement of taxes and reduction in the 
hardship and trouble caused to the assessees 
can be achieved without full-fledged 
computerisation. We recommend that 
technical assistance from the multilateral 
financial institutions could be availed of, as 
regards the design of the computer system or 
if no such assistance is available, an 
internationally renowned consultancy agency 
could be hired. A team of officers from the 
Department should be associated with this 
exercise. 
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10.48 In the indirect taxes side, we 
understand, that the existing facility in the 
Customs Houses is not being fully utilised. 
This is partly because of lack of involvement 
of senior officers in this matter and also 
hesitation on the part of the Department to 
replace the manual system by the 
computerised system. The Committee 
recommend that professional assistance from 
a leading Consultancy • agency should be 
availed of, to gain maximum benefits from 
the facility already installed and proposed to 
be installed. 

Office and Residential Accommodation 

10.49 Another matter concerning 
attention for improving the tax administration 
machinery is the provision for suitable office 
and residential accommodation for the 
officers and staff. Office accommodation 
must be designed in a functionally efficient 
manner keeping in view the reassignment of 
assessment functions that may be necessary 
in view of our recommendations and the 
planned computerisation programme in both 
the Departments. The degree of satisfaction 
in regard to residential accommodation 
particularly for the junior officers should be 
increased. 

Problems of Administration 
and Enforcement (Chapter 6) 

10.50 The existing direct tax 
administration is characterised by several 
major problems: overlapping of functions, 
lack of real control in the execution of tasks, 
inefficient manual processes, scattered and 
deficient guidelines, inadequate arrangements 
for Departmental representation in legal 
disputes, lack of a sound information system 
and deficient facilities which damage the tax 
administration's image. A global solution to 
these problems is necessary with the three 
fundamental objectives of: (a) modernising 
the administrative system in order to achieve 
better taxpayer control; (b) correcting 
structural failures that result in an overlap of 
functions, scattered or deficient guidelines 
and lack of continuity and effectiveness of the 
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processes; and (c) promoting deconcentration. 

Taxpayer Identification and Control 

10.51 The identification and registration 
of taxpayers is absolutely essential for 
developing an efficient tax compliance 
control system. Taxpayers, both potential 
and effective, can be identified through 
information from sources both internal and 
external. Once these are identified, they must 
be carefully registered by using indexes and 
an adequate identification system so that 
names and addresses of the taxpayers can be 
cross-verified. Since names and addresses 
can be changed, it is necessary to use unique 
identification numbers for taxpayers as a 
substitute for their names and addresses. 

10.52 The identification system should 
cover all persons (individuals, firms, 
companies, etc.) engaged in substantial 
economic activities or in possession of 
economic wealth which has the potential of 
yieldipg income so that all potential and 
effective taxpayers in the country would be 
allotted an identification number which could 
be required to be quoted compulsorily at the 
time of undertaking a wtae variety of 
transactions. The existing identifit:ation 
system in the form of Permanent Account 
Number (PAN) is deficient in so far as its 
coverage of potential taxpayers is too narrow, 
multiple numbers have been issued to a single 
person and the system is not available in an 
on-line PAN directory on an all-India 
computer network. To remove these 
shortcomings, the Committee recommends 
the restructuring of the existing identification 
system, the existing PAN may be replaced by 
a new Taxpayer Identification Number (TIN) 
which should be allotted to, and obtained by, 
all persons and institutions (individuals, 
HUFs, AOPs, companies, firms, etc.), inter 
alia, who have ·shop establishment licences in 
all cities and towns with population in excess 
of one million, who are registered as 
industrial units, who have Central sales tax or 
local sales tax numbers, who are members of 
any professional association, who are owners 
of trucks/buses/taxis/cars, who have credit 
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cards, who are share brokers or small saving 
agents, who are applying for fixed deposits 
above Rs.50,000 in a bank or applying to a 
bank for drafts or telegraphic transfers for 
amounts above Rs.50,000, and who are. 
selling goods exceeding Rs.1 lakh to the' 
government or a public sector company or a 
public limited company, and any other 
persons desirous of obtaining TIN. These 
persons should be issued a photo-pass 
containing all relevant information relating to 
the identification of the entity concerned. 
The work relating to the allotment of TIN 
should be through an all-India computer 
network with an on-line TIN directory so as 
to eliminate possibilities of fraud through 
benami or multiple numbers. Further, since a 
large number persons are required to obtain 
TIN, it is necessary to build up a system of 
allotment on demand. Until an all-India 
computer network within the Income Tax 
Department is developed, the Department 
should explore the possibilities of either using 
the National Informatics Computer Network 
(NICNE'I) of the Planning Commission or 
any other all-India computer network for this 
purpose. 

10.53 In order to ensure that a large 
number of persons obtain the identification 
number, it is necessary to make the 
permission for certain transactions, services 
or investments or carrying on certain trades or 
professions contingent on the person having a 
tax identification number. For this purpose, 
the Committee recommends inter alia, 
non-renewal of industrial license, 
non-issuance of 'C' Forms and 'D' Forms to 
dealers, non-renewal of membership of 
professional associations, non-renewal of 
registration of vehicles, rejection of 
applications for 2000 shares or 500 
debentures or more, if the statutory 
requirement to quote TIN is not fulfilled. 

10.54 Once a broad-based identification 
system is developed within the country, a 
statutory obligation should be cast on all TlN 
allottees to quote their TIN in all specified 
economic transactions. Then, all the 
information pieces relating to a TIN could be 
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bunched to identify potential taxpayers. All 
potential and effective taxpayers should be 
registered in the Taxpayer Master File (TMF) 
which is the basic and essential control 
instrument of tax administration. The TMF 
should include only the taxpayers' basic 
identification and addresses, and the taxes 
they ·are obliged to pay. It is of utmost 
importance that once the TMF is established, 
continuous and permanent procedure be 
implemented to keep the file ·up-to-date on 
the basis of information from both internal 
and external sources. Towards developing an 
effective TMF, the Committee recommends 
the revival of the General Index Register 
(GIR) in the· form of TMF, which should 
contain the ,basic items of information, 
number, name, address, TIN, liability to file 
various returns of the ·persons' income, 
wealth,· gifts made, expenditure and tax 
deductions at source. It should also contain 
the names of persons who are non-filers of 
returns but have discharged their tax 
liabilities through tax deducted at source by 
the employer. Overtime, the TMF should be 
extended to include all new taxpayers 
voluntarily filing returns and non-filers who 
are subsequently established to be taxpayers. 
A person should be removed from the TMF 
on the fulfilment of the cumulative conditions 
that his income is below the taxable limit 
continuously for a period of three years and 
he is not liable to file any information return. 

Verification System 

10.55 The verification system should be 
designed to allocate the available resources in 
a manner which will maximise the yield from 
the system in relation to its operating cost. 
However, this must not conflict with the basic 
responsibilities of the tax administration for 
eliminating or at least minimising the more 
glaring forms and acts of tax evasion. Hence, 
the need for dealing with most returns in a 
summary manner without interacting with the 
taxpayer, by making adjustments for 
normative and mathematical errors. 
However, in order to induce compliance 
through letting each taxpayer know that he or 
she could be subjected to strict scrutiny and 
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to increase the general effectiveness of the 
tax administration, a small proportion of 
returns needs to be selectively subjected to 
intense scrutiny. 

10.56 Currently, the assessment_ 
procedure comprises a scheme of summary 
assessment of all returns after correcting for 
arithmetical mistakes ahd prima facie errors, 
and levying of additional tax, if there is an 
addition to income by the assessing officer 
and that of scrutiny assessment of a sample of 
returns selected non-randomly in accordance 
with the instructions issued by the CBDT. 

Summary assessment 

10.57 The new summary assessment 
scheme was the most intensely debated 
subject during all evidence before the 
Committee, whether by officers of the 
Department or by the representatives of trade 
and industry. While some advocated the 
acceptance of returned income without any 
prima facie adjustment or additional tax, 
others advocated only corrections in the 
anomalies of the scheme. After consideration 
of the divergent views, the Committee 
recommends the continuation of the existing 
scheme of summary assessment after 
correcting for arithmetical errors and genuine 
prima facie inadmissible claims and levying 
additional tax. However, the Committee 
recommends the removal of the anomalies in 
the scheme arising on account of the lack of a 
clear definition of the scope of prima facie 
adjustments and delay in the disposal of 
applications for rectification of prima facie 
disputes. After consideration of the various 
issues relating to these anomalies, the 
Committee recommends the following: 

a. The existing scheme of summary 
assessment after correcting for 
arithmetical errors and prima facie 
inadmissible claims should be 
continued. 

b. The first proviso to sub-section 1 of 
Section 143 defining the scope and 
meaning of the term 'prima facie' 
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should be amended. It should be 
defined to mean: 

i. an incorrect claim, if . such an 
incorrect ch1im is apparent from 
the existence of other information 
on the return; 

ii. an entry on a return of an item 
which is inconsistent with another 
entry of the same or another item 
on such a return; 

iii. an omission of information which 
is required to be supplied on the 
return to substantiate an entry on 
the return; and 

iv. an entry on a return of a deductl.on 
or credit in an amount which 
exceeds a statutory limit imposed, 
if such limit is expressed -

(a) as ~ specified monetary 
amount; or 

·(b) as a percentage, ratio, or 
fraction. 

and if the items ·~ntering into the 
application of such limit appear on 
such return. 

The return of income must clearly 
indicate, against the relevant item of 
claim or in the worksheet relevant to 
the claim, the need for furnishing 
evidence in support of the claim. The 
nature of the evidence necessary in 
support of the claim must also be 
specified in the return. This evidence 
should, however, be only for the 
purposes of processing under summary 
assessment and should be without 
prejudice to the degree of proof that 
may be required to be furnished by the. 
taxpayer under scrutiny assessment. 
Once the necessary evidence is filed 
along with the return, the sufficiency of 
the evidence should be considered or 
questioned only under scrutiny 
assessment. 
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d. 

e. 

f. 

g. 

h. 

In stipulating the evidence required to 
be filed along with the return of 
income, caution must be exercised to 
prevent undue burden of compliance on 
the taxpayer. Attempt should be to 
secure only minimal necessary 
evidence. 

Audit reports required under various 
provisions of the Income-tax Act 

· should be merged into a single Audit 
report which should be comprehensive. 
For example, Form No. 3CD (relating 
to the statement of particulars in the 
case of a person carrying on a business, 
which is required to be given along 
with the Audit report in Form No. 3CA) 
could be amended to seek information 
on whether payments covered under 
Section 438 of the Income-tax Act 
have been made by the due date of 

. filing the return. In that case, the need 
for separate certificates from 
accountants as evidence in support of a 
claim would not be necessary. 

The return form should be re-designed 
along the lines of a check sheet to seek 
specific information and also to provide 
for logical sequencing of the 
arithmetical steps for the computation 
of income. This will help demarcate 
the scope of prima facie adjustments. 

In the case of depreciation, the incorrect 
block classification of assets should not 

.·be corrected through prima facie 
adj.ustments. Further, a separate 
standardised format should be 
prescribed for depreciation claims, to 
be appended to the return by only those 
taxpayers who make such a claim. 

A claim made on the basis of an Audit 
report given by an accountant should be 
corrected if prima facie inadmissible, 
but no additional tax should be levied in 
such cases. Where the Auditor makes 
more than a specified number of 
mistakes, he should be debarred from 
practice for a certain minimum period. 
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The Department should release 
annually a booklet codifying the 
instructions/guidelines on the scope of 
prima facie adjustments as is being 
currently done in respect of guidelines 
issued \ to Drawing and Disbursing 
Officers (DDOs) for tax deduction at 

.source from salary payments. The 
booklet must contain examples of 
prima facie. adjustments drawn from 
-act!tal i~tances reported by the 
assessing officers. These . examples 
should cover instances to highlight both 
what can be and cannot be treated as 
being prima facie inadmissible. 

The existing scheme of set off and carry 
forward of losses should be rationalised 
along the lines indicated in the Section 
on Taxation of Corporate Profits in 
Chapter 3. 

No prima facie adjustment should be 
allowed to be made after six months 
from the end of the month in which the 
Return is received. 

The assessing officer should not be 
allowed to make any suo motto 
rectifications of summary assessment 
after three months from the end of the 
six month period for prima facie 
adjustment under summary assessment. 

The taxpayer should not be allowed to 
make an application for rectification of 
prima facie adjustment after two years 
from the end of the assessment year in 
which the return is filed. 

The application for rectification of 
prima facie adjustment should be 
required to be disposed of by the 
assessing officer within three months 
from the end of the month in which the 
application is received. Failure to 
dispose of the application within the 

. stipulated time should tantamount to 
acceptance · of the contentions of the 
taxpayer. The Committee is aware that 
through an amendment by the Finance 
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Act, 1992, 'direct' appeal against prima 
facie adjustment has been provided for, 
only if the rectification application is 
not disposed of by the assessing officer 
within three months. However, we are 
of the view that this indirect remedy is 
totally inadequate. There should eiiher
be a provision for appeal against prima 
facie adjustment, -as was 'recommended 
by us in our Interim Report, or as 
suggested above, the applications for 
rectification which are not disposed of 
within, say, three months, should be 
considered as accepted and effect 
should be given to them accordingly, 
within a further period of one month. 

10.58 During the course of evidence 
before the Committee, a large section of the 
taxpayers questioned the validity of the 
additional income tax on grounds of 
arbitrariness, etc., and the instructions of the 
CBDT to its field formations to the effect that 
in respect of all returns, first, prima facie 
adjustments, if any, should be carried out, 
additional tax, if any, should be levied and 
intimation to this effect should be sent to the 
taxpayer, and only after that any proceedings 
for scrutiny of selected cases should be 
initiated. 

10.59 With a view to encouraging 
voluntary compliance, reducing the 
discretionary power of the tax administration 
so as to minimise opportunities for bribery, 
and reducing the costs of checking the 
expected excuses that would be submitted for 
almost every case of arithmetical error and 
prima facie inadmissible claims, it is 
necessary to build in a system of automatic 
sanction in the nature of additional tax. The 
Committee, therefore, recommends the 
continuation of the existing scheme of 
levying additional income tax under Section 
143(1A) of the Income-tax Act. Further, in 
the interests of an equitable tax system, it is 
necessary that taxpayers committing the same 
fault should be subjected to the same penal 
consequences. Therefore, the existing policy 
of first completing every case under the 
summary assessment scheme and only, 
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thereafter, initiating proceedings for scrutiny 
assessment should be continued. 

Scrutiny Assessment 

10.60 Given the objective of scrutiny 
assessment, in selecting cases for scrutiny 
assessment, there must be a combination of 
the criteria of randomness and probability of 
evasion. The device of assigning differing 
scores to various taxpayers for the purpose of 
chosing the sample, as is done .in the USA, 
for example, is an attempt to combine these 
criteria. Since the element of randomness is 
present in such a system, evasion will not be 
there to be deducted in all cases. Further, in 
the absence of computerisation of the tax 
administration, th~ selection of the sample by 
a central computer will not be possibl~. 
Hence, clear-cut tests or criteria should be 
laid down for selection and the selection· 
should never be done at the level of the 
officer who is going to carry out scrutiny 
assessment. 

10.61 Under. the rules in force, there has 
to be a hundred per cent scrutiny of all 
company and non-company cases where the 
income or loss is Rs.S lakh or above; there 
has to be sample scrutiny in b\her cases on 
the basis of the guidelines laid down by the 
CBDT. The scheme of selection of cases for 
scrutiny as devised by the CBDT is said to be 
primarily geared to the objective of reducing 
the discretionary power of the assessing 
officer in selecting cases so that the 
possibility for showing favouritism and 
getting illegal gratification would be 
minimised. However, one of the criteria 
"glaring cases of tax evasion/avoidance" 
allows for free· play of discretion and 
judgement. Several complaints were made to 
us by trade and industry representatives that 
the lower level staff were still (in several 
cases) trying to extort money through 
promises to take the taxpayer's name off the 
scrutiny list. This pernicious practice must be 
eliminated. The two basic reasons which 
open up the scope for such a practice are that 
the selection is made at the level of the 
assessing officer himself and the criteria laid 
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down leave room for discretion. Further, the 
element of randomness is also missing in the 
existing method of selection. Also, no 
regular procedure has been devised to 
incorporate any information learned from the 
statistical analysis of evasion trends. 
Keeping in view the pitfalls in the existing 
scheme of selection of cases for scrutiny, the 
Committee recommends the following 
procedure for selection of scrutiny cases: 

a. The percentage of assessees to· be 
selected for scrutiny should be as 
follows: 

i. roughly 3 per cent of non-company 
assessees with income/loss below 
Rs.2Iakh; 

ii. 4 per cent of non-company 
assessees with income/loss from 
Rs.2 lakh upto Rs.9,99,999; 

iii. 33 per cent of non~company 
assessees with income/loss of 
Rs.10 lakh and above; . 

iv. 20 per cent of company assessees 
with income/loss below Rs.1lakh; 

v. 100 per cent of all company cases 
with income/loss of Rs.1 lakh and 
above; and 

vi. 100 per cent of all search and 
seizure cases. 

N.B. The income/loss should be the 
gross total income as reduced 
by the amount of unabsorbed 
losses carried forward from 
earlier years for set-off against 
the current year's income. 

b. Where 100 per cent or 33 per cent of 
cases are taken up for scrutiny, for 
obvious reasons, no special procedures 
for selection are needed. In the first 
category each case will be taken up 
each year and in the second category 
each case will be taken up every 3rd 
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year,·· But for the other categories; the 
procedure for selection becomes 
important. 

c. The selection should be strictly 
impersol(al, should leave little room for 
discretion and must be based on 

.. -weighted random sampling. In the 
sample selection, certain characteristics 
of particular trades or professions and 
items of information received will be 
used to give weights or scores to 
various cases in a bon-discretionary 
way to increase the chances of those 
cases being ·selected according to their 
respective scores. Finally, the selection 
should be made centrally or at a few 
centres wJllch are not associated with 
the assessment work. 

d. While in the long run, the Income Tax 
Department ought to aim for a system 
based on a scoring rule as advocated by 
expert Committees earlier and as used 
in advanced countries, such ~ USA, in 
the short run a scoring system based on 

. a Taxpayer Compliance Measurement 
Programme (TCMP) design does not 
appear to be feasible in the context of a 
very poor level of computerisation of 
the Department. However, immediate 
steps should be initiated to undertake a 
TCMP study on a pilot basis. 

e. Till a proper score system can be 
developed, one has to be satisfied with 
some . improvement in the existing 
system. Given the percentages of cases 
to be selected as recommended by us, it 
is the selection of cases from among 
non-company · assessees with 
income/loss of less than Rs.lO lakh that 
needs to be given the greatest care -
these assessees constitute the majority 
of taxpayers and the ,Percentage of 
cases to be selected is so small that the 
manner of selection becomes all 
important. Among these asses::;ees, 

· those who have opted for the Estimated 
Income Scheme or the Presumptive Tax 
Scheme can be kept aside. For the rest 
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of the filers in this category, the 
following procedure may be adopted. 

f. A set of presumptive factors which can 
be taken as indicators of tax evasion 
should be identified. The Chief 
Commissioner/Commissioner of a 
Charge should prescribe the system of 
assigning scores to these factors. The 
assessees should be required to supply 
certain specific information (not 
exceeding 10 in number and not 
involving any additional work or 
computation on their part) in a form to 
be attached to the return. This form 
should be required to be filed by all 
taxpayers who derive income from 
business or profession and do not opt 
for the estimated income scheme 
recommended by us. The salaried 
assessees and those with other sources 
of income should be asked to fill in a 
different form with less details. The 
form should be typewritten so as to 
facilitate automatic reading of the data 
through optical character recognition, 
thus eliminating the need for costly and 
delayed manual transcription and 
verification processes. These forms 
should be passed on to the Deputy 
Commissioner of the Range. He would 
add information obtained from Central 
Information Branch (CIB) sources. 
After taking all items of information 
into account, the Deputy Commissioner 
will work out the total number of scores 
to be given to each return. The selection 
for scrutiny assessment will be done at the 
level of Deputy Commissioner: 

g. Where a total of 3 per cent of cases is to 
be chosen for scrutiny, 2 per cent 
should be based on the descending 
order of scores and one per cent on pure 
random sampling. If the total sample is 
to comprise 4 per cent, then 3 per cent 
should be on the basis of descending 
scores and one per cent on the basis of 
random sampling. In the case of 
company assessees with income/loss 
less than Rs.l lakh, 5 per cent of the 20 
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per cent sample should be chosen on 
the basis of random sampling. 

h. The entire sample should not be chosen 
at one stroke at the beginning of the 
assessment year. The selection process 
could be carried out in two (or perhaps 
even three) stages so that the late filers 
could also be included in the list for 
selection with their respective scores. 
All cases of non-filers should be 
scrutinised by an officer· not below the 
rank of an Assistant Commissioner. If 
after scrutiny the total income of the 
taxpayer continues to be non-taxable, 
this finding · must be taken note of, 
along with other information on him, in 
identifying non-filers in the subsequ.ent 
year. As regards assessees with income 
from business who have opted for the 
Estimated Income Scheme, there should 
be no scrutiny assessment for the first 
three years in each case. After that 
period there should be scrutiny of one 
per cent sample chosen randomly 
merely to check the accuracy of the 
gross turnover. For the purpose of 
scrutiny assessment, a set of clear 
questions must be framed and the 
assessee must be asked to provide the 
answers to these questions. Only if the 
answers are found unsatisfactory, 
should the assessee be asked to come to 
the office of the assessing officer with 
his books of account. 

Taxpayer Information System 

10.62 Adequate information concerning 
taxpayers is essential for scoring additional 
revenue. The sources of information used by 
the tax administration to build up an 
information system may be classified into 
three main categories: taxpayer declarations, 
information returns, and information and 
evidence collected by the Tax Department 
during the course of investigation. 

10.63 Under the system of 
self-assessment, the taxpayer forms the basic 
source of information. The taxpayer provides 
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information to the tax administration through 
returns and accompanying documents. These 
returns contain valuable information on the 
taxpayer and his activities. All this 
information can potentially be used to help 
gauge taxes due from the taxpayer. In this 
regard, it is necessary to address the problems 
of the design of the return form, filing 
requirements, making returns available and 
sanctions against non-filing of taxpayer 
declaration. The Committee, after examining 
these issues, recommends the following: 

a. As against the existing four different 
return forms applicable to different 
categories of taxpayers, the return of 
income should be in seven different 
forms details of which are contained in 
para 6.84; 

b. The Department should take steps to 

c. 

. ensure that forms are easily available to 
the taxpayers. Forms 1, 2 and 3 should 
be made available in the major Post 
Offices in the cities/towns, banks 
accepting payment of taxes, and all tax 
offices. Further, Form 7 should be sent 
to all Drawing and Disbursing Officers 
for circulation amongst taxpayers. 
Forms 1 and 2 should be printed, at 
least every fortnight during the Return 
filing season, in the local dailies so that 
taxpayers could use the paper cutting as 
the Return forms. 

Return of income should be required to 
be filed by: 

i. all persons whose total income 
during the previous year exceeds 
the maximum amount not 
chargeable to tax except salaried 
employees whose income from 
other sources is totally exempt 
under the law (e.g., under Section 
80-L) or does not exceed Rs.15,000 
on which tax has been deducted by . 
the employer at the proper rate. 
These salaried taxpayers will be 
required only to submit a simple 
statement in a special Form (Form 
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7 referred to earlier), if their 
taxable income exceeds Rs.50,000; 

ii. all companies irrespective of the 
level of income; 

\ 

iii. all persons (other than companies) 
carrying on business whose total 
turnover exceeds Rs.5 lakh 
irrespective of the level of income; 

iv all persons (other than companies) 
carrying on a profession whose 
gross ·receipts exceed Rs.1 lakh 
irrespective of the level of income; 
and · 

v. all Trusts under Section 11 to 13. 

In the subsequent year, even if the 
taxpayer does not fall in any one of the 
categories in (i) to (v) above, he must 
continue to file the return of income for 
three consec~tive assessment years. If 
after such three years, the taxpayer 
continues to remain outside the purview 
of (i) to (v), has no outstanding 
recovery of tax dues, and has no 
appeals pending at any level, he should, 
in the fourth year, apply in a prescribed 
form for the removal of his name from 
theTMF. 

d. As against the existing provisions, if a 
loss return is filed after the due date, the 
benefit of carry-fmward of loss should 
be allowed to tne taxpayer. 

Further, on consideration of the 
various issues and problems relating to 
collection, collation, dissemination and 
verification of numerous pieces of 
information relating to both potential 
and effective taxpayers, the Committee 
recommends a new taxpayer 
information system along the lines 
indicated in para 6.105. 

Tax Account Information System 

10.64 The e·xisting information system 
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for collection and recovery of direct taxes is 
inefficient and unproductive in so far as it 
depends on manual and repetitive processes 
and an outdated system of storing information 
relating to collection and recovery. After 
consideration of the various issues and 
problems associated with the information 
system for collection and recovery, the 
Committee recommends a new information 
system known as the tax account information 
system. This new system will consist of 
manual and computerised procedures and 
databases which · would enable the 
Department to keep up-to-date tax 
information for each taxpayer with respect to 
debits, credits, analysis, interests, 
readjustments, payment arrangement and 
other taxpayer transactions with the 
administration. This would be used to detect 
and report delinquent accounts and to provide 
timely information to other Wings in the 
Department on the taxpayers' overall tax 
situation. The method of building this system 
is described in detail in para 6.119. 

Re-assignment of Responsibilities 

10.65 The assessing officer is the pivot 
around which the Income ·Tax Department 
revolves. The assessing officers combine in 
themselves the multifarious functions of 
assessment, collection, redressal of taxpayer 
grievances, taxpayer assistance, and 
furnishing of information for managerial 
decision-making. The consequence is that 
much of the time of officers and staff even in 
assessing charges is spent on duties other than 
assessment. It is, therefore, not surprising 
that the quality of scrutiny assessment leaves 
much to be desired. 

10.66 The allocation of duties and 
responsibilities in respect of collection and 
recovery of taxes again casts a heavy burden 
on the assessing officer. The practice of 
assigning budget targets to assessing officers 
without reference to the potential, to say the 
least, is arbitrary in approach, since he has no 
control over current collections. At best, he 
could be assigned a target only for arrear 
collections. The responsibility for arrear 
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collection, however, lies not only with the 
assessing officer but also with the Tax 
Recovery Officer (TRO). 

10.67 Yet another instance of holding the 
assessing officer responsible for a task in 
respect of which a separate specialised 
authority has been created is collection of 
TDS. The Income Tax Officer (TDS), in any 
case, is required to maintain a register of all 
persons liable to deduct tax at source. 
Hence, there is no rationale in assigning the 
assessing officer and the Income Tax Officer 
(TDS) the joint responsibility for monitoring 
collection of TDS. Similarly, the casting of 
responsibility on the assessing officer for 
collecting advance tax to meet budget targets 
is unreasonable. Further, the joint 
responsibility of the assessing officer and tht{ 
TRO/Income Tax Officer (TDS) for. 
collection and recovery leads to 
mis-utilisation of scarce trained personnel 
through duplication of work, particularly, 
maintenance of multiple registers and 
initiation of recovery proceedings against the 
same taxpayer by both the authorities. In 
fact, very often, while the TRO and his staff 
remain under-utilised, the assessing officer 
and his staff are over-burdened. It is an 
annual routine for the assesshtg officer and 
his staff to spend the first two months of any 
financial year constructing the arrear demand 
and collection register. As a consequence, 
the quality and the quantity of output at the 
assessing officer level suffers. 

10.68 Sample studies of time allocation 
of the assessing officers and staff in 
assessment charges as well as discussions 
with tax administrators and professionals 
confirm the fact that there is considerable 
degree of congestion of workload at the 
assessing officer level, and therefore, a· 
significantly large proportion of the time 
available to the assessing officer is spent in 
the discharge of non-assessment functions. 
Hence, the need for the distribution of work 
amongst the officers and staff along 
functional lines. 
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10.69 The Committee is aware that the 
functional scheme, whereby, the collection 
and recovery function were separated from 
the assessment · function was given an 
experimental trial by the Department in. the 
late 1960's, but was given up soon after 
primarily on the consideration that all the 
assessment records had to be shifted to and 
fro between the assessment wards and the 
Collection and Recovery Wing, throwing the 
entire system of record management into 
disarray. However, since then, the procedure 
for summary assessment and the volume of 
scrutiny assessment have substantially 
changed. Further, it is not difficult to seek a 
solution to the problem of record 
management. On completion of assessment, 
the information relating to assessed tax, 
amount paid and balance payable/refundable 
could more appropriately be transmitted from 
the Assessment Wing to the Collection and 
Recovery Wing through the medium of 
assessment scrolls and not through the 
physical movement of the assessment records 
as in the experiment in the late 1960's. 

10.10 Based on the above considerations, 
the Committee recommends that the existing 
system of combining in an assessment officer 
all the functions of collection and recovery, 
summary assessment, scrutiny assessment 
and miscellaneous functions (like 
rectifications, appeal effects, imposition of 
penalties, dealing with audit objections, 
reporting, etc.) should be replaced by a new 
system based on functional classification of 
jobs. Under the new system, the collection, 
recovery and refund functions performed by 
the assessing officers, the collection functions 
performed by the Central Treasury Units 
(CTUs), the TDS functions by the Income 
Tax Officer (TDS) and the recovery functions 
by the TRO should be assigned wholly to the 
Directorate of Income Tax (Collection and 
Recovery). For this purpose, this Directorate 
headed by a single Director General (DG), 
should have its office in each city/town where 
an income tax office is located. The span of 
control of the DG should extend over five 
Directorates of Income Tax (DITs) 
(Collection and Recovery) with the 
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jurisdiction of each extending over a 
well-identified geographical area. The span of 
control of the DIT (Collection and Recovery) 
should extend over the Collection Wing, 
Recovery Wing, and the Refund Wing within 
such a geograpbical area. 

10.71 • While in metropolitan cities and 
other big towns, both officers and staff should 
be separately assigned to this Directorate, in 
smaller 'towns the Officers performing the 
assessment function could be assigned the 
additional responsibility of the office of the 
Directorate, but the staff could be separately 
assigned. 

10.72 The co-ordination between the 
Assessment Wing and the office of the DIT 
(Collection and Recovery) will be done by 
the Chief Commissioner/Commissioner/ 
Deputy Commissioner (Range), as the case 
may be, but the line of command for the 
officers in this Directorate will be within the 
Directorate. On completion of assessment, 
the information regarding assessed tax, 
amount paid and balance payable/refundable 
should be transmitted from the assessing 
officer to the DIT (Collection and Recovery) 
through the medium of assessment scrolls 
(and not through physical movement of 
assessment records). Similarly, information 
relating to any change in the tax liability 
subsequently arising from rectification and 
appeal effect could all flow through the scroll 
system. 

10.73 A change is called for in regard to 
the allocation of the work of scrutiny 
assessment. With a view to pooling of 
experience, improving the effectiveness of 
assessment, increasing the level of 
supervision and thereby ensuring greater 
accountability, it is necessary to change over 
from the present system of single officer 
based assessment by Deputy Commissioner 
(Assessment), Assistant Commissioners and 
Income Tax Officers to a system of group 
assessment in which the work of the assessing 
·officers could be more effectively supervised 
by senior officers. Each group should consist 
of one Deputy Commissioner (Assessment) 
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and a designated smaller number of Assistant 
Commissioners and Income Tax Officers, 
along with complementary staff. The Deputy 
Commissioner would decide the allocation of 
the files for scrutiny among the officers 
working under him. He would also be 
responsible for supervising closely the 
scrutiny assessment work of those officers, 
although the officers themselves will be 
finally responsible for the assessment. We 
understand this system is in a sense already in 
vogue in the Central Circles where large 
cases are assessed. It must be ensured that a 
uniform degree of supervision, to the desired 
extent, is given in all those circles. It would 
be highly desirable that, in course of time, the 
same system is extended to cover the smaller 
cases also. However, if all scrutiny 
assessment cases are brought under the 
system of group assessment, there would be a 
need to increase substantially the number of 
posts of Deputy Commissioners in the 
Department. As the number of searches and 
seizures are reduced, some posts of Deputy 
Director of Income Tax (Investigation) 
engaged in work connected with search and 
seizure could be converted and the posts of 
Assistant Directors/Assistant Commissioners 
now engaged in the same_ work can be 
released and their posts upgraded. In addition 
some new posts might have to be created. 
The Committee believes that the creation of 
the extra posts would be worthwhile in terms 
of improvement in the quality of assessment, 
reduced harassment to the smaller taxpayers 
and increased public confidence in the system 
of scrutiny assessment. 

Search and Seizure 

10.74 Searches and seizures are used by 
the Income Tax Department as a method of 
gathering direct evidence of income and 
wealth tax evasion. Section 132 of the 
Income-tax Act gives powers to certain 
categories of empowered officers to authorise 
any Deputy Director/Commissioner, Assis
tant Director, etc., to enter and search any 
premises or persons in those premises if the 
empowered officer has reason to suspect that 
books of account or money or other valuables 
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are kept in those places. A search can be 
authorised only if the authorising officer has 
reason to believe that the person concerned 
has not produced the documents when asked 
to do so or would not produce the documents 
or the person is in possession of money or 
other assets which represent income or 
property which has not been or would not be 
disclosed. 

10.75 From the provisions of Section 132 
it is clear that a search can be authorised only 
if on the basis of sufficient evidence the 
officer concerned has reason to believe that 
the money or assets have been secreted in the 
premises or that documents that would not be 
produced are kept there. Second, the main 
object of the search is to unearth the 
documents and/or assets. 

10.76 The Income Tax Department has 
been resorting to this method of tackling 
evasion on a fairly substantial scale (in recent 
years 3500 to 5500 searches per year). The 
search and seizure operations would have a 
deterrent effect if they are conducted after 
gathering reliable information and if they are 
followed quickly by successful prosecution of 
the offender. In practice, the search and 
seizure operations do ndt' seem to be 
producing the deterrent effect to the desired 
extent. 

10.77 In the circumstances prevailing in 
our country it may be necessary - however 
unfortunate that may be - to continue to 
empower the Income Tax Department to 
conduct searches and seizures where there is 
clear evidence that a tax evader has concealed 
in certain premises, documents and assets 
which cannot be reached except through a 
search. However, since the right to privacy is 
a fundamental right without whjch the gift of 
personal freedom will lose its meaning, it is 
extremely important to provide safeguards 
against possible excesses by the executive 
branch of the Government so that 
unreasonable invasion of privacy and the 
violation of other fundamental rights could be 
prevented. 
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10.78 While searches and seizures would 
be required to some extent, they cannot be a 
substitute to the building up of a 
comprehensive information system which 
alone would make possible the effective 
enforcement of taxes. As the information 
system is built up, the number of searches and 
seizures should be gradually cut down. As 
things stand, nearly 27,000 assessments 
relating to searches and seizures cases are 
pending and too many Assistant 
Commissioner level officers are tied up in 
this work (that is, seizure and assessment of 
seizure cases), considering the extra revenue 
produced. 

10.79 The Committee wishes to make the 
following recommendations to make search 
and seizure operations effective, to prevent 
excesses and to prevent the restrictions being 
placed on the rights of individuals beyond a 
reasonable degree: 

a. Section 132(1) should be amended to 
say that only an officer of the level of 
Chief Commissioner or where in a 
charge there is no officer of the level of 
Chief Commissioner the senior most 
Commissioner, can authorise a search 
under that Section. That section should 
also be further amended to say that only 
an officer of the level of Deputy 
Commissioner or Assistant 
Commissioner can be authorised to 
conduct a search and that he could be 
assisted by Income Tax Officers. 

b. The major focus of the search must be 
to · unearth documents, revealing 
concealed income as well as assets such 
as money, jewellery and other valuable 
articles. Section 132 authorises the 
search officer to record a statement by 
any person found in the premises which 
may be used in evidence before any 
Court proceedings. Since interrogation 
is not a part of the object of the search, 
it must be ensured that the assessee is 
not interrogated under intimidation and 
is not coerced into making a 
confessional statement. For this 
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purpose it is necessary to permit the 
assessee to call a lawyer to be present 
when he makes the statement. The 
lawyer can be one of the members of a 
panel approved by the Ministry of Law. 
Besides, the provision for paying part 
of the additional tax collected on the 
basis of the search and confession as a 
re~ard to the members of the search 
party must be removed. 

c. Since the Income Tax Department does 
not . have the power to arrest and the 
ground rules announced on the floor of 
the Parliament in 1987 specifically lay 
down that the income tax authorities 
shall have no power to arrest, the 
general practice of the search party 
preventing an assessee whose premises 
are searched from leaving the building 
to attend to his work must be 
discontinued. After the person has 
made the statement required he should 
be allowed to leave. There is no 
justification for amending Section 132 
as was proposed in the Finance Bill, 
1992. 

d. After the search is over the search party 
should hand over to the persons 
concerned copies of statements made 
on oath by them. 

e. In the course of a search, the property 
belonging to the owner of the premises 
is often damaged by the search party. 
In order to minimise damage every 
search party should be asked to use 
metal detectors first to find out if 
articles are concealed in walls, within 
mattresses, etc. If damage is done but 
no concealed articles are found, then 
the Income Tax Department should be 
required by law to repair the damage 
done and to restore the articles to their 
previous state. 

f. If search and seizure are to become an 
important instrument of deterrence, 
there must be speedy prosecution of 
cases of large scale evasion unearthed 
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by the- search party. It would be. 
desirable to set up a Special Court 
whenever within a region there are 
large cases of suspected tax evasion 
together amounting to not less than 
Rs.S crore. 

Advance Tax 

10.80 With the amendment introduced by 
the Finance Act, 1992, which has increased 
the proportion of the first instalment from 20 
to 30 per cent, there would be greater 
probability of having to pay interest on 
shortfall in the first two instalments owing to 
unforeseen income arising particularly in the 
last quarter. To the extent that the new 
provision requires a high proportion of tax on 
the total income, which cannot be estimated 
precisely, to be paid within the first six 
months it makes compliance difficult. In 
order to mitigate the hardship caused by this 
amendment, the Committee recommends that 
interest under Section 234C should not be 
levied in cases where the first and the second 
instalments of payment of tax by the assessee 
are each equal to 30 per cent of the tax 
liability on the basis of the returned income 
of the immediately preceding assessment 
year. Interest should continue to be 
chargeable if payments by 31st March fall 
short of 90 per cent of tax on the basis of 
current year's income. 

Direct Taxes Code 

10.81 The objective sought to be 
achieved by a single direct taxes code is 
uniformity and simplicity with regard to the 
legislation concerning direct taxes, which is 
desirable. However, the Committee is of the 
view that before enacting the direct taxes 
code the Government should first consider the 
Committee's recommendations and take a 
final view in that regard so that the code is 
not required to be amended after its 
enactment. 

10.82 In view of the above, the 
Committee recommends that the entire matter 
regarding the introduction of a direct taxes 
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code should be postponed till such time as the 
law, after implementation of this 
Committee's recommendations, has 
stabilised. Further, before undertaking 
codification, the arrangement of the Sections 
in the code and the language used therein 
should be referred to a Committee of Experts 
to ensure that unintended changes in the 
provisions do not occur. 

10.83 The draft code should be given 
wide publicity so that public debate and 
informed comments or opinions arising 
therefrom could be taken into account before 
finalising the code. 

Problems of Administration of 
Indirect Taxes {Chapter 7) 

10.84 The problem areas which the 
Committee has identified are : 

a. 

b. 

c. 

d. 

e. 

f. 

h. 

i. 

j. 

a complicated code of rules and 
procedures in the Central Excise Act 
and Rules; 

procedures not getting updated with the 
changes in the adminis.1Tative structure; 

inadequate inspection system; 

outmoded reporting and monitoring 
system; 

lack of training of officers particularly 
in specialised functions and improper 
placement of officers; 

frequent changes in the rates and 
procedures without adequate 
preparation at the field level; 

g. classification of goods for 
assessment of duty; 

valuation in Central excise; 

short recovery and refund; 

huge pendencies in respect of 
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provisional assessments; 

k. lack of customs expertise in Central 
Excise Collectorates; 

I. poor testing facilities in the customs 
and excise laboratories; 

m. a tendency to overassess for fear of 
Audit; 

n. inordinate delay in the disposal of 
appeals at the level of the Tribunal; and 

o. inability of the manual system to cope 
with the increase in the number of 
documents to be processed and lack of 
commitment on the part of the system 
as a whole to co~puterisation. 

Updating and simplification of procedure 

10.85 When the ·Department . undertakes 
newer duties and responsibilities, it is 
necessary that the system is geared up as a 
whole by making necessary changes in 
training curricula, audit procedure, 
anti-evasion measures, computer software, 
inspection methodology, etc. We would 
recommend that such updating may be 
attempted every year. One way of making 
this exercise would be through a workshop to 
be organised by the Training Academy, with 
participation by policy makers and middle 
level officers in the field. 

10.86 We hope that the exercise to 
prepare a common customs and excise code 
already started by the Committee of Experts, 
would result in a review of the existing 
procedures and help in updating them with 
reference to the existing administrative set up 
and changes likely to be brought about after 
considering the recommendations contained 
in this Report. 

Inspection and monitoring 

10.87 It is important that the inspection 
system is reactivated to ensure accountability 
of the various levels of revenue 
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administrators. The Board, with the 
assistance of Principal Collectors, should 
ensure that the schedule . of inspection is 
strictly adhered to and that there is proper 
follow-up acqon. 

10.88 It is necessary that Departmental 
manuals are updated taking into account 
modifications in the procedures likely to be 
brough~ about in the near future. 

10.89 The Committee would also urge 
the government that a new management 
information system may be worked out using 
the modem communication facilities already 
available with the Department. With the 
establishment of the computer network, the 
present system of submission of periodic 
returns could be dispensed with. 

Training 

10.90 The Committee is of the view that 
the time has come to assess the training needs 
of the officers of the Customs and Excise 
Department afresh· and to draft an appropriate 
training policy and work out details of 
training modules. 

Publication of Draft Notification regarding 
Changes in Procedures 

10.91 We would suggest that every 
proposed change in the procedure of duty 
collection may be first published as draft 
notification inviting comments of the 

· assessees and other concerned and finalised 
after taking into account their views. The 
Committee would urge that it should be 
ensured that the notifications are published on 
the same date on which they are issued so that 
there is no legal ambiguity regarding the date 
on which they come into operation. 

Classification 

10.92 The problem of classification will 
be reduced considerably with the simplified 
rate ·structure and the issue of a "Tariff Guide 
containing directions of the Board in respect 
of all excisable and imported goods which 

will be binding on assessing officers. 

Valuation in Central Excise 

10.93 In regard to valuation of excisable 
goods the precise scope of the various 
provisions in Section 4 and the valuation 
rules . with regard to admissibility or 
othexwise of the deduction of various 
expenses for the purpose of arriving at 
assessable value are still not clear. In fact, 
the Supreme Court had to recall its judgment 
in Assistant Collector of Central excise vs 
MRF Ud. [1987 (10) ECR 625 (S.C.)] 
because of the inconsistency in the impugned 
judgment with the law laid down by the Court 
in the Supreme Court's earlier decision in the 
case of Union of India vs Bombay Tyres 
International Ltd.(1983 ECR 16270 (S.C.)]. 

10.94 Having regard to this background, 
the . Committee had made certain 
recommendations in the Interim Report. One 
of them related to the fixaiion of tariff value. 
The Supreme Court has recently decided the 
Century Manufacturing Company's case in 
favour of the Government. We suggest that 
the Government can take recourse to fixation 
of tariff value for suitable commodities such 
as sugar, acids, gases, caustic soda and 
aerated water. We had also suggested 
assessment of certain selected goods notified 
under Standards of Weights and Measures 
Act, 1976 on the basis of maximum retail 
price fixed thereunder. 

10.95 The Committee had observed 
that as the Modvat or the VAT system gets 
extended and becomes the main plank for 
raising revenue from domestically produced 
goods and services, it would be necessary to 
move over to a system of assessment on the 
basis of invoice value. To start with, invoice 
value can be adopted for industrial inputs. 
However, ultimately the Department has to 
adopt the invoice value as the measure of 
assessment in all cases covered by Modvat 
(and later VAT) except the goods which can 
be assessed to duty on the basis of tariff value 
and on the basis of maximum retail price. As 
regards allowing various discounts from the 
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invoice price to arrive at assessable value, we 
suggest that the international practice may be 
adopted in this regard. It would also be 
necessary to move away from one to one 
correspondence between individual units of 
goods cleared and the invoices raised at the 
depots, in the case of depot sales. If invoice 
is accepted as the basis for assessment of 
Central excise duty; there will be no need for 
filing of price lists and, therefore, the time 
and effort spent in processing price lists could 
be more effectively used for market inquires 
and investigation of cases of under-valuation. 

Short Recovery and Refunds 

10.96 We recommend that the time limit for 
demand of duty short-paid or short-levied 
should be brought down from six months··to 
three months. Similarly, the period of refun!l 
may also be reduced to three months which 
will also ensure that the number of cases of 
unjust enrichment is limited to the minimum. 
The Government may take a view in this 
matter after the Court decides the legality of 
the provision enacting the doctrine of unjust 
enrichment. 

10.97 Considering the rtt-venue bias often 
discernible in the case of many officers at the 
lower level, Section 11A of Central Excises 
and Salt Act and Section 28 of the Customs 
Act were amended in 1985 giving the power 
of demanding duty for the the extended 
period of five years to Collectors to ensure 

. its more judicious application. This power 
has however, been given back to the 'proper 
officer'. The Committee would suggest that 
the position in the law, prevailing before the 
amendment in this year's Budget, should be 
restored. 

Pendency of Provisional Assessments 

10.98 The. Committee would recommend 
that a time limit of six months may be fixed 
for finalisation of provisional assessments 
except in exceptional cases like those relating 
to variation clauses in contracts. There could 
be similar time limits for finalisation of 
classification lists and price lists in the case 
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of Central excise duties. 

Customs Expertise in Central Excise 
Collectorates 

10.99 We recommend that the existing 
vacancies in the cadre of appraisers should be 
filled up and regional cadres of customs 
appraisers, transferable within Central excise 
collectorates of the region, should be created. 
This is necessary for handling increasing 
quantum of customs work in Central excise 
collectorates. 

10.100 Other Points 

a. Procedure of collection of excise duty 
on matches and cigarettes: The 
Committee feels that considering the 
relative insignificance of the revenue 
from matches, the feasibility of doing 
away with bandrolling of matches 

· should be examined. Cigarettes on the 
other hand account for a substantial 
portion of the Central excise revenue 
and this commodity lends itself easily 
to the system of collection of duty 
through bandrolling. The feasibility of 
such a system should be examined. 

b. Excise documentation: The statutory 
form of gate pass for removal of 
excisable goods should be suitably 
amended to indicate the total duty paid 
in words. This is essential as this may 
minimise the chance of the figures 
getting fraudulently changed with a 
view to getting a higher amount of 
Modvat. 

The Committee is of the view that 
while control should be exercised at the . 
time of removal from the factories, 
there is no reason why assessment 
procedure and documentation should be 
different for commodities subjected to 
physical control such as tyies, PSF etc., 
from what is applicable to other 
commodities under · Self Removal 
Procedure. 
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c. Reversal of Modvat credit on inputs: 
In regard to clearance of inputs in 
respect of which the cred!t is already 
taken under Modvat, it should suffice if 
the credit taken initially is merely 

· reverse'd. 

d. . Clearances of imported goods: 
Learning from the beneficial results 
obtained from the limited Gold Import 
Scheme, we would recommend that the 
Government should introduce a special 
scheme in respect of baggage of those 
returning to India after a stay abroad of 
at least six months. The rate of duty on 
the dutiable goods contained in the 
baggage of these passengers in excess 
of Rs.~,OOO, s~ould be 100 per cent if 
paid hi foreign currency, upto a limit of 
Rs.l lakh (value of goods). Such a 
scheme will enable the Government to 
earn foreign exchange, while giving 
adequate protection to domestic 
industry. The value limit of import of 
parcels by post free of duty was fixed 
quite sometime back. The Committee, 
therefore, feels that there should be an 
upward revision of this limit. 

Having regard to the need of tlie 
consuming industry and the high level 
of financing cost, we recommend that 
the period of warehousing should be 
increased to a minimum period of three 
months from the existing period of one 
month. 

In regard to the incorporation of 
tariff and exemption notifications in the 
computer data bank, the Committee 
would recommend that the Harmonised 
System of nomenclature which is 
available in the form of floppies with 
the Customs Cooperation Council can 
be fed into the computer. In addition an 
alphabetical index of all goods 
imported, indicating the customs 
classification and current rates can also 
be evolved, which should be available 
on tap in all of the terminals throughout 
the country. This will greatly facilitate 
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e. 

f. 

g. 

h. 

i. 

classification of goods for purposes of 
customs duty. 

Dissemination of information 
regarding international customs 
experience: We recommend that an 
international division may be set up in 
the Board under a senior officer not 
below the rank of a Director fm 
collection and dissemination of 
information relating to international 
experience in customs administration 
and to deal with international 
conventions relating to customs 
matters. This division could also 
collect and transmit publications of the 
Customs Cooperation Council and 
foreign customs administrations among 
the Custom Houses. 

Computerised manifest clearance: 
The Committee is of the view that the 
delay in manifest clearance could be 
reduced if the shipping agents supply 
the manifest in diskettes or floppies 
which could be processed in the 
computer. 

Field security at the airports: The 
security at the airports and docks would 
have to be tightened considerably . in 
order to safeguard revenue. This would 
require provision of adequate 
manpower and modem gadgets like 
closed-circuit televisions. 

Drawback: We suggest that the Board 
may consider to what extent the 
computer facility can be made use of, 
for expediting the drawback rate 
fixation. 

Augmenting staff for additional 
work: The Committee feels that there 
should be automatic sanction of staff on 
the basis of norms to be evolved 
wherever a new unit like Inland 
Container Depot (lCD), air cargo 
complexes and Container Freight 
Station (CFS) are established. 
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Appeals and Appellate 
Procedure {Chapter 8) 

10.101 The Committee has identified the 
following problems, in regard to the system 
of appeals: 

a. huge pendencies at all appellate levels 
of the appeals under direct tax laws; 
large number of pendencies in CEGAT 
of appeals under customs and exci~e 
laws; 

b. absence of clear-cut guidelines to guard 
against frivolous appeals; 

c. inadequate infrastructural facilities and 
support to appellate authorities and 
members of the Tribunals as well as to 
the Departmental Representatives; and·. 

d. selection of unsuitable personnel as 
Departmental Representatives and the 
absence of requisite training 
programmes for them. 

10~102 The Committee is of the view that 
the average time for disposal of appeals at 
first appellate stage should not exceed a 
period of six months. In the·· case of direct 
taxes, the pendency of appeals before the first 
appellate authority has increased to more than 
1.5 lakh. We, therefore, suggest that a 
suitable number of temporary posts of 
Commissioner (Appeals) may be created for a 
period of two to three years to reduce the 
average time for disposal to not more than six 
months. 

10.103 The pendency position in the two 
Tribunals is worsening with the net addition 
of about 25,000 cases per year in ITAT and 
about 6,500 cases per year in CEGAT to the 
already staggering level of pendencies. 

10.104 The ·huge pendencies in the 
Tribunals can be attributed to the following : 
(i) too many appeals without application of 
mind; (ii) repetitive appeals; (iii) 
under-staffed Benches; (iv) seeking of 
frequent adjournments by both the 
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Department and the taxpayer; and (v) lack 
of co-ordination between the Chief 
Departmental Representative (CDR) and the 
Collectors/Commissioners. 

10.105 The Committee is however of the 
view that the problem of huge pendencies and 
denial of quick justice cannot be effectively 
tackled unless we strike at the root of the 
problem, namely, generation of too many 
appeals. With the implementation of our 
recommendations on changes in the · tax 
structure which would have the effect of 
reducing the institution of appeals at the first 
appellate stage, the institution of appeals to 
the ITAT/CEGAT would be reduced 
consequently. 

10.106 If the first appellate order goes 
against the Department, it shouid take a 
decision whether a second appeal needs to be 
filed well before the finalisation of 
assessment for the subsequent year. In case 
the first appellate order is accepted, the 
assessing officer would not repeat the 
additions in the subsequent year and thus 
repetitive appeals to the Tribunal would be 
avoided. 

10.107 The Committee strongly feels that 
appeals should not be preferred by the 
Department in a routine manner. The 
Collector/Commissioner should be held 
accountable for the wastage of time and 
resources of the Department and the 
Tribunals by making frivolous appeals. 

10.108 . The CBDT has prescribed a 
monetary · limit of Rs.10,000 as the tax 
liability for fing Departmental appeals to 
ITAT. We suggest that this limit should be 
increased to Rs.25,000. The CBEC should 
also prescribe the same. monetary limit. 
These limits shall apply only to disputes 
which relate to procedural matters where no 
substantial question of law is involved. 

10.109 The Boards should ordinarily 
accept the decision of the Tribunal and once 
it does so, a corresponding amendment of law 
should be made or a suitable instruction 



Summary of Conclusions and Recommendations 

should be 'given to the field formations to 
ensure that such disputes do not occur in 
future. 

10.110 We feel that there has to be a sub
stantial imprqvement in the quality of 
Departmental Representatives for safeguard
ing the interests of revenue. The Government 
can get much more by giving a little, by way 
of incentives, to the Departmental Represen
tatives. Vife, therefore, recommend that a spe
cial pay should be given to the Departmental 
Representatives at the same rate as given to 
the faculty members in the training estab
lishments. This will make the Departmental 
Representatives more motivated and help in 
presenting the Department's case more effec
tively before the Tribunals. Government 
revenue will be in safer hands as special pay 
will surely attract better talents in the Depart
ment, who by virtue of their merit, experience 
and professional qualifications will be more 
equipped to meet this challenging task. 

10.111 The work facilities for the 
Departmental Representatives also need to be 
improved. The Departments should codify all 
case laws on different points of law with the 
help of computer experts. The computer cell 
in the office of CDR should provide the 
necessary details of relevant case laws to 
Departmental Representatives for arguing 
their cases. The Collector/Commissioner 
should send the concerned files· and a brief 
note surveying relevant judicial decisions on 
the same matter or similar matter well in 
time. In order to ensure more effective 
cooperation from Collector/Commissioner, 
we suggest that a very senior Collector/ 
Commissioner should be posted as Chief 
Departmental Representative in CEGAT/ 
ITAT. The CDR in the apex Tribunal should 
be of Principal Collector/Chief 
Commissioner's grade. 

10.112 The vacancies in the post of 
Members of the Tribunals and their 
secretarial staff should be filled up 
immediately. 
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10.113 We urge that the decision of 
the Government to set up a National Court of 
Direct Taxes and to revive the Central 
Revenue Tribunal for· excise and customs 
should be implemented without any further 
delay. 

10.114 The Committee, however, 
suggests that these two Tribunals should be 
integrated into one apex body, called the 
National Revenue Tribunal (NRT) with two 
separate wings for direct taxes and for Central 
excise and customs. Such an arrangement 
will have some inherent advantages like 
having common infrastructural facilities. The 
judicial members for this Court could be 
appointed for both the direct and indirect 
taxes. Since the choice will be wider, a larger 
number of candidates will be available for 
these posts. 

10.115 The Committee is of the view 
that the Department of Revenue should not 
have any administrative control over the 
CEGAT and the proposed new Tribunal, and 
the Ministry of Law should be charged with 
the administration of these two institutions, 
just as that Ministry is administering the 
ITAT now. Simultaneously, the terms and 
conditions of service of the Members of 
CEGAT and ITAT should be equated. 

10.116 The Committee is of the view 
that there should not be any difference in 
regard to the channel of appeal against the 
orders of the two Tribunals, i.e., CEGAT and 
ITAT, once NRT comes into being. Appeals 
against the orders of Collectors in respect of 
classification and valuation matters should 
continue to be filed before the Special 
Benches of CEGAT but the appeal against the 
decision of the Special Benches in such 
matters should lie with NRT. 

10.117 Each bench of the new 
appellate body should comprise at least one 
Member (Judicial) and one Member 
(Accounts)/Member (Technical). 

10.118 Since the new Tribunals 
would be performing the same functions of a 
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High Court in so far as they relate to tax 
matters (except writs), the terms and 
conditions of service of the members of these 
Tribunals should be at par with those of the 
judges of the High Court. Similarly, the 
Chairman of the new appellate body should 
enjoy the status of the Chief Justice of High 
Court. 

10.119 In order to guard against 
institution of frivolous and unnecessary 
appeals, we recommend that there should be 
an admission procedure as provided under 
Section 100 of Civil Procedure Code before 
any appeal is instituted in ITAT/CEGAT and 
the National Revenue Tribunal. 

10.120 '""'e also suggest the creation 
of additional Benches in CEGAT and ITAT 
for a specified period to clear the backlog of 
pending appeals. · 

10.121 In a recent case, the Supreme 
Court has observed that in the case of a 
dispute between the Government and public 
sector undertakings (PSUs), a clearance for 
litigation from an Inter-Ministerial 
Committee has to be obtained but for which 
no Court or Tribunal would admit such 
dispute for hearing. While W<" appreciate that 
prolonged litigation between Government 
Departments and PSUs means only wasteful 
expenditure, we are of the view that the 
solution has to be found otherwise than by a 
clearance procedure. While the Appellate 
Tribunal may continue to deal with appeals 
relating to issues even without the clearance 
from this Committee, a machinery may be set 
up within two Boards to go into the question 
of maintainability of the stand taken at lower 
levels regarding the tax liability of the PSUs 
and to issue propt-- 'iirections. 

Personn~l Policies and 
Administrative 3tructure (Chapter 9) 

Recruitment, Promotion and Evaluation of 
Performance 

10.122 In Central Excise and 
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Customs as well as Income Tax Departments, 
the promotions, by and large, are by selection 
according to the merit-cum-seniority 
principle and merit is judged solely on the 
basis of Confidential Reports (CRs). We are 
of the view that the CRs by themselves 
cannot be considered to be the test of merit 
unless they become more reflective of the 
actual proficiencies and deficiencies than 
they are now. We think that it is possible t9 
pick out honest, diligent and intelligent 
officers through the proper wording of CRs 
and indicate in a "negative" way which 
officers and staff do not possess these 
qualifications. We recommend that in 
considering the suitability of candidates for 
promotion to an important position like 
Income Tax Officers a combination of criteria 
should be used - seniority, the results of a 
Departmental written examination and an 
interview and CRs. 

10.123 The Departmental examination 
for promotion from a lower post to higher 
post should be of a much higher standard and 
conducted in greater secrecy, than now, either 
by an external agency or by one of the 
Directorates under the Boards. 

10.124 Honest, hard-working and 
intelligent officers constitute the basic 
foundation for good tax administration and in 
a Department which collects thousands of 
crores of rupees, it is extremely important 
that honest and diligent officers are not only 
supported but also sufficiently rewarded. We 
would strongly recommend that, if the CRs 
are used as we have suggested as a tool for 
distinguishing and picking out officers of 
outstanding merit, a higher proportion of 
promotions to ranks above the level of 
Assistant Commissioner/Collector should go 
to officers of outstanding merit, subject to 
their satisfying other conditions._ 

Tackling Corruption 

10.125 We recommend a three
pronged approach on this matter. First, the 
Vigilance machinery should be used more 
purposely. The Chief Commissioner/Principal 
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Collector should informally get to know the 
names of the really corrupt officers within his 
jurisdiction. He could have informal 
discussions with those Commissioners/ 
Collectors who are themselves persons of 
integrity. Then every year, he should send to 
the Vigilance \he names of a few officers who 
have the worst record in terms of corruption 
through a secret memo. When a strong case 
has been built up, the CBI should be asked to 
take over the case. 

10.126 The second important way of 
getting rid of really corrupt officers is to 
invoke the provision FR 561. 

10.127 Thirdly, appointment to sensitive 
posts and where scope for corruption is large 
must be made with great care and only the 
most honest and able officers should be given 
those posts. Transfers and appointments to 
the so-called "lucrative posts" through 
political patronage must be completely 
stopped. Proper guidelines could be laid 
down by the political authority, but the power 
to transfer must be with the Boards and the 
designated authorities at different levels. 

10.128 In order that the· scheme outlined 
. above may operate successfully, it is essential 

that the entire task of transfers and postings 
must be within the jurisdiction of the Boards. 
The political authority may be kept informed 
of what is being done, but a self-denying 

. ordinance on the part of Ministers is called 
for. 

Recruitment to Group 
Service, Training of 
Promotion Prospects 

'A' Revenue 
Officers and 

10.129 We feel that the age limit for the 
Revenue Service examination should be 
lower than in the case of other Services. The 
chances of bringing about the correct 
attitudinal changes in the recruits is far 
greater if the age of entry is lower. 

10.130 At the level of Deputy 
Commissioner/Deputy Collector the officers 
should be subjected to rigorous training for at 
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least a minimum period of three months. In 
the training course the officer should be made 
to understand through proper study the 
broader social aspects and the economic 
consequences of taxation. Obviously the 
trainers should be selected with care. The 
services of an institution like the National 
Institute of Public Finance & Policy (NIPFP) 
could be utilised for conducting some of the 
courses mentioned above. Promising officers 
of the two revenue services should also be 
given adequate opportunities of studying at 
first hand the taxation system in other 
countries, particularly those that have carried 
out tax reforms and modernised their tax 
administration. 

10.131 It is important that the morale of 
the honest and competent officers in the two 
Departments is kept high by providing 
enhanced opportunities for deputations to 
Central Ministries particularly at the middle 
and· higher levels on par with what is 
available to the best among the organized 
civil services. 

Constitution of the Boards and their 
Autonomy 

10.132 As regards filling the vacancies in 
the Board, a rule should be adopted that 
amongst the four senior most people, the most 
meritorious will be chosen to fill a vacancy 
that arises in the Board subject to the 
condition that the candidate should have at 
least 12 months of service left. However, 
once appointed, the officer concerned should 
be allowed to have a minimum tenure of two 
years as member of the Board. Among the 
Board members, normally, the chairmanship 
should go to the senior most officer who 
should have at least one year of service left. 
This condition should be relaxed in the case 
of members who have put in at least three 
years of service in the Board, and therefore, 
will be in a position to settle into the new job 
without much preparation and study. Once 
appointed the Chairman should be allowed to 
continue for a minimum period of one year or 
till the end of his service, whichever is 
longer. 
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10.133 We recommend that (a) the two 
Boards should be given financial autonomy 
with separate financial advisers working 
under the supervision and control of the 
respective Chairmen; (b) the Chairmen of the 
two Boards should be given the status of 
Secretary to the Government and the 
members the rank of Special Secretary; and 
(c) the post of Revenue Secretary should be 
abolished. 

10.134 Though the two Chairmen will be 
accountable to the Finance Minister in so far 
as matters relating to tax administration are 
concerned, the Finance Secretary should 
exercise overall supervision and coordination 
particularly in relation to the formulation of 
tax policy and changes in the tax law. We 
recommend that a Tax Council be constituted 

with the Finance Secretary as the Chairman 
and with the Chairmen of the two Boards, 
Member (Budget, CBEC), Member 
(Legislation, CBD'I), Secretary (Economic 
Affairs) and Chief Economic Adviser as 
Members of the Board. All matters relating 
to tax policy and changes in law should come 
to the Tax Council and proposals in this 
regard would be submitted by the Finance 
Secretary to the Ministers. This Council 
would be serviced by a Tax Research Bureau 
consisting of experts. The Bureau should 
consist of two economists, two Revenue 
Service officers, two chartered accountants 
and a tax lawyer, besides a few research 
assistants. It will conduct research in 
problems of tax policy under the general 
direction of the Tax Council and will report 
to the Finance Secretary or one Member of 
the Council designated by him. 
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LIST OF ORGANISATIONS AND INDIVIDUALS WHO 
SUBMITTED MEMORANDUM OR GAVE EVIDENCE BEFORE 

THE TAX REFORMS COMMITIEE 

Organisations 

1. M/s Modi Enterprises, Modinagar 
2. M/s S.S. Kothari & Co., New Delhi 
3. Taxation Bar Association, Hoshiarpur 
4. Federation of All India Exporters, New Delhi 
5. Federation of Indian Plywood & Panel Industry, 

New Delhi 
6. M/s Harinagar Sugar Mills Limited, Bombay 
7. M/s Khandu Ballal, Bombay 
8. M/9"Millipore (India) Pvt Limited, Bangalore 
9. ANZ Grindlays Bank 
10. Traders Action Committee for Taxation 

Matters, Delhi 
11. Indian Spinners' Association, Bombay 
12. M/s Waters (India) PvtLimited 
13. Indian Chamber of Commerce, Calcutta 
14. Associated Chambers of Commerce & Industry 

of India, New Delhi 
15. Federation of Indian Chambers of Commerce & 

Industry, New Delhi 
16. Confederation of Indian Industries, New Delhi 
17. All India Manufacturers Organisation, Bombay 
18. Federation of Indian Export Organisations, 

New Delhi 
19. Punjab Haryana & Delhi Chamber of 

Commerce & Industry, New Delhr 
20. All India Life Insurance Employees' 

Association, Bombay 
21. The Divisional Chamber of Commerce & 

Industries, Kota 
22. Bengal National Chamber of Commerce & 

Industry, Calcutta 
23. M/s lTC Limited, Calcutta 
24. Federation of Rajasthan Trade & Industry, 

Jaipur 
25. M/s MRF Limited, Madras 
26. Bombay Chamber of Commerce & Industry, 

Bombay 
27. Association of Company Secretaries, Calcutta 
28. M/s G.P. Agarwal & Co, Calcutta 
29. The Federation of Andhra Pradesh Chamber of 

· Commerce & Industry, Hyderabad 
30. Association of Man-made Fibre Industry of 
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India, Bombay 
31. Chamber of Chartered Accountants, Delhi 
32. M/s Dalmia Cement (Bharat) Limited, New 

Delhi 
33. M/s Kerala Lottery Agents Association, 

Thiruvananthapuram 
34. M/s BOI Shareholding Limited, Bombay 
35. M/s Skefko India Bearing Co., Limited, 

Bombay 
36. Delhi Hindustani Mercantile Association, Delhi 
37. Merchant's Chamber of Commerce, Calcutta. 
38. M/s Lucas-TVS Limited, Madras 
39. M/s Gandhi Special 07 Tubes Limited, Bombay 
40. Federation of Indian Textile Engineering 

Industry, Bombay 
41. National Centre for Human Settlements & 

Environment, Bhopal 
42. Institute of Chartered Accountants of India, 

New Delhi 
43. The Automotive Tyres Manufacturers 

Association, New Delhi 
44. M/s Godfrey Phillips India Limited, New Delhi 
45. Indian Merchants Chamber, Bombay 
46. Bombay Industries Association, Bombay 
47. M/s N.C. Begani Co., Raipur 
48. Hindus tan Chamber of Commerce, Madras 
49. M/s Voltas Limited 
50. M/s Procter & Gamble India Limited 
51. Indian Plastic Federation, Calcutta 
52. M/s Frick India Limited, New Delhi 
53. The Stock Exchange, Bombay 
54. Federation of Small & Medium Industries. 

Calcutta 
55. Refrigerant Gas Manufacturers Association, 

New Delhi 
56. Thermax Limited, Bombay 
57. Chamber of Nidhis, Madras 
58. Delhi Exporters Association, Delhi 
59. Hindustan Computers Limited, NOIDA 
60. Price Waterhouse, Calcutta 
61. M/s Dhoddy Manufacturers Association, 

Bombay 
62. M/s Davy Powergas India Private Limited, 

Bombay 
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63. Non-Ferrous Recycling Industries Association, 
Bombay 

64. M/s Tata Tea Limited, Calcutta 
65. M/s Kaveri Engineering Industries Limited, 

Tiruchirapalli 
66. M/s Larsen & Toubro Limited, New Delhi 
67. M/s Southern small Scale Cosmetics & 

Toiletries Manufacturers Association, Madras 
68. The Madhya Pradesh Textile Mills Association, 

Indore 
69. The Institute of Company Secretaries of India, 

New Delhi. 
70. Bombay Chartered Accountants Society, 

Bombay 
71. The Chamber of Income Tax Consultants, 

Bombay 
72. All India Federation of Cloth Retailers' 

Associations, New Delhi 
73. Andhra Pradesh Forest Contractors Association, 

Hyderabad 
74. South India Chamber of Commerce & Industry,, 

Madras 
75: Calcutta Junior Chamber, Calcutta 
76. Federation of Association of Cottage & Small 

Industries, calcutta 
77. M/s SmithKiine Beecham Consumer Brands, 

New Delhi 
78. Indian Aluminium Company, Limited, calcutta 
79. Gujarat Fluorochemicals Limited, New Delhi 
80. The Bengal Income Tax (qazetted) Services 

Association, Calcutta · 
81. Corporate & Tax Laws Research Centre, 

Amritsar 
82. Constitution, Public Laws and . Finances 

Research Centre, Amritsar 
83. India Cine Agencies, Madras 
84. The Wool Merchants' Association, Beawar 
85. Indian Revenue Service Association, calcutta 
86. Indian Electrical & Electronics Manufacturers' 

Association, Bombay 
87. Organisation of Plastic Processors of India, 

Bombay 
88. Indian Cotton Mills' Federation, Bombay 
89. CEGAT Bar Association, New Delhi 

Individuals 

1. Shri N.A.Palkhiwala, Advocate, Bombay 
2. Shri Bansi Mehta, Chartered Accountant, 

Bombay 
3. Shri Hari Bhakti, Chartered Accountant, 
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Bombay 
4. Prof. U. Venkateswarlu, M.P. Lok Sabha 
5. Shri Raj K. Tandon, New Delhi 
6. Dr. D. V. Kapoor, New Delhi 
7. Shri A.D. Kana bar & others, Bombay 
8. Shri Praful Patel, London 
9. Shri S.S. Bagai, New Delhi 
10. Shri P.N. Shah, Bombay 
11. Shri V.D.Agarwal, Delhi 
12. Shri Y.M. Agarwala, Bombay 
13. Shri V.R. Dalal, Bombay 
14. Dr. S. Krishnamurthy, New Delhi 
15. Shri Jagdish Arora, Consultant, Varanasi 
16. Shri K. Ramanathan, New Delhi 
17. Dr. N. Vittal, Secretary, Deptt of Electronics, 

New Delhi 
18. Shri G. Krishnamurty, President, Income-tax 

Appellate Tribunal 
19. Dr. Gauri Shankar, Advocate 
20. Shri D.B.Lal, President, Indian Revenue 

Service Association 
21. Shri S. Ramamurthy, Chairman, CBDT 
22. Shri K K Dwivedi, Chairman, CBEC 
23. Shri A.M. Sinha, Member, CBEC 
24. Shri Tarun Roy, Member, CBEC 
25. Shri C. Bhujangaswamy, Member, CBEC 
26. Shri M.M. Bhatnagar, Member, CBEC 
27. Shri S.A. Govindaraj, Member, CBEC 
28. Shri S. Ramamurthy, Member, CBDT 
29. Shri K.R. Gupta, Member, CBDT 
30. Shri A.R. Rao, Member, CBDT 
31. Shri Harish Chandra, President, CEGAT 
32. Shri S.K. Bhatnagar, Vice President, CEGAT 
33. Shri K.S. Venkataramani, Member, CEGAT 
34. Shri N.K. Bajpai, Member, CEGAT 
35. Shri P.C. Jain, Member, CEGAT 
36. Shri S.V. Maruthi, Member, CEGAT 
37. Shri G.A. Brahma Deva, Member, CEGAT 
38. Shri P.K. Kapoor), Member, CEGAT 
39. Ms. Jyoti Balalsundaram, Member, CEGAT 
40. Shri Rakesh Mohan, Economic Adviser, 

Ministry of Industry 
41. Shri Anand Bordia, Collector of Customs, New 

Delhi 
42. Shri K.L.Verma, Collector of Central Excise, 

New Delhi 
43. Shri V. Lakshmikumaran, Advocate 
44. Shri B.C.Rastogi, President, Indian Customs & 

Central Excise Service (Group-A), Officers' 
Association 

45. Shri Akhilesh Mithal, Grindlays Bank, New 
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Delhi 
46. Shrl R Srinivasan, Grindlays Bank, New Delhi 
47. Shri N. Laxminarayan, Hyderabad 
48. Shri Soli Sorabji, Advocate, New Delhi 
49. Shri Harish Chandra, President & Members of 

CEGAT, New Delhi 
SO. Smt. Vijaya Zutshi, Chief Departmental 

Representative, CEGAT, New Delhi 
51. Shri K.P. Anand, Formerly Special Secretary to 

Govt of India 
52. Shri Harish Salve, Advocate 
53. Shri S.Mukhopadhyay, DG, National Academy 

of ·Customs, Central Excise & Narcotics 
(NACEN), New Delhi 

54. Shri P.N.Malhotra, Director (Training), East 
Zone,NACEN 

55. Shri B.P.Verma, Collector of Customs, Calcutta 
56. Shri V.D. Kulkarni, Tax Consultant, Bombay 
57. Dr. K.M. Raipuria, Planning Commission, New 

Delhi 
58. Shri Kanwarjit Singh, Commissioner of 

Income-tax, Jaipur . 
59. Shri V.N. Purohit, Chartered Accountant, 

Calcutta 
60. Dr. P.G. Kulkarni, Kolhapur 
61. Shri J.K. Kwiyan, Chief Commissioner of 

Income Tax, Calcutta 
62. Shri A. Banerjee, Commissioner of Income 

· Tax, Madras 

63. Shri A.C. Kulshreshtha, Ministry of Planning, 
New Delhi 

64. Sbri Raj Narain, Commissioner of Income Tax, 
Kanpur 

65. Sbri S. N. Gupta, Calcutta 
66. Sbri V.D.Kulkarni, Tax Consultant, Bombay 
67. Sbri N. Laxminarayan, Hyderabad 
68. Sbri D.P. Sopariwala, Pune 
69. Shri K.A. Shah, Surat 
70. Shri R.R. Choksi, Bombay 
71. Shri C. V.Gupte, Chief Commissioner, Income 

Tax,Pune 
72. Sbri R. Gopalanathan,Collector of Customs, 

Madras 
73. S. Manickavasagam, Collector of Central 

Excise, Coimbatore 
74. Sbri T. R. Rustagi, Collector of Central Excise, 

Chandigarh 
75. Sbri M.G. Venugopalan, Collector of Central 

Excise, Madurai 
76. Sbri M.V. Reddy, Collector of Central Excise, 

Bangalore 
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n. Shri J.P. Kaushik, Principal Collector of 
Customs & Central Excise, Delhi 

78. Sbri Sukumar Shankar, Collector of Customs, 
Madras 

79. Shri P.R.V. Ramanan, Collector of Central 
Excise, Madras 

80. Sbri V. Sridhar, Deputy Director, Directorate of 
Anti-evasion, Customs & . Central Excise, 
Madras. 
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FORM7 

RETURN OF INCOMEl 
INCOME-TAX ACT, 1961 (For assessees haviualncome from salaries, 

dividend and lnter"eSt only where taJ: due 
hu been deducted at source.) 

RECDPTNO ________________ __ 
Dau ______________________ ___ 

ASS~MENTYEAR ______________________ _ PAN/GIR NO __________________ __ 
RANGE ________________________ _ 

NAME (SURNAME nRSl) (IN CAPITAL lEfTERS) --------------------

FATIIER'S/IWSBAND'S NAME (SURNAME nRSl) (IN CAPITAL LETTERS)------------

DATEOFBIRTII --- STATIJS ____ RESIDENTIAL STATIJS ---------------------

RESIDENTIAL ADDRESS (IN CAPITAL LETTERS) ____________________ _ 

TELEPHONE. _______________ ~N _________________ _ 

COMPUTATION OF INCOME INCLUDING INCOME OF OTHER PERSONS 
INCLUDABLE IN AS~ESSEE'S TOTAL INCOME 

PARTICULARS 

L. Saluy [Govt.(01)/0then (02)] 
(lncludlna aD cash aDowances, value 
ol perquisites provided by employer 
or any other Income cbaJ-aeable 
under the head "salariea . 

A. SALARIES 

AMOUNT (RS.) PARTICULARS 

3, Gross Income assessable under the head 
"Salaries" 

4. Deduction In respect or 
a. Standard deduction 
b. Enurtalnment aDowance 

AMOUNT (RS.) 

2. Leu aDowances eumpt under section 10 c. Deduction for professional tax 
a. under section 10(14) 
b. under section 10(13A) 

PARTICULARS 

6. Dividends 
7.1nurest 
I. Total (Rows 6 + 7) 

PARTICULARS 

11. Gross tow income (Row• 5 + 10) 
U. Less! Deductions under Chapur VI-Al 

a. Section SOD 
b. Section IOGG 
c. Section SOL 

5, Net Income assessable under the head 
"Salaries" (Rows 3 • 4a • 4b • 4c) 

B. INCOME FROM OrnER SOURCES 

AMOUNT (RS.) PARTICULARS AMOUNT (RS.) 

!J, Less: Deductions, il any 
10. Income chqeable under the head "Income 

from other sources" (Rows 8 • !J) 

C. STATEMENT OF TOTAL INCOME 

AMOUNT(RS.) PARTICULARS 

11 Total Income 
(Rows 11 • 12a • Ub • 12c) 

14. Total income (as rounded olf to the 
nearest multiple ol un rupees) 
(In words) 

AMOUNT(RS.) 

1. To be filed only by the salaried taxpayers whose taxable income exceeds Rs. SO,OOO 
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D. STATEMENTOFTAX 

PARTICULARS AMOUNT(RS.) PARTICULARS AMOUNT(RS.) 

15. Tax on total income 20. Tax deducted at source: 
16. Less: Rebate under section 88 a. Salaries 
17. Balance (Rows 15 ·16) b. Interest 
18. Surcharge, if a\f c. Dividends 
19. Total tax (Rows 17 + 18) 21. Refund due (Rows 19 • 20a • 20b • 20c) 

E. CERTIFICATE OF DEDUCTION OF TAX FROM SALARIES 

Name and Address of Employer (IN BLOCK LETTERS) 

Certified that a sum of Rs.,_--:~-~--=~~-----------------------has been deducted 
at source from income chargeable under the head 'salaries' paid to Shri/Smt/Kum 
and has been paid to the credit of the Central Government as per details in Form No. 24-:fll::-e~d:-:/to--::b-e-=ru=e-d::-wt~"th::-----------

S~ature ______________ _ 
Full Name ___________ _ 

Designation of person responsible for deduction or tax------------

Stamp of the omce 

F. VERIFICATION 

I (name in full and block letters) son/daughter/wife of solemnly 
declare that to the best of my knowledge and belief the information given in this return and the annexures and statements 
accompanying is correct and complete and that the amount of total income and other particulars shown therein are truly stated and 
relate to the previous year(s) releveot to the assessment year 19 __ 

I further solemoy declare that during the said previous year(s) • 
(a) no other income accrued or arose to or was received by me from any asset held in my name or in the name of any other person; 
(b) there is no other income, including income of any other person, in respect of which I am chargeable to tax under the Income-tax 

Act, 1961. 

I further declare that I am making this returu in my capacity as -------------<designation) and that I am competent 
to make this return and verify it. 

Pwce ________ __ 

Date -------
(Name and S~ature) 
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29. Para 9.40. 

30. See paragraph 7.23. 
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33. 

Solar Pesticides Pvt.Ltd vs Union 
of India, 1992(57) ELT 201 
(BOM). 

The Committee had the benefit of 
discussion of some of these matters 
with the Collectors of Customs at 
the concluding session of their 
conference at Bangalore on June 2, 
1992. 

About 60% of the decisions of the 
first appellate authority in the 
income tax are accepted by both 

36. 

the taxpayer and the Department. 37. 

34. Assistant Collector of · Central 
Excise vs MRF Ltd., 1989(22) 
ECR 481(SC). 

35. Civil Appeal Nos. 2058-ST of 1988 
in the case of ONGC vs. Collector 
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of Central Excise decided on 11th 
October, 1991. 

It has been alleged that the 
Departments are unable to spare 
officers for training because they are 
all needed for day-to-day work. We 
would suggest that this question may 
be further examined and if it is found 
that officers cannot easily be spared 
for training, the strength of the 
officers at the level of Deputy 
Commissioner/Deputy Collector be 
increased by the number of 
participants usually asked to attend 
such courses so that the necessary 
training courses can be conducted. 

If the Government accepts this 
recommendation, it may be 
implemented with reference to the 
new entrants to the Board. 
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INTRODUCfiON 

1.1 As indicated in the Final Report -
Part I of the Committee, this second part 
deals mainly ~ith the restructuring _ and 
rationalimg of impmt_duties. In the Interim 
Report, we had dealt with this subject in some 
detail and had discussed the rationale for the 
re..fQrm and the major lines on. which the 
restructurini should be C3.nied out.( After 
suggesting the ran~ and kind of import duty 
reduction that shmdd be carried out in the 
Budget for the 25ar 1~2-93"'- we had 
recoinmended fOr _nsideration a duty rate 
structure for four broad categories pf 
commodities to be brought into existence by 
·an intermediate yea~!993-96. We had then 
suggesTed that the ~l!ti~~Jgrm_programme 
should be completed by 1998-92. By that 
year, while the generai pattern or structure of 
rates should be the same as recommended for 
1995-96, we had ar ed the avera e 
nominal rate of im rt wei hte te 
[exc u _mg countervailing d~!Y-..(CVD)] 
should oe brou_ght down tQ...arm,I_p.d.2i.per cent 
and the m~muJJL.Jate~Q_I}_~ __ ap~i~ to 
non-essential .£2_ns_1Jmet_g~1 .!houl ___ 50 
percent. 

1.2 The recommendations regarding 
changes in the impo!!_d.uty rates contained in 
the Interim Report related only to broad 
groups of commoditi~s. Since ~.!)Ore detaHed 
studies of p~rticuladn"ustries_were called fot 
before making recommendations in r~p~ct pf 
specific groups ofTncfustries, such as imn_a.nd 
steel, non-ferrous metals, chemicals, plastics, 
machinery and electronics, we had indicated 
such recommendations could be. made in the 
Final Rep_Q11. ·We had also indjcatedJhat the 
Final Report would deal with the major 
anomalies in the import tariff structure which 
had to. be [errioved ··- at-th'e-time of 
re-st~g. Accordingly, the present 
Report g~ves the Committee's final 
recommendations on the chan~s to be 
effected ll!_tn~::du.ty__siructu~_retating_ to 
specific grou~ ~Undustries._.and.-.the. time 

period within which the changes should be 
brought about. 

1.3 The Report deals also with thf 
restru of excise duties and review oj 
exemption notifications in t Climpg_ a'l.·l 

1.4 The Report is divided into 12 
chapters. Chapter 2 outlines our approa_cJL!o 
the J_ask of import duty re<!!!_ctl9!LJ\11Ulte 
genc;_r1ll.met.hodal.ogy we ha~_!ll.PJ9yed to 
arrive_ at .~u_L_C9n.~Ju~ions. This chapter also 
draws attention to the roblem of "dum_2Lng~' 
and suggests a proce at would ma~he 
impositiruL.o.Lanti:dump.i.!!& duty, w erever 
necessary ___ provisional ... aQ~[:g"t1mping·--d~y, 
without much delay. Chapters 3 to 9 briefly 
discuss . the situation of the dQm...estic 
industdes producing the__ groups..~. of 
commodities considered in relation to 
international pri~~ .... Jake into .. consideratjon 
the relevanL[actors....an<lwQr~_g_~t !h~ rat~ of 
import duty that would be appropriate to each 
(category of) product at the end of the period 
of reform. 

1.5 In Chapter 10, a brief review of the 
exemption notifications in th£l_mpon:lsu;iff 
and suggestions for ..w.it.ll.<lmring_th~u~~!§!!!tg 
exeme!!oll..fm.m CY.P~ve been_ made. 

1.6 Chapter 11 · indicates the 
restructured ..central excise duty regime .to ge 
intr2&-~.tc.erun .:l to.A..y.ears' tiiile...wliilechapter 
12 gives the concluding remarks. 

1.7 We would like to express our 
gratitude to all industry associations, 
Chambers of COmmerce and Industry and 
individual industrialists who appeared before 
us to give evidence. The interaction with 
them has been of immense benefit to us. We 
are also indebted to several concerned 
Ministries of the Government of India as well 
as to particular industrialists for giving us 
industry-specific and product-specific 
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information. As before, the Central Board of 
Excise and Customs and officers of the 
Customs and Central excise department have 
given us ample help in many ways and we are 
indeed thankful to them. 

\ 
1.8 We . have had the benefit of 
excellent staff assistance. We were fortunate 
to obtain the services of Prof. R.G.Nambiar of 
the Sardar Patel Institute of Economic 
Research, Ahemdabad who worked as Senior 
Consultant with us. We were equally · 
fortunate to have on deputation to the 
Committee Shri P.K. Jain, Deputy Collector 
(Central Excise), Bombay-III Collectorate. 
We were happy to have the services of Shri 
A.R. Srinivasan who worked as a consultant 
with us. We have greatly benefited from the 
work of Prof.R.G.Nambiar, Shri P. K. Jain 
and Shri A.R. Srinivasan. The staff of the 
National Institute of Public Finance & Policy 
(NIPFP) have helped us in many ways and 
the work could not have been completed in 
such a short time without the intellectual and 
infrastructural support derived from the 
Institute. On the professional side, we would 
like to acknowledge in particular the valuable 
assistance we haye received from 
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Dr.Arindam Das Gupta, Fellow, Ms. Hashim 
M. Saleem, Research. Associate and Dr. V.S. 
Renganathan, Economist, at NIPFP. 
Competent secretarial support was provided 
by Shri S.B. Mann, Shri B.K. Shrivastva, Shri 
Digvijay Mishra, Shri M.C. Aggarwala, Shri 
A.K. Baronia, Shri S.C. Tandon, Shri Satish 
Kamath and Navin Kumar Singh. Shri N ... 
Natarajan and Shri H.B. Pandey helped in the 
production of the Rep<?rt. We would also like 
to acknowledge the considerable help that we 
have received from the administrative staff of 
NIPFP. 

1.9 The Committee would like to place 
on record its high appreciation of the 
assistance it received from Shri Gautam Ray, 
Secretary and Shri Arbind Modi, Additional 
Secretary. Both of them with the depth of 
their knowledge, practical administrative 
experience and background of tax policy 
formulation made valuable contribution to the 
deliberations of the Committee and in 
drafting the Report. Shri Gautam Ray has 
also done an exceedingly good job in 
handling the various administrative aspects of 
the Committee's work. 
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BASIC CONSIDERATIONS RELATING TO IMPORT 

DUTY REDUCTION 

The Objectives 

2.1 In our Interim Report, we had 
given a fairly detailed description of t_luL_very 
compl.cL..and-econocally irrational import 
tarijf srstem preva~pt in India ... The very 
high or high rates applicable to mqst 
commOdities. the 1Jl¥!tip_!.J_ci!Y.....QL!~~utory 
ra% the wide ~pread __ g.f._E!es-inc!..!!!.e 
continued issue of .a larg~_llumbeLof 
exemp_tlon or roncessionar rate notifications 
not ·only madLilie._administration-ilL the 
system extremely com.pJ!~~l_~ed, bu!.JC?d_ to·· 
unintended ancL undesirable_effects on the 
allocation . o( -~~sources jn __ th~. eCOJlolt:ty ~ All 
of this was documented in the Interim Report 
(Paragraphs 4.28 to 4.30 and Paragraphs 8.2 
to 8.5). Furtherl there is general aS!ee~ent 
now that the im~ort tariff sys!~m...~nOuld be 
drastically simpliled,_llje levels an9~e!'[Qf 
the rates of du~st be reduced 
signi@antly, and as ·ea:ili_3!_po~JJ![~wlth.ltle 
re-structuring of the duties, Q1Qst...oL1he 
notifications must be elim1nateci·: We will, in 
this Cilapter, discuss some brqad aspcc.ls that 
should w~h in sha~g the Tari(f~~ffi~Jire 
in the next three or four years. The questions 
that need to be answered are: 

a. What should be the guiding principles 
for initiating and bringing about duty 
reductions? · 

b. What should be the structure of rates at 
the end of the . reform period and. what 
economic principles should determine 
this structure? and, 

c. What should be the time period by 
which the reform should be completed? 

2.2 In what follows, we attempt to 
provide answers to these questions. Before 
we take up these and related inatters, we 

would like to urge that, in accordance witl}. 
our reco_mmendation in the_ IIl.t_erjro_R.epott 
(Para 8.16), basic and auxiliary dut.i.euhrulliJ 
be combinru.nto one protective duty for a 
givc:li£omm.og1tL. It could have been argued 
earlier that the arrangement for preferential 
rates of 9uty wiUu~ome developing couqtries 
stOOd.iD the way of such a merger. However, 
according to the decision already taken hY ~ 
Gov!ffi.m.e!lLthe .. .pJeferentiaLJat~. of _4~!Y 
unde.uhUJA'I:r..Etot.ocoLanc.UhLTriE.~.rtite 
Agreement will cease to _be...applicable after 
Marc.h-1293.. In the case of the remaining 
preferential ~ tr~uling_ agangem~.t-!.h~ rate 
applicable should b~ the. si~gle_rate_J~IJle_!"_ging 
on combining the basic and aux!li_ary duties. 

Degree of Protection in 1992-93 as 
.Compared to That in 1986-87 

2.3 In the Interim Report (Para 8.5), 
we had pointed out ~etween 1980-~~ 
12..89-90.. the trade-weight~c:L.r~~uff~J~ 
exchange rate of the rupee d~PI~iated b_x 
aQ.out 28 -per cent and .Jb~e 
im,pQ~~jghted..average...rate...of..imprut...duty 
increased from 38 per _sen.t to 87 Eer cent 
during the same period:. This meant tlial ine 
level of protection: quite clearly the no!Uinal 
rat~_gf protegiQP. enjoyed by IQ.g.i_~n 
industries went u~substanti~!i) The increase 
in the same average,_ duty or man~fctcturs.d 
prQ<I\J.cts dw:iog tbi~rl~a!Jw.m~~~per 
c~nt to 98 per cent • "Thus, compared to the 
average level of nominal ~rotection enjo~d 
by_lndi~n man__yfacturing..L 1980-8[(which 
was already high), the a~ra~e 1~ of 
nominal_protection of Indian m_ap!!.fu£turing 
in 1989-90 was hjg_h~r by abQ.utJt~.P!:!~nta~ 
points" (Interim Report, p.95).1· 

2.4 We note that the real. effective 
exchange rate depreciation in jfie 7-~ar 
period between 1985-86 and 1992-93 has 
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been much greater than durin_g_1he earlier 
~riod considered... This means that Indiao 
inaustwn general is getticg;as of 1992-93, a 
much lgher nominal rate of protection than 
in -~he early 1280's, We have, for our 
purposes, gone only as far back as 1~5-8§. 
As Table 2}J. shows, the import-weighted real 
exchange rate appreciation of tbe basket of. 
four' major curren{;~~as been of the or<t~f 
135 per cent be!»'.sen 128.5:86 and 1992-93.. 
In ot~er wor(1S, the real exchange rate of the 
rup~e··.Jtas depreciated by 57.45 per cent· 
during the ~.dQ.q. Hence, the nominal rate of 
pr~ction, other things remaining the same, 
would have increased to an und_esirab!yj..ige 
extent. Even if we take 19S6-87 as the base-
tlie appreciation is se . t~nl.P 
1~5_Eg_~~t. owever, duty reductions ami 
falT-in i~ .. ~~tbmaLpdc~~~sp~cuf 
pat!lcuJ[(~£!?Illl!l()QWe.s.-inc.L~~§ jq_jpput 
costsn1glier than t~ .. &ei!.C:.L~L !ate. of domes.tic 
infllrttOtnurd"'aiiy mcre~ases in the . duty .. rates 
on1mporte2-)JlpJlt§._Q{_ the concerned 
commodifieS, would have , ~al'!ially 
neutralise<lthe.infrease in the nomina rate of 
protection .. Nevertheless, the-iilcrea5e" fii"iile 
nomi~~!_J:a_~-. ~L~pr:gt~ctjon .•. Q_ue.~»l<?.~ .. Jhe 
d~~r~.!_~~~}O. .. !!t~ e~!~Jill!LY~t'!~~~f-t~~-.I'}.!pe~ 
h~~e.~~~()_gr~a[Jhat.Jh~~! mcrease m the 
nommaf rate." of. prote.ctlon ... ls.._houmLta .. be.. 
substantial in most.ca&es. And wher,ever tl]e 
prop<ii:tio_ii-"QJJh~cost..oLimportii[input;)o 
t~!~t-c5~~~J&. .... §JJHlU..- the. effective.-l'at~,Qf 
pr9t~ctton -~QYl~g__hay~.~'-'~~en 
suJ>s~antiaUy. · 

2.5 Table 2.2 gives the nominal tariff 
rates_ applied to 50 iml?.Q!!OOltemsln six 
different gr.Qups of COJ!!!!!_oditleSiii1lle years 
198§.:ft'Z!_~m2J.2._~-93. It Will be seeif1h(Lt 
there have been substan.tl&..P.ercentage point 
reduc.tiQ.nUn...Ia.ttutL9uty_J;>~t~~~r:t. t!le two 
years jn th~ .c;:J,se_o.C_a_~Jlumb~r .. 9_f it~!JlS· 
However, as the figures under the heaQ_Lflg ( 4) 
in the table show. IJ~~ause of the depreciation 
in the external value of the rupee, the nominal 
rate of protection given, ,other things 
remaining the same, has increased in all 
cases. Thus, for example, in the case of item 
3; DMT, the degree of protection has 
increased by 48 per cent in 1992-93 as 
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compared to 1986-87, if only the depreciation 
in the external value of the rupee and the 
change in the import duty rate are taken into 
account. Thus alth9ugh the duty has been 
reduced from 190 per cent to 110 per cent, it 
is as though the duty is now 330.5 per cent 
with unchanged exchange rate. 3 Hence even 
a duty reduction by 50 percentage points. 
would still leave the commodity well 

. "protected", since the international price of 
the commodity has not fallen in relation to 
the price lev_eLtn __ ,J986:S7.4 -- If duty 
reductiOiiSclre app~ ~0 mosi commO<lmeS; 
th~e effective rate of protection will also 
bt.,.rn.ai.Pt<!i..I)~Q..at the higher~ ~ 

2.6 The tables and the inferences 
drawn from them are merely intended to 
demonstrate th~!_Jm_.ac.r.oss_Jh~ __ boarg_duty 
reduction by a . fairly . substantial . _margin 
would not in __ _ge.pe_ral ~flllrl Indian __ industry. 
This is moretrue ijQW than when the Interim 
Report was writt®m1'a:SUbmitted (December, 
1991). Havmgsaid this, it must be p()inted 
out that in ~g_.out-the""'desirable and 
feasible ex:tent--of-import, duty. reduction in 
respect of differenLcommodities, we have 
taken into account the international prices in 
ru~nd have worked out the cif prices or 
taken the cif prices as furnished to us by the 
industry. Wherever possible, we have 
obtained QQ..mes.ti.c=costs~ and in .. soll,le cases 
studied the extent to which these costs are 
affecte~ by~high ..import.,duties on impo.rted 
inputs. --We have then worked out "the 
impliciLtarifLrate" which would equate the 
international .. price and the estimated, or in 
some cases, preva.ili!!g_ domestic E._ rices. 

2.7 In arriving at the extent of 
reduction in the import duty rates, we have 
taken into account as many rel~y;int Jaqors as 
possible. As far as dolm~stic industries are 

·concerned, we have tried ~o ensure.that they 
would not be hurt_a_nd- would-be given· 
adequate time JQ"r_adjustment. For this 
purpose we have kept in mind the inherent 
disadvantages from~ll-vaiying types of 
Indian industrial units....suffer because of the 
general inefficiencies in the economy such as 
higher interest costs, power cuts, lack of 
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efficient infrastructure and cascading types of 
State and local taxes. All these disadvantages 
cannot be precisely quantified in monetary 
terms. Nevertheless, we have attempted to 
form a broad idea of the extent of cost 
disadvantage 1nat could be said to arise at the 
present time. Of course, as the reform 
process proceeds, these disadvantages would 
be gradually reduced. 

The Structure of Duties 

2.8 Many economists woul~ ar~at 
it would be best to have only ~ad 
valorem . rate of import dut . Apart from 
ach1evmg a mtms_ :auY.e__eas~his would 
least hinder the allocation .oLresol,lrces for 
domestic production hithcUnarke1..fai.ti... In 
addition to the singl~r~te, a~JiUJcharge.._or 
additional duty could be imposed~on~_~h~ 
products of a ne~9i-i!lfantjndustry, which 
might not be a61e to withstand competition 
from established foreign_prgduce~~~uritil. it 
achieves scale economies and establishes 
itself firmly with- a-proper· marketing 
framework, etc. Such a sfirch~c;__gr 
additional duty __ ~quld _ have.ta..be..subject . ..ta-.a 
"sunset" provision wh_eJepy_tb~tra 
protec!ion wll be removed \\!:.i.thiJ1A.P-eriod of, 
say, 5-7 years. . 

2.9 The prescription of a singleJ!TIPs>rt 
duty rate is given on the premise that national 
economic-po1icy-:n~~~ ··n.9t- really :_conc~rn 
itself witb.!h_U>_a!_tern ..of indust_rhllisatJ~!l_and 
need not, or should not, discriminate_as 
between_Jl!!al __ prod_~cf~: capital :·goodsL_ raw 
materials and intermediates. But t~riff policy 
should have -some relation to the stage of 
developme!!L and in a __ (!evetopinifcotintry, 
while the market sho~~~-haye __ a)2!ge__!9k_.to 
p)ay~ruc"@fof.Import Out1es shoul~_!>e 
used_!<:>_~~hieve -.the longer _term -goals_. of 
indust_JjaJis_ation and to further the strategy _of 
deali!!g with the- world m3:!~et~- We note tnat 
exceptror;onedevel oping_.countJY ,._ Jlame!y, 
Chil~, at least a few imQ9rt duty rates prevail 
in all other developing countries that we have 
looked at. 

2.10 We take as datum the fact that 
petroleum products and agricultural products 
are subject to quantitative restrictions and that 
the imports of rion-:esse~ti~L&oods are- ban_n~d 
except wfien they_s.Qme...as... part of__baggage. 
We shalfhave to deal with these three classes 
of gooos separately. As for the others: as 
indicated in the Interim Report (Para 8.22), 
the basi_~_9_1,1~y_...rate..structure..sugge.sted...iJt the 
Lon~ Term Fiscal Policy Document (1985) 
coul be taken JS providiQg tfie"- ~_iding 
principles, Accordingly, we . are 
recommending t.hat essential ~oods such as 
in~s~LanQ~.Print shQuld be 
subject to very low rat~Q.f...S. per ceAt, a low 
rate f>TIU lo1Spercent should apply to basic 
raw matenals such !!S.Jn~t~ls, jhe .next higher 
rung of rates to capitaLgood~.J!n.d...parts and 
slightliO:ft:lii&1ier r~ to chemical 
intermediates. Final products will attract the 
highesriai_~~pe.t.cent. 

2.11 In the Interim Report we had 
envisaged that the task of re-structuring the 
import duties could be completed by the year 
1998-99, when the avera e rate of dut could 
be brought down to aroun per cent Para 
8.47). We h'aa-nr>nnenanlicipaTeallie shift 
to partial convertjbj)jty and the consequent 
furth~r..:9epr_~~t~!io[l_~f! ~value of tl}~~e 
and th~pon_d!f?g !n~rease in the cost of 
most ~orts. We had, therefore, ~yJsaged a 
somew at longer period withlll.--wh1Ch 
restructunng of Import --dUties __ ~~o.ll_t~- be 
achieved than what seems calfed for now. 
We now fe-efthat the-basic<reform.ofthe~~rlff 
structure could be COf!lpleted by 19.96:92..or 
latest oy-199"7:987''J3y that time the import 
weiglited-average rate of dutj_eliJJ_pyJd haye 
come dow1f io ·arou~_!q}?_pe!..£ent{~~f!I!<JiQg 
any :ierO'iaTha~commodities,. but .including 
consumer goods). 
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as to distortions in the allocation of resources. 
By keeping only a limited number -of rates, 
we shall render administration of the tariff a 
fairly e~y task, and by limiting th~ spread, 
we shall minimise distortions. The structure 
of duties will be such as to encourage value 
addition activ!ties and t~ eusure that_ Rr.QQ:u~ts 
aoate'cstag_es are iiai $ubjected to ne~atjye 
effective rate of protection, In the Chapters 
that follow, which deal with different groups 
of pr<?ducts, we are applying the 
above-mentioned principles to determine the 
appropriate rates. We are recommending that 
by 1997 or 1998 Marchcend, the structur£_ of 
llc! valorem rates of duties in place should be: 
5, 10, 15, 20, 25 and 30. In addition, when 
noD-essential consumer ioods are allowed !9 
be imported2_there s@ul<Lt>.L~Qother_:§Jot" 
for them, namely, 50 per cent. 

,., ... ~ 

2.13 In the Interim Report, we had 
suggested that all goods should be subject at 
least to a minimum tariff. Even if the goods 
are essential and/or their imports are 
restricted, there is no reason why the 
domestic producers of those. goods should not 
be entitled to any protection. We suggest that 
the minimum of rate of 5 per cent should be 
applied to those that are now exempt. It may 
not be possible, for some reasons, to apply 
immediately this rate to fertiliser · and 
ammonia imd phosphoric acid used in the 
manufacture of fertilizer. Even these 
commodities should be made S\lbject to duty 
at the earliest possible opportunity. 

2.14 We may, at this stage, point out the 
necessary consequences of exempting the 
ca~l goods a_nd . .JnE~ts _!or the -~er 
inQust!Y"~'fr;2m all lmPs.?,rt_q,u_fx. ··1h~s means 
that .wh1!e substantial.__protection IS being 
extended to most iriOustnes . ...iuJlustties 
producing machiner)'....p;ut~_f.E!.~~~~.lmd 
inputs-for_!~e. fe]ti l~L i!ld2.~!!Y.~l.!!.!ec~iye 
no.._ prot~£t!Q!l-.at..-..all. A nec~ary 
consequence _ of this is t..!@..l-JlQ.me~tic 
productiQ..n .oLJ~_e_.goog_~~~e 
disco~Jraged; and a probablL..!g_n,&:!~!.m 
conseq~~j!J be that-w.(;}-ShaU-beoome 
largely dependent .. Q.n. impor:ts._in .. ~r~sp~ct,_Qf. 
machinery and inputs for the fertiliser 

-..-=-----~'....... ·~----
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industry_ These are not desirable 
consequences. 

Anti-dumping 

2.15 A number of complaints have been 
received in recent years from the domestic 
producers ~llegin~ Jbe _ _adoptlOn of the...)In~air 
trade P,r!_!£1j.Ge of duiripin~by some fore1gn 
·exporte£~.- In a low tari{f regime that 'Ye are 
recmnme~di,!!32 it is essential that ~royision is 
made to :ee:: hat th!< domestic in~ustry does 
not fall .a vig~mJ.Q .. ~.\l..clLunfair prac~es. 

2.16 The Indian law relating to 
anti-dumping has adopted GAIT guidelines 
and would ap(>ear to be an adequately 
powerfuf weapon. The effectiveness of this 
weapon, however, is considerably lessened 
because qf !.~liy_r>rocedure mvolved in 
initi~ting !h.~~PfQ~-~<Jjng_s_ana C9fupleting the 
investigatign_ to ,arrive at the final findings. 
No doubt, the CUstoms Tanff~{Identification, 
Assessment and Collection of Duty or 
Additional Duty on Dumped Arhcles and for 
Determination of Injury) Rules, 1985 provide 
a time-limit of one year from the date of 
initiating oCa~inv~§.ti&atfon-(or-Within an 
extended period in exceptional cases) to give 
the final fin~!Qgs .. 2nd_~_ti!Jle:Jjmit of six 
months of the publication of final findings for 
imposition of duty. We are of the view that 
these time-limits are too long and could be 
curtailed, though we do appreciate that by 
their very nature, such investigations are 
time-consuming. We would suggest that the 
time-limit for giving the final findings could 
be reduced to six months and the time-limit 
for imposition of duty to three months. 

2.17 The Rules provide for the 
imposition of provisional duty __ ~t_gp.y time, 
after a preliminary_ finding that there is 
dumping in respect of a1ticles wlucl\ are the 
subject matter of .. investigation. This 
provisionsfiOuld be invariably~j]iaqe use of 
where the final findings are nQL!ikely to be 
arrived at within a month.,. Qr two of the 
preliminary finding. 



Basic Considerations Relating to Import Duty Reduction 

2.18 We also feel that the machinery for 
dealing wit~atters needs to 
be strengthened. 

Levy or Surcharge 

2.19 Where international prices dip 
steeply (not due t~~umping), say, by as much 
as 25 per cent or so, a regulatory duty may be 
imposed for a §.P~d Eeriod of time so that 
the do~_1_ngus!O'..i~ given an oppOrtunity 
to adjust i~~elf. The regulatory duty may be 
expressed in specific terms . and .. .may_be 
withdraw~n.ce the prices. reach the 
"normal' level. The period jn~.any..-case 
shouldli'Oi be more th~n a year: in other 
words, if the lower ley.cl..has. c~il, 
Indian industry should adjust itself to it, and 
the consl!_~uld_bi..aUowed to 6~nefit 
fro ,!!!.it. 

2.20 Additional or ·special protection 
can be given for a specified period to a new 
industry to be ~gabljs11ed or a ne.w.proguct to 
be launched through a new _ technglogy in 
strategic areas. Such protection could be 
through an addition~{ duty, say,.notexc~eding 
25 per cent of the basj~ __ 9tJt;~JQ. be in force for 
a period <;>LS. ___ to_ .7 years, as may be 
determined. 

Advance Licensing for Exporters 

2.21 Because· of the inherent 
disadvantages sufferedEL!ndian industry due 
!o the. ine_ffi~~~li~i'presenGi.iJn~~~y. 
mcludmg thOSe attributable to irrat1onalit1es 
in the tax system~il.is...not.possib.l.e_!o reduce 
import ~~Jy_IatesJ.o._very..J.p~y~Ji:ii' in 
some other developing countries. Hence, the 
system of advance licensing for ~JCP.Q[t£rs 
shouldcontinue. Furthermore, since there is 
no rem!ssion. oL_<!uty_ on~ capital ~gooos·~ror 
eXPJES, it is necessary that the import dutxiw 
cap1tal ~Lbe._brougbt_~QW_n 
accoraliigto our reco!l!~~~l}s!'!!!on~. 

2.22 As the structural reform process 
continues, the inefficiencies and cost 
disadv~~-~ould gradua]ly--diminish. We 
would urge th£_9ov~_rnmerii::Should-take 
steps to rem_oy~ __ mfrastructuraL deficieqcies 
quickly.-- Equally important is __ the 
improvement ___ in . the movemenC of:· goods 
which are now_ subject to d~lays caused by 
some of the ··policies of the _State "Governments 
and local authorities. It is also extrelll_ely 
important that S.tate -~n~_)Q~_al_indi_r~~~--tax~s 
must be refomwd so _ _ti!atJhey _ dQ_ not __ a~4. to 
the cost or production, ~her~Qy__hindering 
export effort· and preventing t~-~ low-ering of 
import tariff. . -
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TABLE2.1 

Effective Exchange Rate Depreciation or the Rupee by 199.2-93 
in Terms or Appreciation or a Basket of'Four Major Foreign Currencies 

Base UK us Deutsche 
year Po~nd Dollar (German) 

Mark 

A. Real Exchange Rate Depreciation 

1985-86 2.77 1.63 3.03 
1986-87 2.36 1.72 2.35 
1987-88 2.31 1.80 2.12 
1988-89 2.01 1.67 2.00 
1989-90 1.94 1.49 1.95 
1990-91 J..75 1.53' 1.73 
1991-92 1.70 1.45 1.73 
1992-93 1.00 1.00 1.00 

B. Nominal· Exchange Rate Depreciation 

1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 

3.63 
3.07 
2.82 
2.42 
2.27 
1.92 
1.70 
1.00 

2.47 
2.45 
2.38 
2.17 
1.86 ' 
1.76 
1.46 
1.00 

4.98 
3.59 
2.87 
2.62 
2.41 
1.94 
1.73 
1.00 

Japanese 4-Country REER depreciation 
Yen 

Weighted by 
Imports Exports 

2.64 2.35 2.23 
1.99 2.05 1.98 
1.95 2.01 1.96 
1.71 1.82 1.78 
1.66 1.72 1.67 
1.86 1.69 1.68 
1.60 1.60 . 1.57 
1.00 1.00 1.00 

4.93 3.69 3.53 
3.26 2.99 2.91 
2.80 2.67 2.63 
2.32 2.35 2.32 
2.12 2.12 2.07 
2.15 1.92 1.91 
1.61 1.60 1.58 
1.00 1.00 1.00 

Note: 1 The following examples illustrate how the table is to be read: 
Ex.l. Entry of 2.35 in the second row fourth column of Part A: 

Trade 

2.29 
2.02 
1.99 
1.80 
1.70 
1.69 
1.58 
1.00 

3.62 
2.96 
2.65 
2.34 
2.10 
1.91 
1.59 
1.00 

"It takes 2.35 times as many rupees in 1992-93 to obtain one DM as it took in 
1986-87 after correcting for inflation ln India and Germany".· 

Ex.2. Entry of 1..91 in the sixth row seventh column of Part B: 
"It takes, on average, 1.91 times as many rupees in 1992-93 to obtain one foreign 
currency unit as it took in 1990-91". 

Note: 2 Computation or Real Effective Exchange Rate Depreciation : Methodology 

The Nominal Exchange Rate (NER) against any foreign currency is the number 
of Indian rupees needed to obtain a unit of that foreign currency. In a dual exchange rate system, 
as prevails in India at present, more than one nominal exchange rate may co-exist. In 
computations made, market exchange rates have been used as these are the rates relevant to the 
majority of imports, the focus of this exercise. 
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The Real Exchange Rate (RER) against any foreign currency is the number of 
Indian rupees needed to obtain a unit of that foreign currency after correcting for erosion in the 
value of both currencies due to inflation. If li and lr are, respectively, the (cumulative) Indian an 
foreign inflation relative to a chosen base year, tlien RER = NER x (1+1r) I (1+li)· The price 
indices used should ideally be for tradeable goods relevant to the group being studied (in this 
case importers). Due to data limitations, wholesale or producer price indices have been used.s 

When the RER (or NER) of any year is divided by the RER of the chosen base 
year, the real depreciation of the Indian rupee against the foreign currency, that has occurred 
since the chosen base year, is obtained. Similarly, if relative inflation rates are not taken into 
account, nominal exchange rate depreciation is obtained. Table 1A and 1B provide estimates of 
real and nominal exchange rate depreciation in the value of the Indian rupee against the Pound 
Sterling, the US Dollar, the Deutsche (German) Mark and the Japanese Yen. Figures show the 
depreciation that has occurred by 1992-93 since each of the (base) years indicated in the first 
column.6 

The weighted average of the RER or the NER across countries gives the Real 
Effective Exchange 'Rate (REER) and the Nominal Effective Exchange Rate (REER) of the rupee. 
The weights chosen should be relevant to the group being studied. Clearly, import weights (that 
is the bilateral import shares of import originating countries) should be taken in this exercise. 
The weights used are the average im~ort shares (among the four countries considered) for the 
three year period 1988-89 to 1990-91. Expo~ and Trade Weighted indices are also reported in 
Table 1 for comparison. The percentage weights are given below along with the share of the 
four countries (the UK, the US, Germany and Japan) in total imports, exports or trade. 

Weights 

Import 
Export 
Trade 

Pound 
Sterling 

21.69 
15.36 
18.87 

us 
Dollar 

32.93 
41.90 
36.91 

Deutsche 
Mark 

22.59 
17.37 
20.27 

Japanese 
Yen 

22.80 
25.37 
23.94 

4-country 
share in 
total 

36.18 
39.18 
37.47 
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TABLE2.2 

Effect of Import Duty and Real Effective Exchange Rate Changes on 
the Real Landed Cost of Import of Selected Items 

Serial DescrtPlion of Product Nominal tariff Tariff mark-up Real landed Tariff rate for 
number /Product Category rate as a in 1992-93 as a cost of imports 1992-93 giving 

percentage of percentage of in 1992-93 as a the same real 
cifprice* tariff mark-up percentage of landed cost 

in 1986-87 real landed cost of imports 
cost of imports in 1986-87 

1286-81 1222-2J in 1986-87 

(1) (2) (3) (4) (5) 

Chemicals and Minerals 

1 Naphtha 0 0 100 205 -51 

2 Propylene r. 110 80 86 176 2 

3 Dimethyl Teraphthalate (DMT) 190 110 72 148 41 

4 Monoethyl glycol (MEG) 110 110 100 205 2 

5 Caprolactum 90 50 79 162 -7 

Polymers and Plastics 

6 Low Density 
Polyethylene (LOPE) 120 63 74 152 7 

7 High Density 
Polyethylene (HOPE) 100 64 82 168 -2 

8 Polypropylene 100 80 90 184 -2 

9 Polyvinyl chloride (PVC) 75 41 81 165 -15 

Iron and Steel 

10 Pig Iron 65 35 82 168 -20 

11 Iron Bars & Rods 100 105 102 210 -2 

12 Iron and Steel Structurals 100 105 102 210 -2 

13 Hot Rolled Iron Coils 100 57 78 161 -2 

14 Cold Rolled Iron Coils 140 95 81 167 17 

15 Galvanised Plain (GP) Sheets 140 110 88 179 17 

16 Tinplate; 95 85 95 194 -5 

17 Tin Mill Black Plate 
(rMBP) Coils 100 50 15 154 -2 

18 Steel Billets 55 45 94 192 -24 

19 Steel Melting Scrap 25 10 88 180 -39 

20 Specified Alloy Steels 80 90 106 216 -12 
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TABLE 2.2 (Contd.) 

Effect of Import Duty and Real Effective Exchange Rate Changes on 
the Real Landed Cost of Import of Selected Items 

(1) (2) (3) (4) (5) 

Non-Ferrous Metals 

21 Copper Wire Rods and Bars 75 54 88 180 -15 
22 Unwrought Nickel 80 60 89 182 -12 
23 Unwrought Aluminium Ingots 50 35 90 184 -27 
24 Other Unwrought Aluminium 90 105 108 221 -7 
25 Unwrought Tin 80 85 103 211 -12 
26 Unwrought Zinc 125 53 68 139 10 
27 UnwroughtLead 125 85 82 169 10 

Machinery and Equipment 

28 Super Heated Water Boilers 75 55 89 182 -15 
29 Machine Tools: Peak Rated 

Items 110 110 100 205 2 
30 Machine Tools: General Rate 75 80 103 211 -15 
31 Machine Tools: Specified 

Milling Machines· 35 60 119 243 -34 
32 Machine Tools: Parts & 

Accessories 35 35 100 205 -34 
33 Moulds and Dies for Plastic 

Articles 25 so 120 246 -39 
34 Tower Cranes 15 55 89 182 -15 
35 Self-Propelled Fork 

Lift Trucks 100 95 97 200 -2 
36 Domestic Refrigerators 150 110 84 172 22 
37 Generators with Output 

over 750 Watts 75 55 89 182 -15 
38 Transformers with above 

1 KV A capacity 75 55 89 182 -15 
39 DC Micromotors (upto 13.5 

Volts and 20 Watts) 75 75 100 205 -15 
40 Electrical Resistors 75 80 103 211 -15 

41 Black and White Television 
Picture Tubes 75 80 103 211 -15 

42 Radio Transmitters 140 95 81 167 17 

43 Oscilloscopes 100 95 97 200 -2 

44 Specified Medical Equipment 40 40 100 205 -32 
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TABLE 2.2 (ContdJ 

Effect of Import Duty and Real Effective Exchange Rate Changes on 
the Real Landed Cost of Import of Selected Items 

(1) (2) (3) (4) (5) 

45 Specified Machinery for 
the Leather Industry 35 35 100 205 -34 

46 Specific Machinery for 
the Garment Industry 35 40 104 213 -34 

47 Specified Food Processing 
Machinery . 50 40 93 191 -27 

Other Items 

48 Mechanical Wrist Watches 140 110 88 179 17 
49 Parts of Mechanical Wrist 

Watches 50 70 113 232 -27 
50 Project Imports 55 55 100 205 -24 

Unweighted Average of 50 Items 86 70 93 190 -10 

Notes: (*) 
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(1) 

(2) 

(3) 

(4) 

(5) 

Nominal Tariff Rates: Basic Duty plus Auxiliary Duty less the effect of applicable exemption 
notifications. Unless otherwise indicated end-use based exemption notifications are not taken into 
account. 

Tariff mark-up: 100 plus the (percentage) ad valorem tariff rate. 

Real landed cost of imports : Real effective exchange rate x Tariff mark up. Computations assume 
that all international (cit) prices of imports increase at a uniform rate equal to the rate of inflation 
in the import originating country: commodity to commodity relative price changes are ignored. 

Equivalent ad valorem rates for specific rated items are annual averages, or, where information 
was available for 1986-87, the lowest rates prevailing in that year. 

Naphtha : Raw naphtha imported for manufacture of petrochemicals and fertilisers. 

Due to non-availability of comparable cif prices for 1986-87, PVC duty in.1986-87 has been 
approximated as (Specific duty in 1986-87 x Ad Valorem rate 1988-89). 
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PETROCHEMICALS 

3.1 The petrochemical industry 
produces a vast array of products catering to 
the priority and core sectors of the economy, 
like agriculture, irrigation, transportation, 
communication, defence, electronics and 
space research and supplementing natural 
products like paper, wood, metal, cotton and 
wool. The products of the petrochemical 
industry can be classified into three major 
groups, namely, polymers (including 
commodity plastics, synthetic resins and 
synthetic rubber), chemicals and synthetic 
fibre and fibre intermediates. We deal with 
petrochemical building blocks common to all 
the three groups and polymers as also natural 
synthetic rubber in this Chapter. The other 
two groups are dealt with in subsequent · 
chapters. 

3.2 The production capacities and 
consumption of major polymers, chemicals, 
fibre and fibre intermediates in 1979-80, 
1984-85 and in 1990-91 are given in Table 
3.1. The growth trend in capacity and 
consumption of petrochemicals in terms of 
compound annual rate of grow'th for various 
sectors within the petrochemical industry may 
be seen in Table 3.2. 

3.3 The first major initiative in setting 
up a domestic base for the production of 
petrochemicals was taken in 1977-78 with the 
commissioning of aromatic and olefinic 
complexes of the Indian Petrochemicals 
Limited (IPCL) in Vadodara. Though the 
industry has ever since grown at a fairly high 
rate, the domestic production of important 
petrochemical products, particularly the 
polymers, has been unable to meet the 
growing demand as a result of which the 
import dependency has been quite high. Even 
now the import dependency is nearly 60 per 
cent in the case of polymers. 

Petrochemical Building Blocks 

3.4 Ethylene, propylene and butadiene 
are the essential building blocks for 
petrochemicals. The domestic capacity, 
estimated production, estimated import, 
average domestic price and international 
price of these building blocks for the year 
1992-93 and the existing duty rates are given 
below: 

Name Capacity Estimated Estimated Domestic price Inter- Domestic Import 
(in 'OOOMT) production import (exclusive of national price/ Duty 

(in '000 MT) (in '000 MT) excise duty) price cif (B+A) 
(inRs./MT) (in US $/MT) price 

(%) 

(1) (2) (3) (4) (5) (6) (7) (8) 

Ethylene 528 369 140 16,000 400 1.31 25 
(5 units) 

Propylene 230 200 Nil 14,700 400 1.20 80 
(5 units) 

Butadiene 54 24 26 21,000 415 1.65 40 
(5 units) 
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3.5 Interestingly, propylene is 
subjected to the highest import duty among 
the major petrochemical building blocks, 
though it has the lowest domestic price to cif 
price ratio. . Propylene is the building block 
for polypropylene and acrylonitrile (the basic 
input for acrylic fibre) w,hich attract fairly 
high. pominal duties of 80 per cent and 65 per 
cent, respectively. The duty rate of 80 per 
cent _on propylene would mean a 
correspondingly lower effective rate of 
protection in respect of polypropylene and 
acrylonitrile. The irrationality of the duty 
structure is apparent when we consider the 
fact that more than 60 per cent of the total 
eonsumption of polypropylene and 
acrylonitrile is niet by imports. We are, 
therefore, of the view that the duty rates of 
propylene needs to be brought down 
drastically to the same level as that of 
ethylene and butadiene. These building 

Petrochemicals 

blocks are produced in the same naphtha 
cracker as different fractions and there is no 
justification for providing protection at 
different rates. The Committee is of the view 
that these building blocks for the 
petrochemical industry should have a rate of 
import duty of 15 per cent by 1997-98. The 

_ reduction of duty rate on propylene will open 
up the option of their jmport which will be 
cheaper than what is manufactured from the 
c2 - c3 stream (LPG), a costlier feedstock than 
naphtha. This will give considerable 
advantage to the domestic manufacturers of 
polypropylene and acrylonitrile. 

3.6 The other important building block 
is styrene which is manufactured from 
ethylene and benzene, a product of naphtha 
reforming. The estimated production and 
import of benzene and styrene for the current 
year, the domestic and international prices 
and the existing duty rates are given below: 

Name Capacity Estimated Estimated Domestic price Inter- Domestic Import 
(in 'OOOMT) production import (exclusive of national price/ Duty 

(In '000 MT) (In '000 MT) excise duty) price cif (B+A) 
(in US S/MT) (inRs./MT) price 

(%) 

(1) (2) (3) (4) 

~nzene 294 250 40 
Styrene 42 35 Nil 

3. 7 In the manufacture of styrene from 
benzene and ethylene, an intermediate 
product, namely, ethyl benzene arises, the 
duty on which was reduced this year from 40 
per cent to 25 per cent, the same rate as 
applicable to benzene. We are of the view 
that there is no need for having a differential 
duty structure for benzene, ethyl benzene and 
styrene. By 1997-98 these commodities may 
attract the same rate of 15 per cent as other 
building blocks, viz., ethylene, propylene and 
butadiene. With this, the present anomaly of 
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(5) (6) (7) (8) 

16,550 400 1.31 25 
33,000 605 1.79 40 

having different levels of import duties on the 
building blocks for different polymers will be 
removed. 

3.8 Another anomaly in the tariff rates 
for building blocks and intermediates is the 
case of ethylene dichloride (EDC) and vinyl 
chloride monomer (VCM). The production 
chain of polyvinyl chloride (PVC) from the 
basic building block, ethylene, goes through 
two intermediate products, EDC and VCM. 
The rate structure in the case of these 
products is as follows: 



Petrochemicals 

Ethylene 
Ethylene Dichloride 
VCM 
PVC 

25 percent 
40 percent 
10 percent 
41 per cent 

3.9 Though VCM is the value added 
product from EDC, it bears a lower rate at 10 
per cent than its precursor EDC which bears a 
rate of 40 per cent. This means negative 
effective rate of protection for VCM. As we 
have earlier observed, there is no need for 
having differential duty structure· for various 
intermediates and building blocks for 
polymers. EDC and VCM should attract the 
same duty of 15 per cent as applicable to 
other building blocks. Similarly, the duty on 
ethylene oxide, an essential input for 
Monoethylene Glycols (MEG), may also be 
gradually reduced to 15 per cent from the 
present level of 110 per cent~ 

3.10 The Committee, therefore, 
recommends a uniform duty of 15 per cent 
for all the building blocks and intermediates, 
such as ethylene, ethylene oxide, propylene, 
butadiene, benzene, ethyl benzene, styrene, 
ethylene dichloride and vinyl chloride 
monomer. With the depreciation of the rupee 
and given the time for aqjustment till 
1997-98, Indian industry witt be able to 
function competitively vis-a-vis foreign 
producers. 

Polymers 

3.11 Polymers constitute the most 
important sector in the petrochemical industry 
because of their versatile uses and their 
ability to replace products like paper, glass, 
metals, wool and cotton which are produced 
from natural resources. The domestic 
consumption of commodity plastics has 
increased by 4.5 times in the period between 
1979 and 1990. The present level of 
consumption of individual commodity 
plastics and the estimated consumption in 
1999-2000 is given in Table 3.3. Even if the 
per capita consumption grows in 2000 A.D., 
as has been estimated, to 2.5 Kg. from the 
present level of 1 Kg., it will still be very 

much below the present world average level 
of 15 Kg. 

3.12 The import dependency of plastics 
has increased from 37 per cent of the 
consumption in 1984-85 to nearly 60 per cent 
in 1991-92. The production-import profile 
from 1985-86 to 1991-92 is given in Table 
3.4. The present import tariff for plastics is 
given below: 

Low Density 
Polyethylene (LOPE) 

High Density 
Polyethylene (HOPE) 

Polypropylene (PP) 

Polysterene (PS) 

Polyvinyl 
Chloride (PVC) 

50% + Rs.3000/tonne 
(about 63 per cent) 

50% + Rs.3000/tonne 
(about 64 per cent) 

50% + Rs.5000/tonne 
(about 78 per cent) 

50%+ Rs.1000/tonne 
(about 53 per cent) 

30% + Rs.2000/tonne 
(about 41 per cent) 

3.13 The trend of average international 
prices of polymers in dollars during 1985-86 
to October, 1992-93, is shown in Annexure 
111.1. By and large, the prices of all the 
polymers have moved over the years in a 
particular pattern. It will be seen that the 
average prices during the period 1985-86 to 
1986-87 were around the same level as those 
prevailing this year. In fact the international 
prices of PS, HOPE and LOPE are higher in 
1992-93 than in 1985-86; and the price of PP 
is almost the same. This means that with the 
rupee devaluation in 1991 and partial 
convertibility of rupee in 1992, the domestic 
producers have got very much higher level of 
protection than in 1985-86 and even a higher 
level than what. was available in 1991-92 
since the import duty rates on plastics 
excepting for PVC (in which case the duty 
was reduced by 20 percentage points) have 
not been brought down during these two years 
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and are at as high levels as in 1985-86. 

3.14 Annexure 111.2 traces the 
movement of average domestic prices during 
the period 1985-86 to 1991-92. The domestic 
producers increased the prices of all 
commodity 'plastics rather' steeply in 1988-89 
and 1991-92 as compared to the prices during 
the immediately preceding years. It would 
appear that the high level of protection and 
the increased cost of imports owing to the 
large 'increase in the international price of 
plastics during the year 1988 and in the first 
half of 1991 contributed significantly to the 
increase in domestic prices. Even though the 
international prices (in dollars) came down in 
1991-92, the domestic prices did not. 

3.15 The ratio between domestic selling 
prices (exclusive of excise duties) and cif 
prices for different plastics are given below: 

Product Domestic sale price 
to cif (end of Oct.92) 

LOPE 1.55 
HOPE 1.58 
PP (HP) 1.63 
PS 1.67 
PVC (Suspension) 1.45 

3.16 The high import duty is reflected 
on the domestic price and the steep increase 
in domestic price of plastics during 1988-89 

Petrochemicals 

and 1991-92 is attributable to the high level 
of protection enjoyed by the domestic 
industry in these periods. Therefore, the 
aforesaid ratios do not indicate the required 
level of protection. 

Cross-country Comparison -er Cost or 
Production and Import Duties 

3.17 The costs . of production for 
different commodity plastics in major plastics 
producing Asian countries are given in Table 
3.5. A cross-country comparison of the 
import duty rates on plastics and their various 
inputs is given in Table 3.6. 

3.18 It is clear that according to these 
cost estimates, disadvantages suffered by the 
Indian industry in this sector are not large 
enough to warrant the present very high 
levels of import duties. 

Reasons Cor the Comparative Cost 
Disadvantage in India 

3.19 The main reasons for comparative 
cost disadvantages of domestic producers are 
low-scale of production, long gestation 
period, high capital costs, high import duties 
on inputs and multiple levies on them, 
particularly at the state level. The average 
capacity of plants in operation in selected 
countries is given below: 

(in tonnes per year) 

Product India China Korea Thailand 

Ethylene 105,000 
Butadiene 18,000 
Benzene 60,000 
LDPE/LLDPE 50,000 
HOPE 62,000 
pp 38,000 
PS 14,000 
PVC 46,000 

Source: Same as for Table 3.6. 
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103,000 

80,000 
87,500 
33,000 

4,500 
80,000 

250,000 
47,000 
85,000 

135,000 
93,000 

170,000 
70,000 

180,000 

87,000 

23,000 
54,000 
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3.20 Even if we compare our present 
scale of production, which is much better 
after the commencement of two large sized 
plants, at Nagothane and Hazira, with the 
scales of production in other Asian countries, 
it could be said that our producers cannot reap 
the same degree of scale economies as some 
of the foreign producers and hence suffer 
from some cost disadvantage. 

3.21 The basic price of naphtha 
excluding sales tax at present is about the 
same as its international price. But the 
indigenous price of the gas fractions (C2 - C3 
gases along with a little quantity of c4 gas) is 
much higher than the international pnce: our 
domestic price of gases is much higher than 
those in Malaysia or Indonesia. If the higher 
prices are maintained by the Government, the 
production of polyethylene, polypropylene 
and PVC through the gas route will appear to 
be unviable. 

Recommended Duty Structure for Plastics 
in 1997-98 

3.22 As we have mentioned in 
paragraph 3.13, the domestic producers of 
plastics are now enjoying a higher level of 
protection than those available in 1985-86 or 
1986-87, particularly on acddunt of rupee 
depreciation since then. It is, however, true 
that the domestic producers suffer from 
certain cost disadvantages which have to be 
taken into account for fixing an appropriate 
level of duty. We have already mentioned 
some of the factors contributing to 
comparative cost disadvantages in India. 
However, from the figures furnished in Table 
3.5, the relative cost disadvantages are not 
very large. 

3.23 One of the factors contributing to 
. the relative cost disadvantage of the domestic 

producers is the relatively low scale of 
production of most of the existing plants as 
compared to other plastics producing Asian 
countries like Korea, Thailand and China. 
The disadvantage due to scale will, however, 
be substantially reduced if the proposed large 
size plants come up as scheduled. Another 

important reason for the cost disadvantage of 
domestic industry is the relatively higher cost 
of inputs. With the reform in the import 
tariff, the inputs are likely to be available to 
our producers at prices only slightly above 
the international price. Once the import duty 
rates are brought down across the tariff, the 
domestic producers of inputs will be 
disciplined by the market forces. The 
introduction of Modvat on capital goods, as 
we are suggesting, will also bring some relief 
to the domestic producers. These measures 
coupled with reduction of interest rate to a 
reasonable level and extension of MODVAT 
to naphtha and other petroleum feedstocks 
should enable the industry to remain 
competitive even if import duties are brought 
down substantially by 1997-98. We hasten to 
add that the Government must ensure that our 
producers get the feedstock, naphtha or gases 
or NGL, which are at present under the 
administrative price regime, at around the 
international prices. 

3.24 Thus, it should be possible to bring 
down the import duty of plastics from the 
existing level gradually to a uniform rate of 
25 per cent by 1997-98 without hurting the 
domestic manufacturers provided the 
suggested measures for bringing down the 
domestic cost of production are also adopted. 

Performance Polymers Engineering 
Plastics and Thermoset Resins 

3.25 Performance polymers include 
acrylonitrile - butadiene - styrene (ABS), 
polymethyl methacralite (PMMA) and 
poly-propylene filled with talc or mica and a 
whole range of alloys and ·blends of these 
materials. Polyethylene teraphthalate (PET), a 
condensation product of DMT/PTA and 
ethylene glycol may also be said to belong to · 
this group though its dominant use is in the 
textile industry as synthetic fibre. The 
non-fibre application of PET is mainly in 
containers. 

3.26 There are five major engineering 
thermoplastic resins which in order of volume 
of consumption are polyamides (PA) or 
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nylons, polycarbonates (PC), polyacetals 
(POA), mOdified polyphenylene oxide/ether 
(M-PPO) and polybutylene teraphthalate 
(PBT). These are primarily used in industrial 
applications requiring structural performance 
at elevated temperature. They also have 
electrical and ~hermal insulation attributes. 

Product 

PA (3 units) 
PC(Nil) 
POA(Nil) 
PPO (Nil) 
PBT(1 unit) 

Indigenous 
capacity 

10000 
Nil 
Nil 
Nil 

1200 

Domestic 
production 

8600 
Nil 
Nil 
Nil 
700 

Petrochemzcats 

3.27 ln. India, the use of engineering 
plastic materials started in the latter part of 
1980s, mainly in the electronics and 
telecommunication industry. The current 
production, imports and estimated demand in 
1995-2000 A.D for these five engineering 
thermoplastics are given below: 

(in tonnes) 

Import Estimated demand . 
1995 2000 

1000 16000 20000 
3000 7500 15000 
2500 4500 9000 

300 3500 7000 
Nil 4500 5000 

Source: Department of Chemicals and Petrochemicals 

Thermosets 

3.28 This is the only group among the 
various categories of polymers where 
self-sufficiency has been achieved. 
Thermosets have diverse applications in 
laminates, paints, varnishes, adhesives, 
sealants, etc. In terms of use, the most 

Product Indigenous Domestic 
capacity production 

PF (50 units) 18000 15000 
UF/FM {13 units) 16300 9000 
U-Polyster {12 units) 11000 6000 

important thermosets are: phenol 
formaldehyde (PF), urea formaldehyde (UF) 
and melamine formaldehyde (MF). Besides 
these, a significant volume of unsaturated 
polyesters are used by this industry. The 
present production and estimated demand in 
1995 and 2000 are given below: 

(in tonnes) 

Import Estimated demand 

1995 2000 

Nil 16500 18700 
Nil 12000 19000 
Nil 8000 15000 

Source: Department of Chemicals and Petrochemicals 

3.29 The existing import duty rates for 
Performance Polymers, Engineering Plastics 
and Thermoset Resins are given below: 

Polyacetals 
Polycarbonates 
Polyphenylene 

18 

50 per cent 
50 per cent 
50 per cent 

ABS Co polymers 
Styrene-Acryloni
trile} 
Co polymers 

Polysulphones 
Methyl Acrylate Polymer 
All thermoset resins 

Rs.1000/MT+50 
percent ad 
valorem (about 53 
per cent) 

65 per cent 
85 per cent 

HOper cent 
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Recommended duty structure for 
engineering plastics and thermoset resins 

3.30 These groups of polymers are 
produced from the same building blocks 
mentioned in the earlier section for which we 
have suggested reduction of import duty to 
the uniform level of 15 per cent in 1997-98. 
A large number of intermediates arise in the 
production chain of these groups of polymers 
starting from the basic building blocks. These 
intermediates are organic chemicals classified 
under Chapter 29 of the Customs Tariff. We 
deal with this group in the next Chapter and 
are suggesting a uniform duty of 20 per cent 
for them by 1997-98. {At present, most ofthe 
goods attract the peak rate of 110 per cent). 
With this reduction in the duty on basic 
building blocks and intermediates, we believe 
that the domestic producers of these groups ·of 
polymers will be adequately protected if th~ 
import duty is reduced to the level of 25 per 
cent by 1997-98, as in the case of other 

Product 1987-88 1988-89 1989-90 

polymers - PVC, HDPE, etc. 

Natural Rubber and Synthetic Rubber 

3.31 India produces both natural rubber 
and synthetic rubber. At present, mainly 
three types of synthetic rubber, viz., 
polybutadiene rubber (BR), styrene butadiene 
rubber (SBR) and nitrile rubber (NBR) are 
being produced. The consumption of other 
types of synthetic rubber such as butyl rubber 
(Isoprene Isobutyl Rubber ·- IIR), ethylene 
propylene tar polymer (EDPM), silicon 
rubber, neoprene rubber and polychloroprene 
is met entirely by imports at present. 

3.32 Though the world average 
consumption of synthetic rubber and natural 
rubber is in the ratio of 70:30, in India, the 
consumption ratio is the reverse, viz. 21:79. 
The production of natural and synthetic 
rubber and their imports from 1987-88 are 
given below: 

(inMT) 

1990-91 1991-92 

Produ- Import Produ- Import Produ- Import Produ- Import Produ- Import 
ction ction. ction ction ction 

Natural 
nabber:235197 52283 259172 54658 297300 44540 364310 34635 366745 13405 

Synthetic 
nabber: 

SBR 
BR 
NBR 
llR 

29106 
14488 

871 
Nil 

4314 
6437 

NA 
12392 

37866 
15650 

242 
Nil 

1229 
7270 

NA 
16850 

38084 
··15015 

293 
NIL 

3861 41548 
10585 . 15277 
2700 468 

17600 Nil 

3477 
13023 
2932 

15000 

43000 
17372 

500 
Nil 

Source: Department of Chemicals and Petrochemicals 

3.33 The . existing duty structure for 
natural rubber and the various varieties of 
synthetic rubber is as follows: 

Natural raw rubber 
Vinyl pyridine latex 
Styrene butadiene rubber 
Other synthetic rubber 

4000 
12428 
3100 

16000 

80 per cent 
110 per cent 
110 per cent 
90 per cent 
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3.34 The movement of duty rates for. 
synthetic"and natural rubber between 1986-87 
and 1991-92 is given in Table 3.7. 

3.35 Since 1986-87 the duty rates have 
increased by 20 per cent in the case of natural 
rubber and 1p per cent in the case of synthetic 
rubber. The international prices have been 
fluctuating in the· same manner as in the case 
of other polymers - the present level being 
around the same as those in 1985-86 and 
1986:-a?.· But, unlike in the case of plastics, 
the import duties of synthetic rubber and 
natural rubber have not been reduced. The 
domestic industry wouid appear to be over 
protected if we compare the current level of 
tariff with those in 1985-86 and 1986-87 
taken together with the steep depreciation of 
the external value of the rupee with dollar 
prices remaining the same. 

Building Blocks and Intermediates for the 
Manufacture of Synthetic Rubber 

3.36 Synthetic rubber of different kinds 
like other polymers are produced from the 
same petrochemical building blocks 
ethylene, propylene, butadiene, etc. We have 
earlier recommended reduction in the duty 
level on them to 15 per cent. Among the 
important intermediates are: acrylonitrile, 
neoprene, isoprene, isobutene, 
chlorobutadiene. The existing duty rates in 
respect of these intermediates are given 
below: 

Acrylonitrile (ACN) 
Neoprene· 
Isoprene 
Isobutene 
Chlorobutadiene 

65 percent 
110 per cent 
110 per cent 
110 percent 
110 per cent 

Recommended Duty Structure for Natural 
Rubber, Synthetic Rubber and Its Building 
Blocks and Intermediates 

3.37 The building blocks and 
intermediates for synthetic rubber are 
essentially organic chemicals derived from 
petrochemical feedstocks. In the next 
Chapter we shall d.eal with them generally 
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and are recommending a duty l~vel of 20.per 
cent for them in 1997-98. The import duty in 
respect of the aforesaid building blocks and 
intermediates for synthetic rubber mentioned 
above may also be brought down gradually 
from their present level of 110 per cent to 20 
per cent in 1997-98. 

3.38 As already mentioned in paragraph 
3.35, the domestic natural and synthetic 
rubber industry is over-protected with the 
current level of tariff and the exchange rate as 
compared to the level of protection available 
in 1985-86 and 1986-87. We, therefore, feel 
that with the proposed duty reduction in 
respect of the basic building blocks and 
intermediates, domestic producers of 
synthetic rubber will be adequately protected 
if the import duty is reduced to the level of 25 
per cent in 1997-98 which will be the rate for 
natural rubber and all other polymers 
including plastics. Since the production of 
rubber in the country is not adequate to meet 
the growing demands, the suggested duty 
reduction would help indigenous industries, 
such as tyres and tubes, hose pipes, conveyor 
belts and footwear. 

Modvat for Petrochemical Inputs 

3.39 At present, petroleum products are 
kept outside the scheme of Modvat. In Part I 
of the Final Report, we did not recommend 
the extension of Modvat to the whole range of 
petroleum products considering the fact that 
there is an administered price scheme for 
petroleum products. However, in the 
production of petrochemicals, some products 
of the POL group, mainly naphtha, gases 
including LPG are important inputs. There is 
a scheme of excise duty exemption for such 
products when used for the production of 
petrochemicals.· We do not see any difficulty 
in extending Modvat to these goods as this 
will help the domestic manufacturers by 
reducing the cascading effect of the excise 
duty on inputs. We would, therefore 
recommend the extension of Modv~t to 
naphtha and gases. 
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Recommended Duty Structure for 
Petrochemicals in 1997-98 

3.40 To sum up, we recommend the 
following duty regime for all polymers 
including plastics and rubber: 

a. The import duty rates for polymers 
should be brought down gradually from 
the present level to 25 per cent by 
1997-98; 

b. The import duty on basic petrochemical 
building blocks like ethylene, ethylene 
oxide, ethylene di-chloride, vinyl 
chloride monomer, propylene, 

butadiene, benzene, ethyl benzene and 
styrene should be reduced gradually 
from their present level to 15 per cent 
by 1997-98; 

c. Import duty on various intermediates 
like neoprene, isoprene, isobutene and 
chlorobutadiene should be equated with 
the general rate for organic chemicals 
viz. 20 per cent by 1997-98; 

d. Modvat may be extended to inputs 
including naphtha, gases, Iiquified 
natural gas and other petroleum 
feedstocks. 
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TABLE3.1 

Petrochemicals: Capacity and Consumption Trends 

(in '000 Mts.) 

197.9-80 1984-85 1990-91 

Category Capa- Consum- Capa- Consum- Capa- Consum-
city ption city tpion city ption 

Polymers 296 247 351 430 481 892 

Elastomers 60 42 72 65 72 105 

Aromatics 177 165 177 183 315 357 

Other chemicals 108 119 103 154 487 374 

Synthetic fibres 116 88 177 186 588 454 

lntermedia tes 109 90 220 224 655 791 

866 751 1100 1242 2598 2973 
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Commodity Plasti~ 

Synthetic Elastomers 

Synthetic Fibres 

Fibre Intermediates 

Aromatics 

Other Petrochemicals 

Petrochemicals 

TABLE3.l 

Growth Trend in the Capacity and 
Consumption of Petrochemicals 

Rate of growth (1979-80 to 1990-91) 

Capacity Consumption 
(Percent) (Percent) 

4.50 1240 

1.70 8.70 

15.90 16.10 

17.70 16.10 

5.30 7.30 

13.60 11.00 

10.50 13.30 
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Produ_ct 

IDPE!LLDPE 

HOPE 

PP 

PS 

PVC 

TABLE3.3 

Present level of Consumption of Polymers and the Estimated Demand 
in 199,-2000 

Present 
consumption 

225 

210 

180 

49 

331 

Estimated 
consumption· 
in 1999-2000 

482 

426 

514 

112 

687 

(in '000 tonnes) 

* The estimates have been made by the Planning Commission (Sengupta Report) after the 
Perspective Planning Group in its report (Kapoor Committee Report, 1985-86) made demand 
forecasts for all polymers which had projected higher consumption of all major polymers. 
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TABLE3.4 

Production-Import Profile of Polymers from 1985-86 to 1991-91 

(in '000 tonnes) 

1985-86 1986-87 1987-88 1988-89 

Produ- lniporl Produ- Imporl Produ~ Import Produ- Import 
ction ction ction ction 

1 2 3 4 s 6 7 8 

LDPE 102 43 88 42 80 95 83 62 
(S units) 

HDPE 39 75 41 89 38 144 40 121 
(3 units) 

pp 24 18 24 27 26 37 38 51 

PS 17 8 20 16 22 13 2S 19 

PVC 105 60 123 54 120 108 137 131 
(8 units) 

1989-90 1990-91 1991-92 

Produ- Import Produ- Import Produ~ Import 

1/ction ction ction 

9 10 11 12 13 14 

LOPE 86 98 109 93 122 103 

HDPE 34 . 110 34 156 31 179 

pp 45 47 so 108 70 110 

PS 24 23 23 21 21 28 

PVC 137 125 147 150 181 120 

. Source: 1. Indian Petro-chemical Statistics, 1991. 
2 Figures furnished by the industry .. 
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Product 

Korea: 
LOPE 
HOPE 
pp 
PS 

India: 
LOPE 
HOPE 
pp 
PS 

China: 
LOPE 
HOPE 
pp 
PS 

Thailand: 
LOPE 
HOPE 
pp 
PS 

Malaysia: 
LOPE 
HOPE 
pp 
PS 

Indonesia: 
LOPE 
HOPE 
pp 
PS 

TABLE3.5 

Commodity Polymers • Estimated 
Costs of Manufacture 

Production 
costs 
(US$/tonnes) 

726 
676 
665 
863 

785 
696 
700 
912 

794 
733 
671 
895 

710 
649 
667 
868 

664 
584 
654 

764 
665 
700 
903 

Source: World Bank Sources, LOPE estimates assume 
100,000 tpy tabular process, HOPE assumes 
100,000 tpy liquid slurry, PP assumes 75,000 tpy 
gas base technology and PS 30,000 tpy batch 
process. Production costs include return on 
investment 



TABLEJ.6 

Cross-country Comparison of Import Duties on Polymen 

(in per cent) 

Product India Indonesia China Malaysia Korea 

Ethylene 25 0 20 2 10 
IDPE/HDPE 65 5 35 2 20 

Ethylene 25 0 20 2 10 
EDC 40 5 20 2 20 
VCM 10 5 20 2 20 
PVC 35 20 35 25 20 

Propylene 80 u 20 2 10 
PP 72 5 35 2 20 

Butadiene 40 0 20 2 10 
PBR 90 5 35 2 20' 

Benzene 25 0 15 2 10 
Ethyl Benzene 40 0 NA 2 15 
Styrene 40 0 25 2 15 
PS 55 30 35 2 20 

Benzene 25 0 15 2 10 
Caprolactum so 0 35 2 15 
NFY 105 30 80 15 20 

Source: Walter Vergara and Dominique Babelon (1991), The Petrochemical Industry in Developing 
Asia • A Review of the Current Situation and Prospects for Development in the 1990s, 
World Bank Technical Report No.113. 
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Items 

1. Raw natural 
rubber 

2 Styrene-butadiene 
rubber 

3. Other synthetic 
raw rubber 
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TABLE3.7 

Movement of Duty Rates of Natural and S'yntbetic 
Rubber from 1986-87 

1986-87 1987-88 1988-89 1989-90 1990-91 

60 60 65 65 65 

140 145 145 145 150 

80 80 85 85 85 

(in per cent) 

1991-92 

70 

150 

90 
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CHEMICALS 

4.1 Chemicals are broadly classified 
into organic chemicals and inorganic 
chemicals. They find applications, mainly as 
basic inputs, in almost all sectors of the 
economy including agriculture, . metallurgy 
and mining. Apart from the large number 
of petrochemicals which include plastics, 
synthetic resins, synthetic rubber, textile 
fibres and fibre intermediates, there are 
thousands of different chemicals which are 
not only used in products of chemical 
industry like medicines, fertilisers, pesticides, 
insecticides, dyes, detergents, explosives, 
photographic or cinematographic goods and 
paper and paper board, but also provide vital 
inputs in industries like electronic industry, 
iron and steel industry and other metal 
industries. Thus, the chemical industry plays 
a vital role in the industrial development of a 
country. In India, the chemical industry 
contributes around 10 per cent of the GOP 
and among the various industry groups, it has 
the highest individual weight in .tJ1e output of 
manufacturing units. It also plays a very 
important role in the country's external trade. 

4.2 The values of import, revenue and 
the collection rate of inorganic and organic 
chemicals in 1991-92 were as follows: 

Inorganic 

Import Revenue 
(including 
CVD) 
(Rs. crore) 

Collection rate 
(in percentage) 
(including CVD) 
(Rs. crore) 

Chemicals 2060.91 400 19.41 

Organic 
Chemicals 1462.00 1450 99.18 

4.3 In this chapter, we consider the 
tariff structure of general inorganic chemicals 

and organic chemicals which have not been 
covered by Chapters 3 and 5. 

Tariff Structure - A Historical Perspective 

4.4 The import tariff structure of 
organic and inorganic chemicals in the last 
decade presents, rather interestingly, a 
consistent pattern atleast in respect of the 
general effective rate which, unlike in other 
cases like machinery, electronics, plastics and 
metals, did not undergo frequent changes. 
The nominal rate during the entire 1980s was 
generally around 110 per cent. It was 
increased to 115 per cent and 120 per cent in 
between . on account of increase in the 
auxiliary duty. At present, the nominal rate 
is the peak rate of 110 per cent. Thus, the 
import duties for chemicals have all along 
been kept at a high level. 

4.5 In the case of inorganic chemicals, 
the major imports, including various inputs 
for the fertiliser industry like phosphoric acid 
and ammonia, molybdenum oxide and 
vanadium pentaoxide required for the 
manufacture of ferro alloys, radioactive 
isotopes, heavy water, enriched uranium etc., 
are either fully exempt from customs duty or 
they are subject to concessional rates of duty, 
which fact explains the low collection rate for 
this category. In respect of organic chemicals 
the collection rate (including CVD) has all 
along been very high and in 1991-92 it was 
almost 100 per cent. The collection rate for 
both inorganic chemicals and organic 
chemicals will, however, come down this 
year on account of full exemption from duty 
for phosphoric acid and exemption for 
specified drug intermediates, which account 
for substantial imports. 

4.6 In the following paragraphs, we 
deal with certain individual chemicals. 
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Organic Chemicals 

a. Linear Alkyl Benzene (LAB) 

4. 7 . This is an essential input for the 
detergeqt industry. The domestic 
consum):)tion of lAB increased from 70,000 
tonnes in 1985-86 to 1,43,000 tonnes in 
1990-91. Currently, there are three producers 
with an average capacity of 62000 tonnes. 

4.8 As in the case of most · other 
chemicals, the duty rate for LAB underwent 
changes within a narrow range over the 
years. During the period 1985-86 to 1987-88, 
the duty was 95 per cent which was increased 
to 115 per cent in 1988-89. The duty was 
later brought down to 100 per cent and then 
increased to 120 p~r cent. :The" existing duty 
is 110 .· per cent. Obviously, with the 
depreciation in the value of the rupee, the 

Cif Domestic price · Fair price. 
price excluding excluding 

Chemicals 

extent of protection has increased 
tremendous} y. 

4.9 At present, lAB is being exported. 
The export in 1991-92 was of the order of 
24000 tonnes. 

4.10 lAB being a petrochemical 
produced from the naphtha reformer, its 
international price has . been fluctuating 
according to the general pattern of prices of 
petrochemicals. The present international 
price of this commodity is also not 
substantially different from the 1985-86 or 
1986-87 level. For the last one year~ there has 
been some stability in the international price 
of this commodity. The ratio of the domestic 
price and the fair price to cif price (as on 
October, 1992) worked out on the basis of 
cost figures furnished by one of the 
manufacturers is given below: 

Ratio of Ratio of 
fair price domestic 

($per excise duty excise duty to cif price to 
tonne) (Rs.per tonne) (Rs.per tonne) price cifprice 

720 34750 24252 

b. 0-xylene 

4.11 This is one of the products of the 
BTX (Benzene-Toluene-Xylene) plant. 
Almost 65 per cent of this chemical is used 
for the manufacture of · phthalic anhydride. 
This is also used in paints, varnishes and 
thinners. The domestic production is not 
adequate to meet the demand and about 
37,000 tonnes out of· a total domestic 
consumption of 70,000 tonnes were imported 
in 1991-92. 

4.12 At present, o-xylene attracts 
customs duty. at the rate of 110 per cent. The 
. duty rates which prevailed from 1985-86 to 
1991-92 are given below: 

i. 110 per cent in 1985-86 and 1986-87; 
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1.10 1.58 

ii. 125 per cent in 1988-89 and 1989-90; 
and 

iii. 120 per cent in 1990-91 and 1991-92. 

4.13 The cif price, domestic price as on 
October, 1992 and their ratio are given below: 

Cif Domestic price 
price excluding 
($ per excise duty 
tonne) (Rs.per tonne) 

430 24450 

Domestic 
price to 
cifprice 

1.86 
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c. Cyclohexane 

4.14 Cyclohexane is derived from 
benzene and is an essential input for the 
manufacture of caprolactum. The domestic 
production is not adequate to meet the 
demand and in 1991-92 about 11000 tonnes 
were imported. The prese~t rate of duty on 
this item is 110 per cent. The ratio of 
domestic price to cif price as on September, 
1992 was around 1.82 as may be seen from 
the figures given below: 

Cif Domestic price Domestic 
price excluding excise price 
($per duty (Rs.per to cif 
tonne) tonne)· price 

1029 57000 1.82 

d. Aniline 

4.15 This is a basic input for the dye 
industry. The production of this commodity 
is adequate to meet the domestic demand. In 
fact, significant quantities of,.dye stuffs and 
dye intermediates like this item are being 
exported. The import duty on aniline was 
130 per cent since 1985-86 excepting for 
1989-90 when the duty was 125 per cent and 
for 1991-92 when the rate was 120 per cent. 
The existing rate of duty on this chemical is 
110 per cent. 

4.16 The ratio of domestic price to cif 
price (average price between August and 
September, 1992) as may be seen from the 
figures given below was 1.69. 

Cif Domestic price Domestic 
price excluding excise price 
($per duty (Rs.per to cif 
tonne) tonne) price 

890 46000 1.69 

e. Toluene 

4.17 Toluene is used as a raw material 
in the manufacture of solvents, thinners, dyes, 
pesticides, etc. The present rate of duty on 
this chemical is 110 per cent. 

4.18 The domestic production of toluene 
has been just adequate to meet the demand. 
The international price of toluene has 
increased from $265 per tonne to $330 per 
tonne during March to July 1992. The 
average trend price of this commodity has 
been around· $280 per tonne . The average 
domestic price of toluene is Rs.12,500 per 
Kltr. The ratio of the domestic price to cif 
price works out to 1.50. 

Inorganic Chemicals 

a. Iodine 

4.19 This is used mainly for iodisation 
of salts for which a concessional duty rate of 
25 per cent has been prescribed. This 
concession is administered through an end 
use bond executed by the importers. The 
normal rate of duty leviable on iodine is 110 
per cent. The ratio of domestic price to cif 
price (average price between April to 
September, 1992) was about 1.40. 

b. Ammonia 

4.20 Anhydrous ammonia imported for 
use in the fertiliser industry has been enjoying 
full exemption from customs duty while 
ammonia used in other industries, say, for the 
manufacture of caprolactum attracts 110 per 
cent. 

4.21 The ratio of the domestic price for 
ammonia used in caprolactum industry and 
the international price (average price between 
August and September, 1992) works out to 
1.50. 
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c. Phosphoric acid 

4.22 Since August 1992, phosphoric 
acid imported for the manufacture of fertiliser 
has . been made completely exempt from 
customs duty. Phosphoric acid used in other 
industries, ~owever, attracts. import duty at 
the rate of 110 per cent. The ratio of the fair 
selling price to ·cif price computed on the 
basis of information furnished by one the 
manufacturers is 1.27. 

d Caustic soda 

4.23 Recently, we have achieved 
self-sufficiency ·in this product which is an 
important input for various industries 
producing paper, cellulosic fibre, etc. Since 
there had been cases of undervaluation in this 
product, part 'of the import duty is expressed 
on a specific basis. The present import duty 
on this item is Rs.3500 plus 50 per cent. The 
ratio of the fair price as ascertained from one 
of the manufacturers to cif price is 1.08, 
while the ratio of domestic sale price to cif 
price( average · price between April to 
September, 1992) was about 1.32. 

Recommended Duty ~vels in 1997-98 

4.24 As we have said in the opening 
paragraph . of this chapter, chemicals 
constitute basic inputs for a wide range of 
industries. All over the world, chemicals are 
subjected to very low rates of import duty. In 
the developing countries also the average 
import duty on chemicals is in the range of 15 
to 20 per cent except in Pakistan where the 
duty rates are higher. (See Table 4.1). 

4.25 The ratios of the domestic cost or 
price to the cif price for some of the 
individual chemicals mentioned in the 
preceding paragraphs indicate that the 
domestic industry does not require the present 
levels of high protective duty. The number of 
manufacturers of organic chemicals . is very 
small and they may try to keep their prices 
close to the landed cost of imported material. 
The high level of import duty (even the 
collection rate for organic chemicals in 
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1991-92 'Yas about 100 per cent) on such 
basic chemicals escalates the cost to the 
entire economy. If we take into account the 
extent to which the international prices of 
organic and inorganic chemicals have 
increased from the 1985-86 or 1986-87 level, 
the current tariff will be providing much 
higher protection as compared to those yearsz.. 
since the duty rates have remained more or 
less at the same level during this period. 

4.26 Taking into account all these 
circumstances, we recommend that by 
1997-98 all these basic inputs should have a 
protective. duty of not more than 20 per cent. 
We have sufficient cost advantage in regard 
to most of the inorganic chemicals on account 
of our vast mineral resources which provide 
the basic raw material for inorganic 
chemicals. As regards organic chemicals, if 
the duty on basic petrochemical building 
blocks and intermediates is brought down to 
the level of 15 per cent and the feedstocks are 
made available to the producers at around 
international prices as we have suggested in 
the last chapter, a gradual reduction of the 
duty on organic chemicals to 20 per cent by 
1997-98 would not hurt the domestic 
industry. It can be brought down to reach 15 
per cent ultimately. 

4.27 At present, specified inputs for 
fertiliser, pesticides, insecticides, fungicides 
and weedicides are fully exempt from import 
duties. We suggest that a minimum rate of 5 
per cent on fertiliser inputs and 10 per cent on 
inputs for pesticides, insecticides etc., could 
be levied at an appropriate time during the 
reform period. 

4.28 Bulk drugs and drug intermediates 
are two important categories of organic 
chemicals which carry varying rates from 0 to 
110 per cent. We are not making any 
specific recommendation as regards the drug 
industry, which is under the administrative 
control of the Government, right from the 
licencing stage to the pricing of the products. 
However, the prices of drug intermediates are 
outside the administrative control of the 
Government. Their comparative cost 
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advantages and disadvantages will not be 
very different from those of other organic 
chemicals. We, therefore, recommend that 
the drug intermediates, for which the general 
effective import duty is 70 per cent at present, 
should have by 1997·98 the same rate of 
import duty, as other chemicals, viz. 20 

percent. 

4.29 To sum up, we recommend that 
organic chemicals and inorganic chemicals in 
general should have a uniform duty level of 
20 per cent by 1997-98. 
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Sl. 
No. 

t. 

2. 

3. 

4. 

5. 

6. 

Countries 

Indonesia 

Brazil 

Mexico 

Pakistan 

China 

TABLE4.1 

Avera2e Tariff rates on Chemicals in 1992 
in Some Developing Countries 

(in per cent) 

Organic Inorganic 
chemicals chemicals 

5.00* 5.00* 

15.96 7.07 

9.80# 9.80 

44.70 44.70 

N.A. 18.40 

Philippines 13.60 9.80 

* The rate for Indonesia represents the import-weighted average, while for 
other countries simple averages are indicated. 

# Mexico has indicated a separate rate of 4.9 per cent for basic 
petrochemicals. 
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MAN-MADE TEXTILE FIBRES AND YARN 

AND THEIR INTERMEDIATES 

5.1 Man-made textil~ fibres and yam 
are either cellulosic or non-cellulosic. The 
cellulosic fibres and yam include viscose 
staple fibre (VSF), viscose filament yam 
(VFY) and acetate filament yam (AFY). The 
non-cellulosic fibre and yam are derived from 
petrochemicals and include polyester staple 
fibre (PSF), polyester filament yam (PFY), 
nylon filament yam (NFY) and acrylic fibre 
(AF) as also polypropylene fibre (PPF) and 
polypropylene filament yam (PPFY). The 
non-cellulosic fibre and yam account . for 
about two-third of the total production · of 
man-made fibres and yam in the country. 
Out of the total production of man-made fibre 
and yam which was of the order of 617 
million kg in 1990-91, the production of 
non-cellulosic fibre and yam was of the order 
of 406 million kgs., while that of cellulosic 
fibre and yam was 211 million kgs. 

5.2 Synthetic textile fibres derived 
from petrochemicals have \J.ecome critically 
important to our economy· in view of the 
growing clothing needs of our population 
which cannot be met alone by natural fibres 
like cotton and wool. The production and 
import of the synthetic fibres and yam during 
1985-86 to 1991-92 is given in Table 5.1. 
The bulk of the requirement of synthetic fibre 
and yam is met through indigenous 
production. · · 

5.3 In respect of PSF and AF, there is 
at present considerable under-utilised 
capacity. The capacity utilisation in 1990-91 
was only 52 per cent in the case of PSF and 
65 per cent in the case of AF. In respect of 
PFY and NFY, there has been almost full 
capacity utilisation. Out of the indigenous 
production of PSF about 32 per cent was 
exported in 1989-90 and about 16.4 per cent 
in 1991-92. As regards PFY, the exports 
increased from 0.1 per cent of the production 

in 1990-91 to 2.40 per cent in 1991-92. There 
is no significant export in the case of other 
petrochemical fibres/yam. 

Duty Structure of Fibres and Yam 

5.4 The present import duty structure 
for various varieties of synthetic fibres and 
yam is given below: 

PSF 110 percent 
PFY 110 percent 
NFY: (a) Below 833.33 

decitex 105 percent 
(b) Others 110 percent 

AF 110 percent 
PPFY 110 percent 
VSF 50 percent 
VFY: (a) Below 600 

deniers 55 percent 
(b) Others 65 percent 

AFY 85 percent 
CFY 35 percent 

5.5 Table 5.2 gives the levels of import 
tariff. on synthetic fibres and yam from 
1985-86 to 1991-92. 

5.6 The ratios of the present domestic 
prices to the cif prices in October 1992 for 
some of the fibres and varieties of yam were 
as follows: 

PSF 
PFY 
NFY 
AF 

1.47 
1.18 
1.41 
1.38 

5.7 Obviously, the domestic industry 
does not require the present high level of 
protection of 110 per cent. The level of 
protection can be brought down even below 
the levels indicated by the above figures if the 
high levels of the import duty on inputs and 
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intermediates as existing at present are 
lowered. 

Fibre Intermediates 

5.8 ~e production chain of various 
non-cellulosic fibres is as follows: 

(i) PSF/PFY: 

Naptha->P-xylene->DMT/PTAS--> 
Naptha/Gas->Ethylene-> 
Ethylene oxide -> MEG9 

} l PSF/PFY 

(ii) NFY: 
Naptha/Gas->Benzene->Cyclohexane-> 
Caprolactum->NFY 

(iii) AF: 

Naptha/Gas->Propylene->Acrylonitrile->AF 

iv) PPFY: 

Naptha/Gas->Propylene->Polypropylene->PPF/PPFY 

5.9 The current rates of import duty on 
important fibre intermediates are as under: 

P-Xylene 
MEG 
Caprolactum 
ACN 
DMT 
PTA 

85 percent 
110 percent 
SO percent 
65 percent 
110 percent 
110 percent 

5.10 The import tariff for important 
fibre intermediates since 1985-86 is given in 
Table 5.3. 

5.11 The production-import profiles of 
various fibre intermediates as in 1991-92 are 
shown in Table 5.4. It may be seen that in 
1991-92, the import intensity was quite high 
in respect of ACN, Caprolactum and MEG. 
Annexure V.1 traces the movement of the 
average international prices of fibre 
intermediates since 1986-87. The 
international prices of fibre intermediates 
followed broadly the same trend as indicated 
for other petrochemicals in ·Chapter 3. It is 
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noticed that prices of all the intermediates 
were higher in 1991-92 than in 1986-87, 
except for caprolactum. 

5.12 The ratios of the domestic prices 
(excluding excise duty) to the cif prices in 
October 1992 for the important fibre 
intermediates were as follows: 

P-xylene 
MEG 
Caprolactum 
ACN 
DMT 
PTA 

1.68 
1.80 
1.49 
1.63 
1.92 
1.83 

5.13 It may be pointed out that the ratio 
between the domestic price and the cif price 
mentioned in the preceding paragraph for 
various fibre intermediates may not be 

. indicative of the relative cost disadvantages 
of our manufacturers, or in other words, they 
do not necessarily indicate the required level 
of protection. One of the known consequence 
of high level of import duties is high 
domestic price for the same commodity even 
though it is manufactured indigenously, since 
the domestic manufacturers would naturally 
attempt to increase their base price as close to 
the landed cost as possible. Further, the high 
domestic cost if also attributable to the high 
level of duty on the inputs for the fibre 
intermediates. 

5.14 In the following paragraphs, we 
mention briefly some of the relevant facts in 
respect of individual fibre intermediates. 

P-xylene 

5.15 This is one of the products of the 
benzene-toluene-xylene (BTX) plant in the 
naptha reformer. The domestic production of 
p-xylene had increased considerably with the 
new capacity addition by M/s IPCL in 
1991-92. During that year, 17 per cent of the 
domestic consumption was met by imports. 
The import is likely to come down to about 
10 per cent during the current year. 

5.16 At present, the import duty on 
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p-xylene is 85 per cent. As may be seen .from 
Table 5.4, the duty rates remained more or 
less at this level since 1986-87 except in 
1988-89, when it was 120 per cent. Thus, if 
we consider the changes in the exchange rate 
and the fact that the present international 
price is around the same level as those which 
prevailed in 1986-87 it will be clear that the 
present level of protection is much higher 
than what was available earlier for this 
commodity. 

MEG 

5.17 MEG is produced from ethylene 
via the ethylene oxide route. This is one of 
the important inputs for the manufacturer of 
polyester. 

5.18 The production and import of MEG 
in 1991-92 was 69000 tonnes and 64000 
tonnes, respectively. With the 
commissioning of two new plants at 
Nagothane and Hazira, the domestic 
production capacity has improved 
considerably. When the production in these 
two plants stabilises, the import requirement 
may get considerably reduced. 

5.19 At present, MEG ~ttracts import 
duty at the rate of 110 per '·cent, which is 
around the same as in 1985-86 and 1986-87. 
It is clear that this item is also getting an extra 
protection compared to the level of protection 
available in 1985,;.86 or 1986-87 on account 
of the depreciation in the value of the rupee. 

Caprolactum 

5.20 The basic building block for 
caprolactum is benzene which, like p-xylene, 
is a product of the naphtha reformer. Benzene 
is hydrogenated to make cyclohexane which 
is reacted with ammonia to make 
caprolactum. In 1991-92, the indigenous 
production of caprolactum was 46000 
tonnes, while the import was of the order of 
25000 tonnes. With the commissioning of 
the proposed plant of Gujrat State Fertiliser 
Corporation (GSFC), the import requirement 
in the future will be considerably less. 

Caprolactum attracts, at present, import duty 
of 50 per cent, whereas the duty on its basic 
inputs, viz., cyclohexane and ammonia is 110 
per cent. In the preceding chapter, we have 
argued for reduction of the duty on general 
organic chemicals, which include 
cyclohexane and all inorganic chemicals 
including ammonia for use in industries other 
than fertiliser, from the present level of 110 
per cent to 20 per cent by 1997-98. With this 
lowering of duty on inputs, the anomaly 
referred to above will be removed and the 
protective duty on caprolactum could be 
brought down substantially. 

Acrylonitrile (ACN) 

5.21 Acrylonitrile is produced from 
propylene. The domestic production of 
acrylonitrile has not kept pace with the 
increasing demand for it from the acrylic 
fibre industry, as a result of which about 50 

· per cent of the consumption of ACN in 
1990-91 was met by imports. The main 
constraint in increasing the /domestic 
production base of ACN is the inadequat~ 
availability of propylene and the high landed 
cost of imported propylene. With the 
reduction of import duty on propylene to 15 
per cent by 1997-98, it will become available 
to domestic manufacturers of ACN at a fairly 
reasonable price. The reduction of duty of 
ammonia to 20 per cent from the present level 
of 110 per cent may also provide considerable 
relief to the manufacturers of ACN. 

DMT/PTA 

5.22 These are alternative intermediates 
for PSF/PFY,. the other main input in their 
production being MEG. The indigenous 
production of DMT commenced in 1981-82 
while the production of PTA started in 
1988-89. At present, the domestic demand 
for them is met almost entirely through 
indigenous production. Imports accounted 
for less than 10 per cent of their consumption 
in 1991-92. Since PTA is a more efficient 
intermediate than DMT, the polyester 
industry all over the world is utilising more of 
PTA than DMT, the share of PTA being 
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around 65 per cent. In India also, the demand 
for PTA .is increasing more rapidly than that 
for DMT. With the proposed installation of 
Manali Plant in 1996 and Saleempur Plant in 
1997, the domestic demand of PTA can be 
met largely ~y indigenous production. 

5.23 As may be seen from Table 5.4, 
DMT/PTA have always been subjected to 
very high rates of import duty. Now also, 
they attract the peak rate of 110 per cent. · 

Reasons for Cost Disadvantages of the 
Domestic Producers of Fibre Intermediates 

5.24 The domestic man~facturers suffer 
from cost disadvantages on. account of a 
combination of various factors. In Chapter 3, 
the reasons for the cost disadvantages in 
respect of the basic petrochemical building 
blocks, intermediates and plastics have been 
discussed in some detail. The same reasons 
are · applicable in general to all fibre 
intermediates. For instance, ·the average 
capacity of DMT plants in Korea in 1988 was 
1,00,000 tpy, while the capacity of the only 
DMT plant in India in 1988 was 20,000 
tonnes. The present average .capacity of the 
three DMT plants is 45,000 tonnes. Besides, 
the import duties on the essential inputs for 
fibre intermediates; viz., p-xylene, MEG, 
propylene, cyclohexane and ammonia are 
also very high. 

5.25 It would be necessary for the 
domestic manufacturers to bring about 
effective cost reduction measures including 
modernisation and vertical expansion. 
Domestic manufacturers, wherever possible, 
should increase the capacity to the average 
international scale of production, and the 
basic petrochemical feedstock has to be made 
available to them at close to international 
prices. It is also important that State 
governments rationalise the rates and 
structure of sale tax, turnover tax, local levies 
like octroi, etc., on products of the 
petrochemical industry so that there is no 
cascading effect of various duties and taxes 
on· the domestic petrochemical industry. As 
regards excise duties, we have earlier 
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suggested extension of Modvat to all 
petrochemical inputs. We may mention that 
we also expect lower interest rates and lower 
debt-equity ratio for the Indian industries in 
general- by 1997-98 which will reduce the 
financing costs incurred by these industries. 

5.26 If these measures are taken and 
given the depreGiation in the real value of the 
rupee, we believe that domestic industries, 
which are providing basic industrial inputs, 
like chemicals, will be able to compete with 
the international suppliers at the duty level of 
15 to 20 per cent by 1997-98. ·It is 
noteworthy that even this duty level is 
somewhat higher than those prevailing for 
such industrial inputs in other developing 
countries. 

Recommendation for Import. duty for 
Non-cellulosic Fibres and Yarn and Fibre 
Intermediates 

5.27 The fibre intermediates, viz., 
p-xylene, MEG, caprolactum, acrylonitrile, 
DMT and PTA are petrochemicals which like 
all other petrochemicals, are derived from the 
naphtha cracker and naphtha reformer. In 
Chapter 3, we have recommended reduction 
of duty on all basic petrochemical building 
blocks like ethylene, propylene, benzene, 
ethyl benzene and styrene: to 15 per cent by 
1997-98. In respect of general organic 
chemicals, which are also derived from the 
petrochemical building blocks, we have 
suggested reduction of import duty to 20 per 
cent by 1997-98. 

5.28 In paragraph 5.8, we have shown 
the production routes of the fibre 
intermediates and their corresponding fibres. 
P-xylene, MEG, Caprolactum, and 
DMTIPTA are produced in the naphtha 
reformer while acrylonitrile is produced from 
propylene in the naphtha/gas cracker. 
P-xylene is one of the products in the 
benzene-toluene-xylene· (BTX) plant and it 
should be subjected to more or less the same 
level of duty as that applicable to other 
products of the BTX plant. At present, they 

"are subjected to different rates of duty - 25 
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per cent for benzene, 85 per cent for p-xylene 
and 110 per cent for toluene. While benzene 
is produced directly from naphtha in the 
reformer, p-xylene is recovered through 
fractionation of mixed xylenes (consisting of 
o-xylene and p-xylene), which are produced 
in the naphtha reformer. Thus, there will be 
no anomaly if p-xylene (or o-xylene) is 
subjected to a slightly higher level of import 
duty of 20 per cent than for benzene viz., 15 
per cent. 

5.29 As regards MEG, it is at present 
more economical to import MEG rather than 
importing its input, ethylene oxide for two 
reasons: namely, high import duty of 110 per 
cent on ethylene .oxide and the cost of 
transportation of this highly reactive material. 
With the reduction of import duty on ethyle~e 
oxide to 15 per cent, the domestic 
manufacturers of MEG will be in a position 
to compete with the international suppliers at 
a protective duty of 20 per cent. We, 
therefore, suggest gradual reduction of import 
duty on MEG from the present level of 110 
per cent to 20 per cent by 1997-98. DMT and 
PTA manufacturers in the country will be 
benefited by the reduction of duty on their 
basic input, i.e., p-xylene. Therefore, the 
import duty on DMT and PTA-'Can be brought 
down simultaneously to 20 per cent by 
1997-98. 

5.30 In Chapter 4, we have 
recommended reduction of duty for two basic 
inputs of caprolactum, cyclohexane and 
ammonia (the former being an organic 
chemical and the latter an inorganic 
chemical) to 20 per cent by 1997-98. At 
present, the rate of duty on these inputs is 110 
per cent. The domestic manufacturers of 
caprolactum will remain well protected if the 
import duty is reduced from the present level 
of 50 per cent to 20 per cent by 1997-98. 

5.31 As regards acrylonitrile, the 
domestic manufacturer will be considerably 
benefited by the reduction of duty on 

propylene, its basic input, from the present 
level of 80 per cent to 15 per cent and the 
duty on acrylonitrile can also be lowered to 
20 per cent by 1997-98. 

5.32 In view of the foregoing, we are of 
the view that all fibre intermediates being 
essentially organic chemicals should be 
subjected to the same level of duty as· that 
applicable to general organic chemicals, viz., 
20 per cent, by 1997-98. 

5.33 With the reduction of import duty 
on basic inputs and fibre intermediates, as we 
have suggested earlier, to the level of 15 per 
cent for basic building blocks like ethylene, 
propylene, benzene, styrene, etc., and 20 per 
cent for fibre intermediates like, p-xylene, 
MEG, DMT, PTA, etc., the domestic fibre 
and yarn industry will require still less 
protective duty than what the ratios between 
their domestic price and international price 
given in paragraphs 5.6 and 5.12 suggest. 
However, .the domestic industry producing 
fibre intermediates will require atleast 20 
per cent protective duty in 1997-98 even 
after the reduction of import duty on their 
basic inputs. We have recommended a tariff 
rate of 25 per cent for all polymers (which 
include polyester chips). We consider that 
the same level of duty should be · made 
applicable in the case of all fibres and yarn. 

Cellulosic Fibres and their inputs 

5.34 As mentioned in paragraph 5~1, the 
production of cellulosic fibre constitutes 
about one-third of the total production of 
textile fibre in India. The existing · duty 
structure of various varieties of fibres 
including cellulosic fibres, VSF, VFY and 
AFY, has been indicated in paragraph 5 .. 4. 
The main raw materials for the production of 
these cellulosic fibres are rayon grade wood 
pulp and caustic soda. The production and 
import of rayon grade wood pulp from 
1985-86 are given below: 
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1985-86 1986-87 1987-88 

Produ- lmpdl1 Produ- Import Produ- Import 
ction ction ction 

98.3 33.7 122.7 6.9 157.3 15.6 

5.35 The existing duty rates for 
the essential inputs of cellulosic fibre are 
as follows: 

Rayon grade wood pulp 
Caustic soda• 

Titanium di-oxide 

25 percent 
50 per cent+ 
Rs.3500 
per tonne 
90 percent 

5.36 While rayon grade wood 
pulp attracts import duty of 25 per cent, 
wood pulp for the paper industry is 
completely exempt from import duty. We 
suggest that this anomaly should be 
removed and all varieties of wood pulp 
should be subjected to a uniform import 
duty of 10 per cent. As regards, other 
inputs . like caustic soda and titanium 
di-oxide, we have suggested in Chapter 4 a 
gradual reduction of the duty level from 
the existing rates to 20 per cent, the 
general rate for chemicals. 

('000 tonnes) 

1988-89 1989-90 1990-91 

Produ- Import Produ- Import Produ- Import 
ction ction ction 

160 8.9 204 7.1 218 

protected if the import duty on all varieties 
of cellulosic fibre are brought down to 25 
per cent by 1997-98. 

Recommended 
1997-98 

Duty Structure by 

5.38 We would recommend that 
the . following duty structure be given 
effect to by 1997-98 for the various textile 
fibres and yarn, their intermediates and 
basic inputs: 

1. Fibre intermediates 
like p-xylene, MEG, 
DMT, PTA, acrylonitrile, 
caprolactum 20 per cent 

2. All textile fibres and 
yam - cellulosic 
and non-cellulosic 

3. Wood pulp 

25 percent 

10 per cent 

22.4 

5.37 With the reduction of 4. Caustic soda and 
titanium dioxide import duty on the basic inputs, 

particularly, rayon grade wood pulp, the 
indigenous industry would remain well 
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TABLE5.1 

Production-Import Pro me of Fibres/Yam 

(in '000 MTs) 

1985-86 1986-87 1987-88 1988-89 

Produ- lmpo- Produ- lmpo- Produ- lmpo- Produ- Impa-
ction rts ction rts ction rts ction rts 

1 2 . 3 4 5 6 7 8 

PSF 42.84 14.40 63.69 11.63 78.80 5.90 112.32 5.42 
PFY 67.41 7.61 79.65 7.61 111.80 5.20 143.00 7.53 
NFY 38.78 2.14 37.16 0.94 34.30 0.20 35.93 0.29 
AF 21.82 1.60 23.17. 3.31 22.09 4.56 26.43 5.83 
VSF 90.00 11.23 96.30 1.84 120.00 1.33 125.00 0.26 
VFY 42.00 3.57 45.00 0.62 46.00 0.15 44.00 0.41 
AFY 1.46 0.75 0.78 0.90 
CFY 2.04 1.73 1.44 1.45 

1989-90 1990-91 1991-92 

fwdu- IIDpo- Produ- Impo- Produ- Imports 
ction rts ction rts ction 

9 10 11 12. 13 14 

PSF 127.41 6.02 134.21 8.37 136 Nil 
PFY 155.82 6.18 185.25 21.27 205 5.00 
NFY 38.75 0.20 39.89 0.23 31 Negligil;>le 
AF 31.58 7.61 42.82 7.14 47 Negligible 
VSF 147.65 0.12 160.17 0.02 158 Negligible 
VFY 49.00 0.39 51.00 0.22 52 Negligible 
AFY 0.06 0.03 N.A. 
CFY 1.68 1.87 N.A. 
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Items/Year 

Poly~ter Staple 
Fibre(PSF) 

Polyster Filament 
Yam.(PFY) 

Acrylic Fire (AF) 

Nylon Filament 
Yam(NFY) 

VSF 

VFY 

OtherVFY 

TABLES.% 

Import Tariltfor Important Varieties of Man-Made 
Fibres and Yam from 1985-86 

1985-86 1986-87 1987-88 1988-89 1989-90 

175%+ 185%+ 190%+ 180%+ 180%+ 
Rs9000 Rs9000 Rs9000 Rs7000 Rs7000 
/MT /MT /MT /MT /MT 

225%+ 225%+ 225% 205% 205%· 
Rs15000 Rs15000 
/MT /MT 

140%+ 150%+ 155%+ 145%+ 145%+ 
Rs12500 Rs12500 Rs.12500 RslOOOO Rs12500 
/MT /MT /MT /MT /MT 

140% 140% 140% 130% 130% 

60% 60% 60% 55% 50% 

45% 50%® 55% 45%$ 45% 

45% 55% 60% 60% 60% 

1990-91 1991-92 

180%+ 150% 
Rs9000 
/MT 

180% 150% 

150% 150% 

100% 

40% 50% 

45% 55% 

65% 65% 

• This was increased to 50 per cent on 5th December, 1990. This rate is continuing since then . 

@ This was increased to 55 per cent on 20th September, 1987. 

$ This was increased to 65 per _cent on 15th December, 1990 and this rate continued tiD 24.7.91 when the 
duty was brought down to 55 per cent 
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Item/Year 1985-86 

Para-Xylene 
(P-X) 

Dimethyl 140%+ 
Trephthlate (DMT) Rs.3000 

/MT 

MEG 110% 

Pure Terephthalic 140% 
Acid (PTA) Rs.3000 

/MT 

Acrylonitrile (ACN) 110% 

Caprolactum (CPL) 90% 

TABLE!.J 

Import Tariff Rates of Important Fibre 
Intermediates since 1985-86 

1986-87 1987-88 1988-89 1989-90 

80% 85% 120% 90% 

190%+ 190% 195% 195% 
Rs.3000 
/MT 

110% 150% 155% 90% 

190% 19Q% 195% 195% 

110% 110% 115% 60% 

90% 90% 15% 15% 

1990-91 1991-92 

80% 85% 

150% 150% 

150% 150% 

150% 150% 

60% 65% 
i 

15% 80% 
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TABLE.5.4 

Production-Import Profile of Various 
Flbn lntemaediates In 1"1-tl 

('000 tonnes) 

Product Production Import 

DMT 130 7 

PTA 162 32 

MEG 69 64 

• 
P-Xylene. 171 34 

ACN 26 2S 

Caprolactum 46 2S 
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IRON AND STEEL 

6.1 Steel is perhaps the most basic 
input for 8 large number of ·:industries 
covering the entire economy: · including 
machinery, railways, ports,.· <.transport 
equipment, · construction and .'· household 
applia.nces. This is so notwithstanding the 
development in the last two decades of some 
substitutes like plastics. · The· .. major raw 
materials for the production of steel are iron 
ore, coking coal, limestone, ·dolomite and 
manganese. India is well endowed with rich 
resources of all these raw· materials, in terms 
of both quality and quantity. Approximately, 
5 per cent of the world productiqn,of iron ore 
and 3 per cent of coke is accounted for by 
India. Pig iron production in lndhds about 2 
per cent of total world production. · India is 
the eleventh largest producer of steel and 
produces 15 · million · ·· tonnes . : of steel. 
However, the per capita consumption in India 
is 26 Kg. of crude steel as compared to the 
world average of 149 Kg. in 1990 .. 

6.2 The primary sector of the iron and 
steel industry in India comprises the seven 
integrated steel plants - six · in· the public 
sector, and one in the private sector. Steel 
Authority of India Limited (SAIL} controls 
five out of the six plants in the public sector 
and is a major manufacturer of the iron and 
steel in India. The primary sector produces 
over 90 per cent of pig iron and about 70 per 
cent of steel in the country (Table 6.1). The 
steel making 'in the primary sector -is mostly 
through the blast furnace (BF). ·and basic 
oxygen furnace/basic open hearth 
(BOF/BOH) route, and is mainly ore-based. 

6.3 The secondary sector comprises (i) 
Electric ARC/ Induction Funtace (IF) 
industry (mini steel plants), :Xii) Steel 
re-rolling industry, (iii) Steel wire· drawing 
industry, (iv) Hot-rolled (IIR) steel 
sheets/strips units, (v) Cold-rolled steel (CR) 
sheets/strips units, and (vi)'' GP/GC 
sheets/strips manufacturing· industry.· 
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6.4 This sector also produces a range 
of mild steel items, special steels and alloy 
steels by the process of electric melting of' 
scrap and/or sponge iron in Electric Arc 
Furnace or Induction Furnace. Most of the 
units producing such steel are in the private 
sector except the Alloy Steel Plant at 
Durgapur and the Salem Steel Plant. Several 
factors like lower capital investment, shorter 
gestation period, adaptability of production 
range due to medium capacity of the furnaces 
and easy integration with downstream 
technological developments such as 
continuous casting and ladle metallurgy 
practices, have favoured the emergence and 
development of steel making through this 

. process. Table 6.2 indicates production of 
various categories of steel items by the 
secondary sector. 

6.5 There are about 1000 re-rolling 
units which normally convert products from 
slabs to HR strips or HR coils into CR strips. 
About 50 units produce 5.7lakh tonnes of CR 
sheets/strips and 77 units of steel wire 
drawing industry produce 3.8 lakh tonnes of 
steel. There are 9 units manufacturing about 
2.2 Iakh tonnes of Galvanised 
Plain/Corrugated Sheets. Besides the 
Rourkela Steel Plant, there are two units in 
the private sector for the production of tin 
plates, and their production in 1990-91 was 
0. 7 lakh tonnes. 

6.6 Iron ore reserves are located in 
Bihar, Orissa, Madhya Pradesh, Maharashtra, 
Karnataka, Goa, Andhra Pradesh and 
Rajasthan. The production of iron ore is 
through a combination of large mechanised 
mines in the public sector and several smaller 
ones in the private sector. The production of 
iron ore has been increasing over the years 
mainly due to the setting up of a number of 
sponge iron plants in the country. 
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6. 7 Limestone, dolomite, kyanite and 
silimanate are the other raw materials used as 
fluxes in the steel industry. Dolomite and 
fireclay are used as refractory materials. 

6.8 Refractories are the primary 
material used for the internal lining of 
industrial furnaces. The raw materials for 
making special refractories such as sintered 
magnesia (including sea water magnesia), 
sintered/tabular magnesia and sintered mullite 
are being imported as they are not available 
internally. 

6.9 Sponge iron is a metallic product 
produced by direct reduction of high grade 
iron ore or pellets into the solid state. This is 
a partial substitute ·for steel melting scrap 
used by the secondary steel sector. Table 6.3 
indicates production details of sponge iron 
units. The indigenous availability of steel 
scrap is low and a large quantities of scrap are 
being imported. 

Production, Imports and Exports 

6.10 Trends in production, imports and 
exports of various categories of iron and steel 
items are shown in Table 6.4. Over 90 per 
cent of domestic needs of finisb'ed steel items 
are produced in the country. Dependence on 
imports has steadily declined from 11 per 
cent in 1987-88 to 5 per cent in 1991-92. 
Imports are estimated to decline to 4 per cent 
by 1996-97. 

6.11 Table 6.5 indicates the quantities 
and the value of imports of different items of 
iron and steel during 1988-89 to 1991-92. 
The important items of import are steel scrap, 
pipes and fittings, HR coils, CR coils, 
electrical steel sheets, pig iron and railway 
material. 

6.12 Pig iron is one of the basic raw 
materials for the· engineering industry. The 
major producers of pig iron have been the 
integrated steel plants. Pig iron being a low 
value added item, the industry diverts only a 
part of its hot metal production as pig iron for 
sale. 

6.13 Till 1991, imports of iron and steel 
were regulated and restricted. MMTC and 
SAIL were the main canalising agencies for 
the import of iron and steel products. 
However, as of now, all iron and steel items 
are allowed to be imported without any 
impoJ;t restrictions. 

6.14 The nature of the steel industry is 
such that it responds to drops in demand with 
steep price cuts rather than cuts in output. 
This is because of high fixed costs. 

Competitiveness of Indian Steel 

6.15 Indian iron and steel industry has 
certain cosi advantages and disadvantages 
compared to its counterparts. in developed 
countries. The main advantages are 
availability of high quality iron ore at 
substantially lower prices and cheap labour. 
The cost disadvantages have been attributed 
to factors internal as well as external to the 
industry. Internal factors include inability to 
contain the size of employment, inefficient 
handling of materials resulting in higher 
consumption of raw material, outmoded 
energy intensive technology, improper 
maintenance of equipment leading to frequent 
breakdowns, poor quality of · output and 
inadequate attention to the recovery of 
by-products. External factors are cost of 
freight, levies, capital costs, etc. 

6.16 Table 6.6 gives the cross-country 
comparison of crude steel production by 
different. processes in 1990. In India only 
41.3 per cent steel was produced through 
energy efficient BOF route and as .high as 
31.3 per cent steel was being produced 
through outdated Open Hearth method, which 
is an energy intensive process. Continuous 
casting, an energy efficient process has 
replaced the ingot route almost completely in 
the advanced steel producing countries like 
Japan and Korea. This is, however, only of 
recent origin in the Indian integrated steel 
plants (ISP) and only a small proportion of 
the total output of the ISPs is produced by 
continuous casting. 
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6.17 Table 6.7 indicates labour 
productivity in selected countries. In India, 
the productivity is 50 tonne per man-year 
compared to 429 tonnes and 351 tonnes per 
man-year\ in· USA and Japan, respectively~ 
Thus, the advantage of cheap labour is 
substantially lost because of lower 
productivity. 

6.Ut . A comparison· of the cost of 
production of hot metal (Table 6.8), liquid 
steel and saleable steel in the case of major 
steel producers abroad and SAIL, the major 
domestic producer,. for the year 1990-91 
reveals . that SAIL is internationally 
competitive in the hot metal stage but not in 
the liquid steel stage in the processing chain 
of saleable steel production. 

6.19 Comparative data on ·· the 
. components of saleable steel cost shown in 
Table 6.9 reveal that the cost of energy in 
SAIL plants. is high. The depreciation and 
interest cost of SAIL has also been high, 
when compared to some developed countries. 
Local levies, royalty, Central sales tax, 
import duties and other local taxes add to the 
cost disadvantage of the domestic industry. 

6.20 . On an overall basis, the domestic 
cost of production is comparable to that of 
other countries. However, the apparent cost 
competitiveness of the domestic industry is 
due to the product mix. This is evident when 
we consider the competitiveness of higher 
value added products. 

6.21 Due to the heterogeneous nature 
and quality differences of the various iron and 
steel products, cost and price comparison 
between domestic and international products 
is difficult to make. Nevertheless, an attempt 
has been made to compare the stockyard 
prices of SAIL and cif prices of normal grade 
of certain imported products. Details 
including the implicit tariff in the case of 
different products are ·given in Table 6.10 for 
the period 1988-89 to 1991-92. It will be 
seen that the domestic prices of pig iron, 
semis, bars and rods, structurals and plates 

so 
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are com{>etitive with respect to international 
prices. However, in the case of H.R.Coils, 
C.R.Coils, G.P.Sheets and Tin plates, the 
position is different and the price difference is 
30 to 60 per cent. It is obvious that the 
industry will have to take necessary cost 
effective measures for ensuring the 
competitiveness in higher value added 
products. In any case, no product line should 
continue if high • protection would be 
permanently needed (unless defence 
requirements are involved). 

Structure of Import Duties 

6.22 · The protective import duty rates on 
important products of iron and steel industry 
from 1988 onwards are given in Table 6.11. 
From the analysis of the variations in the duty 
rates over a period of time, we find that the 
import duty in respect of pig iron, steel scrap 
and semis has been lowered. For the 
remaining products, the import duty has 
remained consistently high with minor 
variations. In the case of stainless steel, tariff 
rates have been very high, generally the peak 
rate. Stainless steel now attracts 110 per cent. 

6.23 As of now, the import duty rates on 
important items are: 

Scrap 
Pig iron 
Semis 

H.R. Coils/Sheets 

C.R.Coils/Sheets 

G.P /G.C.Sheets 
Electrical Steel sheets 

10 percent 
30 percent 
45 percent 

Rs.1100/tonne + 
45 per cent (i.e., 57 
per cent) 

Rs.6000/tonne + 
45 per cent (i.e., 94 
per cent) 

Tin mill black plate (TMBP) 
Tin plate 

110 percent 
110 per cent 
50 percent 
85 percent 
110 percent Stainless steel 

6.24 The tariff rates for raw materials 
used in the iron and steel industry are shown 
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in Table 6.12. The rates given above and 
those in Table 6.12 show that the steep 
depreciation in the value of the rupee has not 
led to any substantial reduction in rates; 
hence the nominal rate of protection has gone 
up. 

6.25 Indian import duty rates for the 
iron and steel industry are generally quite 
high when compared with other developing 
countries. For example, in Brazil, import 
duties on iron and steel ranges from nil to 25 
per cent with a mean of 13.98 per cent. In 
Mexico, the average import tariff is 19.1 per 
cent. In Pakistan, the range is from nil - 100 
per cent with a mean of 53.9 per cent. In 
China, the average tariff is 19.5 per cent.l0 

6.26 The important issues that arise 
regarding the tariff structure for the iron and 
steel industry are: 

i. Iron and steel are basic inputs for a 
whole range of engineering, 
construction and other industries. 
Higher prices of iron and steel lead to 
higher costs in the entire economy, 
which is undesirable. Iron and steel 
should, therefore, be available at 
internationally competitive prices or 
atleast near to such pric~: 

ii. Cost disadvantages due to import duties 
on inputs for the industry should be 
minimised; 

iii. The import duty rates on various inputs 
of the iron and steel industry should in 
general be lower than the import tariff 
on final products; 

iv. There is no need to keep high tariff 
barriers in the case of semis, non-flat 
products and plates as domestic prices 
are reasonably competitive; 

v. There is marked escalation in import 
duty rates as the degree of processing 
increases. For example, the duty 
differential between C.R. and H.R stage 
is Rs.4900 per tonne. Similarly, the 

duty differential between tin plate and 
tin mill black plate (TMBP) is 35 per 
cent points. This is against the guiding 
principle in the rationalisation of tariff 
rates as indicated by us in the Interim 
Report (Para 8.22). 

6.27 In what follows, we discuss the 
·proposed tariff structure to be brought about 
by 1997-98. 

Recommendations 

6.28 Indian coking coal has a high ash 
content mainly because of the sedimentary 
nature of its origin. The quality of coking 
coal has a direct bearing on hot metal 
production. This becomes crucial in the case 
of bigger blast furnaces. Coking coal is an 
input with major import bill in the iron and 
steel industry. Import duty on low ash coking 
coal is already 5 per cent. We are of the view 
that this rate can continue. Non-coking coal is 
used mainly by the iron and steel industry for 
captive power plants for power and process 
steam generation. The rate of import duty on 
non-coking coal is 85 per cent. The 
Committee recommends that this should also 
pe gradually lowered to the level of 10 per 
cent so that the industry will have an option 
to import, in case non-coking coal at 
competitive -:ate is not available from 
indigenous sources. 

6.29 The present import duty on coke 
with low-phosphorous content used in. the. 
manufacture of pig iron is 25 per cent. Coke 
with low-phosphorous content is a basic input 
similar to the non-coking coal for which we 
have recommended continuation of 10 per 
cent duty. We, therefore, recommend the 
import duty rate on coke with low 
phosphorous content be lowered to 10 per 
cent. 
6.30 Refractory is the primary material 
used in the internal lining of industrial 
furnaces. The present import duty on 
refractory is 40 per cent. 

6.31 Dead burnt magnesite is an 
important input in the manufacture of 
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refractories and the import duty on this item 
is 70 per cent. Fused magnesia, 
magnesia-chrome sinters, magnesia lime 
sinters and magnesia-alumina sinters, the 
other competing inputs, are subjeCS to import 
duty at the rate of 70 per ',cent. We 
understan._d that these items are n'bt available 
indigenou~ly and are being imported for the 
manufacture of refractories. Here again, 
there is an anomaly in the duty structure. The 
final product, viz., refractories attract 40 per 
cent duty and the inputs (dead burnt 
magnesia, fused magnesia etc.), 70 per cent. 

· Rates of import duty on inputs are higher than 
on the . final product. . The rate on inputs 
should be equal to or lower than the rate 
·applicable on refractories, the final product. 
We recommend ~hat this anomaly in import 
duty structure should be removed early. The 
present rate' of 40 per cent on refractories is 
quite high. Keeping in view the rate of duty 
proposed for ·pig iron and steel, we 
recommend a rate of 15 per cent on 
refractories and a rate of 10 per cent on 
various inputs used in the manufacture of 
refractories. · 

6.32 We hope that the removal of the 
anomalies indicated . in the preceding 
paragraphs will. help reduce the cost 
disadvantages and encourage the healthy 
growth of the refractory industry as well as 
all segments of iron and steel industry. 

6.33 At present, the import duty on hot 
briquetted iron (HBI) and sponge iron is 35 
per cent and that on steel scrap 10 per cent. 
HBI/sponge iron and melting scrap of iron 
and steel are competing products and these 
are basic inputs in the production of steel. 
We do not find any economic reason to have 
differential rates on competing inputs. 
Different import duty rates on competing 
inputs interfere in the choice of inputs by the 
producers. · This leads to inefficiency in 
production. We, therefore, recommend that a 
uniform duty of 10 per cent may be levied on 
all these products. 

6.34 We also find that high grade raw 
ground sponge iron, an important input used 
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in the manufacture of iron powder is subject 
to duty at the rate of 90 per cent, while iron 
powder, the final product is taxed at 85 per 
cent. Iron powder is an important input in the 
engineering industry. We have separately 
recommended a duty rate of 20 per cent for 
general machinery. Iron powder being an 
input to engineering industry should .be 
subject to import duty at the same level of 20 
per cent or lower. We understand that the 
cost of high grade ra.w sponge iron forms an 
important portion of the total cost of iron 
powder. We suggest that the import duty on 
raw sponge iron be lowered to 10 per cent to 
bring it on par with the duty rate applicable to 
other sponge iron. The import duty. rate on 
iron powder may be gradually brought down 
to 20 per cent by 1997-98. 

6.35 Iron ore pellets which are used as 
input to the manufacture of sponge iron is 
subjected to import duty at the rate of 35 per 
cent. We have recommended an import duty 
of 10 per cent on sponge iron. Iron ore pellets 
being an input in the manufacture of sponge 
iron should be taxed at the same or lower 
rate. We have already indicated an import 
duty of 10 per cent on sponge iron, a basic 
input for mini steel plants. We, therefore, 
recommend that import duty on iron ore 
pellets should be reduced to 10 per cent. 

6.36 Ferro Alloys are required as an 
essential raw material by the steel industry, 
especially in the production of alloy and 
special steel. The rate of import duty on ferro 
nickel is 50 per cent and on 
ferro-molybdenum 45 per cent, while the 
other ferro alloys are generally taxed at 105 
per cent. We· find that domestic prices of a 
number of ferro-alloys are competitive with 
international prices (Table 6.13). We do not 

. see any reason for having varying duty rates 
for ferro alloys ranging from 45 per cent 105 
per cent. We would recommend that the rate 
should be reduced to a level of 15 per cent by 
1997-98. Tungsten ore concentrate, an input 
in the manufacture of ferro alloys is at present 
subject to import duty at the rate of 75 per 
cent which may be gradually lowered to 10 
per cent. Molybdenum oxide and vanadium 
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pentoxide, the other two inputs, are subject to. 
import duty at the rate of 95 per cent. We 
have separately recommended reduction of 
import duty on inorganic chemicals to 20 per 
cent. These steps will considerably lower the 
cost disadvantage in the production of ferro 
alloys. 

6.37 The · import duty changes 
recommended in the foregoing paragraphs 
should help the domestic iron and steel 
industry in minimising the cost disadvantages 
and becoming competitive. · 

6.38 The import duty on pig iron, an 
input for the engineering industry, is 30 per 
cent. We have separately recommended a 
duty rate of 20 per cent on general machinery 
and parts thereof. Pig iron being an important 
input for the engineering industry' we 
recommend that the import duty on it b~ 
reduced to 15 per cent by 1997-98. 

6.39 The present duty rnte is 45 per cent 
for semi-finished steel and 105 per cent for 
non-flat products like bars and rods and 
structurals and 85 per cent for railway 
material. In the category of flat products, 
tariff on plates is Rs.3000 per tonne plus 45 
per cent ad valorem. For al}.these products, 
we find no reason for keepfng such a high 
tariff barrier. We recommend that the import 
duty on these products should be brought 
down to a uniform level of 20 per cent by 
1997-98. Even this rate provides sufficient 
protection to the domestic industry. This rate 
can be further lowered later without hurting 
the interest of the domestic industry. 

6.40 We would like to reiterate that 
keeping import duty at rates higher than what 
is required to protect the domestic industry 
leads to undesirable consequences in other 
segments of the industry. To illustrate the 
point, the import duty rate on H.R.Coils is 
higher than the protective requirement of the 
domestic H.R.Coil industry. However, 
H.R.Coils of particular specifications are not 
produced in the country and are, therefore, 
imported for the manufacture of C.R.Coils for 
special applications. A rate of duty ·higher 

than the protective requirement of the 
. H.R.Coil industry does not help the domestic 

H.R.Coil industry but leads to · cost 
disadvantages and inefficient indigenous 
production of C.R.Coils . of special 
specifications. 

6.41 The flat products (other than plates, 
which have been discussed earlier) like 
H.R.Coil/Sheets, C.R.Coil/Sheets, GP/G.C. 
Sheets, TMBP, tin sheets and electrical steel 
sheets are higher value added products. We 
find that at present there is a sharp escalation 
in the duty rates as the degree of processing 
increases. For example, the differential in the 
duty rates between H.R. and C.R.Coil and the 
differential between TMBP and tin plate is 35 
percentage points. We have already 
suggested in our Interim Report (Para 8.22) 
that there should not be a marked escalation 
in the tariff rate with the degree of 
processing. We are of the view that the rate 
differentials between different stages of 
processing should be gradually narrowed and . 
finally abolished in the case of flat products. 
The domestic manufacturers in any case get 
the additional protection as the protective 
duty is charged on the value added product 
which includes not only the value of inputs 
but also the value addition. We therefore, do 
not see any reason to provide higher duty 
rates for these products. General gradual 
reduction in duty on inputs and machinery 
will also help in reducing the capital cost, 
interest burden, etc. We also find these 
differentials are being maintained for the last 
decade. The exchange rate depreciation in 
this period will alone justify substantial 
reduction in differentials. Further, iron and 
steel being the most basic input for 
engineering and other sectors, higher prices 
of such products lead to distortions in the 
whole economy. We, therefore, recommend 
gradual reduction in duty rates as well as 
differentials at different stages of processing 
so that by the end of 1997-98, import duty on 
all these products are brought down to 20 per 
cent. 

6.42 We would urge that the iron and 
steel industry should take appropriate steps to 
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ensure that all the products - upstream as well 
as downstream - are produced with the 
highest efficiency so that the whole of the 
economy benefits. We have advantages 
relating to · the most basic input, iron ore. In 
case certain products of particular grade or 
specificatioq, cannot be immediately 
pr~duced at competitive rates due to certain 
constraints, we should stop producing such 
items. High tariff barrier to protect such 
segments leads to inefficiency in all other 
se~el!_ts. 

6.43 Articles. of iron and steel are now 
subject to import duty at the rates varying 
between 85 per cent and 110 per cent. These 
articles provide basic input for various key 
sectors like railways, power and engineering 
industries. W.e, therefore, suggest that import 
duty on these articles may be gradually 
reduced to 30 per cent by 1997-98. 

6.44 In the case of stainless steel, the 
facility for hot rolling at the Salem steel plant 
is expected to become operational around 
1995. As of now; slabs manufactured at the 
Alloy Steel Plant, Durgapur, are sent abroad 
for hot-rolling and the HR product is 
imported for cold-rolling at Salem Steel 
Plant. The rate of import duty is 80 per cent 
of the freight both ways and of the conversion 
charges. The objective of this duty structure 
is difficult to fathom. It can only do harm and 
no good. The rate of duty, in this case should 
be lowered to 20 per cent as early as possible. 
Stainless steel is a basic input · for capital 
goods and machinery. We have· also 
recommended 15 per cent duty on nickel. 
Nickel being ·an important input in the 
manufacture of stainless steel, this should 
help in reducing the cost of production of 
stainless steel. We have separately 
recommended lowering the duty rates on 
capital goods to 20 per cent. Keeping in view 
these recommendations, we would urge that 
the duty rates on stainless steel be brought 
down to the 20 per cent level. Similarly, duty 
rates on other alloy steel should also be 
gradually lowered to 20 per cent to be in line 
with duty rates on other metals. 
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6.45 The I.P.R. Scheme was introduced 
in 1981 to make iron and steel based 
engineering exports internationally 
competitive. The scheme makes available 
iron and steel to engineering exporters at 
international prices by reimbursing the 
difference between the domestic and. 
international prices of iron and steel. The 
expenditure incurred on reimbursements is 
met out of Engineering Goods Export 
Assistance Fund (EGEAF) created through a 
levy on pig iron and steel manufactured by 
the main producers only. At present, the 
EGEAF levy is Rs.300 per tonne on steel and 
Rs.113 per tonne on pig iron. A very small 
portion of the pig iron and steel produced in 
the country is used in the manufacture of 
engineering goods for export. We do not find 
any justification for making the domestic 
consumers bear a levy to support the export 
of engineering goods. In any case, exporters 
can import their requirements of iron and 
steel at international prices under the advance 
licencing scheme. Also steel prices would 
come down near international levels if our 
recommendations are implemented. EGEAF 
levy is not applicable on imports and is, 
therefore, a price disadvantage for the 
domestically produced iron and steelll. We 
recommend the abolition of this levy. The 
expenses of I.P.R. should be met out of the 
general budget. 

6.46 The Steel Development Fund 
(SDF) was introduced in 1978 by allowing 
the Joint Plant Committee (JPC) to add an 
'element' on the ex-works prices of the main 
producers. The SDF levy is on all the items 
of steel produced by the integrated steel 
plants only. SDF is utilised for financing 
projects of the iron and steel industry relating 
to modernisation, research and development, 
diversification, addition to capacity, etc. SDF 
levy varies between Rs.350 and Rs.SOO per 
tonne. This levy was introduced when the 
prices of iron and steel were regulated and the 
producers were not free to price their 
products as per market forces. With the 
abohtion of the price and distribution 
regulations, producers of iron and steel are 
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free to decide the prices like producers of any 
other commodity. In the present 
arrangemeot, the SDF levy does not form part 
of assessable value for collection of excise 
duty and, therefore, Government is deprived 
of the excise duty corresponding to the SDF 
levy. Secondly, the amount of SDF levy 
collected does not form part of the profits of 
the producers. The SDF levy thereby creates 
distortions in the collection of both direct and 
indirect taxes. The SDF levy is not 
applicable on imported iron and steel, which 
also leads to distortion · in price 
competitiveness. We, therefore; recommend 
the abolition of SDF levy. The producers are 
free to set up a fund out of their post-tax 
profits to finance research. 

6.47. To sum-up, our recommendations 
regarding the levels of import duty on 

different items related to the iron and steel 
industry to be brought about by 1997-98 are 
as follows: 

Coking coal 
Non-coking coal and coke 
with low phosphorous content 
Refractories 
Input material for refractories 
Iron ore pellets 

· Sponge iron/H.B.I., steel scrap 
Ferro alloys 
Pig iron 
Semis and finished steel 
Stainless steel and other 
alloy steel 
Articles of iron and steel 

5 per cent 

10 per cent 
15 per cent 
10 per cent 
10 per cent 
10 per cent 
15 per cent 
15 per cent 
20 percent 

20 percent 
30 percent 
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TABLE6.1 

Product Mix of Indian Steel Industry · 

(Production in '000 tonnes) 

Year Per cent 

S.No. Item 1987 1988 1989 1990 1987 1988 1989 1990 

1. Pig Iron:· 

(i) Integrated steel plant 1170 1003 1236 1394 91 89 92 92 

(ii) Mini steel plants 121 124 114 120 9 11 8 8 

Total 1291 1127 1350 1514 100 100 100 100 

2 Saleable steel (Mild): 

(i) Integrated steel plants 8589 9205 9029 9346 71 72 . 70 69 

(ii Mini steel plants 2763 2706 2777 3059 23 21 22 23 

3. Tool and Alloy Steels 770 834 1008 1068 6 7 8 8 
(including stainless steel) 

Total2 and 3 12121 12745 12813 13473 100 100 100 100 

Source: Steel Authority of India Limited, (1992), Statistics for Iron and Steel Industry in India, 
p.8,9,10,11,26,61. 
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TABLE6.l 

Production of Mini Steel Plants and Secondary Producers-
All India Summary 1986-87 to 1991-9% 

(in •ooo tonnes) 

Unit/category 1986-87 1987-88 1988-89 1989-90 1990.:91 

Electric Furnace Unit 

Mild steel 2193.7 2370.1 2214.6 2368.3 2667.5 
Medium/high carbon 
Steel 346.8 392.8 491.4 408.8 392.0 

Alloy steel 537.5 432.6 511.7 545.3 628.4 
Stainless steel 114.9 128.0 155.7 179.6 

Total => 3078.0 3310.4 3345.7 3478.1 3867.5 

Liquid metal for 
castings 220.8 198.9 398.9 364.7 350.4 

Re-Rollers 

Slabs/plates 12.3 7.5 32.4 45.6 111.7 
Squares - 145.7 138.9 151.4 199.3 
Bars/rods 2189.1 2020.6 1928.2 1933.6 1922.4 
Wire rods 542.7 547.1 544.3 506.0 634.5 
Structurals 845.3 910.5 767.8 769.2 743.8 
Hoops 25.2 21.5 6.7 2.1 1.2 
Special sections 190.7 84.4 99.4 130.2 41.2 

Total => 3805.3 5505.8• 5441.5• 5821.0• 5494.8• 

Cold Rolling Units 

Mild steel 218.9 310.0 464.3 557.2 547.5 
Medium carbon steel 9.0 7.5 12.0 14.2 13.2 
High carbon steel 7.8 8.2 10.1 8.1 6.8 
Alloy steels 0.8 0.6 1.6 0.9 0.4 
Stainless steel 16.0 12.5 6.9 3.4 5.9 

Total => 252.5 338.8 494.9 583.8 573.8 

contd ••••• 
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Unit/category 

Wire Drawing Units 

Mild steel 
Medium/high carbon 
'Steel 
Alloy steels 
Stainless steel 

Total 

Tin Plates 

Oil can size 
Non oil can size 

Total 

TABLE 6.l (contd.) 

1986-87 1987-88 1988-89 1989-90 

256.5 

154.7 
7.7 
1.5 

420.4 

53.3 
23.0 

76.3 

251.1• 

1s6.o• 
8.0 

'3.2 

418.3• 

45.8 
15.1 

60.9 

229.3• 

168.8• 
8.6 
1.5 

408.2• 

45.3 
33.1 

78.4 

223.2 

190.8 
6.9 
1.2 

4221 

44.7 
26.9 

71.6 

1990-91 

197.4 

166.9 
9.9 
23 

376.5 

46.0 
15.4 

61.4 

Notes: Data relate to units registered with Iron & Steel Controller and which have reported production. 
Production of main producers is not included. 

* Including estimated production of non-reported units during the period. 

Source: Steel Authority oflndia Limited (1992), Statistics for Iron and Steel Industry in India, p.75. 

58 



TABLE6.3 

Production of Sponge Iron 

(In lakh tonnes) 

s. Name of the Installed Production Production 
No. unit capacity during during 1991-92 

1990-91 (April-November) 

A. Coal Based 

1. Sponge Iron India 0.6 0.47 0.30 
Limited 

2 Orissa Sponge Iron 1.5 0.80 0.64 
Limited 

3. IPIT ATA Sponge Iron L2 0.62 0.54 
Limited 

4. Bihar Sponge Iron 1.2 1.12 0.85 
Limited 

5. Sunflag Iron & 1.5 0.79 0.56 
Steel Co.Ltd. 

Sub-total 6.0 3.80 289 
(Coal-based) 

B. Gas-based 

6. Essar Gujrat Ltd. 8.0 4.50 4.97 

Total (A+B) 14.0 8.30 7.86 

Source: Ministry of Steel, Annual Report 1991-92, p.6. 
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TABLE6.4 
Availability of Iron and Steel 

(in '000 tonnes) 

Category 1987-88 1988-89 

p I E p I E 

I. tPigiron 1291.1 34.1 1127.8 164.4 n. teel 
B. Re-rollable materials 45U.9 170.6. 450.1 107.4 
c. Finished steel 
1 .. Bars and rodS 4525.8 38:4 5016.8 26.6 220 
2 Structurals 1640.2 54.4 1580.7 23.5· 

'3 •. Plates 1120.1 114.2 426 1359.1 117.2 96.1; 
;:4. Hot rolled coils/ 1455.9 173.4 1534.5 330.1 

Skelp 
5. Hot rolled sheets 366.6 78.3 399.2 49.9 
6. Cold rolled sheets 848.8 451.6 1117.0 455.2 
7. Galvanised plain/ 

. Corrugated sheets 3122 19.9 410.3 5.6 
8. Electrical steel 

sheets 78.2 65.7 83.0 68.1 
9. Tin plates 124.0 147.6 154.4 .. 186.1 
10. Pipes 79.2 85.6 
11. Railway materials 530.8 227.7 603.4 173.8 

TotaiD 15597.7 1541.8 426 12794.1 1543.5 118.7 

Category 1989-90 1990-91 

p I E p I E 

I. A. Pig iron 1350.1 356.2 1514.0 188.9 

n. Steel 
B. Re-rollable materials 4488.6 46.0 5209.6 27.1 

c. Finished steel 
1. Bars and rods 5102.3 25.8 80.8 5683.9 53.7 
2 Structurals 1762.0 124 1792.9 13.8 
3. Plates 1456.7 125.1 164.6 1664.6 125.7 183.4 
4. ... Hot rolled coils/ 1485.2 269.9 2054.4 398.3 

Skelp 
5. Hot rolled sheets 327.3 75.6 '353~7 . 83.0 
6. Cold rolled sheets 1274.3 380.1 1305.7 244.5 
7. Galvanised plain/ 

Corrugated sheets 399.1 1.4 449.5 1.3 
8. Electrical steel 

sheets 725 95.1 105.5 57.1 
9. Tin plates 108.0 1728 1821 67.9 
10. Pipes 80.7 109.6 86.3 
11. Railway materials 5626 141.3 561.7 38.5 

Total II 17119.3 1345.5 245.4 19473.2 1197.2 183.4 

Notes: P = Production; I = Imports; and E = Exports. 

Source: Steel Authority of India Limited (1992), Statistics for Iron and Steel Industry in India, 
p.p.8-11. 
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TABLE6.5 

Import or Iron and Steel 
(Qty: '000 tonnesNalue: Rs. crore) 

Category Quantity Value 

1988 1989 1990 1991 1988 1989 1990 1991 
-89 -90 -91 -92 -89 -90 -91 -92 

I. Saleable steel 
A. Semis 30.1 9.5 27.1 28.9 13.5 0.2 18.1 . 23.6 
B. Finished steel 
1. Non-Oat products 

Bars and rods 66.4 59.6 53.7 39.4 83.7 99.2 98.0 93.8 
Structurals 23.5 124 13.8 29 16.2 128 13.7 3.9 
Rly. materials 173.8 1328 38.5 113.9 108.4 107.4 64.6 185.2 

Total (1) Non-Oat 
products 263.7 204.8 106.0 156.1 208.3 l19.4 176.2 281.9 

2 Flat products 
Plates 127.2 140.5 125.7 76.9 103.5 1626 178.2 114.0 
HR sheets 50.4 88.4 83.0 39.2 41.3 87.7 90.3 53.1 
HR coil/ 
skelp/strips 370.3 304.0 398.3 30i.3 323.5 309.7 337.9 301.4 
CR coils/sheets 460.4 383.9 244.5 143.6 341.8 386.0 257.4 194.6 
GP/GC sheets 5.6 1.4 1.3 21 3.6 1.8 1.7 4.4 
Elect sheets 68.1 95.0 57.1 46.0 111.2 181.0 119.6 118.5 
TNBP 163.2 74.7 64.7 70.3 141.4 827 66.7 80.8 
Tin plates 51.5 36.7 67.9 57.2 47.0 43.7 724 820 
Tin plates W /W 107.9 115.1 98.7 95.3 70.7 76.3 77.4 98.0 
Tin free steel 26.7 20.9 6.7 6.8 14.5 11.4 3.8 5.5 

Total (2) Oat products 1431.3 ll55.6 1147.9 838.7 1198.5 1342.9 ll05.5 1051.4 

Total (1 +2) finished •.·' 
steel 1695.0 1460.4 ll53.9 994.9 1406.8 1561.3 1381.7 1335.3 

Total saleable 
steel (A+B) 17l5.1 1469.9 ll81.0 1023.8 1420.4 157.5 1399.8 1358.9 

II. Other steel items 
Pipes and fittings 208.9 206.9 197.6 105.6 250.6 433.9 394.6 332.2 
Misc. steel items 59.6 56.2 74.7 47.8 158.9 211.1 205.3 1722 
Steel scrap 2055.2 2243.3 2821.5 1268.0 494.6 703.1 859.4 479.7 

III. Iron 
Pig iron 164.4 356.2 188.9 152.4 37.9 1126 623 57.8 
Sponge iron 1.2 22 1.4 1.6 0.8 1.6 1.1 1.5 
H.B. iron 156.2 164.1 57.1 4.7 37.6 47.0 16.5 1.6 

IV. Ferro alloys 17.4 125 104.8 113.4 

GRAND TOTAL 4370.6 4500.8 4688.6 2616.4 2400.8 3081.9 3079.9 1517.3 

Source: Ministry of Steel. 
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TABLE6.6 

Crude Steel Production by Different Process • 1990 

Quantity - thousand tonnes Percentage of total 

Country Oxygen Electric Open . Other Total Oxygen Electric Open Other 
arc hearth arc hearth 

..• 
Belgium 10374 1041 11414 90.9 9.1 . 0.0 0.0 

France·:·,;. 13614 5401 19015 71.6 28.4 0.0 0.0 

Germany* 31328 7106 38434 81.5 18.5 0.0 0.0 

Italy 11200 14310 - 25510 43.9 56.1 0.0 0.0 

Spain 5593 7342 - 12935 43.2 56.8 0.0 0.0 

United K.ingdolll 13169 4672 ., 17841 73.8 26.2 0.0 0.0 

Canada 7773 4508 12281 63.3 36.7 0.0 0.0 

United States 53028 32701 3171 88900 59.6 36.8 3.6 0.0 

Japan 75640 34691 - 110331 68.6 31.4 0.0 0.0 

Brazil 15214 4896 457 20567 74.0 23.8 0.0 2.2 

India 6173 4114 4976 14963 41.3 27.5 31.3 0.0 

Taiwan (R.O.C.) 5627 4042 78 9747 57.7 41.5 0.0 0.8 

Czechoslovakia 7102 1958 5817 14877 47.7 13.2 39.1 0.0 

Poland 7211 2455 3965 2 13633 52.9 18.0 29.1 0.0 

USSR 
(erstwhile) .. 54365 20130 79846 73 154414 35.2 13.0 51.7 0.0 

* Excluding erstwhile GDR. 

Source: Steel Authority oflndia Limited (1992), Statistics for Iron and Steel Industry in India, p.413. 
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TABLE,.? 

Labour Productivity In Steel Industry In 
Selected Countries 198! to 1989 

(fonne per man-year) 

Country 1985 1986 1987 1988 1989 

Belgium 306 313 338 400 389 

France 247 263 305 360 386 

Germany• 268 259 272 313 316 

Italy 351 347 362 402 435 

Spain 212 235 251 290 328 

United Kingdom 266 258 316 345 346 

Canada 304 307 306 226 239 

U.S.A. 289 422 334 425 429 

Japan 289 289 308 345 351 

Brazil 141 146 153 158 142 

India 40 42 45 48 50 

• Excluding erstwhile GDR. 

SourH: Steel Authority of hidia Limited, (1992) Statistics for Iron and 
Steel Industry in India, p.433. 
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Country 

USA 

UK 

Japan 

West Germany 

SAIL 

Sources: 1. 
2 
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TABLE,.S 

Cost of Production in the Various Stages 
of. Steel Production 

($ per tonne) 

.Hot metal Liquid steel 

169 235 

214 224 

161 213 

180 253 

157 282 

World Steel Dynamics, February 1992. 
SAIL. 

Sal~ble steel 

500 

470 

509 

543 

493 



TABLE6.9 

Break-Up of Cost of Production of Saleable Steel 

($ per tonne) 

Components\Country USA UK Japan West SAIL 
Germany 

Energy 106 87 97 102 148 

Iron ore 65 15 68 64 22 

Fluxes and alloys 32 37 30 34 32 

Refractories and rolls 23 24 20 19 24 

Others 91 94 15 88 90 

Total material cost 317 317 290 307 316 

Labour 143 121 129 165 65 

Misc. taxes 7 10 9 10 47 

Works cost 467 448 428 482 428 

Depreciation on interest 33 22 81 61 65 

Total cost 500 470 509 543 493 

Soun:es: 1. World Steel Dynamics, February, 1992. 
2 SAIL. 
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TABLE6.10 

Domestic and International Price: Trends 

Items/years 1988-89 

SYPR cif 

l.Pig iron 3702 2661 
· 2.Semis 5818 4522 

3.Bars and rods 6806 4943 
4.Structurals 7835 6526 
5.Plates 10162 7813 
6.H.R.coils 10250 6908 
7.C.R.coils 13211 9401 
8.G.P.sheets 18995 10636 
9.Tinplate 15640 12743 

Note: SYPR = Stockyard Price 

Impli- 1989-90 
cit 
tariff SYPR cif 

1.39 4060 3286 
1.29 6085 5066 
1.38 7265 5743 
1.20 8143 7798 
1.30 11016 8685 
1.48 11425 7811 
1.41 14661 10087 
1.79 21140 13176 
1.23 15640 14810 

cif = Cost,Insurailce & Freight. 
Implicit Tariff= Domestic Price/International Price 

Source: Joint Plant Committee. 
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Impli 
cit 
tariff 

1.24 
1.20 
1.27 
1.04 
1.27 
1.46 
1.45 
1.60 
1.06 

1990-91 Impli 
cit 

SYPR cif tariff 

4272 3347 1.28 
6325 4996 1.27 
7797 6067 1.29 
8466 8351 1.01 

11495 8755 1.31 
12107 7930 1.53 
15962 9749 1.64 
21500 13919 1.54 
15640 14824 1.06 

(Rs./tonne) 

1991-92 Imp-
licit 

SYPR cif tarrif 

4519 4349 1.04 
6645 6677 1.00 
8510 ~152 1.04 
8967 11071 0.81 

12871 12209 1.05 
13202 10141 1.30 
17721 11514 1.54 
23200 14897 1.56 
27045 18470 1.46 



1. Scrap 

2. Pig iron 

3. Semis 

4. HR coil/sheets 

5. CR (coils) 

6. GP/GC sheet 

7. Electrical steel 
sheets 

8. Tin plate 

9. Stainless steel -
HRcoils 

10. General rate for 
stainless steel 

TABLE6.11 

Import Duty Rates on Iron and Steel Products 
(1987-88 to 1991-92) 

1987-88 1988-89 1989-90 1990-91 
April'90 

20% 25% 25% 25% 

65% 85% 35% 45% 

55% 60% 60% 60% 

Rs.2500/ Rs.UOO/ Rs.UOO/ Rs.UOO/ 
t+65% t+55% t+60% t+60% 

85% Rs5000/ 'Rs.6600/ Rs.6600/ 
t+45% t+30% t+30% 

Rs.3500/ Rs.8200/ Rs.7000/ Rs.7000/ 
t+100% t+45% t+125% t+125% 

190% 90% 90% 100% 

Rs.2500/ '··· Rs.SOOO/ Rs.SOOO/ 80% 
t+65% t+45% t+45% 

90% 95% 95% 100% 

340% 345% 345% 200% 

Source: Customs Tariff Working Schedule. 

1990-91 1991-92 

Dec.'90 July'91 

45% 35% 

65% 55% 

65% 60% 

Rs.llOO/ Rs.UOO/ 
t+65% t+65% 

Rs.6600/ Rs.6600/ 
t+50% t+40% 

Rs.7000/ Rs.7000/ 
t+130% t+130%

1 

110% 110% 

85% 85% 

105% 

150% 
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TABLE6.U 

Duty Rates on Raw Materials 

1992-93 
(%) 

1. .a) Coking coal of ash content below 12% s 

bJ Other Coal 8S 

2 a) Low Phos Coke with phosphorous content 25 
below OaOS% for manufacture of pig iron. 

b) Other coke 8S 

4. Dead Burnt Magnesite 70 

s. Fused magnesia 70 

6. Chromite Ore 70 

7. Magnesia - chrome sinters 70 

8. Magnesia -lime sinters 70 

9. Magnesia - alumina sinters 70 

10. ·Ferro-Molybdenum 45 

11. Ferro Nickel so 

12. Ferro alloys (excluding ferro-molybednum lOS 
and ferro-nickel) 

13. Refractory bricks for use in industrial 40 
furnaces 

Source: Customs Tariff Working Schedule. 
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TABLE6.13 

Pric:e Comparison of Major Inputs in Alloy Steel Plants in 1991-91 

(Rs. per kg.) 

Items Domestic price International price Col. (2)/Col. (3) 
(1) (2) (3) 

1. Ferro vanadium 333 282 1.18 

2 Ferro manganese 15 12 1.25 

3. Ferro silicon 29 39 0.74 

4. Ferro molybdenum 220 151 1.46 

5. Ferro chrome 30 24 1.25 

6. Silica manganese 
Ferro alloys 18 13 1.38 
Ferro nickel 

Source: Steel Authority oflndia Limited, London Metal Bulletin, SAIL (December). 
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7 

NON-FERROUS METALS 

7.1 The most important non-ferrous 
metals used\ in industrial applications are 
aluminium, nickel, tin, copper, zinc and lead. 
Out of these metals, aluminium is produced 
in the country in quantities sufficient to meet 
almost:. the entire domestic requirement, 
though· some quantities of aluminium alloys 
and articles of aluminium continue to be 
imported. Of the remaining non-ferrous 
metals, copper, · zinc and lead are also 
produced in the country but they meet the 
domestic requirement only partially and the 
balance requirement is met through imports. 
Nickel is not produced in the country and the 
entire requirement is· met through imports. 
Tin also is mostly imported. 

Imports 

7.2 The value of import of non-ferrous 
metals and articles made therefrom 
comprising aluminium, copper, zinc, lead, 
nickel and tin was of the order of Rs.1,428 
crore, forming 3.3 per cent of the total value 
of imports of Rs.43,193 crore in 1990-91. 
Out of the value of imports of all non-ferrous 
metals in 1990-91, that of copper alone was 
about 58 per cent. The value of import of zinc 
and lead formed about 20 per cent and that of 
nickel and tin was about 13 per cent. The 
import of aluminium accounted for about 9 
per cent of the value of import of all 
non-ferrous metals. 

Customs Revenue from Imports of 
Non-Ferrous Metals and Average Realised 
Rate of Import Duty 

7.3 The customs revenue earned on the 
import of non-ferrous metals in 1990-91 was 
Rs.841 crore forming 4.1 per cent of the total 
customs revenue of Rs.20,308 crore collected 
on the imports of all commodities. Out of all 
the. non-ferrous metals, copper yielded the 
highest customs revenue of Rs.505 crores. 
The average realised rate of import duty on 

70 

all non-ferrous metals taken together was 59 
per cent of the import value in 1990-91. 

· 7.4 Details of the imports, customs 
revenue on imports and realised rates of 
import duty for the different items of 
non-ferrous metals and/articles made 

· therefrom (including scrap, waste, powder, 
alloys, plates, sheets, strips, foils, etc.) during 
the last few years are given in Tables 7.1 to 
7.5. 

Present Structure of Tariff Rates 

7.5 The import duty rates (basic duty 
plus auxiliary duty) for the different items of 
non-ferrous primary metals from December, 
1988 onwards are given in Table 7.6. 

Comparative Duty Rates in Other 
Developing Countries 

7.6 For purposes of comparison, the 
impoit duty rates on non-ferrous metals in 
some of the developing countries are given in 
Table 7.7. 

7.7 In the following paragraphs, we 
discuss the important aspects which have a 
bearing on the rationalisation of the import 
duties on different items of non-ferrous 
metals. 

Aluminium 

7.8 The country's entire requirement of 
aluminium is almost fully met by indigenous 
production. The imports are negligible and 
selective. In fact, there are some exports of 
aluminium out of indigenous production. The 
imports of aluminium ingots and all articles 
of aluminium formed about 0.3 per cent of 
the total imports of all commodities in 
1990-91. The customs revenue therefrom 
was about 0.2 per cent of the total customs 
revenue in 1990-91. Fortunately, India is 



Non-Ferrous Metals 

endowed with large bauxite deposits of the 
order of 2650 million tonnes placing the 
country fifth in rank in the world. Aluminium 
is produced by two companies in the public 
sector - Bharat Aluminium Company Limited 
(BALCO) and National Aluminium Company 
Limited (NALCO) - and three companies in 
the private sector - Indian Aluminium 
Company Limited (INDAL), Hindustan 
Aluminium Corporation Limited 
(HINDALCO) and Madras Aluminium 
Company Limited (MALCO). The total 
production of aluminium by all the producers 
was about 4.49 lakh tonnes in 1990-91 
against a demand of 4.10 lakh tonnes. During 
1991-92, the production is estimated at 5.21 
lakh tonnes against the demand of 4.57 lakh 
tonnes. 

7.9 In terms of cost, the domestic 
industry does not appear to suffer from any 
serious disadvantage when the doesmtic 
prices are compared with the prices 
prevailing in international markets. The 
domestic price (excluding excise) 
international price (cit) ratio during the last 
three years has been in the range of 1:1 to 
1.2:1. The domestic price (excluding excise) 
international price ratio in Octpber, 199: was .. 
1.07:1. . 

7.10 The import duty rate effective from 
March, 1992 for unwrought aluminium ingots 
is about 36 per cent ad valorem. The present 
general duty rate on articles of aluminium 
including aluminium alloys, plates, sheets, 
strips, etc., is 105/110 per cent. 

7.11 As already stated, the domestic 
aluminium industry is in a fairly comfortable 
position and the domestic prices (excluding 
excise duty) for aluminium ingots are more or 
less at par with the international prices. 
Hence, a reduction in the duty level would 
not hurt the domestic industry. 

7.12 Taking all the relevant factors into 
consideration, there is a case for bringing 
down substantially the duty rates both for 
aluminium ingots and articles of aluminium. 
We would recommend that the duty rate for 

aluminium ingots be brought down from the 
present level of 36 per cent to 15 per cent by 
1997-98. As regards articles of aluminium, 
the rate should be brought down gradually 
from the present general level of 105-110 per 
cent to 25 per cent by the same date. 

Copper 

7.13 Unlike in the case of aluminium, 
copper ore reserves are limited and the copper 
content in the ore is also very poor. As 
compared to the world copper reserves of 
over 525 million tonnes, the copper reserves 
in India are estimated at 6.3 million tonnes 
only. The metal content in the copper ore in 
India is on an average about 1.30 per cent, 
while the metal content in the copper ore in 
some of the African countries is as high as 3 
to 4 per cent. 

7.14 . The demand for copper in India is 
at present around 1.80 lakh tonnes, forming 
roughly about 2 per cent of the annual world 
consumption. By the turn of the century it is 
likely to be 2.92lakh tonnes. The demand for 
copper in the country is met at present partly 
by indigenous production and largely by 
imports - to the extent of 65 to 70 per cent . 
Given our limited resources, copper would 
continue to be imported in the years to come 
in one form or the other and the quantum of 
imports is expected to increase. 

7.15 Hindustan Copper Limited (HCL}, 
a company in the public sector, is the sole 
producer of primary copper in the country. 
Until February 1992, the import of copper in 
the unwrought primary form of cathodes and 
wire bars was being made by the Minerals 
and Metals Trading Corporation (MMTC), 
again a company in the public sector, which 
was the canalising agency for imports. The 
domestic prices for copper wire bars and wire 
rods were being fixed by the Government of 
India on the basis of the landed cost of 
imports by MMTC after adding the various 
costs incurred by the MMTC and a service 
margin. Since last year, after the copper 
import was decanalised, the imports are also 
being made by various traders and users. 
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7.16 r Following the decanalisation of 
copper imports, the ratio between domestic 
price and international price has been 
showing a declining trend a8 would be 
evident froll\ the figures given below: 

Period 

1989-90 
1990-91 
Apr-Dec, 1991 
October 1992 

Ratio 

1.6 
1.6 
1.7 
1.5 

7.17 The total import of copper and 
articles thereof by all the agencies including 
MMTC during 1990-.91 was 1.92lakh tonnes 
valued at Rs.824 crore • . 
7.18 The indigenous production of 
copper by HCL in the form of cathodes, wire 
bars and also wire rods (including those 
produced indigenously and also smelted from 
abroad) had risen from 56,000 tonnes in 

' 1989-90 to 67,000 tonnes in 1990-91 but has 
gone down to 60,000 tonnes in 1991-92. The 
scope for any substantial increase in 
indigenous production appears to be limited 
due to depleting ore reserves and the poor 
quality of ore, in spite of certain measures 
taken by HCL for expansion and 
modernisation of technology. One possible 
way to increase domestic production would 
be to import copper concentrate for further 
processing. 

7.19 The rate of import duty effective 
from March, 1992 and currently in force for 
copper wire bars and cathodes is about 56 per 
cent. · 

7.20 The cost of production of wire bars 
for April-December, 1991 was furnished by 
the HCL.The production cost for 1990-91 
was also calculated from the published 
accounts of HCL for that year. After making 
necessary adjustments for the recovery of 
by-products and after providing for the 
escalation in costs for the 1992-93 level, the 
total cost of production (excluding interest 
and excise duty) as at present was estimated 

72 

Non-Ferrous Metals 

at Rs.84, 700 per tonne. After providing for 
interest on the working capital as well as on 
the debt component of the net block and after 
allowing a fair return at 12 per cent post-tax 
on the equity component of the net block, the 
fair price for copper wire bars produced by . 
HCL in 1992-93 is estimated at Rs.96,474 pe~ 
tonne (excluding excise duty). The ratio 
between this fair price and the average cif 
price for April-Septemoer, 1992 works out to 
1.18:1. 

7.21 HCL has already undertaken 
certain expansion and modernisation 
programmes and the effect of these measures 
would be felt at least from the next year. 
The company should take further measures to 
improve its cost effectiveness by closing 
down the uneconomic underground mines, 
especially in the Eastern Sector, resorting to 
selective mining, meeting the deficit 
requirement of concentrates for the smelter in 
the Eastern Zone from the surplus production 
of concentrates in Central India, etc. There 
could also be scope for improvement in mine 
productivity. It is considered. that with the 
adoption of the various suggestions for 
improvement, the cost of production of HCL 
can be further brought down .. 

7.22 Copper is an important metal 
which is used in various industries and 
various applications and a reduction in its 
price would go to reduce the prices for 
various industrial products and services. A 
large proportion of copper consumption in the 
country is being imported and this would 
continue in the years to come. The domestic 
industry has to become more cost effective to 
compete with the imports. 

7.23 In these circumstances, we would 
recommend that the import duty for copper 
cathodes, wire bars, wire rods, etc., should be 
brought down gradually from the present 
level of 56 per cent to 20 per cent by 
1997-98. In respect of the copper wire bars, 
cathodes and wire rods produced out of 
copper concentrates, copper reverts,copper 
spent anodes or anode slime sent abroad for 
toll smelting or toll processing, the duty rate 
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should be 20 per cent of the toll smelting or 
toll processing costs subject to the conditions 
under which this concession is being given at 
present. Regarding articles of copper, the 
duty should be reduced gradually from the 
present general rate of 110 per cent to 30 per 
cent by 1997-98. 

Zinc 

7.24 Zinc is used for galvanizing, alloy 
making and die-casting and in dry cells and 
chemical industries. Over 65 per cent of the 
consumption of zinc is in respect of the 
galvanizing industry itself. A new range of 
applications has been identified including 
zinc based alloys such as zinc-aluminium 
alloys, new coating alloys, coinage, 
chemicals, galvanized reinforcement of steel 
bars for RCC structures and galvanizing for 
car bodies. · 

7.25 The country has 167 million tonnes 
of economically viable ore reserves having 
8.16 per cent zinc (along with lead). The 
consumption of zinc was 1.11 lakh tonnes in 
1990-91. In 1991-92, the consumption was 
1.09 lakh tonnes. The per capita consumption 
of zinc in India is one of the lowest in the 
world at 0.138 Kgs. 

7.26 Zinc is produced in the country by 
Hindustan Zinc Umited (HZL), a company in 
the public sector and Binani Zinc Limited, a 
company in the private sector. The 
indigenous production of zinc by both the 
companies was 73,970 tonnes meeting 66 per 
cent of consumption in 1990-91. About 
37,195 tonnes (29 per cent) of Zinc was 
imported during the year through MMTC. In 
1991-92, the demand was met to the extent of 
1,04,950 tonnes or 80 per cent by indigenous 
production. It is expected that during 
1992-93, the demand for zinc would be 1.35 
lakh tonnes and this would be fully met 
through indigenous production. 

7.27 The present duty rate for zinc is 
Rs.5,700 per tonne plus 40 per cent 
equivalent to 57 per cent ad valorem. 

7.28 The domestic price - international 
price ratio for zinc has been in the range of 
1.55 to 1.75 for the last two years. I~ 
October, 1992, it was 1.54. 

7.29 · The average cost of production of 
zinc by HZL in 1990-91 (excluding interest 
on loans and excise duty) was Rs.39,556 per 
tonne. After providing for the escalation in 
costs for two years from 1990-91 to 1992-93, 
the cost of production of zinc (excluding 
interest and excise duty) during the current 
year is estimated at Rs.45,857 per tonne. 
Taking into account the interest on working 
capital and loans and a fair return at 12 per 
cent post-tax on the equity component of net 
block, the estimated fair price for zinc during 
the current year (excluding excise duty) 
would be Rs.57,874 per tonne. 

7.30 Based on the average cif price for 
import in April-September,92, the protective 
duty indicated for the domestic industry is 
about 22 per cent. 

7.31 Having regard to all these factors, 
we would recommend that the import duty 
for unwrought Zinc be gradually brought 
down from the present level of 57 per cent 
to 20 per cent by 1997-98. For articles of 
zinc, the duty rate should be reduced to 30 
per cent by 1997-98 from the present general 
level of 110 per cent. 

Lead 

7.32 The requireme~t of lead in the 
country is met both through indigenous 
production and imports. The country has 167 
million tonnes of economically viable ore 
reserves containing 2.2 per cent lead (along 
with zinc). The per capita consumption of 
lead is very low at 0.083 Kg. In 1990-91, the 
indigenous production was 41,727 tonnes 
while the imports by MMTC were of the 
order of 15,600 tonnes. The indigenous 
production of lead increased to 53,400 tonnes 
in 1991-92. The estimated production for the 
current year is about 78,000 tonnes, which 
constitutes 95 per cent of the estimated 
demand. Primary lead is produced by HZL, 
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· and secondary lead is produced by Indian 
Lead Limited in the private sector. 

7.33 The ·present duty level in the case 
of lead is Rs.7,500 per tonne plus 50 per cent. 
This works out to about 94 per cent ad 
valorem. 

7.34 . The domestic price - international , 
price ratio for the last two years has been · 
ranging from 1.8 to 2.1. In October 1992, the 
ratio was 1.7. 

7.35 The fail: price for lead produced by 
HZL in 1992-93 (excluding excise duty) on 
the basis of the actual cost for 1990-91 and 
after providing for necessary escalation in 
costs, interest on working capital and loans 
and also a fair return at 12 per cent post-tax 
on the equity component of net block would 
be Rs.39,100 per tonne. Based on the average 
cif price for April-September, 92, the 
protective duty indicated is of the order of 73 
percent. However, the cost of production of 
lead by HZL was rather high in 1990-91, 
especially in its Vizag plant which produced 
about 68 per cent of the total lead production. 
The cost of lead produced in the Vizag plant 
was higher than the cost in Tundoo Plant by 
over 60 per cent. Even in Vizag Plant itself, 
the cost in 1990-91 was higher than the cost 
in the previous year by about 40 per cent. 
There appears to be scope for a substantial 
cost reduction by introducing necessary cost 
effective measures in the operations. The 
company should be in a position to bring 
down its cost in the next one or two years by 
adopting the necessary cost reduction steps. 

7.36 In the light of the foregoing, we 
would recommend that the import duty for 
unwrought unalloyed lead be brought down 
gradually from the present level of 94 per 
cent to 20 per cent by 1997-98. The duty rate 
for all articles of lead should be brought down 
to 30 per cent from the present general level 
of 110 per cent. 

Nickel 

7.37 Nickel is not produced in the 
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country' and is wholly imported to meet the 
internal requirements. The demand for nickel 
mainly arises from the manufacture of 
stainless steel and aii.oy steel products. Some 
quantities of nickel are also being used for 
electroplating the goods. The consumption of 
unwrought unalloyed nickel was of the order 
of 4571 tonnes in 1990-91. The value of 
imports of unwrought unalloyed nickel and 
also various articles of nickel - plates, sheets, 
etc., as also waste 'and scrap was about 
Rs.148 crore in 1990-91 forming about 0.3 
per cent of the total value of all imports 
during the year. In terms of customs revenue, 
nickel imports contributed about 0.4 per cent 
of the total customs revenue. 

7.38 The domestic price - international 
price ratio for nickel has been ranging from 
1. 7 to 1.9 during the last two years. At 
present, the ratio is 1.7. The import duty on 
nickel at present is 60 per cent. 

7.39 It does not stand to reason why the 
duty rate should be kept at a high level of 60 
per cent for nickel which is not produced in 
the country and when there is no protection 
angle for the domestic industry. In line with 
the general principles enunciated by us for 
rationalising the tariff rates, there is need to 
reduce the tariff rate substantially for nickel 
also. We would recommend that the duty 
for unwrought nickel be brought down to 15 
per cent by 1997-98. For all articles of 
nickel, the duty level should be gradually 
reduced to 25 per cent from the existing 
general level of 85 to 110 per cent. 

Tin 

7.40 Like nickel, tin is also mostly 
imported. The consumption of tin in India is 
just about 2500 to 3000 tonnes. The tin 
consumption in India forms a negligible 0.1 
per cent of the total world consumption. Tin 
is used for soldering and tin plating apart 
from use in the electrical industry. During 
1990-91, the value of tin imports was about 
Rs.32 crore which formed about 0.07 per cent 
of the total value of imports. 
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7.41 The domestic price - international 
price ratio of tin during the last two years was 
about 1.9 and it increased to 2 in October, 
1992. The current rate of duty on unwrought 
unalloyed tin is 85 per cent. 

7.42 As in the case of nickel, there is no 
ground for levying a high level of import duty 
on tin when it is mostly imported. 
Considering this fact and also that the import 
of tin is rather insignificant, we would 
recommend that the import · duty for 
unwrought unalloyed tin be reduced to 15 per 
cent by 1997-98 in stages from the present 
level of 85 per cent. For all articles of tin, 
the duty rate should be fixed at 25 per cent 
by 1997-98 against the present general rate of 
85 to 105 per cent. 

Duty on Ores, Concentrates, Waste, Scrap,, 
etc. 

7.43 In the present duty structure, 
varying rates of import duty are applicable to 
ores, concentrates, dross, ash, residue, etc., in 
the case of the different non-ferrous metals. 
These are classified under Chapter 26 of the 
Customs Tariff. The rates of duty vary from 
15 per cent for zinc concentrllte to 105 per 
cent for aluminium ash '··and residues 
(including dross). Waste and scrap of 
non-ferrous metals are classified under the 
respective chapters from 74 to 80 and the 
rates of duty are different in the case of 
different non-ferrous metals. For copper 
waste and scrap, the duty rate is Rs.10,500 
per tonne plus 40 per cent ad valorem. The 
duty rate is 50 per cent for the waste and 
scrap of aluminium and 85 per cent for the 
waste and scrap of nickel. For tin waste and 
scrap, the duty rate is 105 per cent and it is 
110 per cent in the case of zinc and lead. 

7.44 Ores, concentrates, dross, ash, 
residue, etc., are .basic raw materials and it is 
necessary to keep the duty rates on them as 
low as possible. Similarly, in the present 
context of limited ore reserves in the country, 
it would be worthwhile to use more of waste, 

scrap, concentrates, etc., for the manufacture 
of the metals and articles thereof not only by 
recycling but also through larger imports of 
these materials. There would be substantial 
savings in energy cost in the manufacture of 
metals and articles therefrom out of waste, 
scrap, concentrates, etc., and the cost of the 
metal and articles would get reduced. In view 
of these reasons, it would be necessary to 
have a low rate of duty for these items. We 
would recommend that the duty rate for ores, 
concentrate, dross, ash, residue, mill scale, 
waste and scrap of all non-ferrous metals be 
fixed uniformly at 10 per cent ad valorem by 
1997-98. 

7.45 To summarise, we recommend that 
the import duty for the various non-ferrous 
metals be brought down gradually to the 
following levels by 1997-98: 

1. Unwrought aluminium, 15 per cent 
riickel and tin 

2. Unwrought copper, 20 percent 
lead and zinc 

3. Articles of aluminium, 25 per cent 
nickel and tin 

4. Articles of copper, 30 percent 
lead and zinc · 

5. Ores, concentrates, 10 per cent 
dross, ash, residue, 
mill scale, waste and 
scrap of non-ferrous 
metals 

7.46 The rates recommended in the case 
of copper, zinc and lead are higher than those 
prevailing in other developing countries. We 
would suggest that import tariff in the case of 
these metals should be brought down in due 
course to the levels suggested for the other 
non-ferrous metals so that there is a uniform 
levy of 15 per cent for the metals and 25 per 
cent for the metals articles. 
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Import of non-
ferrous metals 
and articles 
thereof 

Import of all 
other commodities 

Total 

TABLE7.1 

Import or Non-Ferrous Metals and Articles in. 
Relation to Total Import or All Commodities 

1988-89 

947 
(3.5) 

27288 
(96.5) 

28235 
(100.0) 

1989-90 

1520 
(4.3) 

33896 
(95.7) 

35416 
(100.0) 

Note : Figures in brackets are percentages oftotal. 

Source : D.G.C.I.S., Government of India, Foreign Trade Statistics. 
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(Rs.crore) 

1990-91 

1428 
(3.3) 

41765 
(96.7) 

43193 
(100.0) 



TABLE7.1. 

Customs Revenue on Import or Non-Ferrous Metals and Articles 
In Relation to Total Customs Revenue on 

Imports or All Commodities 

Non-ferrous metals 
and articles thereof 

All other 
commodities 

Total 

1988-89 

801 
(5.2) 

14745 
(94.8) 

15546 
(100.0) 

1989-90 

838 
(4.7) 

16837 
(95.3) 

17675 
(100.0) 

Note : Figures in brackets are percentages of total. 

I • 
Source: Receipts Budget, Government oflndia. 

1990-91 

841 
(4.1). 

19467 
(95.9) 

20308 
(100.0) 

1991-92 
(RE) 

717 
(3.3) 

21139 
(96.7) 

21856 
(100.0) 

(Rs. crore) 

1992-93 
(BE) 

963 
(3.4) 

25736 
(96.6) 

26699/ 
(100.00) 
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TABLE7.3 

Import of Different Non-Ferrous Metals and 
Articles Made Therefrom 

(Rs.crore) 

1989-90 1989-90 1990-91 

Alumiilium 82.67 256.58 128.65 
(8.7) (16.9) (9.0) 

Copper 480.79 740.55 824.13 
(50.8) (48.7) (57.8) 

Zinc 133.46 229.23 226.20 
(14.1) (15.1) (15.8) 

Lead 42.83 70.10 69.18 
(4.5) (4.6) (4.8) 

Nickel 174.43 191.95 147.66 
(18.4) (12.6) (10.3) 

Tin 32.94 31.38 32.34 
(3.5) (2.1) (2.3) 

Total 947.12 1519.69 1428.16 
{100.0) (1QO.O) (100.0) 

Note : Figures in brackets aie percentages of total. 

Source: O.G.C.I.S., Government of India, Foreign Trade Statistics. 
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Aluminium 

Copper 

Zinc 

Lead 

Nickel 

Tin 

Total 

TABLE7.4 

Customs Revenue on Import of DilTerent Non-FerTOus 
Metals and Articles Made Therefrom 

1988-89 1989-90 1990-91 1991-92 
(RE) 

36.02 83.04 48.10 40.00 
(4.5) (9.9) (5.7) (5.6) 

431.25 439.13 504.89 410.00 
(53.8) (524) (60.0) (57.2) 

155.82 12235 13657 100.00 
(53.8) (14.6) ·.(16.3) (13.9) 

46.18 48.72 39.13 3200 
(5.8) (5.8) (4.7) (4.5) 

99.26 11234 83.99 110.00 
(12.4) (13.4) (10.0) (15.3) 

3248 3274 28.24 2S.fl0 
(4.0) (3.9) (3.3) (3.5) 

•.· 
801.01 838.32 841.00 717.00 
(100.0) (100.0) (100.0) (100.0) 

Note: Figures in parentheses are percentageS of total. 

Source: Receipts Budget, Government of India. 

(Rs.aores) 

1991-92 
(BE) 

46.00 
(4.8) 

665.90 
(69.1) 

71.75 
(7.4) 

15.40 
(1.6) 

12295 
(128) 

41.00 
(4.3) 

963.00 
(100.0) 
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TABLE7.5 

Realised Rates of Import Duty on Different 
Non-Ferrous Metals and Articles 

Made Therefrom 

(percent) 

i988-851 1989-90 1990-91 

·-· 

:Aluminium 44 33 37 .... 
Copper 90 59 61 

Zinc 117· 53 60 

Lead 108 69 57 

Nickel '57 58 57 

Tin 99 104 87 

Weighted average 85 55 59 
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TADLE7., 

Import Duty Rates on Non-FelTOus Metals Since December 1988 

Unwrought Unwrought Unwrought Unwrought Unwrought Unwro 
ahmiinium copper wire zinc unalloyed unalloyed ought 
ingot bars, cathods lead nickel unalloy-

and sections ed tin 
ofcathods 

1l-1l~/l~1l~ 
Rs500/MT Rs.10500/MT Rs5700/MT Rs.7500/MT Rs.35000/MT 85% 
+5% +30% +30% +45% +45% 

1.3.1989 
Nll.. Rs.10500/MT ' .Rs5700/MT Rs.7500/MT Rs.35000/MT 85% 

+30% t30% +45% +45% 

%0.3.1990 
Rs.6000/MT Rs.10500/MT Rs.5700/MT Rs.7500/MT Rs.35000/MT 85% 
+5% +30% +30% +45% +45% 

1.3.1991 
Rs.6000/MT Rs.10500/MT Rs5700/MT Rs.7500/MT Rs.35000/MT 90% 
+25% +50% +50% +50% +50% 

%5.7.91 •.·' 
Rs.6000/MT Rs.10500/MT Rs5700/MT Rs.7500/MT Rs.35000/MT 90% 
+20% +40% +40% +50% +50% 

1.3.9% 
Rs.6000/MT Rs.10500/MT Rs5700/MT Rs.7500/MT Rs.35000/MT 85% 
+20% +40% +40% +50% +45% 

Pre-Budget 199%-93 
36% 56% 57% 94% 65% 90% 

Post-Budget UU-93 
36% 56% 57% 94% 60% 85% 

Note: Percentage duty rates shown for pre-Budget and post-Budget 1992-93 have been derived from the rates per 
tonne where necessary, based on cif prices on 28th February, 1992. 
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TABLE7.7 

Average Tariff Rates on Non-Ferrous Metals In 1991. . 
In Some Developing Countries 

(in per cent) 

Metals and articles 
thereof · 

China Philippines Brazil India 

Aluminium 

Copper 

Zinc 

Lead 

Nickel 

Tin 

Notes: 1. 

2. 

3. 
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28.8 229 16.0 36.0 

22.8 23.9 15.5 56.0 

24.0 17.9 9.4 57.0 

24.0 17.9 ·9.1 94.0 

11.3 15.8 9.0 60.0 

26.9 16.0 10.3 85.0 

The tariff rates given for China are the unweighted average rates and those given for the 
Philippines and Brazil are the mean tariff rates. 

The unweighted average tariff rate on non-ferrous metals in Indonesia was 11 per cent in 
1989. In Mexico, the unweighted average tariff rate for non-ferrous metals was 12.4 per 
cent in 1990. The unweighted ·mean tariff rate for non-ferrous metals in Pakistan was 
40.3 per cent in 1990. 

· The tariff rates in India are for the metals in primuy form. 
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MACHINERY 

8.1 This Chapter discusses and 
recommends the restructuring of import 
duties on an important category of basic 
goods,namely, machinery or capital goods. 
Machinery is of interest for several reasons. 
First, it formed the core of India's state 
dominated industrialisation in the 1950's and 
1960's. Second, it is the inost durable 
example of protection in the past 40 years, 
with tariffs and import restrictions at the core 
of efforts at development. Third, protection 
has apparently failed to make the industry 
sufficiently competitive with evidence of 
stagnant productivity and rising cos~s. 
Fourth, reduction and removal of the trade 
control measures are the remedies now. 
sought to inject competition and improve its 
efficiency. Since the main purpose of this 
analysis is to specify the type of tariff 
restructuring, we look into the current duty 
structure, complexities and anomalies, the 
type of cost disadvantages faced by the local 
producers in competing with foreign goods, 
and the level of neutralisation warranted to 
place them on a level playing .field. The cost 
disadvantages suffered by the industry are 
used to guide us in prescribing the changes in 
the import duty rates.But before presenting 
this perspective, we begin with a brief 
overview of the structure and growth 
performance of this industry over the past two 
decades. 

Structure and Growth 

8.2 The machinery group covers a 
huge array of products agricultural 
machinery and equipment, earth-moving and 
levelling machinery, coal cutting machinery, 
boilers and steam engines, food and textile 
machinery, machinery for the manufacture of 
paper, leather, cement, etc, power driven 
pumps, machine tools, electric motors, 
generators, transformers, switchboards, radio 
transmission apparatus, etc. - to name a few 
major items. Broadly, these items can be 

categorised under two headings: 
non-electrical machinery and electrical 
machinery. In 1988-89, the non-electrical 
and electrical machinery industries together 
accounted for one-sixth of the productive 
capital employed in the organised 
manufacturing sector. In terms · of 
employment, they accounted for one-tenth of 
total manufacturing employment. Similarly, 
the group accounted for 15 per cent of total 
manufacturing value added in 1988-89. 

8.3 Table 8.1· gives a synoptic view of 
the growth performance of the machinery 
producing sector over the past two decades. 
The table demonstrates unambiguously that in 
line with the overall performance of the 
manufacturing industry, the machinery output 
increased at an appreciably faster rate in the 
1980's than in the 1970's. The rate of growth 
in the 1980's was almost two times the 
growth performance in the 1970's. However, 
the trends are quite different if one looks 
separately at the two segments of machinery. 
For instance, in the 1970's, the faster growing 
segment was-non-electrical machinery with a 
growth rate of 7.84 per cent per annum as 
against 5.62 per cent in the case of electrical 
machinery. The 1980's, however, reversed 
the situation. The annual growth rate of 
non-electrical machinery dropped to 5.6 per 
cent during 1981-89. On the other hand, the 
output of e.lectrical machinery accelerated 
during the same period at the rate of 19.55 
per cent per annum. This divergence in the 
growth performance between the two 
segments is noticed to continue even in the 
current decade. This can be seen from an 
examination of the data on the index of 
industrial production during the past two 
years. The growth rate of non-electrical 
machinery, for instance, drops further to 
3.8 per cent, while that for electrical 
machinery is high at 22.35 per cent. 
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8.4 An alternative way of looking at 
the growth performance is to draw on the 
information relating to the growth of value 
addition in the production process. Table 8.2 
provides the relevant data. J'he results are 
largely consistent with . those based on the 
output figures except that they narrow down 
the differences in growth rates· between the 
1970's and 1980's .. For instance, the value 
adaed in the machinery sector grew at 7 per · 
cent per annum in the 1970's, . while in the 
1980:.s, it was 10 per cent per annum. Within 
the machinery sector, the electrical machinery 
experienced faster growth (11.6 per cent) than 
the non-electrical machinery (7.9 per cent) .. 

8.5 Table 8.3. indicates the position 
regarding exports and imports of machinery 
items and their r(!lative share in total exports 
and imports for the period from 1980:..81 to 
1990-91. What can be seen from these figures 
is that the share of machinery items in total 
exports has remained constant around 5 per 
cent, while the import share .has fluctuated. It 
went up from 11 per cent in 1980-81 to 20 per 
cent in 1986-87; and then onwards the share 
has been falling. 

8.6 The share · of imports in net 
domestic availability of machinery goods (i.e. 
domestic production . plus ·imports · · less . 
exports) is presented in Table 8.4 .. The data 
presented in the table suggest that imports 
meet generally around one-fifth of the total 
availability .. Jn 1980-81f :for instance, .the 
import share was 16 percent; then it climbed 
upto 20 per cent in 1985~86 but slided back to 
16 per cent in 1989-90. 

Customs Revenue from Machinery 

8. 7 . . Machinery items in general have 
been contributing a substantial percentage of 
the .total yield from customs duties as will be 
clear from the following table: 
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Revenue from Machinery Covered by 
Budget Heads 41 to 44 and SO 

Year Amount 
(Rs.crore) 

Percentage of gross 
import revenue 

1987-88 3656 26.44 
1988-89 3842 23.98 
1989-90 4543 24.79 
1990-91 5266 25.12 
1991-92. 5807 26.62 
1992-93(BE) 6232 24.35 

Import Duty on Capital Goods 

8.8 Import duties on. capital goods 
stand on a slightly different footing from the 
duties on other goods. · For one thing, their 
benefit to the econoJlly as producer goods and 
in contributing to revenue is of a recurrent 
nature until they wear out. For another, the 
negative effect of recurrent income · tax 
benefit due to depreciation on the initial 
revenue accrual from import tariff is peculiar 
to the producer goods. 

8.9 When a separate tariff heading for 
tariff item for project imports was created, it 
was basically as a facility for smooth 
clearance of ··goods intended for large 
projects, under a single heading with a single 
rate. However, over the years the scheme 
came to be used as a forum for extension of 
duty concession for certain identified projects 
like··· news print, · paper, fertiliser and 
electronics. The rate of project import duty 
was all along equal to the general rate of duty 
applicable to general· machinery except that 
countervailing duty (CVD) at the appropriate 
rate was leviable on general machinery. In 
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the 1985 budget a major departure was made 
when the import duty on general projects was 
reduced to 45 per cent, while general 
machinery continued to attract the duty of 
84.8 per cent. The duty on fertiliser project 
import was made nil and the duty on power 
and electronics projects was reduced to 25 per 
cent. 

8.10 In the 1986 budget, with a view to 
providing higher protection to the domestic 
capital goods industry, the import duty on the 
majority of the machinery items was 
increased from 84.8 per cent to 101.25 per 
cent ad valorem. The import duty on goods 
imported under the category of general 
projects was also increased from 45 per cent 
to 55 per cent ad valorem. In addition, the 
lower rate of 25 per cent on power a,nd 
electronics projects and nil rate of duty on 
fertilizer project was continued. Such · a 
divergence of rates on machinery imported 
under project imports and when imported 
otherwise, led to a situation wherein 
machinery required for modernization and 
technology upgradation was subjected to a 
much higher rate of duty than machinery 
required for setting up new projects. 

8.11 In the 1987 Budget, the general 
machinery rate was reduced from 101.25 per 
cent to 85 per cent ad valorem and at the 
same time the general project rate was 
increased from 55 per cent to 85 per cent ad 
valorem. Both the categories were exempted 
from CVD. (Both the rates became 90 per 
cent with the 5 per cent increase in auxiliary 
duty effected in September, 1987). Higher 
rates were also prescribed for · fertilizer 
project (going up from nil to 15 per cent ad 
valorem), power project of capacity of 50 
MW and below (going up from 25 per cent to 
35 per cent ad valorem) and electronic 
projects (going up from 25 per cent to 30 per 
cent ad valorem). 

8.12 In the 1989 budget, the import duty 
on general machinery and general project 
imports was reduced from 90 per cent to 80 
per cent as it was felt that some moderation in 
the rate of customs duty on capital goods was 

needed. With effect from the 15th December, 
1990, the duty was increased to 85 per cent 
and this was reduced to 80 per cent in the 
1991 budget. There were some changes in 
the duty rates applicable to special projects 
like power projects and electronics projects. 

8.13 In its Interim Report, the Tax 
Reforms Committee had recommended that 
the import weighted average duty for capital 
goods should be reduced to 55 per cent by 
1995-96 from the level of 91 per cent in 
1989-90. It was also indicated that this could 
be achieved earlier. (Paras 8.43 and 8.55 of 
the Interim Report). In the last Budget the 
duty on general machinery and projects was 
brought down from 85 per cent to 60 per cent 
in the first instance and to 55 per cent later. 
The Committee feels that the duty can be 
brought down further. The present duty 
structure on capital goods is as follows: 

Project imports: 

General projects 
Electronics projects 
Power projects 
Fertilizer projects 

I 
55 per cent 
50 per cent 
30 per cent 
nil 

The duty on general machinery is 55 per cent. 
But there are several items of machinery 
which carry 35 per cent or 40 per cent or even 
lower rates of duty. 

Complexity of the Existing Duty Structure 

8.14 The problem with the current duty 
structure is that not only are the rates high, 
but it is a system with multiplicity of rates. 
Since the rates are high, there are pressures 
for exemptions and concessions. To fit the 
situation of a particular group, the exemptions 
are tailor made. Soon, it becomes another 
lifeblood of trade policy. The sequence of 
events come as follows. First, pressure is 
applied to push the Government to exempt 
certain items from the statutory rates. Then 
the notification extending this exemption is 
added.. Each time, the law becomes more 
detailed and its administration becomes more 
complex - a · medium more and more 
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hospitable to power politics, and more and 
more detached from its rationale. 
Notifications · provide complexity, but not 
precision;, and complexity camouflages 
opportunity for abuse. 

8.15 table. 8.5. tries to· highlight this 
complexity. For machine tools, for instance, 
there are at least five rates varying from 35 to 
110 per cent. The rates applicable to imports 
of their parts and accessories are different: 40 
to (j(i:per cent.· Fertilisers machinery is totally' 
exempt . from duty. ·. For normal project 
imports, the duty rate is 55 per. cent; and for 
power project imports, the duty· rate is 30 per 
cent. Then there is a concessional duty rate -
40 percent for capital goods imports under the 
Export Promotion Capital Goods Scheme 
(EPCG). This concessional rate again varies 
- 25 per cent of the cif value under an export 
obligation of 3 times the cif value and 15 per . 
cent under an export obligation of 4 times the 
cif value. It is important to realise that the 
rates indicated in the table are .as per various 
executive notifications, while the statutory 
rates are still high. Again, there are a number 
of machinery items which are currently 
outside the scope of the notified rates, and so 
continue to attract the statutory rate. Yet 
another anomalous feature is that wherever a 
certain machinery item is under notified rate, 
the parts of the concerned one are outside the 
scope· of the notified rate, though attempts are 
made to see that parts and accessories are 
taxed at a lower rate than the machinery. 

8.16 The urgent need for rationalisation 
of the import duty structure relating to 
machinery would be readily appreciated from 
the information given above. Most producers 
produce mainly or largely for the domestic 
market. The aim should be to encourage 

·them and enable to produce also for the 
foreign market. Hence import duty rates in 
general should · not be prohibitive. High 
import duty rates also raise the financial cost 
of capital formation. 

Criteria for Tariff Reduction 

8.17 Prompt action is needed to simplify 
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and rationalise the current duty structure 
relating to machinery. First, one has to 
choose the criteria for determining the 
optimum or proper. level of tariff from the 
point of view of giving protection to domestic 
industry. Theoretically, a straight forward 
method is to adjust the duties by comparing 
home prices with the corresponding 
international prices. The assumption 
underlying this metQ.od is that if domestic 
markets are truly competitive and frictionless, 
they would reflect domestic costs. However, 
it is known that when import duty rates are 
high domestic prices tend to equate the 
landed cost inclusive of duty, although there 
could be instances where domestic 
competition could keep the prices below such 
landed cost. 

8.18 Another problem with this method 
lies in the qualitative differences between 
domestic products and foreign products 
bearing the same general description. 

8.19 The implicit rate of tariff could be 
worked out on the basis of a comparison 
between domestic costs and international 
prices for a particular product or group of 
products. (Such a comparison also will be 
subject to the limitation that there could be 
qualitative differences between the products 
compared). However, the implicit · tariff 
could not be equated with the optimum or 
necessary level· of tariff because some part of 
the higher domestic cost would be due to 
inefficiency in the functioning of the 
industrial units which . it is our aim to 
eliminate. Some part of the difference in cost 
could be attributed to the general inefficiency 
or other factors present in the economy over 
which the individual units have no control. 
So long as these inefficiencies exist the 

· protective duty must be sufficient to 
compensate for the cost disadvantages 
.resulting therefrom. The cost disadvantage 
could also stem from high import duty or 
non-remitted domestic indirect taxes on 
inputs. These have also to be kept in view. 

8.20 It is generally agreed that the lower 
efficiency of the domestic infrastructure has 
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an unfavourable impact on the cost of 
production in India. While the cost of power 
in India in general is not unfavourable (see 
Annexure VIII.1} there are often interrupted 
supplies; also captive generation often leads 
to higher costs. The transport and 
communication sectors in India cannot 
compare in efficiency with those in advanced 
countries or even in some of the developing 
countries which are industrialising fast. 

8.21 The second source of cost 
disadvantage is the relatively high cost of 
basic material inputs like basic metals and 
chemicals. Part of this higher cost of inputs 
is to be attributed to inefficient domestic 
production and part of it to high duties 
particularly import duties on those inputs. 
Either these duties would have to be reduced 
or one must make allowance for them. The 
third reason for higher domestic cost is the. 
high interest rates prevailing here than in 
several countries with which India has to 
compete. It is difficult to quantify the exact 
degree of cost disadvantage due to this reason 
because the interest burden would depend 
upon the capital mix, that is, the proportions 
of different types of capital used for financing 
production - plough back of profits, equity, 
long term debt and working .~apital. It is, 
however, clear that the interest rate in India, 
especially in recent times has been 
significantly higher than in countries such as 
Korea and Malaysia as well as in 
industrialised countries. 

Evaluati~g the Cost Disadvantage 

8.22 An attempt has been made to gauge 
the gap between domestic and foreign cost of 
capital goods production due to the factors 
mentioned above. For this purpose it was 
necessary to estimate first the production 
cost. 

8.23 Production costs were 
approximated to costs of capital, labour, 
material inputs, fuels and other 
miscellaneous charges. We then assumed that 
this structure would hold if we had available, 
and could compare with, a structure for the 

foreign country. Next using the differences 
between foreign and domestic rates - interest 
rate, electricity price and raw materials prices 
- and the weights of each of the relevant cost 
components in the total costs, the relative cost 
disadvantage was determined. 

8.24 The principal problems that had to 
be enco~ntered in framing these estimates fall 
into four categories: 

First, we had to have an estimate 
of cost of capital. The data on 
fixed capital given in the Annual 
Survey of Industries are at 
historical prices; and, moreover, 
depreciation is provided for 
keeping the financial accounts in 
view and not economic criteria. 

Second, the fixed capital stock 
includes both domestic and 
imported plant and machinery. 
The latter had to be separa~ed from 
the total because th~ home 
producer, unlike his foreign 
counterpart, is obliged to pay duty 
on imported plant and machinery, 
besides high interest cost on the 
capital invested. 

Third, the material inputs 
conSumed by domestic industry 
also include a portion that is 
imported. This portion had again 
to be separated from the rest, as in · 
the case of capital. 

Finally, the cost of electricity 
input is not given separately. 
Therefore, this again had to be 
separated from the total input costs. 

8.25 We have obtained the data on the 
cost of capital from a recent study 
"Performance Variation Across lndustries".12 
This source provided estimates of fixed 
capital stock at three digit ASI classification 
level for the period 1987-88. This information 
has been used after updating the estimate for 
the latest year for which data were 
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available from the Central Statistical 
Organisation (CSO). 

8.26 For separating the imports from the 
totals . - both for capital equipment and 
material \inputs, we · drew upon the 
information contained in the import flow 
matrix for 1989-90. Similarly, for getting the 
electricity cost, the datA . on electricity 
consumed in KWH given in the Annual 
Survey of Industries were converted intq 
value':' terms· by .. using the electricity price. 
Thus electricity costs were senarated from 
total input costs. 

8.27 . Once we have a picture of these 
different cost components, (see Annexure 
VIIL2) the ytay is· open to evaluate how the 
price structure in India in sexvicing these cost 
components places the home industry at a 
disadvantage compared to its counterparts· 
abroad The · actual formulae for computing 
this may be written as follows; 

TC0 = (Ko+KUIRo + L +ELY+ ORM0 + ORM1 
TC1 = (Ko +~)I~+ ~(1-Tt) + L + 

'- ELY(PI/PD) + ORM0(PIJPD)+ORM1(t-T2) 
TCn-TC1/TCn = Kofl'Cy,(IR0 -IR1)+ 

~!I'C0(IR0-IRrl + 
T1)+ELY/TC0 (t- P1!P0 )+ 
ORM1!1'C0 XT2 

TC[ = Total cost, domestic 
Tq = Total cost international 

Ko = Capital stock, domestic 
~· = Capital stock, imported 

IRo - .Interest rate, domestic 

IRI = Interest rate, international 
L = Labour employed 
ELY = Electricity consumed 
ORM0 = Other raw materials, 

domestic 
ORM1 = Other raw materials, 

imported 
Tt = Tariff on imported-plant 

and machinery 

T2 = Tariff on imported raw 
materials, components, 
parts, etc. 

Po = Price, domestic 

PI = Price, international 
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8.28 The framework spelt above was 
applied to a set of six different categories of 
machinery goods. The date of reference for 
implementing these calculations is 1991-92. 

The Results 

8.29 Table 8.6 exhibits the summarised 
results of these calculations. Scenario I 
exhibits the overall cost disadvantage across 
six commodity groups under the prevailing 
import duty structure on inputs and domestic 
costs. The cost disadvantage varies 
between 25 and 33 ~r cent. Electrical 
machi~ery has the highest cost disadvantage 
(33 per cent) and machine tools have the 
lowest cost disadvantage (23 per cent). In 
Scenario II, we make a hypothetical reduction 
of the rate of duty on imports of plant and 
machinery to ascertain its effects on cost 
reduction. The duty reduction diminishes the 
cost disadvantage in all sectoJS by 2 to 4 
percentage points. In Scenaric;> III we make 
this hypothetical duty reduction in respect of 
both plant and machinery and basic raw 
materials. The cost disadvantage scales down 
by 6 to 7 percentage points. In electrical 
machinery, for instance, the cost 
disadvantage diminishes from 33 per cent to 
25 per cent. In food and textile machinery the 
disadvantage diminishes to 20 per cent from 
the earlier high level of 27 per cent; in 
boilers, steam engines, etc. it diminishes to 24 
per cent, from the height of 30 per cent; and 
in .machine tools, it comes down to 17 per 
cent fro~ the height of 23 per cent. Finally, 
in scenario IV, we make a hypothetical 50 per 
cent reduction in the interest rate. In this case, 
the magnitude of reduction is much smaller 
than those obtained by tariff cuts. This can be 
seen by comparing the results of Scenarios 
III and IV. 

Modvat for Capital Goods 

8.30 Capital goods imported are at 
present not subject to any countexvailing duty 
(CVD). The Committee is of the view that, in 
principle, there should be no exemption for 
any goods. from CVD, in as much as this 
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selVes as a protection to the domestic industry 
being equal to the excise duty borne by the 
goods domestically produced, when the 
protective import duty itself has been set at a 
reasonable level. 

8.31 What the Committee suggested in 
the Interim Report was that a part of the 
protective customs duty (equivalent to the 
excise duty on the corresponding domestic 
products) could be converted into CVD. This 
would reduce the level of protective customs 
duty for such capital goods but would not 
involve any loss of revenue in the year in 
which the duty is reduced. It was also 
suggested that Modvat could be extended in a 
slightly different form to capital goods. The 
credit for CVD on the imported capital goods 
(and for excise duty in the case of 
domestically produced capital goods) could 
be allowed to be utilised over a period of four . 
years for payment of excise duty on finished 
goods produced using these capital goods. 
This would lower the cost of capital goods to 
the user industries with consequent benefit in 
terms of lower cost of production. The 
spreading of the utilisation of credit over four 
years has an advantage that the immediate 
loss of revenue would be small. In any case, 
part of the loss of revenue will, be recouped 
through higher income tax resulting from 
lower depreciation.13 

Recommendations 

8.32 The foregoing exercise we have 
carried out to assess the cost disadvantages of 
the domestic industry producing capital goods 
vis-a-vis the foreign producers is intended to 
obtain a broad quantitative measure of such 
disadvantage. While it cannot be claimed 
that our estimates precisely and accurately 
capture the cost disadvantages, we believe 
that the exercise indicates the order of 
magnitude of the disadvantage suffered by 
domestic industry._ 

8.33 We find that the existing cost 
disadvantage to the machinery sector owing 
to conditions of inefficiency present in the 
domestic economy and higher input cost 

partly due to higher cost of domestic 
production and partly due to high import 
duties, is around 30 per cent. A scaling down 
of tariff on imports of material inputs 
(including capital goods) would have a 
relatively high cost reducing effect. We are 
recommending reductions on import duty 
rates on metals as well as parts and 
components. Table 8.7 gives the prevailing 
rates of duties on different types of capital 
goods. It would be seen that these rates are 
much higher in several cases than what is 
needed to give adequate protection to the 
domestic industry even under the existing 
scale of disadvantages. We believe that the 
duty rates should be substantially brought 
down by 1997-98. By that time the import 
duty rates on imported metals and other 
inputs would have been brought down. We 
could also legitimately expect improvement 
in the efficiency of domestic production and 
of infrastructure. Hence we . would 
recommend that the import duty rate on all 
capital goods and project imports should be 
20 per cent. In addition a CVD of 10 'per cent 
should be levied for which Modvat credit 
should be given as recommended by us 
below. An exception may have to be made in 
respect of power projects, as Modvat credit 
will not be available. In the case of power 
projects, therefore, no CVD may be levied. In 
respect of electrical machinery, there could 
be a rate of 25 per cent without CVD as that 
industry would not be able to avail itself of 
Modvat credit. 

8.34 We would recommend that the 
excise duty on domestically produced capital 
goods should be brought down from the 
existing level of 17.25 per cent to 10 per cent. 
The excise duty in the case of domestically 
produced goods and CVD in the case of 
imported goods, may be credited in the 
Modvat account of the user of the machinery 
with the restriction that the credit to be used 
in any one year after clearance of the 
indigenous or imported goods will not exceed 
one-fourth of the duty. Any unutilised portion 
in any· one year could be permitted to be 
carried over for utilisation in the subsequent 
year or years. 
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8.35 Modvat credit of CVD or excise 
duty will not be avail$ble to an importer or 
purchaser of machinery who uses them for 
production of goods which do not pay any 
excise· duty either because they are exempt or 
because the operation · i~ within the small 
scale sector. 

8.36 Such a scheme will have to be·· 
incorporated in the law and would call for 
some...:- amendments to the Central Excise 
Rules. 

8.37 When a provision is made for 
credit of countervailing duty, the question 
would arise as to the treatment to be given to 
CVD for income tax purposes. One view is 
that the CVD should also form part of 'actual 
cost' of the machinery arid would be dealt 
with as such while computing depreciation 

' 
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allowance. In that event, Modvat credit, as 
and when received, will constitute income for 
tax purposes. This can be brought about by a 
suitable amendment of section 28 of the 
Income-tax Act. (OthelWise, it is likely that 
the credit, when received might be credited to 
a Capital Reserve or such other account and 
not treated as revenue for tax purposes). 
Another approach would be to keep out tile 

. :amount of CVD from the cost of capital. In 
this case, the amount of CVD paid would be 
treated as revenue expenditure in the year in 
which it is paid and Modvat credit could be 
treated as revenue income to the extent to 
which credit is given each year. We have 
considered both the alternatives and we are of 
the view that the second method is preferable. 
Suitable provisions in this regard should be 
made in the Income Tax law. 



TABLE 8.1 

Growth or Machinery Output 

(Per cent per annum) 

1971-80 1981-90 1990-92 

Growth of manufacturing output · 4.33 7.56 6.60 

Growth of machinery output 6.56 12.58 13.07 

Electrical machinery 5.28 19.55 22.35 

Non-Electrical machinery 7.84 5.62 3.80 

Source: Office of the Economic Adviser, Ministry of Industry, Government of India, 
Handbook or Industrial Statistics. 
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TABLES.% 

Annual Growth Rate in Value Added 

Manufacturing total 
Mac~ery 

Electrical machinery 
Non-electrical machinery 

1970-80 

4.91 
7.11 
7.19 
7.03 

Source: C.S.O., National Income Accounts Sta~tics • 

. TABLE8.3 

Exports and Imports of Machinery 

1980 1981 1982 1983 1984 1985 1986 
-81 -82 -83 -84 -8S -86 . -87 

Exported 329 406 397 378 466 492 626. 
machinery (4.9) (5.2) (4.5) (3.8) (3.9) (4.5) (5.0) -

Imported 1349. 1675 1933 '1:126 2658 3516 4061 

(Percent) 

1981-90 

8.09• 
9.15 
11.62 
7.89 

1987 
-88 

735 
(4.7) 

3919 

1988 
-89 

1068 
(5.2) 

4435 

(Value in Rs. crore) 

1989 1990 
-90 -91 

1465 1695 
(5.3) (5.2) 

5324 5823 
machinery (10.8) (12.3) (13.5) (17.2) (15.5) (17.9) (20.20) (17.8) (15.7) (15.0) (13.4) 

Total export 6711 7806 8803 9771 11794 10895 12452 15674 20232 '1:1623 32405 

Total import 12519 13608 14292 15832 17134 19658 20096 22294 28235 35415 43193 

Source: Directonte General of Commercial Intelligence and Statistics, Ministry of Commerce. Government of 
India, Monthly Statistics of the Foreign Trade of India. 
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TABLEL4 

Share of 1m pons ill Net Domestie 1\ vallabillty ofMachiaery Goods 

1980-81 1985-86 1989-90 

Net domestic avaDa-
bility (production plus 
imports less exports) 
(Rs. c:rores) 8301 17391 34585 

Imports 
(Rs. c:rores) 1349 3516 5324 

The ntio of imports 
to to1alavaDability 
(Percentage) 16.2 20.2 15.4 

Soura: National Accounts Statistics and Monthly Statistics of the Foreign Tnde of India. 
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TABI.EI.5 

Duty Rates OD Machinery 
(As of Marcia 1HZ) 

28 .items of maChine toots listed ill 

Basic+ auiUary 
duty (per cad ad 
v.Jorem). 

No1i&c:a'lm(t-3-t98fi) 110 

79 ik.IIJui ot JPMlbine l0ah rl&kll in 
tbe wotjf"aadirg (1-~1986) 60 

34 items of narihiinr IDD1i.liste4 ill 
the Notifindioa (1-.3-1978) · 35 

327 ilaDs o{.;..,t...; look liskd in 
6c Notifbtioa (17-9-1981) 40 

Parts of madaiae took 40-60 

AD other mxlrinay cxdudiag 
featiliser madabiay 55 

Puts of aJI othu machinery 40 

Fertilisu machinery Nil 

Normal project impor1S 55 

Power projects 30 

Machinery under Export Promotion Capital 
Goods (EPCG) scheme 40 



TABLEB.6 

Relative Cost Disadvantage of Domestic Prodacen 

(percentages) 

Scenario Scenario Scenario Scenario 
Title I n m IV 

Agricultural/horticultural/ 
forestry machinery 29.68 28.10 28.00 27.90 

Boilers, steam engines, internal 
combustion engines etc. 30.20 28.90 23.90 27.80 

Food and textile machinery 27.28 24.80 20.90 24.30 

Machinery for the manufacture 25.40. 22.70 19.00 22.20 
of paper etc. 

Machine tools 22.69 19.30 16.50 16.80 

Electrical industrial 
machinery 32.90 29.00 25.10 30.60 

Notes: Scenario 1: Scenario I is calculated by using the following parameters. The life of plant 
and machinery is lbumed to be 15 years. Domestic interest is taken as 20 per cent, and 
foreign interest rate 7 per cent Tariff on plant and machinery SS per cent; and tariff on 
basic material inputs is a weighted average of tariff on basic metals, alloys, etc. 

Scenario ll: AU remains the sal!le except tariff on plant and machinery which we 
reduce to 25 per cent to see how it affects cost disadvantage. ' 

Scenario ill: All remains the same as in Scenario D, but the tariff on aU basic material 
inputs is reduced to SS per cent 

Scenario IV: Interest rate is reduced to 10 per cent; all the rest remains the same as in 
Scenario I. 
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TABLE8.7 

Prevailing Tariff on Capital Goods · 

Items 

l. Non-electrical and electrical machinery 
other than machine tools · 

2. Parts and accessories of non-electrical .. 
and electrical machinery 

3. Machine tools currently in 
the peak rate 

4. All other machine tools 

5. Normal project imports 

6. Power Projects 

7. Machinery imports under EPCG scheme or for the 
manufactured items with major export turns 

Prevailing rate (per cent ad 
valorem) 

Basic + auxiliarr CVD 

55 Nil 

40 Nil 

110 Nil 

60 Nii 

55 Nil 

30 Nil 

40 Nil 



ANNEXURE VID.l 

Electricity Prices for Industrial Use in US Dollars/KWH 

Country 1980 1986 1990 

Industrialised countries 

Canada 0.020 0.026 0.036 
Finland 0.050 0.045 0.062 
Germany 0.05/ 0.066 0.091 
Italy 0.065 0.070 0.098 
Japan O.O&i 0.127 0.126 
United Kingdom 0.063 0.053 0.066 
United States 0.03/ 0.049 0.048 
OECD 0.050 0.062 0.071 

Developing countries 

India 0.051 0.049 0.049 
South Korea 0.094 0.073 0.070 
Taiwan 0.061 0.069 0.080 

•.· 
Source: International Agency, OECD, Paris, Energy Prices and Taxes, First Quarter 1992. 
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ANNEXURE VllU 

Weights of Cost Components 

Industry ~ L ELY ORM0 ORM1 Total 

1. Agricultural/ 0.090 0.050 0.080 0.008 0.771 0.001 1.00 
horticulture/ 
forr:stry/ 
machinery 

2 Boilers, steam 0.117 '0.070 0.100 0.007 0.586 ·o.1so 1.00 
engines etc. 

3. Food and textile 0.149 0.084 0.090 0.012 0.525 0.140 1.00 
machinery 

4. Machinery for 0.159 0.090 0.109 0.012. 0_4()Sl 0 1~? 1 nn 
the manufacture 
of cement, paper 
etc. 

5. Machine tools 0.205 0.116 . 0.142 0.020 0.408 0.108 1.00 

6. Electrical 0.117 0.070 0.113 0.010 0.545 0.145 1.00 
machiner}r 
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ELECTRONICS INDUSTRY 

Introduction 

9.1 India has a significant electronics 
sector that accounted for production of about 
Rs.10,000 crore in 1991. The output of 
electronic products has been increasing 
sharply in the past two decades as is evident 
from the following figures: · 

Year 

1971 
1976 
1981 
1986 
1991 

Domestic output of 
electronic goods 
(Rs. crore) 

173 
410 
856 

3460 
9725 

9.2 The electronics industry consists of 
six major sub-sectors, which are: 

i. Consumer Electronics; 

ii. Industrial Electronics & Control 
Instrumentation; 

iii. Computers and Peripherals; 

iv. Communication and Broadcast 
Equipment; 

v. Strategic Electronics; and 

vi. Electronic Components 

9.3 The first five sub-sectors can be 
clubbed into electronic equipment sector 
while the last one is the component sector. 

Production 

9.4 The breakup of sub-sectors and 
their respective values of production during 

1987-1991 are presented in Table 9.1. The 
annual compound growth rates of value of 
production (at current prices) in respect of 
communication and broadcast equipment, 
components, industrial electronics and 
computers and its peripherals and output from 
Exoort Processing Zones were above 20 per 

cent in 1987-1991 whereas the growth rates of 
consumer electronics and strategic electronics 
were below 20 per cent. The structure of 
production has been constantly changing with 
the advent of improved technology. 

9.5 The growth rate in nominal terms 
of overall production of electronics was 33.5 
per cent in 1988, which declined to 10.7 per 
cent during 1990 and further to 5.7 per cent in 
199t.l41n real terms, the growth rate in 1991 
has been negative.lS The compound annual 
growth rate (nominal) from 1987 to 1991 
works out to 20.02 per cent. Even in real 
terms (based on WPI for electrical machinery, 
which includes electronics), the growth rate 
between 1987 and 1991 was high at 12.42 per 
cent. It is only recently that the growth of the 
industry has slowed down .. 

Exports 

9.6 The sectoral breakup of exports of 
electronic items is given in Table 9.2. The· 
volume of India's electronics exports has 
been moderate. The share of exports in the 
value of production of electronics was 6.6 per 
cent in 1987 which increased to 9.25 in 
199t.l6 Even this moderate proportion of 
exports has been attained primarily due to the 
growth in the exports from Export Processing 
Zones (EPZ) and in computer software. 

9.7 The produc~on base of the 
electronics industry IS widely spread, 
consisting of over 2800 units. Of the 2800 
units, 11 are Central public sector units, over 
65 units belong to the States public sector, 
over 450 units are in the organised private 
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sector and the remaining units are in the small 
scale sector. About 70 per eent of .the total 
production of electronic goods is accounted 
for by 300 major production units. In terms 
of contribution to the· total ~production of 
electronics, the public sector accounts for 30 
per cent, SSI contributes roughly 30-35 per 
cent, and the remaining 35-40 per cent is 
contributed by the organised private sector.17 

Im~rts 

9.8 The domestic manufacture of . 
electronic components is highly iiii'port 
intensive. The component industry · has to 
import the major part of the required .raw 
materials an<J piece-parts, as the indigenous 
base for such materials and piece-parts · is 
absent in our country. The variety of such 
materials is. so large and the, individual 
requirement of many of these materials is so . 
low that it may not be economically viable to 
produce many of these materials. in the near 
future. TJte estimate of such imports · is 
around Rs.500-600 crore a year. Imports are 
likely to grow! with the growth of. the 
component industry. 

9.9 The tomponent requirements of the 
equipment sector are met by domestic sources 
upto a certain extent,· which varies from 
sub-sector to sub-sector. For example, in the 
case or'Black & White T.V., indigenisation 
level is very high. In the case of Colour T.V. 
also indigenisation level . is : adequate. 
However, in Industrial . , Electronics, 
Telecommunication ; and . Computers, the 
import content is very much higher. The 
estimate of the present import bill for 
components is Rs.800-900 crore per year. 
The requirement of certain components is at 
present so low that in the case of these 
components it may not be possible to produce 
them at a competitive .. rate. These may, 
therefore, continue to be imported. 

Price Trends 

9.10 Even though it is difficult to make 
comparisons, as the quality and technology in 
almost every component and equipment are 
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changing -in quick succession, an attempt was 
made to ascertain the price trends in the 
international market relating to electronic 
components and equipment during the last 
five years. 

9.11 In the· case of passive electronic 
components and active components of law 
technology, prices in dollar terms have been 
relatively stable, in some cases with marginal 
decline. In the case of co~ponents involving 
high technology, prices have substantially 
declined due to the advent of new products. 
In the case of the equipment sector, there has 
been marginal decline. 

~evenue from Import Duties 

9.12 · : There is· no separate budget head 
for the electronics industry and therefore 
precise information on revenue collection 
from this sector is not available. However, 
details pertaining to · electrical machinery, 
which includes electronics, are available. 
Revenue collection from imports of electricaf 
machinery has been as follows: · 

Year 

1987-88 
1988-89 
1989-90 
1990-91 
1991-92 (RE) 

Customs duty (Rs.crore)18 

796.83 
1347.77 
1733.30 
1589.45 
1600.00 

9.13 The electronics industry has 
already become an important sector in the 
economy and we recommend that a separate 
head may be created for this sector in the 
.Receipts Budget. . 

Tariff Structure 

9.14 The general rates of duty on 
different items of the electronic industry 
between August 1983 and October 1992 are 
shown in Table 9.3. Prior to 1983, there was 
no special duty scheme for the electronics 
industry. Different categories of equipment 
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were subject to different rates of duties, 
depending in many cases upon the end-use 
and the end-users. The raw materials and 
piece-parts required for the production of 
electronic goods were chargeable to various 
rates of duties based on the classification. In 
the majority of cases, duties on raw materials 
and piece-parts were higher than those on 
components and equipment. In 1983, steps 
were taken to streamline the tariff rates. For 
specified raw materials three rates viz., 0 per 
cent, 15 per cent and 45 per cent were 
prescribed. The duty rate for electronic 
components was fixed at 75 per cent. In 
order to encourage manufacture of electronics 
equipment (including components}, the duty 
on project imports and capital goods for the 
electronics industry was reduced to 25 per 
cent. Electronic equipment continued to be 
chargeable to various rates of duties. · 

9.15 In June 1986, another step was 
taken to streamline the duty structure. The 
duty for raw materials was fixed at 30 per 
cent, for piece-parts at 45 per cent and for 
components at 75 per cent. Equipment, 
however, continued to attract various rates in 
the ·range of 25-150. per cent. Duty rates on 
finished equipment were not rationalised and 
the rates were varying w~dely jp the range of 
25 to 40 per cent dependmg upon the end use 
and the end-users. 

9.16 In March 1988, the duty structure 
was further rationalised by prescribing a 
uniform rate of 100 per cent for all electronic 
equipment irrespective of the end-use or 
end-user (barring items meant for defence 
use and consumer electronics). 

9.17 As of October 1992, the rate 
structure is: 40 per cent for raw materials, 60 
per cent for piece-parts, 80 per cent for 
components, and 95 per cent for the finished 
products. This structure (though not the level) 
conforms to the basic guiding principle for. 
the rationalisation of the tariff rates, indicated 
in the Long Term Fiscal Policy and also the 
recommendation in Para 8.22 of our Interim 
Report. (Raw materials and intermediate 
goods should have a duty rate less than that 

for capital goods which in tum will have a 
duty rate less than that for finished goods). 

Need for Reforms 

9.18 We had recommended in paragraph 
8.22 of the Interim Report that there should 
not be any marked escalation in the tariff rate 
with the degree of proces~ing since it would 
discourage manufacturers to go in for 
backward integration. In the present duty 
structure relating to the electronics industry, 
we find that this principle has not been 
adhered to. Besides, we note that in 
determining the level of tariff, the 
depreciation of the real exchange rate has not 
been kept in view. 

9.19 The Department of Electronics 
(DOE) have supplied information to the 
Committee on the input coefficients (as 
percentage of the output value) for producing 
goods at different levels of the value addition 
chain from the available upstream levels. 
These are indicated in Table 9.4. Effective 
rates of protection at the current duty rates, 
after taking into consideration the changes 
made in the last budget, are indicated in 
Table 9.5. It is seen that the present duty 
structure continues to encourage the import of 
components. It is necessary to correct the 
imbalance in the present duty structure. 

9.20 A peculiar feature of the 
electronics industry is high value combined 
with low-volume/weight. Value to volume· 
ratio is high in electronic components and 
particularly in the case of active components 
like integrated circuits and micro processor. 
In such a situation, the other consequence of a 
duty as high as 80 per cent is that it leads to 
smuggling and under-invoicing of the 
imports. Industry Associations and certain 
manufacturers have informed the Committee 
that in certain cases where the prices of 
indigenously produced items are lower than 
the· landed price of similar imported goods, 
imported materials are · available at even 
lower prices through smuggling, thus 
adversely affecting the domestic industry. 
The nature and variety of electronic products 
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are vety .large and it ·is almost impossible to 
administratively prevent ·under-invoicing. If 
the duty rates get lowered, the . advantages 
gained by unscrupulous importers through 
smuggling and under-invoi_cing will· be 
minimised. 

9.21 Electronic items have applications 
in. diverse fields such 3$ .. industry~ 
entertainment, telecommunication ··· services 
and _ computers. Electronic online process 
control instrumentation, data acquisition 
systems, appropriate automation of the 
production processes using electronic 
instruments and computerised design ... reduce 
the downtime considerably· in chemical, 
fertiliser, fibre and various other industries. 
This helps in improving capacity utilisation 
and improving industrial efficiency. · The 
existing duty on machinery in general is 55 
per cent. The general rate in the case of 
project imports is also 55 per cent •. We are 
recommending a substantial reduction of the 
levels of duty on machinery and project 
imports. With the reduction in the· rate of 
duty, domestic producers will· bt; able to 
produce capital goods at competitive rates. 
Items of electronic equipment which are in 
the nature of capital equipment must bear the 
duty at the same level, or atleast similar level 
of duty on other capital equipment. A· duty 
rate as high as 95 · per cent or 80 per cent 
discourages the use of such equipment, which 
is an unintended result of the existing high 
duties. · 

9.22 An anomaly .in the ·present duty 
scheme for the electronics industry . is the 
exemption from · payment· . of CVD · on 
imported electronic equipment except in the 
case of computer, . peripherals and consumer 
durables. However; domestic manufacturers 
of such equipment are required to pay excise 
duty at the rate of 15 or 20 per cent (plus 
special excise duty). So long as the import 
duty ·is·· unduly .. high, ' this anomaly perhaps 
does no harm. ' . However, when the import 
. duty is brought down to a level just enough to 
give .,. reasonable protection, the absence of 
· CVD will place the domestic manufacturer at 
a disadvantage. This anomaly will need to be 
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recti tied .. 

Recommendations 

9.23 · The prices of electronic products in 
India are higher than the prices prevalent in 
international markets. · For many components, 
prices are at least 50 per cent higher than tbe 
world prices.l9 A similar situation exists in 
respect of the equipment sector wherein 
prices are 1.5 to 3 times· higher than the 
international prices. For the purpose of 
comparison of the domestic prices with the 
cif prices, we have selected a few electronic 
components and items of equipment. Data on 
prices have been obtained from the Industry 
Associations. 

9.24' In the case of Aluminium 
Capacitor industry, it was indicated by the 
Industry . Associations that even though the 
domestically produced product· is quite 
competitive with imported ones, 
under-invoiced imports are having an adverse 
impact on the industry. ·· 

9.25 In the case of Black and White 
T.V. picture tube, it was found that the 
implicit tariff is only about 30 per cent. 

9.26 In the case of 'Colour T.V. picture 
tube, the import content is quite high. 
However, parts of Colour T.V. picture tube at 
present carry an import duty of 60 per cent. It 
was also observed that prices of Colour T.V. 
picture tubes have been kept by the domestic 
manufacturers at a level almost equal to the 
landed price of imported picture tube. This 
item has been provided with additional 
>rotection by placing it in the negative list. 

1.27 An item which has high implicit 
:ariff is soft ferrite. Here the implicit high 
.ariff is due to factors other than taxation, 
1amely, due to high interest rates, and highly 
:apital intensive nature of the industry and 
tigh capital-output ratio. 

9.28 We find that the implicit tariff 
varies from component to component ranging 
from 25 to 80 per cent. The implicit tariff 
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appears to be high in areas which are 
physically protected or where duty rates on 
inputs are high or where the number of 
manufactures is limited. It is not 
economically justifiable to prescribe different 
duty rates for different components. Nor is it 
practicable to administer such a structure. 
Manufacturers of components with high 
implicit tariff should take immediate steps to 
restructure their activities, so that they 
become competitive. 

9.29 In the equipment sector, the 
implicit tariff was found to be in the range of 
10 to 110 per cent. In this sector, one factor 
that puts domeStic manufacturers at a 
disadvantage is- the excise duty leviable on 
such manufacture, while no CVD is leviable 
on imports. In the case of certain. 
instruments, import duty on parts is higher· 
than on the finished equipment. 

9.30 An important reason for the high 
implicit tariff, in both sub-sectors of 
Electronics Industry (components and 
equipment), is the very high import content 
and · the high import duties. Equipment 
manufacturers are importing substantial 
quantities of components. Component 
manufacturers import almost .... all the raw 
materials and piece-parts. Very few 
domestically produced raw materials or 
piece-parts are used by the component 
industry due to lack of support base. All such 
items carry high duties which directly lead to 
higher costs and also lead to higher levels of 
working capital and higher cost of 
inventories, which in tum lead to cost 
escalation of finished products. 

9.31 As indicated earlier, in the 
electronics industry, there is a marked 
escalation in the tariff rate with the degree of 
processing which discourages manufacturers 
to go in for backward integration. In the 
1992-93 budget, the first step to equate the 
rates on sub-assembly and equipment has 
already been taken. The logical next step 
would be to equate the rates of duty on 
sub-assembly and equipment with that on 
components by suitably lowering the rates of 

the former. In the existing scheme, domestic 
manufacturers of equipment are required to 
pay excise duty at 17.25 per cent while no 
CVD is charged on imported equipment. We 
recommend that this anomaly be immediately 
removed by levying CVD on imported 
equipment. Further, manufacturing of 
electronic equipment from components is not 
capital intensive compared to the component 
manufacture. From the input-output 
co-efficient provided to us by DOE (Table 
9.5), we find that the value addition from the 
component to equipment stage is very 
substantial; components form 50 per cent of 
the value of the complete equipment. In the 
circumstances, there is no justification to 
prescribe higher protection to the equipment 
sector than for the component sector. The 
Committee is, therefore, of the view that 
component, sub-assembly and equipment 
should attract the same rate of duty. 

9.32 ·The earlier stages in the electronic 
industry are piece-parts and raw materials. 
Both these stages are relevant to component 
manufacturers. The existing duty differential 
between these stages is 20 per cent in each 
stage. This will have to be narrowed 
gradually and by 1997-98, duty rate on 
piece-parts should also get merged with the 
rate on components and equipment. Taking · 
into account the capital intensive nature ·of 
manufacturing of components, we 
recommend a differential of 10 per cent 
between duty rates on components and raw 
materials. 

9.33 ·As indicated earlier, the existing 
duties for raw materials, piece-parts, 
components and equipment have been 
continuing from 1988 with minor variations. 
During this period, there has been substantial 
depreciation in the real exchange rate of the 
rupee, which in tum should have given a 
much higher protection to domestic producers 
than in 1988 or 1983. Higher import content 
in this industry would have partially offset the 
increase in the level of protection. Even then, 
the effective protection has substantially gone 
up. On this account alone, there is a case for 
reducing the nominal rates as well as 
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differential in the rates at different processing 
levels in the electronics industry. · 

9.34 The Committee is of the view that 
by .1997-98, the protective duty . on 
piece-p~, components and electronic 
equipment may be lowered to a level of 30 
per cent and on raw materials to 20 per cent •. 

9.35 We have separately recommended 
redu~tion of general machinery rate to 20 per 
cent. The rate recommended for the electronic 
components and equipment is 30 per cent to 
be achieved by 1997-98. We are aware that 
in situations where an electronic component. 
or equipment forms part of industrial 
machinery, the duty rate on the final product 
will be lower than on inputs. This is against 
the basic principle in the rationalisation of the 
tariff. It will, therefore, be desirable 
ultimately to lower the import duty rate on 
electronic components and equipment to 20 
per cent. Given the existing level of 
development of the electronic industry, it may 
not be possible to bring down the reduction of 
duty to such a level by 1997-98. However, 
attempt should be made to remove this duty 
differential in due course. 

9.36 We find that a number of electronic. 
items . are listed in the negative. list -
Restricted Items-F.20 · This provides 
additional protection to the components and 
computer industry but leads to distortion in 
the tax structure. We would recommend the 
elimination of such distortion by abolishing 
the entry relating to electronic items referred 
to above from the negative list~· 

9.37 We are given to understand that 
there are a numb~r of active components as in 
VLSIILSI which are not likely to be produced 
in the country in the next 8-10 years, unless a 
multinational company . decides to produce 
such items in India. . No protective duty 
should be levied on such goods. Any such 
duty would escalate the cost of the final 
equipment without any economic benefit. 

. We are given to understand that within a 
similar group of components, certain items 
are being produced in the country while 
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others are. imported and that it is not 
administratively feasible to make a 
distinction at the time of clearance by 
Customs officers.- We are,. therefore, not 
making any recommendation for special 
treatment · of the class of electronic 
components mentioned above. 

9.38 Another step that should be taken 
towards rationalisation of the tariff relating to 
the electronics industry relates to the present 
system of notifying the items which attract 40 
per cent, 60 per cent, 80 per cent or 95 per 
cent duty.. The electronics industry is one in 
which new technologies are emerging in 
quick succession, which results in new 
products in the world market. In the present 
~cheme, the above rates are applicable after 
an item is notified; otherwise the item attracts 
the statutory rate, which is normally the peak 
rate. This system acts as a barrier to the 
import of new products and technologies. 
We, therefore, recommend that the effective 
duty rates should be incorporated in the Tariff 
itself even if it would mean extension of the 
reduced rate to items other than what is 
specifically described in the. notification. 
This can be done in the first phase for 
components and equipment by 1997-98 and 
for raw materials and peice-parts, when· the 
basic raw. material rates are lowered to the 
finally recommended level. This· would 
eliminate the need to frequently notify new 
items and also help the inflow of the latest 
products and technology~ 

9.39 Electronic equipment contains 
electronic components as well as 
non-electronic parts. In many cases like 
computers and telecommunication 
equipment, the duty rates on electronic and 
non-electronic components are different. 
Such a distinction in our view is irrational 
and creates administrative complications and 
should be removed early. However, in 
certain situations we may have to permit such 
a distinction to continue till the duties are 
lowered to the finally recommended level. At 
present, the distinction between 
non-electronic and electronic component is 
made on the basis of the expression (which 
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was framed before the introduction of HSN 
based tarift), "other than parts containing 

. thermionic valves or transistors or other 
semiconductor devices or light emitting 
diodes or electronic micro-circuits or 
capacitors". We understand that this 
expression has led to disputes. in 
interpretation. We recommend that this 
should be replaced by "other than populated 
printed circuit board and the goods falling 
under Heading numbers 85.32, 85.33, 85.34, 
85.40, 85.41 or 85.42". 

9.40 A matter which needs clarification 
is the scope of the term "Electronics 
Industry". This term is neither defined nor 
used in the Customs Tariff. But the term is 
used in a number of notifications, particularly 
those relating to project import, capital goods; 
etc. The Committee is of the view that the' 
scope of the term should be defined by listing 
the concerned Heading/Sub-Heading numbers 
in the Customs Tariff. 

Computer Industry 

9.41 Earlier in this chapter, we have 
discussed in general the duty structure 
applicable to the electroq~ industry. 
Computer Hardware is a product of the 
electronics industry like other electronic 
equipment. The duty structure applicable to 
the electronics industry is applicable to the 
inputs for the computer industry also. In 
addition, the computer industry has been 
given from 1984 onwards more favourable 
duty rates on parts used by the industry. A 
higher import duty on computers than on 
electronics equipment was also fixed to 
protect the indigenous industry. {These duty 
rates have been changed a number of times 
but without disturbing the broad structure). 
By now, the computer industry has taken 
roots in the country and hence, the 
Committee is of the view that no favourable 
treatment need be given to this segment of the 
industry in respect of customs duties. The 
duty rates applicable to electronic component 
and equipment industry should also be made 
applicable to the computer industry. 

Capital Goods for Electronics Industry 

9.42 Capital goods imported for 
modernisation and balancing and under 
project imports, in the case of the electronic 
industry are charged to a duty of 50 per cent, 
as against the normal machinery rate of 55 
per cent. We have recommended elsewhere in 
the Report that the duty rate on general 
machinery and project imports should be 
lowered by 1997-98. The electronic 
components industry is a capital intensive 
industry. The situation in the industry 
producing electronic equipment is different. 
However, it is not desirable to prescribe 
different rates for different sub-sectors of the 
electronic industry. We therefore, recommend 
that the rate of 20 per cent (plus CVD) may 
be made applicable to the electronics industry 
as early as possible. This will get merged 
with the general machinery rates when that is 
lowered to the 20 per cent level. The 
components of such machinery should also be 
allowed at the same duty level. i 

Certification by Department of Electronics 
/Directorate General of Technical Develop
ment/Department of Telecommunications 

9.43 At present, in a large number of 
notifications pertaining to the electronics 
industry, the notified rates are made 
applicable subject to certification by the DOE 
or other Departments and agencies. As the 
duty rates are lowered and rationalisation is · 
carried out over a period of time, these 
notifications will become redundant. 
However, we are of the view that even now 
in a number of cases, the procedure of 
certification can be dispensed with. For 
example, such requirement is prescribed often 
in addition to an undertaking or end use bond 
from the manufacturer. This only creates a 
hurdle in the smooth flow of material to the 
industry. We would urge the Government to 
dispense with such a requirement in as many 
cases as possible. 

9.44 There are three important areas, 
pertaining to electronic goods as well as 
non-electronic goods wherein rationalisation 
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of impon tariff is required early •. Since a 
substantial portion of imports in these areas 
pertain to electronic goods, we are discussing 
these matters in this chapter. 

Imports hy Research Institutions · 

9.45 All scientific · and technical 
instruments, apparatus and equipment, parts, 
consumables, etc. are allowed to be imported 
duty . free by research institutions. As a 
measure of protection to the domestic 
industry, this concession is subject to the 
condition that goods are such as are not 
manufactured in India. Such a concession 
leads to an end result which is contrary to the 
interests of the domestic industry. Since no 
duty is 'levied on imports,_ imported 
equipment has a lower price tag, -while 
comparable equipment (with slightly different 
specifications) produced in the country will 
have higher prices, as inputs have to bear the 
import duty, and the final product, excise 
duty and sales tax. Users, therefore~ prefer to 
import the instruments with better technical 
specif~ations, even though the requirement 
can be satisfied with-equipment made in the 
country. The consequence of·, such · a 
concession will be that these iteiQS of 
equipment will not be taken up for 
manufacture in the ~untry even. in future, if 
the main users are research institutions~ We 
do not find any economic justification in 
providing indirect subsidy through · the 
mechanism of import duties to the . research 
institutions, particularly when the duty rates 
would be at . reasonably low levels. · · The 
Committee is~ therefore, of the view that this 
distortion must be removed as early as 
possible. Research institutions must pay _the 
duty as pay~ble· by any other- importers of 
similar goods; 

Medical Equipment and Parts 

9.46 Specified items of medical 
equipment which are considered as life 

. ·saving are allowed to be imported duty free 
by hospitals, doctors, traders or other persons 
{Notification No.208/81 dated 22.9.81). Parts 
of such medical equipment required by the 
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indigenous ··manufactures are however nc 
allowed duty free and are charged to variou 
duty rates ranging from 80 to 110 per cent. 

9.47 Other specified items of medic~ 
equipment are charged to customs duty a 41 
per cent. This rate is also applicable withm: 
reference to the type of importer (Notificatio 
No.65/88 ·dated 1.3.88). Parts of sue 
medical equipment are charged to 25 per cer 
duty (Notification No.66/88 dated 1.3.86). 

~.48 Parts relating to another specifie1 
list of medical equipment are permitted at 4: 
per cent duty.. When these are importe1 
complete, the duty leviable is 85 per cell 
(Notification No.165/86 dated 1.3.86). 

9.49 ·. Yet another notification provide 
that non-electronic parts of medical electroni1 
equipment will be charged the same rate o 
duty as is applicable to complete equipmen 
(Notification No.235/83 dated 18.8.83). 

9.50 In . addition to · the above 
Government and other charitable hospital: 
(the conditions to be satisfied are prescribe« 
in the notifications, which in our view an 
impractical to administer) are permitted dut~ 
free import of all equipment, apparatus, etc. 
provided the goods are such as are no 
manufactured in India. A large number o 
items - of medical equipment are importee 
under this provision (Notification No.63 anc 
64/88, both dated 1.3.98). 

9.51 . Obviously, the present duty schem~ 
is highly complicated, not adhering to one ol 
the __ basic principles of fixing the tariff rates 
viz., the raw material and intermediate g<><Xh 
should should have a duty rate less than tha1 
for complete equipment~ This anomalou~ 
duty structure discourages the manufacture oJ 
medical equipment in the country. b 
addition, this violates the criterion oJ 
neutrality, interferes with the choice of useJ 
and also leads to inefficient use of resourc~ 
in the economy. The Committee is, therefore, 
of the view that no medical equipment should 
be permitted duty free. All equipment should 
carry an import duty of 20 per cent. Parts of 
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medical equipment may be permitted at the 
same rate as is applicable on the medical 
equipment to encourage the domestic 
manufacture. The Committee is also of the 
view that all medical equipment, whether 
electronic or non-electronic, should be treated 
on par .. 

Instruments and Apparatus 

9.52 0 p tic a I, photographic, 
cinematographic, measuring, checking, 
precision, medical or surgical instruments and 
apparatus and parts and accessories thereof 
are covered by Chapter 90 of the First 
Schedule to the Customs Tariff Act. These 
goods attract customs duty rates ranging from 
nil to 110 per cent. The duty rates for parts 
and accessories are very complex, which vary. 
not only from instrument to instrument bu1 
also on the consideration whether accessories 
contain electronic parts or not. Moreover, 
parts generally attract a rate of duty different 
from the one applicable to accessories. We 
do not find any justification to have such a 
variation in duty rates. We are of the view 
that a uniform rate should be applicable to 
parts and accessories. The distinction based 
on whether accessories contain electronic or 
non-electronic part should alsO'' be removed 
early. 

9.53 Further, different instruments 
attract different rates of duty and a number of 
instruments and parts have been granted 
exemption based on end-use or end-user 
criterion. The major portion of goods covered 
by Chapter 90 are instruments and apparatus 
used in industry for quality control, testing, 
checking, etc. These are generally charged to 
duty at levels higher than the machinery rate 
for which there is no specific justification. 

Quality control, testing, checking, etc., are 
important steps in the production of goods 
and services. We are of the view that duty 
rates on these instruments and apparatus 
should be brought down to the level of 30 per 
cent. In some cases, the rates of duty on parts 
and accessories are higher than those on the 
complete instruments or apparatus. This 
anomaly should be removed. Generally, 
these instruments contain electronic as well 
as non-electronic parts. We have separately 
recommended that duty on electronic 
components should be brought down to 30 
per cent~ We, therefore, recommend that the 
duty rates on all parts and accessories of such 
instruments or apparatus should be lowered to 
30 per cent by 1997-98. Consumer electronic 
goods covered by Chapter 90 of Customs 
Tariff may be subjected to the peak rate of 50 
per cent as applicable to other consumer 
durables. 

Structure of Import Duties Recommended 
for 1997-98 

9.54 The broad structure of duties 
recommended for the electronic industry is as 
follows: 

Raw materials · 20 per cent 

Piece-parts, components, 
sub-assembly and equipment 30 per cent 

· Machinery/project imports 
for electronics industry 20 per cent 

Medical equipment 20 per cent 

Instruments and apparatus 30 per cent. 
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TABLE '·1 

Production of Electronic Equipment and ~omponents 

(Rs. crore) 

Item, 1987 1988 1989 1990 1991 Growth rate 
(1987-1991) 

Consumer electronics 1820 W>O 2850 2938 3000 '12.8 

Industrial electronics 685 935 1210 1400 1410 20.3 
~ 

Computers 375 486 700 820 830 23.5 

Communication and broadcast 710 ~00 1425 J630 1935 29.7 
equipment 

Strategic· electronics 300 390 500 510 519 15.9 ........ 

Electronic components 700 L025 1440 1520 1750 24.9 

Export processbtg zone 130 164 234 322 281 24.8 

Total 4720 6300 
. . ~ 8309 9200 9725 20.02 

Souree: Annual Report. 1991-92. Department of ElectronicS. Government of India. 
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TABLE 9.% 

Sectoral Breakup of Export of Electronics 

(Rs. crore) 

Item 1987 1988 1989 1990 1991 Growth rate 
(1987-1991) 

Consumer electronics 30.3 47.7 57.0 84.0 121.0 39.60 

Industrial electronics 64.0 520 87.0 116.0 81.0 13.58 

Computers 40.7 137.8 243.0 297.5 177.0 44.90 

Communication and 
broadcast equipment 10.5 8.5 11.0 18.5 13.0 12.80 

Electronic components 96.0 128.0 229.0 214.0 178.0 19.10 

Computer software 75.0 101.0 157.0 200.0 330.0 45.80 

I·' 
Total 3120 . 475.0 784.0 930.0 900.0 32.19 

Source: Annual Report, 1991-92, Department of Electronics, Government oflndia. 
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TABLE'.3 

Electronics Industry • Customs Duty ·A Compamon 

S.N~. l~em August June March October 
1983 1986 1988 1992 

Gene~ 

1. Raw materials 0,1S.4S% 30% 3S%+CVD 40%+CVD 

2 Piece-Parts and Above1S% 45% S0%+CVD 60%tCVD. 
consumables 

3. Electronic 7S% 7S% 80%+CVD 80%+CVD 
componeots 

4. Non-electronic 25%-1SO% 25%-1SO% 100% 95% 
parts of ~lecom 
equipment 

s. Electronic equipment 25%-176% 25%-176% 80% .$0% .. 
(broadcasting, 
telecommunication, 
industrial, etc.) 

Capitai Goods 

6. Project jmports 25% 30% SO% SO% 

7. Capital equipment 25% SS% SO% SO% 
foJ modernisatioq 
and balancing 

8. Moulds, tools, 100% 100% 30% SO% 
dies 
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Product 

Piece parts 

Components 

Sub-assemblies 

Finished products 

TABLE9.4 

Input Co-efficients 

Raw 
materials 

45 

30 

12 

10 

Piece 
parts 

70 

40 

33 

Produced from 

Components 

60 

50 

(in per cent) 

Sub
assembly 

85 
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Product 

Raw-materials 

Piece parts 

Components 

Sub-assemblies 

Finished 
products 

112 

Nominal· 
duty 
rates 

40 

60 

80 

110 

110 

TABLE'.5 

Etrective Rates of Protection at Current Duty Rates 

Effective rates of protection 

Raw mate
rials 

76 

97 

120 

118 

Piece 
parts 

127 

143 

135 

Compo
nents 

155 

140 

Sub
assembly 

110 

(in per cent) 
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REVIEW OF NOTIFICATIONS GRANTING 

EXEMPTION FROM CUSTOMS DUTY 

10.1 In the Interim Report we had 
emphasised the need for having a stable rate 
structure_and for doin1: away wi_tfLwhat.we 
referred to as the '!l.~tificati_gn_Jaj'. We had 
also rerommende(ftfiat the existing 
exemption noti fi catiQ!lL,shoul<Lhe...reviewed 
and e11<,I-use exemp~i.ons_ ~h-~_ul~ .!'~--~yent,\la.lJY 
remoyed. A review· of the notifications 
granting exemptions from customs..J)uty....bas 
since been unde~~ke_n:-· In this Chapter, we 
are giving a brief resume of our findings and 
recommendations.. · 

10.2 The notifications granting 
exemption rel~te to basic _cus!oms duty_alQ~. 
basic aup'-~!ld _ cypJ _a~xiliary . ..dut)'.._!)~D. 
Some o the notifications relate to the imp_ort 
of specified goods by __ ~lUmporters...and some 
to specifiea goods_Qr_alL gaads...hy _p_~Oi~ular 
importers·~--Illustrations of the latter type are 
those . relating to . import~- by diJ2l.Qnlats, 
passengers, etc:- These are ll.1Q.S.tly_o.f_go.o.ds of 
non-commerCial nature and ttie volum~ of 
imports· and revenuC? 1mQifcatiwl-.except in 
the case ()f _ passenge.rs' b~ggag~.J.. are not 
likely to be substantial. 

10.3 A review of all the notifications 
relating to exemption from 5~ust2_1!ls -~J!!Y~as 
made_ o~_ behalf_ oLthe..Committee..by_grQJJps 
of senior officers of th~Q.lstoms .and Central 
Excise Departm-ent, -whose services were 
made availa~~e _by" ·the:-Cenifcii:-Boaid.-of 
EJl~!ld Customil W~ have scrutinised the 
reports prepared -• by. these groups. Broadly 
our recomm~_ndatlops .J_n_ r~gard to these 
notifications are given below: . 

... . .... -.... ·--
a. General notific~t!ons_suclL.as those 

relating to export_incentiv~ (Advance 
Ucen5es, FIZ's, etc.) may be 
continued. ' HoweveL · n_gljfications 
relating to differentfree...Intde. ~ones 
can be rile'ijed into a single notification, 

-._.___.., ...... , ·-~·- --...,..,.,.. . 

as the procedure for av.ailiD~ of the 
. exem}21ion_i~_ common for allsuch 
notifications. 

b. Notifications gran.ti.Pg_~rtia.l ex~~p~on 
in _r~ga.!.<Lt_o_specified._commqd!ttes 
falling__under_a... pa.rt~~r sub-he~ng 
or he_ading _canJ?~.J~.~~nd~.L~~Y!.~)V 
and as and when the tariff rates are 
brm.lg~tJ!o~n. c,q_ijlSi~_ciiU~(faiiOriS 
of the -Committee,_ tQ_ tl_leJeyel or 'below 
the level indicated in the notifications, 
these may be res~ind~. In many c~es, 
making distinctions among__goo<;Is 
covered by a p~t~ular _.sub-heading 
may not be necessary,_ one~ . tpe. t~riff 
has beensubstantiaiJy_r,~du~ed. ' 

c. There will be a few notifications 
granting ~~l!lP.!i~r:!~ .. J~r-~IJ! _<!~!Y, _ 'Y.&:ere 
for -administrative reasons the 
notifications rna~ haveio be continued 
as the .2riirieu!rlSUCs-qOKuml>gn~d 
goQ_ds.~<?':!lLu_qLJ~Q.Ltlt~elyeWo 
classification under a ~articular 
sub,:.headigg or headin2 or ,c;: ~~p_teL_of 
theJ.a,riff .buLaUh~..:iwnu.Lm.s.J! is 
considere~ec~ssary that a Kreferential · 
treatment IS warranted. Sue occasions 
arise beCaUSe . ou!ie nature of the 
commodi~ classification code in use, 
in ienns of whlcl\:&'Qo]§~Ll1!I!~rfnt 
tyR,es will get clas!ifi~d under the same 
su2:.headi.ng_..tbe. tariftdysgipif<?n IC?J.n.& 
very broad. One such instance is 
Noifflcation No.251/92 dated 31.7.92 
fixing:CO.OC.essiori~J~t.~fof:duty]d-d@g 
inte~diates...Jot..manufacture .. ,of. life 
saviDg_dmgs. In the tariff, .!b~~ttJg 
intermediates. are..classitiecLas ~Qrg,anic 
chemicals and there may not b~_a_c~e 
for granting the concessiol!_~l_~t~ ~,2...~J 
such chemicals. 
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Review of Notifications Granting Exemption from Customs Duty 

d. There are some notifications . granting 
exemption to goods classifiable under 
different headings of the Tariff but 
where a uniform treatment is warranted 
due to administrative· reasons or 
othei\wise. Illustrations of this type of 
notifications are . gift parcels, j)aggage 
and goods of Indian origin imported 
after repairs. 

10.4 In addition to the above, the 
Committee reviewed all notifications relating 
to exemption from CVD, with or · without 
exemption from basic duty. · As we have 
stated earlier, normally there should not be . 
any exemption from CVD inasmuch as such 
exemption discriminates against the domestic 
manufacturers producing these items. From 
an analysis of. the notifications relating to 
CVD we find that these . can be broadly 
classified into three categories: 

a. Notifications relating to commodities, 
mainly inputs, the · deletion of which 
will not generally result in any variation 
in the incidence of duty due to the 
operation of Modvat; 

b. Notifications relating to commodities 
other'than those at ' a ' above- mostly 
items of machinery, the withdrawal of 
which will result in increase in the duty 
incidence since the commodities are 
outside the Modvat regime. 

c. Notifications relating to . imports by 
different industries, institutions, etc. 

10.5 Annexure X.1 gives a list of these 
three categories of notifications in three parts 
as stated above.· 

10.6 · . As .· regards notifications listed in 
Part A, • the inputs would be eligible for 
Modvat credit provided the finished products 
pay excise duty. These notifications can be 
rescinded. Illustrations in respect ,of such 
exemptions . are those relating to ethylene, 
N-paraffin, VCM and EDC. 
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10.7 As regards the notifications listed 
in Part B, immediate withdrawal of the CVD 
exemption will have the effect of increasing 
the total duty incidence on the commodity. 
The rescinding of these notifications will 
have to be fitted into the pattern of reduction 
of the basic customs duty, for which we have 
made separate recommendations. 

10.8 Notifications in Part C relate to 
groups of commodities with emphasis on the 
importer. Here the Committee is of the view 
that as far as possible, instead of complete 
exemption . from CVD for imports, a lower 
excise duty should be fixed for the same 
goods when manufactured within the country 
so that imported goods also enjoy the same 
benefit in· relation to CVD automatically. 
Once this is done, these notifications can also 
be rescinded. · 

10.9 In some cases exemptioq from 
CVD is desirable from the administrative 
angle, for example, baggage, post parcels, 
gifts by post, personal importation of life 
saving drugs, equipment etc., where it is 
administratively convenient to have a single 
rate of CVD so that customs clearance does 
not present any problem due to the need for 
calculation of CVD in respect ·of individual 
items. Such notifications may have to be 
continued. 

10.10 · In addition to notifications 
reducing the rate of duty, there are 
notifications which provide for suitable 
adjustment of assessable value, like in the 
case of copper imported after exporting 
copper reverts or concentrate and in the case 
of -goods cleared at the Internal Container 
Depots (ICD).21 Some notifications and 
regulations other than those issued under 
section 25 of the Customs Act are . also 
important from tariff point of view. Two 
illustrations are the Project Import 
Regulations and the notification issued under 
section 65 of the Customs Act in regard to 
raw materials imported for manufacture under 
bond. Besides, there. are notifications fixing 
specific duty for a particular item, covered by 
a sub-heading having a general description. 



Review of Notifications Grantin~ Exemption from Customs Duty 

All such notifications may have to be 
continued. 

10.11 In some cases, the exemption 
from duty can be provided by making a 
suitable entry in Chapter 99 of the Tariff. 
Exemption to challenge cups, medals and 
trophies won abroad and exemption to 
appliances and apparatus for the blind and 
deaf fall in this category. There will be a 
case for continuing the exemption from CVD 
in respect of the goods covered by the whole 
Chapter.22 

10.12 As regards notifications 
relating to duty exemption from auxiliary 
duty, all these will become redundant and can· 
be rescinded once our recommendation 
regarding merger of basic duty with auxiliary 
duty is implemented. 

10.13 The Committee would urge 

that all the notifications may be gone into 
thoroughly and the modifications suggested 
by us are brought about as early as possible. 

10.14 In the Interim Report, we had 
recommended issue of a Tariff Guide giving 
the classification of all commodities. Such an 
index will provide a code for purposes of 
computerisation. This code can have all the 
six digits of the sub-heading and three 
additional digits. The exemption 
notifications which will have to be continued 
should be reformatted in such a way that the 
notifications themselves give the code 
numbers. Where the notifications relate to 
goods of a general description covered by 
more than one chapter, . a suitable coding 
system will have to be evolved. A coding 
system is essential to get the full benefit of 
computerisation, including monitoring the 
extent of utilisation of the concessional rates 
and the revenue implication. 
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s. ·Notification 
No. No. 

1. 260{16 

. 
2 88{11 

3. 29{19 

4. 224/81 

5. 103/81 

6. 210/82 

7. 295/83 

8. 2/83 

9. 243/84 

10. 219/84 

11. 222/84 

. 12. 48/84 

13. 224/85 

14. 16/85 

15. 77/85 

16. 78/85 
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List of Notifications Relating to Exemption from 
Countervailing Duty 

(Paragraph 10.6) 

Part-A 

Brief particulars 

ANNEXURE X.l 

Hollows imported for manufacture of seamless steel tubes to be supplied for use in the 
manufacture of industrial and power boilers 

Acrylic yam 

Specified goods for the leather industry (pi2JDent. dyes. etc.) 

Vinyl chloride monomer for manufacture of PVC resins 

Steel tubes for manufacture of gas cylinders 

Raw material and components for manufacture of goods to be supplied to I.D.A., 
LB.R.D., etc. . 

Titanium sponge for manufacture of titanium and titanium alloy products 

Permanent magnet field d.c. Motors for manufacture of electrically operated two or three 
wheeled motor vehicles 

Ethylene dichloride 

. Waste paper or paperboard for manufacture of pulp for use in paper or paper-board 
making. 

Nickel oxide sintered 

Computer numerical control system for use in machines tools 

Specified goods for the leather industry (soles, pattern, etc.) 

Components of fuel injection equipment 

Fuel-injection equipment 

Sub-components (other than raw material) for anufacture of components of fuel injection 
equipment 



s. Notification 
No. No. 

17. 58/BS 

18. 74/SS 

19. 30/85 

20. 276/85 

21. 513/86 

22. 386/86 

23. 335/86 

24. 501/86 

25. 481J86 

26. 178/86 

27. 498/86 

28. 155/86 

29. 158/86 

30. 397/86 

31. 165/86 

32. 245/86 

33. 346/87 

34. 52187 

35. 20/88 

36. 240/88 

Brief particulars 

Homoeopathic medicines 

Components of fuel efficient commercial motor vehicles for providing after sale service 

Polyester fJlament yam above 750 deniers 

Polyster fibre for manufacture of low price fabrics 

Raw materials & components required for the manufacturer of goods to be supplied to 
the ONGC, GAIL or Oil-India 

Specified goods for manufacture ofleather chemicals 

Filter paper for manufacture of tea bags 

Narrow elastic tapes 

Sponge iron for use in electric arc furnace or induction furnace 

Sodium hydroxide in aqueous solution 

Sodium hydroxide Solid 

Parts imported for the purpose of setting up or assembly or manufacturer of specified 
articles faDing Iinder Chapter 84 or 85 

Components imported for manufacture of certain specified textile machinery 

Parts of computer numerical control systems 

Components required for manufacture of specified electromedical equipment 

X-ray cameras designed for diagnostic & surgical purposes 

Paratrm imported for manufacture of linear alkyl benzene 

Di-iso-butylene, heptene, nonene, bexene, and mixed octene for the manufacture of the 
oxoalcohols 

Specified raw materials for manufacture of specified goods (power equipment, electrical 
machinery, etc.) 

Un-wrought nickel 
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s. Notification 
No. No. 

37. 60188 

38. 66/88 

39. 33/88 

40. 144/88 

41. 179/88 

42. 296/88 

43. 200/89 

44. 97/89 

45. 267/89 

46. 5!89 

47. 24/90 

48. 171/90 

49. 281/90 

50. 282/90 

51. 262/90 

52 97190 

5~- 211190 

54. 134/91 

55. 57/91 
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Brief particulars 

Non-electronic parts ·required for manufacture of electronic equipment covered by 
Notification No. 59/88 

Component parts of electro-medical equipment covered by Notification No. 65/88 

Goods (other than raw material) imported for manufacture of specified components of 
fuel-efficient lcvs of payload not exceeding 4000 kg. 

Sight saving equipment and their accessories & spare partS 

" " 

Parts of sight saving equipment covered by Notification No.144/88-Cus 

Specified goods imported for manufacture of drugs and harmones 

Ethylene 

Parts required for manufacture of specified instruments 

Specified goods for use bt leather industry 

Specified goods for manufacture of button celis 

. . . - . . 
Vegetable saps and extracts of a kind used in homoeopam1c mea1cmes 

Specified items of polyethylene and copolymers o~ ethylene and polypropylene and 
copolymers of propylene for manufacture of aseptic packing material for packing of 
pharmaceuticals · 

Pulp other than rayon grade wood pulp 

Rayon grade wood pulp 

Specified goOds imported f.or the readymade garment or hosiery industry 

·Components for manufacture of specifie_d electronic textile testing equipment 

Cotton yarn, cotton terry towel fabrics and cotton terry towels 

Raw material and components for manufacture of capital goods to be supplied to the 
fertilizer plants 

Zirconium oxide and yttrium oxide for manufacture of nw cubic ziconia 



s .. Notification 
No. No. 

56. 59/91 

57. 93/91 

58. 97/91 

59. 87/91 

60. 243/92 

61. 89/92 

62. 86/92 

63. 87/92 

64. 145/92 

65. 146/92 

66. 221/92 

67. 222/92 

68. 223/92 

69. 224/92 

70. 225192 

71. 231/92 

72. 232/92 

Brief particulars 

Thio cyano methyl thio benzothiazole (TCMTB), para chloro meta cresol (PCMC) and 
formulations containing any one or both of these chemicals for use in the industry 

Computer peripheral devices for manufacture of computer system to be supplied to· a 
research institute 

Components required for manufacture of specified machines for electronic industry 
covered by the Notification No. 96/91 

Specified components of arc tubes for high pressure sodium vapour lamps 

Wood pulp' other than rayon grade wood pulp for manufacture of newsprint 

Flanged radial bearings fQr manufacture of wheel chairs 

Parts required for the purpose of initial setting up, assembly or manufacture of specified 
textile machines 

Parts required for the purpose of the initial setting up, or for the assembly or ~anufacture 
of machine tools 

Components of fuel-efficient Light Commercial Vehicle (LCV) 

Compontnts of fuel-efficient LCV employing indirect injection engines 

Components for manufacture of fuel-efficient motor cars of engine capacity exceeding 
1000 c.c. 

Components for manufacture of fuel-efficient motor cars of engine capacity not 
exceeding 1000 c.c. 

Components for manufacture of fuel-efficient four-wheeled cross-country motor vehicles 

Goods (other than raw-materials) ·required for manufacture of specified components of 
fuel-efficient motor cars 

Goods (other than raw-materials) for manufacture of components of fuel-efficient 
four-wheeled cross country motor-vehicles 

Components of motor vehicles for manufacture of motor vehicles of engine capacity not 
exceeding 1000 c.c. 

Goods (other than raw materials) for manufacture of components of motor vehicles of 
engine capacity not exceeding 1000 c.c. 
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s. Notification 
No. No. 

1. 268n6 

2 to6m 

3. 42n8 

4. 43n8 

5. 243n8 

6. 9n9 

7. t4n9 

8. 114/80 

9. 113/81 

10. 315183 

11. 256/84 

12. 16/85 

13. 123/85 

14. 314/85 

15. 6186 

16. 125/86 

17. 154/86 

18. 159/86 

19. 160/86 

20. 343/86 

21. 390/86 

120 

Part·B 

Brief Particulars 

Project imports 

Specified articles required for mining 

Specified machines for leather ~rocessing and finishing industry 

Automatic spraying machine for leather processing and finishing industry 

Exhaust emission measuring equipment and other instruments for testing in automotive 
industry 

Spinnerettes made of ceramic or glass 

Tea bag machines 

Specified machines tor the printing industry 

Power operated briquetting presses for compacting celluloSic waste material into fuel 
briquettes, and parts and aCcessories thereof 

Electronic project imports 

Gibberellic acid 

Specified machines designed for garment or hosiery industry 

Specified wireless apparatus accessories and components imported by a licensed amateur 
radio operator 

Moulds and dies for manufacture of artificial plastic articles 

Specified equipment imported for initial setting up of a hotel or expansion of.a hotel 

Specified food processing/packing machines 

Machine tools 

Specified gem and jewellery machinery/equipment 

Specified machinery for marine products industry 

Moulds, tools and dies for electronic industry 

Machines for coffee industry 



s. Notification 
No. No. 

22. 514186' 

23. 2/87 

24. 28/87 

25. 59181 

26. 62187 

27. 63/87 

28. 64/87 

29. 71/87 

30. 80/87 

31. 122/87 

32. 317187 

33. 332/87 

34. 21/88 

35. 22188 

36. 23/88 

37. 24/88 

38. 25/88 

39. 26/88 

40. 28188 

41. 29/88 

42. 30/88 

Brief Particulars 

Goods required for HBJ gas pipe line project 

Specified solvent extraction machinery 

Specified type of paper for printing of newspapers, books or periodicals 

Machinery covered by specified headings/description of Chapter 84 or 85 

Ladder, platforms & pumps imported by fire services 

Specified goods for the initial setting up of a unit, or for the substantial expansion or for 
the modernisation of an existing unit of caustic soda plant based on membrane cell 
technology 

Specified foundry machines 

Specified sophisticated textile machinery 

Specified equipment for electronic R&D units 

Machinery falling within Chapter 84 or 85 for manufacture of contraceptives 

Specified machinery, falling under Chapter 39, 69, 82, 84, 85, or 90 for specified 
industry foa:technology upgradation 

Lithium carbonate for energy saving and pollution control in manufacture of aluminium 

Specified machinery for woolen industry 

Specified machinery for manufacture of bicycles and components thereof 

Specified machinery for the .silk industry 

Specified machinery for processing and packaging of tea 

Specified machinery for manufacture of newsprint 

Specified machinery for use in the manufacture of rolling bearings 

Book binding machinery imported by a newspaper establishment 

Four colour and above four colour sheetfed offset printing machine imported by a 
newspaper establishment 

Specified machinery/equipment for energy conservation 
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s. 
No. 

43. 

44." 

45. 

46. 

47. 

48. 

49. 

50. 

51. 

52. 

53. ' 

54. 

55. 

56. 

57. 

58. 

59. 

60. 

61. 

62. 
. 
63. 
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Notification 
No. 

51~ 

59/88 

148/88 

183/88 

250/88 

288/88 

333/88 

18/89 

40/89 

62/89 

64/89 

66/89 

68/89 

69/89 

71/89 

72/89 

73/89 

98/89 

i52!89 

179/89 

196/89 

Brief Particulars 

,. 

. ~. 

Machinery and instruments for manufacture of rural automatic exchange (RAX) 
equipment ,, 

Specified communicatioDJbro..adcasting/studio equipment 

Outboard motors for fitmen~ on boats used for fishing oper;tions 

High speed hard gelatine capsule making machines 

Moulding, extruder and collapsible tube making machines 

Jigs, fixtures, dies moulds, etc., for ·manufacture of auto-components 

Specified goods imported in connection with on-shore .oil exploration or exploitation 

Rubber su~gical glove making plant 

L-lysine, L-lysine mono hydrochlorides, D-L methionine and methioninehydroxy analog 
for manufacture of poultry feeds 

Specified machinery, equipment 'for manufacture of rubber and canvas footwear 
. . 

Machinery for manufacture of fishing nets · 

Machinery, tools or instruments required for manufacture of fuel-injection equipment 

Specified equipment for safety in chemi<:-1 industry and environmental pollution control 

Specified machinery /equipment for seed development sector 

Machinery for leather footwear manufacture 

Machinery for the garment and hosiery industry. 

Lyophiliser (freeze drier), required for the immunisation programme 

Specified machines for manufacture of high pressure sodium vapour lamps 

Modem automatic high speed circular looms for jute 

Membranes imported for replacement of worn out membranes in an industrial plant 
based on membrane cell technology 

Specified goods imported in connection with off-shore oil exploration or exploitation 



s. Notification 
No. No. 

64. 228/89 

65. 235/89 

66. 64/90 

67. 93/90 

68. 94/90 

69. 95/90 

70. 96/90 

71. 101/90 

72. 104/90 

73. 216/90 

74. 217/90 

75. 230/90 

76. 296/90 

77. 1/91 

78. 84/91 

79. 96/91 

80. 105/91 

81. 133/91 

83. 88/92 

84. 100/92 

85. 104/92 

Brief Particulars 

Lyophilizer (freeze drier) for manufacture of antibiotics 

Newsprint for the printing of newspapers, books and periodicals 

Grape guard for use in the packing of grapes 

Die anvil and die inner for manufacture of synthetic industrial diamonds 

Specified machinery and equipment for forged hand tool industry 

Specified equipment for manufacture of rubber belts 

Aseptic form fill seal mac~ines for use in the pharmaceutical industry 

Liquid nitrogen plant havfug a capacity upto ten litres per hour and accessories and 
spares thereof 

Specified quality control equipment 

Photo-composing/photo-typesetting systems used in printing industry 

Photo composing machines and keyboards imported by news paper establishments 

Melton clpth for manufacture of footballs or tennis balls .· 
Machinery and equipment for generation of electric power {including generating sets) of 
a capacity 1 mw and above for captive use 

Specified machinery and accessories imported by manufactures of jute products 

Specified machinery/equipment for livestock breeding programme 

Specified capital goods for electronic industry 

Adventure sport equipment 

Round a bouts, swings, etc. For setting up of amusement parks 

Dyeing machines for garment and hosiery industry and industrial sewing machines for 
leather and footwear industry and parts thereof 

Machinery and equipment for generation of electric power (including generating sets) of 
capacity 1 mw or above 

Crash tenders and similar other appliances for fire fighting operations 
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s. Notification 
No. No. 

1. 70/81 

2 208/81 

3. 127/82 

4. 321/87 

5. 63/88 

6. 65/88 

7. 229/88 

8. 64/88 

9. 8/89 

10. 213/89 

11. 235/90 

12. 153/91 

13. 99/92 
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Parl·C 

Brief Particulars 

.... 
Scientific/technical instrurnents, parts, components or accessories and computer 
software, etc., imported by approved non-commercial research institutions 

Life saving drugs, medicines or equipment 

Specified goods imported in connection with petroleum operations to be. under taken 
under a contract with a foreign company 

Consumable goods & spare parts required by any research institute registered with the 
Department of SCientific and Industrial Research (D.S.LR) · 

Hospital equipment imported by government hospitals 

Medical equipment, accessories & spare parts 

Scientific instruments, apparatus, . spare parts, accessories computer software etc. 
Imported by a public funded research instiiUtion or a university 

Hospital equipment imported by charitable hospitals 

Consumable goods imported by a public funded research institution or a university 

Consumable goods imported by a public funded research institute under the control of 
the Department of Space, Department of Atomic Energy or Department of Defence 
Research and· Development 

Telecommunication and photographic equipment imported by accredited news agency 

Consumable goods imported by the Council of Scientific and Industrial Research 
(C.Sl.R.) Centre for Biochemicals 

Navigational communication, airtraffic control and landing equipment and spares for the 
maintenance of such equipment imported by the national airport authority of india or the 
international air port authority of india 
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RESTRUCTURING CENTRAL EXCISE DUTIES 

11.1 The quintessential gt!_idin_g 
principle in au our tax reform 
re~-@aU§ns _.\\:as _!b_'!t __ !h0~"Systerit.. 
should be broad-based and simple, broadly 
neutral and with moderate rates. Making· 
ground-formoving towa!ds_,_a_ f!.l!l:.fl~~gtd 
V.A..J~as, th~reforef ~~e ,~D.~!~Lth~m~Jn ~ou! 
re~~n-~atJOn~ regardmg reform of the 
excise dut}: ~x~tem - for. a raJi2!W!.Lax regi~ 
with a small number of moderatu~tes.JUhe 
ve~nce of an ideal value added tax 
sy~ Iiis against tliis'baC"icgrouna1fiaf1ne 
Committee had designed a three-rate MOOvat 
(later"VAi) regime. aCthe-manufacturing 
leveritl o, _15 and 20" pef-ceiitwith-·selecU.ve 
or ~mptuary_ excise_ on _,_ non~ssenti~l 
commodities at 30, 40 or .50 per. cent.\ The 
Coriiiiifttee nad - also ..suggested : that tbe 
maximum excise duty rate on a commodity 
should n()Lf!xce~""So-perc~n,t ~1tnatew 
exceRtions li~e _cigar~~~~24 1 Such-oft a regime 
woula,-apart from oemg ~~-and..Jess. 
distortL~"--~lim.inate_disputes...an.<L.minimise 
attempts at evasion .. by . tb~ _ ass~ssees...._.!Q.d 
discret~~_nary_!l~ion by tax collectors. J 
11.2 In this Chapter, we indicate the 
stru~ntral~ duties for different 
commodities in the Central Excise Taritf 
Schedule m -line with theaToresaia 
reconimendatroDS:'"""Annexure Xi] gives the 
recommended excise. duty rate structure. In 
respect of non-essential_ commodities like 
glaz~aif_-eonditioners and_cosnieHes-; 
we are-recommending- the-levy of sumptuary 
excise of 10, 20 and 30 per·cent for which no 
Modvat credit shall be_ayailable in addition tQ.. 
t!te'""MQ_c!yat -~e~O per __ cent. .We would 
hke to_explanUhaL.what is ~yggested in the. 
Annexvr~~uroad_pattem of d9ty_on. 
commqdities...covued.J2y_,i1if~Ient chapters.of 
the GentraLExcise Tatiff.Jl.Within a chapter, 
there may be a few items requiring a special 
treatment, which is the case even at present. 
Some of these special rates may have to 
continue. We have not indicated all such 

cases. We are also no!)nQj,£~ting_ the dl!!J 
s!D!cture.J.o.r._petroleum products. textiles, 
mat.7~~, __ ciga.rettes.-@<L\)i9.is- As regards 
textiles, we had suggested extension of 
Modvat - immediately to cotto~J!les a11d 
gradually to othe!...,_S~~t()~JI!._the industry, in 
Cnapter 4orFinal Report {Part 1). We 
reiterat t structure of the textile 
industry should be reform~ ~jHt_Q!!! 
earlier recommendailoOS:: The match excise, 
on other hand, has a uoi~gime whichis 
guided br.Jhe_policy of the Govemment_t.Q 
pr~tectlhsmsands Of smatran<I ~ott.a~ .§~~tor. 
ttD}~·~ (\1-atCii excise would not, therefore, fit 
into tlie Modvat scheme. We have suggested 
reconsidering the needfar..continuiog.l\'i.th._the 
~nQerol sy~tem of collection .Pf.. d'ill{ jn ths, 
c~e of lll_(lt~h~ We are aiso not ~ ng any 
recommendation regarding bidi and cigarette 
excise keeping in view sumptuary and 
revenue considerations and also because the 
tax on tobacco does not materially affect the 
other sectors of the economy. In the case of 
cigarettes, we have recommended 
examination of the feasibility of collection of 
excise duty through banderols as an 
anti-evasion measure. 

11.3 . The petroleum products are under 
the administered price regime. Therefore, the 
excises on them cannot be considered for 
rationalisation independently of that regime. 
However, in paragraph 3.40 of this Report, 
we have suggested extension of Modvat to 
products of the petroleum group which are 
inputs in the manufacture of petrochemicals. 
There is no reason for keeping such 
petroleum products, for example, naphtha and 
gases, outside the scheme of Modvat. 

11.4 As we have said earlier, 
broadening the tax base is the key to 
designing a rational tax regime with moderate 
rates. The present Central excise duty 
structure,· however, presents a bizarre pattern 
with a number of rates varying from 0 to 105 
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per cent (even higher in the case of cigarettes), 
with an additional special excise· duty of 15 
per cent in many commodities and a large 
number of comm,S)'tities remaining outside the 
excise net. ~xure Xl.2 gives a 
r~ativt. list of rommQdities which are, 
at present_fulJy_c;~~PlPLfrom excise duties, 
which. we £ropose should be bro.ugbt :withi.D 
the excise--taxnenurdlUJim.a~IibJilniegraied 
into the three. rat~. Mod a and ter· V 1\. 
re--; me we have 
t em, -~JI.Ch.. 'lk owde or 
infant~'-.- _fc;xtjli~~. rs ...... _pesticides..,. qsecfu;i.des, 
newspnnt,_could.:.havmw.eu!}!.e of,d~ Qf 
5 per C~!ltJQ starLwith, and then they may..be 
integrated .. intG--the.--.m_ain structure at an 
appropriate time.._.We may pomt out here tiiat 
today most of these exempted commodities 
are not free of lax because theL bear the 
cumuJ~tiy~~~~~~iseJliiiies 'Ieiie4 :iQM iww 
~~Therefore, if they .are subjecte<l ta...a~ 
dy_ty_pf..iper,.eenl.anda. credit gf duty paid Qll 

tl!ek .inputs-is"tcallowed,...tbe JJd additjpNJf 
inciden~ ~ill_p_CL_quite low • The ·revenue 
however w'II ain substantiall in due course 
with the · m tlon. We are, 
however, many of · these 
commodities have be · xem ted having 

gard to the _administrative pro e~s o , 
e<?._~tronip& .... ~,.J!~umber oF s~all_ uj!Ifs 
m~inif: .cfunng these it9iiiiii1huDQigaptsed 
~----.· . Ts1sWli:f, while suggesting the levy 
'of ex se dut on an illus ·v list of about 
3S commodities 
exCise·-- · du~t'l..y~, .....,.,,...t:!h~e~~~~~~~~~ 
recomfiielfd a ~b duties could he 
assesse.d-i"n1tiaify undet the . SimpH.fied 
Asse~~I!l~~! Proced_yrc, .(SAP) -~ outlined in 
paragraph 9.16 of the Interim Report27. We 
suggest that the commodities listed in 
Annexure XI.2 could be brought under the 
excis~ net initially under the SAP scheme and 
ultimately under the normal procedure. 

11.5 We are of the v' a the excis 
duty ratLstructure suggested b us ve 
would ~~.sulLi~antlo!~:umece er!!J9.D in 
the growth qf..e.ms~~!ll.!~ fQr ;; nit!lll2£L.of 
. reasons:-f-!xst ... a large~~~r gf new 
commodiTies h&.ve:.Ileen.. propos~q_ to be 
brought'Under the tax net and som~..o£4bem 
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such as cycles, cycle tyres, ready-made 
garments:=aru~!~s . -or- plastics, pressure 
cookers, water coolers, thermowares, electric 
bulbs, sewing machines, etc., have significant 
revenue potemialJ>u~unt ona:rgewmover 
in their cases. Besides, 'iliere -will be a 
significant spUrt in the collection of ~ 
partic;.yfaneronr r~i:rrrrs-~m~tct,ftputs 
such as p os~oric_a__c.icL~n'Lp~sti~iw and 
their intelJ!le lata_wbicb are at .,present 
subjected to · nil ~ce they are fuJJy 
exe~pt from exCiseA_ econd, we are not 
suggestio an an e in the dut structure 
for ct arettes __ u s which 
toge .tlU~IU.!Qu!'&,vU~s.t ce~ of the 
tota~x~~ rey~_Jl'J.c;....ct.W1pgs •. _flf4"udmg cess 
OJUnl.~~_pj01iird, thc;..p.n£~S. g(Spme of the 
commodities like,.synthetic fibre ana-yarn, 
cosme,ics .. -~4 toilet preparations, 
airconditiODCJ;S, etc: aiiJi[eJi1g~ttf! down 
in C~§e~d$.c;.AJJt structure is reFormed 
on tlie lines su ested above, an a case, 
there wt e stgnt can uoyancy m the 
de~d for them.,.The increased prOd"'uction 
and greater comEhance of the assessees will 
proba ~· more than neutralis the loss in 
revenue due to the reduction in t e rates of 
exc~e]uty in:i~P~9~~se ~=s. 
The t~ •. .ouex:yJ.CeS,.W ____ .,.-e b~fl'OP'l&ed 
in . th~.)nterim R@:jrt ghouJd aJig -yield 
mbstantial revenue~ -
11.6 ' We wish to conclude by making 
what we consider . to be two extremely 
lmeortant points,. ~irst, -ou; need for 
refOrming the structure ofientral exCise 
:lu~flas=now assumed ... a? e im]Zortapce in 
tlui._ OOiffen-nf-out tecommen(li!fO:tiit ni:ihe 
precerungch~ptetrrof"'""substantial reduction 
in-:!_be-t!!!,P!?rt-rw.rr.;:::anW~~: growfpg 
l~p!~mc~ ortiie VIrtues· of removmg 
11on-tariff~aoieC~.eiO.Ot: ¢61j:S:Ufuei gQ'&IS. 
D,bviou · domestic ro be 
ilit if the excise ut s grmed 
simultaneous wtt the ro sed reforms in 
the · ort tari an cy. e arguing 
the case for re uction in th~~gcise du~y for 
textilst fibre and 11!£ a~tension of 
Modva~ fa. teitil ~ringing....the fabrics 
under excis.e...Quty~~a~~xplained how 
the dom~ic produ~ex:s..Df.fal;u;.ics will be hard 
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hit if the ~r<2J>osed refonn~2n th~ }~_E.~ tariff 
and poh9: are,.:_.~arne<L . ..:~ll~L-'Y!.thout 
simultaneously . reforming ___ th~_present 
irrational excise_ dutyo regime_ for~~be.....te:¥tile 
industff,29-Seeondly, it would be impossible 
to ID:lminlster th_e kind of broad-based excise 
duty system that we have in view with the 
prevalent administrative -~~!~m.a.__\Y!tlch 
includes approval of price Ii_st,_~Lassificat~Q_n 
list and clearance on tbe basis of 
pre-authenticate~uass. We had already 
suggested-Hiafthe systemof approval of price 
list and classification liSrmusr-be dispensed 
with and the-assessee-shoutct· be-requ1ie0lo 
mere I y i n~i_ii}_at~_the ., cl as~fficatron::oc!he 
product !!!!.<!. a.:;valu~ _foLthe, p~q>o~e of 
excise '!_l_lty.. As reg<!_r4s, _ cl~slficatlOn.ilie 
doubts and dispu es'"'Wollidalmost disappear 
with the 1mplemeiitafion-or the- propo,sed 
simplifi~~excise d~y- ~egi~e-with on!i.-~ix 
rate~~ s£i!ie ~ ex~~~o sJ::~n<!. w1th 
stab1 1t 1 t[t;;:: at stru re. 'We haaafsO 
observed-that _iLshoul buos~i]le to sw.Uch 
over to jhe __ ~~~e- of ~ses~~e_pL.bas~~L on 
invoice, price whicfitlie department has to 

.__....._ ··~-~"" - .. 

adopt ultimate) in almost all cases covered 
by Modvat.._This is an extreme y ant 
partOl()ur recommendations. on reforming 
the eecise tax~ystem and We are of-the-view 
that mvmce mooe-ofassessment-should be 
immediate[II1iroduced- at least· for-industrial 
inputs: covered by the extsllng Modvat 
system. The problem of underva uation would 
be coriSiderabiL!_eoiice<t= by adopting the 
invoice method of assessment andtbe low 
rate s~~c_t~.re th~ ~~Jl~ve proposed-and with 
the extens10n ol Modvat to the -wholesale 
stage aswe'nave recoiiimendedlifChapler 4 
of Final Report (Part 1).30 We would strongly 
reiterate our earlier recommendation that the 
existing procedures for collection of duty 
should be reviewed . thoroughlY. and these 
should be updated and simplified.31 

11.7 The full extension of Modvat as 
recommended in the Final Report (Part I) and 
the restructuring of excise duty rates shoUld 
be carried out over the period of next 3-4 
years. 
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ANNEXURE XLI 

Recommendations regarding Restructuring Excise Duties 

S.No. .P.apter Description Proposed 
No. duty rate 

1. 2 Meat and edible meat offals Nil 

2. 3 Fish and Crustaceans Nil 

3. 4 Dairy produce, edible products of animal Milk and cream concentrated, condensed 
origin not elsewhere specified milk and milk powder (Sub-heading No. 0401.11, 

0401.12 & 0401.14)- 10%; 
All others - 15% 

4. 5 l'rooucts 01 animal ori~tin not elsewhere. 10% 
specified or included 

5. 7 Edible vegetables put up in unit 10% 
containers 

6. 8 Edible fruits and nuts put up in unit 15% 
containers 

7. 9 Coffee and tea; spices put up in Coffee and tea - the existing specific 
unit containers rates to be revised upward, as suggested in· the 

Interim Report; 
Spices-10% 

8. 11 Malt and starches 10% 

9. 13 Lac; gums, resins and other 10% 
vegetable saps and extracts 

10. 14 Vegetable plaiting materials; 15% 
Vegetable products, not elsewhere 
specified 

11. 15 Animal or vegetable fats and oils 15% 
and their cleavage products; prepared 
edible fats; animal or vegetable 
waxes 
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S.No. Chapter Description Proposed 
No. duty rate 

12. 16 Preparation of meat, ftsh etc., 10% 
put up in unit container 

13. 17 Sugar and sugar confectionery 10% 

14. 18 Cocoa and cocoa preparations 20% 

15. 19 Preparations of cereals, flour, Preparation of cereals for infant use- 10% 
starch or milk; pastry cooks' 

Others -15% 

16. 20 Preparations of vegetables, fruit, 15% 
nuts or other parts of plants 

17. 21 Miscellaneous edible preparations Pan masala - 40% 
Others -15% 

18. 22 Beverages, vinegar and sprit Aerated water - 20% 
Others -15% 

19. 23 Residue!! and wastes from food Animal fodder put up in unit 
industries, animal fodder container- 10%; 

Others- Nil 

20. 25& Mineral products Portland cement - 20%; 
26 White cement- 30% 

Marble - The existing specific rate to be revised 
upward as suggested in the Interim Report 

21. 28 Inorganic chemicals 15% 

22. 29 Organic chemicals Bulk drugs - 10%; 
Others -15% 

23. 30 Pharmaceutical products Medicines for National Health Programme- Nil; 
Other medicines - 10%, including medicines of 
indigenous system based on drugs 

24. 31 Fertilisers 10% 
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S.No. Chapter 
No. 

25. 32 

26. '3.3 

27. 34 

28. 35 

29. 36 

30. 37 

31. 38 

32. 39 

33. 40 

34. 41 

35. 42 

36. 43 

37. 44 

38. 45 
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Description 

Dyes, pigments and paints 

Cosmetic or toilet preparations,. 

Soap, organic surface-active agents, 
etc. 

Glues, adhesives, etc. 

Explosives, pyrotechnic produc&S, etC. 
(Other than matches) 

Photographic or cinematograp goods 

Miscellaneous chemical products 

Plastics and articles thereof 

Rubber and articles thereof 

Leat~er 

Articles of leather 

Manufactures of fur skin and 
artificial fur 

Wood and articles of wood 

Cork and cork articles 

Proposed 
duty rate 

Pigments and colouring matter -15%; 
Paints and dyes- 20% 

Items carrying basic duty of 105% at present- SO% 
Others -20% 

OSAA-20%; 
Others-15% 

20% 

20% 

Cinematograph films - Existing specific rates to be 
revised upward. The specific duty regime for 
features films withdrawn in 1989 budget to be-
re-introduced. 
Medical X-ray films -10%; 
Other photographic films - 20% 

Pesticides, insecticides etc. - 10%; 
Others-15% 

20% 

20% 

15% 

20% 

20% 

Wood-10%; 
Veneered sheets, particle boards etc. -15% 
Plywood - 20%. 
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S.No. Chapter 
No. 

39. 46 

40. 47 

41. 48 

42. 49 

43. 64 

44. 65 

45. 66 

46. 67 

Description 

Manufactures of straw, of other 
plaiting materials, etc. 

Wood pulp, waste and scrap of 
paper, etc. 

Paper and paper board 

Products of the printing industry 

Footwear and parts thereof 

Head gear and parts thereof 

Umbrellas, walking sticks, etc. 

Articles of flowers and articles of 
human hair 

47. 68 Articles of stone, cement, asbestos, etc. 

48. 69 Ceramic products 

49. 70 Glass and glassware 

50. 71 Pearls, precious stones, etc. 

51. 72 to Ferrous and non-ferrous metals 
81 

52. 82 Tools, implements, cutlery, etc. 

Proposed 
duty rate 

15% 

10% 

Newsprint, hand made paper paper from bagasse -
10%; 
Other paper and paper board - 20% 

Newspapers, books and manuscripts- Nil; 
Others- 10% 

20% 

20% 

15% 

20% 

15% 

Clay bricks, roofi!J.g tiles, stoneware, ceramic 
tableware, kitchenware, other household articles 
(e.g., water filters) and toilet articles, sanitory 
.fixtures other than of porcelain or china- 10%; 
All articles of porcelain or china- 30% 
Glazed tiles - 40% 

20%. 

15% 

All metals including their wastes, 
waste and scraps- 10%; 
Articles of metals- 15% 

Agricultural implements- 10%; 
Others- 15% 
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S.No. Chapter 
No. 

53. 83 

54. 84 

55. &5 

56. 86 

57. 87 

58. 88 

59. 89 

60. 90 

61. 91 

62. 92 

63. 93 

64. 94 

65. 95 

66. 96 

Description 

Miscellaneous articles of base metal 

Machinery and equipment 

Electrical machinery and equipments 

Railway or tramway locomotives 

Motqr vehicles, trailers, tractors,. 
etc. 

Aircraft, spacecraft and parts thereof 

Ship, boat and floating structures 

Instruments and apparatus 

Cocks and watches and parts thereof 

Musical instruments 

Arms and ammunition 

Furniture, mattresses, etc. 

Toys, games, etc. 

Miscellaneous manufactured articles 

Proposed 
duty rate 

20% 

General machinery- 10% 

Domestic appliances - 20%;. 
Consumer electronic goods - 30% 
Air-conditioners - 50% · 

Existing specific rates to"be revised upward 

All tractors and trailers- 15%; 
Motor vehicles for public transport including 
three-wheeled autorickshaws - 20%; 
Motor vehicles for transport of goods - 20%; 
Two-wheelers - 30% 
Saloon cars - 50% 
Cycles-15% 

15% 

15% 

Medical equipments and scientific instruments -
10%; 
Others-20% 

15% 

20% 

20% 

Cellular rubber mattresses, pillows etc. - 40% 
Others- 20% 

20% 

Pens, pencils, buttons, etc.,·- 10%; 
Others-20% 

Note : Where the suggested rates are 30, 40 and 50 per cent, those are inclusive of sumptuary excise at 10, 20 and 
30 per cent, respectively in addition to the peak Modvat excise of20 per cent. 
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S.No. Chapter 
No. 

1. 4 

2 4 

3. 7 

4. 8 

5. 9 

6. 9 

7. 11 

8. 13 

9. 15 

10. 16 

11. 19 

12 20 

13. 21 

14. 28 

15. 29 

16. 30 

17. 31 

18. 33 

ANNEXURE XI.l 

Ust of Commodities at Present Exempt from Excise Duty, 
Which could be Brought Under The Central Excise Tax Net 

Description of Goods 

Butter and cheese 

Skimmed milk powder 

Dried vegetables put up in unit container 

Edible fruits and nuts put up in. unit container 

Coffee powder containing chickery in any proportion 

Spices put up in unit container 

Malt and starches 

Lac and guar gum 

Fixed vegetable oils, hardened technical oil, industrial fatty acids and acid oils, mutton 
tallow and vegetable fats and oils · 

Preparations of meat and fish put up in unit container 

Bread, pastry and cakes; food preparations for infant use put up in unit co'ntainer 

Jam, jelly, marmalade and fruit juice and vegetable juice put up in unit container 

Sauces, ketchup and like preparations put up in unii container 

Sulphuric acid, phosphoric acid, ammonia, ammonium chloride, manganese sulphate used in 
the manufacture of fertiliser, agriculutral grade zinc sulphate 

P-xylene 

Homoeopathic, Unani, Ayurvedic and Bio-chemic medicines; cotton wool and guage cloth 
bandages 

Fertilisers 

Agarbatti 
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S.No. 

19. 

20. 

21. 

22. 

23. 

24. 

25. 

26. 

27. 

28. 

29. 

30. 

31. 

32. 

33. 

34. 

35. 

36. 
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Chapter 
No. 

34 

37 

38 

39 

40 

41 

42 

45 

46 

47 

48 

65 

66 

68 

69 

70 

82 

83 

Description of Goods 

Sulphonated caster oil and fish oil; soap, polishes, creams, scouring powder and pastes 
manufactured without the aid of power 

Feature films 

Inorganic accelerators; finishing agents for textiles, pesticides, insecticides and fungicides 

Articles of plastics, polyester chips and polyamide chips; 

Tyres and tubes for bicycles, cycle rickshaws, powered cycle rickshaws, tyres for tractors of 
engine capacity not exceedin2 1800 c.c.. tvres for oower tillers and animal drawn vf'ltidP~ 

Chemically tanned leather 

Vanity bags; articles of leather other than suitcases, briefcases, vanity cases, executive cases, 
briefcases 

Cork and cork articles used in the motor vehicles or power tillers 

Mats manufactured from grass, straw, rushes and reeds; woven sacks of polyethylene or 
polypropylene or a combination thereof 

WoOd pulp 

Converted types of paper and paper boards, corrugated paper made of imported paper, kraft 
paper and paper board used for packing of horticultural products, printed cartons made from 
specified varieties of paper. asphaltic roofin2 sheets 

Safety head gear and parts thereof 

Umbrellas and parts thereof 

Mosaic tiles, articles of mica 

Roofmg tiles, stone and ceramic tableware, kitchenware and other households articles and 
toilet articles, other than of porcelain or china 

Glass envelopes for electric lighting bulbs, Oouroscent lighting tubes and television picture 
tubes; glass inners for vacuum Oasks glass ampeuls and glass vials for injectables 

Hand tools used in horticulture and agriculture 

Parts of steel furniture; safes. strong boxes. cash boxes and ffiing cabinets manufactured 
without the aid of power 



S.No. Chapter 
No. 

37. 84 

38. 85 

39. 87 

40. 88 

41. 90 

42. 91 

43. 93 

44. 95 

45. 96 

Description of Goods 

Internal combustion engines for tractors of engine capacity not exceeding 1800 c.c., for 
power tillers and for electrically operated two-wheeled and three-wheeled motor vehicles; 
diesel oil operated internal combustion engines for motor vehicles used solely as taxis, 
internal combustion engines of engine capacity not exceeding 50 c.c., diesel engines of 10 
horse power and less; bicycle pumps and parts thereof, bicycle valve and its components, 
parts and accessories of power tillers, band pumps and their parts, engraved copper roUers or 
cylinders for use in textile industry, water filters of capacity not exceeding 40 litres 

Black & white television sets, vacuum and gas filled bulbs, recorded and unrecorded audio 
cassettes, recorded video cassettes not manufactured directly from recorded tapes, cassettee 
shells for audio cassettes 

Bicycles and ether cycles not motorised and their parts, tractors of engine capacity not 
exceeding 1800 c.c., and cbasi& therefor 

Aeroplanes and helicopters other than those for defence purposes 

Frames and mountings for spectacles, goggles, spectacle lenses and intraocular lenses, 
medical and surgical instruments and apparatus, cinematograph projectors dc~igned for 
projecting cinematograph films of 16 m.m. width, or of size exceeding 9.5 m.m., parts of 
cinematograph projectors, precision balances 

One day alarm time pieces 

Air guns, air rifles and air pistols 

Toys and sports goods 

Buttons and button blanks, pens, vacuum ·flasks and other vacuum vessels. 
I 
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12 
CONCLUDING REMARKS 

L2.1 table 12.1, at the end of this 
~hapter, brings together our 
recommendations on the 'structure of tariff 
rates to be brought into existence by 1997-98, 
or if possible, by 1996-97, for the major 
commodities in the various groups considered 
in this report. The duty rates on other items 
which we have not considered specifically in 
the preceding chapters could be dovetailed 
with the general pattern of rates indicated in 
the aforesaid Table. It will be seen that the 
structure implements the guiding principles 
with which we. started. The rates on finished 
products are kept distinctly higher than on the 
basic raw materials, and the rates of duty on. 
components and machinery come in between. 
This structure is intended to encourage value 
addition activities at home, while the fairly 
low rates on the metals and the other basic. 
raw materials will serve to keep the costs of 
production low throughout the economy. At 
the same time, we have endeavoured to • ensure that the industries producing all the 
raw materials and components and machinery 
would be reasonably protected so· that 
backward integration will not be hindered and 
that India will continue to have a diversified 
industrial economy. 

12.2 We have assumed that even by the 
end of our reference period imports and 
exports of agricultural products would be 
subject to restrictions as of now and such 
products would in general be allowed to be 
imported only when domestic supplies are 
felt to be insufficient. We are of the view that 
agricultural imports when permitted also 
should be subject to some "protective" import 
duty. However, in respect of cereals like 
wheat and rice, the duty free tariff may 
continue. Other essential agricultural goods 
such as oil seeds and pulses could be 
subjected to a duty rate of 10 per cent. 

·Non-essential agricultural products · like 
almonds and cashew nuts are now subject to a 
very high rate of duty. Duty rates on them 

should be brought down to 50 per cent. 

12.3 The domestic prices of petroleum 
products are under the regime of administered 
prices. Since we h·ave not considered the 
question of rationalisation of these prices, we 
have refrained from making any 
recommendations on excises and customs on 
petroleum products. · Nevertheless we feel 
that with the opening up of the · petroleum 
sector to private enterprise and given the wide 
ramifications of any. duties on a petroleum 
product, the customs duty on crude oil, etc., 
should be such as to fit into the broad 
structure of the tariff. 

12 .. 4 In the.. Interim Report, we had 
suggested _tha~ as and when the non-essential 
consumer goods (mainly durable consumer 
goods) are removed from the negative list, 
they should be subjected to an import duty of 
50 per cent. . Since these goods will in 
addition be subject to CVD, the total tax 
burden on them will be sufficiently high to 
discourage imports; at ihe same time the 
unlimited protection enjoyed by the domestic 
manufacturers of these goods will be brought 
under limit. . Of course, to the extent that 
there ·has been considerable smuggling of 
many of these ·goods, the degree of protection 
has been under some restraint. With the 
imports of these goods coming in legally, 

··smuggling will go down and government 
revenue would gain without any· additional 
drain on foreign exchange. 

12.5 It is difficult to predict what the 
pattern of imports would be with the. much 
reduced level of duties on many items, which 
are now highly taxed. If there is no radical 
change in the pattern and if consumer goods 
are also allowed to be imported, the 
import-weighted average rate of duties would 
be around 25 per cent. This is on the 
assumption that all imports will be subject to 
at least a minimum rate of duty. 



Concluding Remarks 

12.6 The structure of duties that we 
have recommended, while taking care of the 
needs of industrialisation of the country, is 
such as to make administration vastly easier 
than today. With the reduction in the general 
level of rates, most of the notifications would 
become redundant and can be rescinded and 
the resultant reduction in the number of 
effective rates of import duty would all but 
eliminate classification disputes. Moreover, 
the abolition of end-use exemptions and 
concessional rates of duty for particularised 
items will ease the administrative burden and 
cut out delays and abuse of provisions. 

12.7 Government should rigidly adhere 
to one basic principle, namely, while 
consumers should not be asked .to bear undue 
burden through unwarrantedly high protection 
to particular groups of producers, domestic 
producers should not be exposed to unfair 
competition in the name of not adding 
anything to the cost of "essential goods". 
Hence we recommend that even the so-called 
essential goods like inputs for fertilisers and 
newsprint should be subjected to a minimum 
rate of duty, say 5 per cent, so that domestic 
manufacturers would get some protection. 
Similarly, we have suggested levy of import 
duty of 20 per cent in 1997-98 on medical 
equipments (electronic and non-electronic) 
for protecting the domestic manufacturers and 
encouraging indigenous production of 
medical equipments. Incidentally, if our 
recommendation is implemented, much of 
paper work and delay would be eliminated 
along with the abuse of existing provisions 
regarding exemption of equipment acquired 
by hospitals obtaining the required 
certificates. 

12.8 We are aware that the duty rates 
that we have recommended for some groups 

of commodities, for example, machinery, are 
higher than in several other developing as 
well as developed countries. We feel that low 
rates would not be appropriate within the 
medium term context that we have in view. 
Some of the cost disadvantages from which 
Indian industry suffers will be removed or 
scaled down when the import duties on inputs 
are reduced. However, disadvantages due to 
the inefficiencies present in the economy will 
remain. In some cases, scale economies have 
yet to be fully reaped, and in some other 
cases adequate time for re-structuring and 
adjustment must be given. The situation can 
be reviewed during the next decade. 
Meanwhile, Government should take urgent 
action designed to remove all of the important 
factors creating inefficiencies and leading to 
higher costs. · · 

12.9 It will be difficult to reform the 
import tariff without hurting the domestic 
industries if the irrational excise duty regime 
is allowed to continue. We are of the view 
that it should be possible to implement the 
proposed restructuring of excise duties and · 
extend Modvat fully over the period of the 
next three to four years without losing any 
revenue. 

12.10 We would also emphasise the 
need for strengthening· the administrative 
machinery for collection of indirect taxes on 
the lines suggested by us in the Final Report, 
Part I. Needless to say, the thorough reform . 
of the system of domestic indirect taxes 
should figure high in the agenda of policies 
for minimising distortions and costs in the 
Indian economy. 
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TALBLE12.1 

Import Duty Structure Recommended for 1997-~8 

IndustrY 

1. Essential agricultural goods like 
wheat and rice 

2. Other agricultural goods like 
oilseeds and pulses 

3. Non-essential agricultural goods 
like almond and cashewnut 

4. Petrochemical building blocks * 
5. Organic and inorganic chemicals * 
6. Polymers * 
7. Textile fibres and yam 
8. Iron and steel -

a. Pig iron 
b. Semi and finished steel including 

stainless steel and other alloy steel 
9. Copper 
10. Aluminium 
11. Nickel 
12. Lead and zinc 
13. Tin 
14. Wastes and scrap and concentrates 

of ferrous and non-ferrous metals 
15. Articles of iron and steel , 
16. Articles of non-ferrous metals-

a. of copper, lead and zinc · 
b. of aluminium, nickel and tin 

17. Machinery including machine tools 
18. Electronics -

a. Raw materials 
b. Piece parts, components, 

sub-assembly and equiment 
19. Instruments · 
20. Medical equipment 

Import Duty (excluding CVD). 
(in per cent ad valorem) 

0 

10 

so 
15 
20 
25 
25 

15 

20 
20 
15 
15 
20 
15 

10 
30 

30 
25 
20* 

20 

30 
30 
20 

* Example of petrochemical building blocks are ethylene, propylene, butadiene, benzene, 
ethyl benzene and styrene. Organic chemicals will not include drugs in respect of which 
we are not making any recommendation but drug intermediates will be covered under this 
heading. Polymers include LDPEILLDPE, HOPE, PP, PVC, PS, polyesters, synthetic and 
natural rubber and the whole range of plastics and synthetic resins. 

** 
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At present there is no CVD. We are suggesting 10 per cent CVD which is to be modvated 
over a period of four years. 



APPENDIX 

List of Organisations Who Submitted 
Memorandum and Gave Evidence Before 

the Tax Reforms Committee 

Organisations 

1. 

2. 

3. 

Consumer Electronics and TV Manufacturers 
Association, New Delhi 

The Institute of Chartered Accountants of 
India, New Delhi 

Association of Indian Dry Cell 
Manufacturers, New Delhi 

4. Appellate Tribunal, New Delhi 

5. 

6. 

7. 

Frick India Limited, New Delhi 

Indian Electrical & Electronics 
Manufacturers' Association, New Delhi 

Indian Copper Wire Rod Rollers Association, 
Bombay 

8. McDowell & Co. Limited, New Delhi 

9. India Magnesia Product Limited, Calcutta 

10. 

11. 

12. 

13. 

14. 

15. 

Confederation oflndian Industry, New Delhi 

Consulate General of the USA, Bombay 

Federation of Indian Export Organisation, 
New Delhi 

Associated Chambers of Commerce & 
Industry, New Delhi 

Federation of Indian Export Organisation, 
New Delhi. 

Electronic Component Industries Association, 
New Delhi 

16. Resident Mission of World Bank, New Delhi 

17. 

18. 

19. 

20. 

Stone India Limited, Calcutta 

AU India Spices Importers Exporters; New 
Delhi 

The Fertiliser Association of India, New 
Delhi 

Instrumentation Limited, Kota 

21. Punsumi India Limited, Jaipur 

22. 

23. 

Pieco Electronics & Electricals Limited, 
Bombay 

Uptron India Limited, Lucknow 

24. Murugappa Electronics Limited, Madras 

25. Manufacturers' Association for Information 
Technology, New Delhi 

26. Steel Authority oflndia Limited, New Delhi 

27. 

28. 

29. 

30. 

31. 

32. 

All India Manufacturers' Organisation, New 
Delhi 

Weston Electroniks Limited, New Delhi 

Southern Small Scale Cosmetics & 
Toiletries Manufacturers Association, 
Madras 

Association of Man-made Fibre Industry, 
Bombay 

Association of Synthetic Fibre Industry, 
Bombay 

Grasim Industries Limited, Birlagram, 
Nagda 
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33. Indian Council of Ceramic Tiles & 
Sanitaryware, New Delhi 

34. J. Thomas & Company Limited, Calcutta 

35. Wimco Limited, New Delhi 

36. India Tobacco Company, Calcutta 

37. Godfrey Phillips India Limited, New Delhi 

38. Indian Petrochemicals Corporation Ltd. 
Baroda 

39. Reliance Industries Limited, New Delhi 
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10. 

41. 

42. 

43. 

44. 

45. 

Appendix 

Madhya Pradesh Textile Mills A.-.soc.·iation, 
Indore 

PVC Resin- Manufacturers' A-wx·iation, 
Bombay~-

flexible .Packaging A.-;sociation uf India. 
New Delhi 
Indo Petio Chemicals, New Ddbi 

Elcina Electronics Component Industries 
Association,.New Delhi 

Semi-Conductor Panel Electronic 
Component, New Delhi 



1. 

2 

3. 

4. 

5. 

6. 

NOTES AND REFERENCES 

The increase in the nominal rate of protection 
indicated above may be an over-estimate to 
some extent because tariff exemptions of 
various kinds were also growing. However, 
even on the basis of collection rate, the 
increase in the nominal rate of protection was 
by 50 percentage points. 

Although the exchange rate depreciation has 
been computed since 1985-86, the rates of 
import duty were worked out only from 
1986-87. 

That is to say that to get the same Iande~ cost 
as prevails today without any exchange rate 
depreciation, from 1986-87, the duty would 
have to be 330.5 per cent 

The international price of this commodity 
varied between $450 and $ 550 per tonne in 
1986-87 and its current price is $ 550 per 
tonne. 

Unit value indices for exports by various 
import originating countries from the 
International Financial Statistics brought 
out by the International 

1
Monetary Fund, if 

used to measure foreign inflation, show that 
rupee depreciation in real terms has been 
much more than that obtained by using 
foreign producer/wholesale price indices. 
Conclusions drawn from the analysis would 
be strl!ngthened if unit values were used. 

Data on exchange rates (only buying rates are 
available for all the four foreign currencies) 
are taken from the Reserve Bank of India 
Bulletin (various issues). Figures as on the 
30th June are taken. Data on the Indian 
Wholesale Price Index (1981-82 = 100) has 
also been taken from RBI Bulletins. End of 
period figures have been used. Data on 
foreign wholesale or, if unavailable, producer 
prices are from the International Financial 
Statistics (various issues), supplemented, for 
1992-93 (upto June), with figures from the 
Economist. 

7. 

8. 

9. 

10. 

11. 

12. 

13. 

14 .. 

15. 

16. 

17. 

18. 

These are taken from the Economic Survey 
(various issues). 

Di-methyl teraphthalate/Pure terephthalic 
Acid. 

Mono-ethylene glycol. 

Import duty rates in respect of Mexico and 
Pakistan are f~r the year 1990 while in 
respect of Brazil, China and the Philippines, 
the rates are for the year 1992. 

Further, as we have argued at length in our 
Final Report, Part I that there should be no 
domestic levy on inputs which does not earn 
Modvat credit 

Ashok Aggarwal, (1992), "Performance 
Variation across Industries: Role of 
Ownership, Trade and Market! Structure", 
Ahemdabad (Doctoral dissertation, Indian 
Institute of Management). 

The model we are suggesting would 
approximate "the income variant" of value 
added tax (VAT). Under "the consumption 
variant", the VAT paid on the capital good 
is given credit in the very same year, 
implying exemption of investment (saving). 

Government 
Electronics 
1991-92, p.7. 

Ibid. 

Ibid p.85. 

of India, Department of 
(DOE), Annual Report, 

DOE, Guide to Electronics Industry in 
India, (1992) p.1.8 

Source: Government of India, Receipts 
Budget. 

141 



19. 

20. 

21. 

According to an estimate appearing in 
Electronics Information and Planning, a 
DOE Journal, May-June 1990,. p.311, .the 
average indigenous components cost is 
Rs.180, if the international price is assumed 
as Rs.100. 

Export and Import Policy: 1 April, 199%-
31 Man:h, 1997, Paragraph 156 (pp 58-59). 

In the case of copper, the duty is charged only 
on toll smelting charges freight and insurance. 
For goods cleared at the ICD's, the freight 
element between the gateway port and the 
lCD is not included in the assessable value. 

22. Notification No.72/86 dated 17.2.1986. 

23 Chapter 9 of the Interim Report and Chapter 
4 of Final Report Part I. 
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Z6. 

l1. 

lB. 

~9. 

P.uagraph 9.2 of the Interim Report (p.1 08). 

Even today. this commodity is reserved for 
the small-scale sector. 

Paragraph 9.6 of the Interim Report (p.108). 

Paragraphs 9.6 and 9.7 of the Interim Repo_rt 
(p. 109). 

Paragraphs 9.5t and 9.53 (p.123). ·. 

Paragraph 4.32 of the Final Report (Part I) 
(p.42). 

30. Paragraphs 4.48 to 4.54 of the Final Report 
(Part I) (p.45-46). 

31. ~aragraphs 7.7 and 7.8 ibid (p.140). 
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