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RESEARCH REPORT NO,., 25

SOURCES OF CHANGE IN REVENUE FROM IMPORT TAXES
1964 to 1963

by
Stephen R. Lewis Jr.

INTRODUCT ION

When ilaport substitution in industriel goods is taking
bPlace at a rapid rate due largely to indirect tax policy,
there are certain implications for government revenue, both
in terms of the sources of revenue and the rate of revenue
growth, If import substitution results in the replacewent of
a flow of highly taxed imported goods by en equal flow of
lightly taxed domestic goods, there would be a loss of revenue
from indirect taxes. This loss can be afifset. in:ipartuby
taxing .rofits in the import substituting industries., Alter-
natively, the same totzl revenue can be collected if the
flow of domestically produced goods is sufficiently larger
then the flow of imported goods it replaced. Both of these
alternatives may be, in some degree, in conflict with tiﬁ/
alm of promoting saving, or of restricting consumption.

A broazder view of "import substitution", measured by the
chengzes in the percentage of total supply of & commodity
group that was supplied by domestic production, would lead
to less obvious conflicts between policy goals, but would

presumably teve siailsr effects. If the flows of goods (not

*/  'The author is Research Adviser at the Pekistan Institute
of Development Economics. Abdur Rab and Ronald boligo.of the
Institute gave useful coumments on an earlier draft, which have
improved the presentation and argument cans;derably. Ghulam
Mohemmad Radhu:supplied additional informetion on statutory
rates of tax on verious commodity groups which was.essential
to the study, and Leonard DeSouza provided computational
~assistance, fhe author is grateful to them a}l, but absolves
them of responsibility for errors in fact or judgement that no .
doubt remain,

1/ See [ 2. //11_7 end [ 1_7 for discussion of these

argumentse,



flows of income) are to be taken as the tax base, the larger

the share of more lightly taxed ‘domestic production in total
the lower will be the effective tax rate on the total flow,

flow of goods/ Thus, while it is encouraging to see indirect
tex revenue from domestic production rising very rapidly

end 1ts share increasing in total revenue from indirect taxes

[/ 3/, one must be aware of the fzct thet, per unit flow of
goods 1in the economy there is = decrease in e€ffective tax rates,

Problems of the above var.ety were noted in the Report
of the Texation Enquiry Committee, end presumably will be
some eoncern to the Commission on Taxstion and Teriff. The
present pager is a very modest beginning in the direction of
more empiricsl insight into the nature and the magnitude of
this problem, A brief paper on domestic indirect tax revenue
is also under preparation, and hopefully within a short time
it will be possible to complete, updahe, and integrate the two
to see the extent to which import subsfiitution and compositionsal
changes in domestic demend have affeeted the revenue from the
principal indirect taxes,

Two previous studies from the Institute, [—3_7 and [l2_/,
~-provide the basic data on tex revenue from and tax rates on
domestic and imported.goods, The other variable on which
observations were needed were the flows of im.orted goods.

At present the Institute is engaged in a study of structural
change and import substitution in manufacturing industries in
Pakistan since 1954 / 4 / and the data on imports used here
have been taken. from.the working pspers_of that study, and

the exsct -methods of zllocating. imports will ~not be detalled
here.,” For 196173 the d&ta are taken directly from the Central
Statistical Office (CSO) Stotisticel Yearbook 1963 ./ 6 _/.

For 1954 the private sccount. imports are from the C30 Statistical
Bulletin / 8 ;7 and for~1955atheipriVate-account imports are

taken from the CS0 Foreizn Trade Strntisties of Pakistan / 7 _/.

The ellocation of Government Account imports . to vearisls

originatins section in 1954 follows that given by Ghulam Rasul



[ 13_7. However, several adjustments have been mede, and
Rasul's distribution of wost manufecturing imports is applied
.to 1955 after government inports that could be slloested
directly (such as food grains, coal,snd fertilizers) had been
deducteds Sugar was @ special case, since the value of imports
glven by Rasul was auch too low when compared to the revenue -
collected from taxes on imported sugar., For sugar imports
the figures used here for 1954 #nd 1955 were derived on the
basis of the relationship between tax revenue snd imports in
1987 and 1958, for which the CSO did heve records znd the
relationships were sensible cnd stable, The adjustment meade
is roughly consistent with the difference in gueontity figures
for imports as reported by the Food Ministry / 10 _/ and the
guantity figures used by Resul,

The choice of comuodity groups used here is based
on thet used in our study of structursl change and import
‘substitution in wmenufacturing industry / 4_/ where we have
chosen thirty-two industrisl groups, mostly two~digit industries,
but also-some four-digit industries where it segemed meaningful
to divide up an-industry more finely fbor snelyticeal purposes,
In studying import taxes it was necessary to aggregate to
twenty-one menufacturing industries due to limitstions of the
Fax collection date., The reclassificetion of the Centrel Board
of Revenue (CBR) data into the industry groups is similar to
that in / 3_/ but some minor misallocetions end mistekes in
that paper hsve been corrected here,

The choice of the period for the study msy seelt strange,
It Is dictated solely by pragmetic considerstioms, ..
and questions of principle have not entered, 1254 was the first ye
for which reliable date on imports et & deteiled level/were
evaileble both for government and privete =sccounts, and 1962/63
is the lest yeer for which final figures on taxes on imports

were available, It would have been useful to break the period

— as
o/ These are the same industry groups/used by Radhu /12 _/.



at 1959/60, but the data on import duty collections in that
year are extremely misleading., 4 comparison of the flows of
lmports by commodity group with the collections of imports
duty on the same group, shows that from 1954/55 to 1959/60

a larger and larger share of taxes on alaost every industrial
group was classified under "miscelloneous" articles, and by
1959/60 the miscellaneous snd Government account items
comprised over one-third of totzal collections., Thus, it is
impossible to rely on data for that year. For the sneslysis of
the changing revenue structure, two year'!s data have been
added for eseh: period to minimize the effeect of shofgtrun
fluctuations, Period one refers to 1954 and 1955; period two

refers to 1961/62 =nd 1962/63,

L]

IT - THE IMPORTLNCE OF T«alks ON IMPORTS.

Before beginning the znslysis it is well to be aware
of the orders msgnitude of the variables considered were,
From fiscol. years 1954/5 znd 1955/6 to fiscal yezr. 1961/2 and
1962/3 totzl tax revenue of the Central and Provincial
Governments increased eighty-eight .per cent, for a total
increase of Rs. 1,281 million. From galendar year 1954 and
1955 to fiscal‘year8 1961/2 =nd 1962/3 tax revenue from
imports (customs duties and sales taxes) increased ninety-
eight per cent, for an increase of Rs, 484 million, comprising
nearly forty per cent of the total increase .in tax revenue,
Revenue from import taxes that can be zallocated to the
-specific type of goods taxes (here called "allocated" texes)
increzsed one hundred twenhty-five per cent, or Rs., 467 aillion,
One resson for the faster ra te of increase in the "alloczted"
taxes was the change in the  clessification system in
1960/61 that led to a proportionslly smeller "miscellaneous"
group in period two then in period one., In period two,

import taxes comprised thirty-six per cent of total tax



revenue, and "allocated" iaport taxes.on iaports were thirty-one
per cent, Thus, this analysis
TLBLE, 1. Summary Table of Imports and

Tox Revenue 1254-1255 and
1961/2 - 1962/3 (Rs, million)

Lo
Se

Iten Period 1 Period 2 Absolute Percentaze
increase 1increase
L2 v pnawnh o

Tot .1 Government Revenue 1,455,929  2,737.0 1,281.1 88%
Total Revenue froa Iaport 492 .3 976,.,4 484,1 98%
Taxes

Revenue, from "Alloczted"

Inport Taxes 37443 841.7 467.4.. 125%
Total Imgorts 1,138.0 . 3,463,9 2,325.9 204%
"Allocated" Imports - 973.4 2,842,8 1,862.4 192%

Source: Economic Survey / 9_/ and Appendix
Table A-1,

is concerned with tax revenue couprising about one-third of
the total revenue from zll taxes, The "allocated" import

tax revenue was quantitatively more important in both periods
than the combined revenue from incowme, corporetion =nd land
taxes, Thus, it would seem worth while to study the. determi-
nants of import taxes in some detail,

The importance of structural changes in import flows
from & revenue point of view is illustrated in Table 2. The
retio of tax revenue to import flows cen be called the sverage
effective rate of tax on iaports, A change in the effective
rate of tax on an aggregate flow can arise from changes in the
rates, changes’ in composition away from or toward more heavily
taxed items, or changes of definition of those parts of the
flow of imports thet ore taxable, The avercge effective rate
fell considerably over the period, as the marginal tax-revenue to
import ratio was below the average ratio, Since, as Radhu
has pointed out /12 _7/, there were increases in the statutory

retes of duty over the period in zlmost every industrisl group,



TLBLE 2, Merginal end Average Effective
Rates of Tax,

Average Rate Marginal
Period 1  Period 2 Rate
Effective Rate of Tax on
Totel Imports 43,3% 28.2% 2048
Effective Rote of Tax on
"Ailloccoed" Imports 38.4% 29,.6% 25.0%

Ay i Y S 7 S e s S —_—

this chanze must have come about through changes in the
structure of imports away from high duty, towards low cduty
items or chznges in the definition of the imports which
were texable, The latter guestion has been ignored in this
paper. since it 1s likely to be smell., The question exeamined
below in some detall is: what part of the total changes in
revenue are due to rate changes,}%;se changes, to chonges
in inter - industry composition of imports, and to changes in
intra-industry composition of im,orts? In snswering this
guestion one would hope to learn not only sbout the determinants
of the revenue structure, but zlso about the ncture and
direction of import substitution, or the changed structure
of demand for inports,
III, AGGREGATE REVENUE I/ PACT OF RATE /AND COMFOSITIONAL
CH/JNGES
The metnod used to measure the revenue inmpact of
changes in totel import flows and the composition of imports,
as well as the statutory rates of tex, is quite straight
forward, It consists of naking en estipate of the revenue
thet would heve resulted if composition or retes of one period
had in fact held in the other period, =nd compering the
projection under one ty.e of assumption with the projection
under another type (e.g. same compositiosn but rstes chenged)
to ascertaln gBentitatively the separate effect of each
veriables The principel simplifying assuaption necesseary to
moke such o comperison meshinsful is thet the perticulcr

assuaption zbout one varicsble is consistent with & particuler



assumptisn about snother variable (e.g. that imports could
have the same conmposition with two different structures of
texwtion). While the violation of the assumption in guestion
would mcke e difference in the precise guantitative estincte
of revenue invoslved, the results will show that the orders. Ebf
mezgnitudes will not be upsets

The simplest projection of import revenue for period
two that can be mode is to ap,ly to the same ratio of total

tex revenue to totzl imports as had existed in period one,

13 ~
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AV Ty 'q" . fe

This would be given: b ~ Y. Sf=—= - vhere T; is
L.:T ™ t-‘ h.}\\u
revenue : - T
/from commodity i in period one, ™M,: is the value of iaports
X

of commodity ¢ in period two, and »_ is the sum of 211 the
c-oommodities from 1 to ne It would iaply e proportional growth
of 211 imports =nd taxes =zt the same. rstes, The scope of the
detailed analysis, however, if limited "allocated" import
tax revenue, end to imports of those commodities to which

import tax revenue can be accurately assigned., The "allocated"

I .

cominodities are primarily manufaéfures, semni-manufactures,

and unmanufactured tobacco, "ALllocsted" tax revenue was eighty-
six per cent of total revenue from import taxes in period two

and seventy-seven per cent in period one, so thet the conclusions
should bhe of general use, Unellocated znd government account
items are combined in the tables here and the ldentification

of ezch of the n~l1 Yallocated" commodities is given in the
left-hand column of Table 4=-l, The simple proportionsl growth
projection of import texes for "allocated" imports is written

PO

$” M« The analysis from this poipt onwesrd will be

3/ It is also likely thst in the period under study here,
there would probebly be relatively little effeet of chehges

in duties on cuantities imported, There has been excess demand
for almost every type of iluported goods, so thet cucntity dmported
would be relatively inelestic with respect to changes in tax
rates, This argument is developed -znd tested empirisally in

L8 /e



concerned solely with "allocated" iajports and import taxes,
and the use of the terms imports and import taxes will
refer henceforth to "alloceted" imports alone,
A second estimaye of revenue from import texes could
be made by assuminz thet, in esach commodity gzroup, revenue
grows proportionally to imports, but thet the relative
growth of imports among comaodity groups 1is egual to the actual

rzrher than to proportional growth, Such an estimate could
\ A T}

‘\” A

be written ~ - v « There is another mesning
that one could attsch to this expression however, that can

. ————

be more easily understood by re-writing it as Ve S NA L

o

?ﬁ\;

e

PN
The expression states that the same effective rates of tax
would apply to each commodity group in period two s &applied
in period one, To calculste revenue for any compodity group,
one would multiply imports of the commodity group in period
two by the effective rate in period one.

The =zctusl revenue in period two would be

written __ TUn . Ih order to comparc this with vhe
previous estimate, conceptuzlly, the revenue estlaate aould
be thought of as the effective rate of tex in period two
times the-:imports of the ' commodity group in period two,

~ Yau o

- A v, + Differences between the actual revenue
2

i 3

from conmodity group i in period two, and the revenue for

the comuaodity group based on period one effective rates (as

in the est.aate in the last pegragrayh) a re due to differences
between period one znd period two effective rates.,

The "effective rates" in ecch period ore, essentislly,
tn avereage of stetutory retes weighted by the share of the
imports at esch separste statutory rate within the comaodity
groupe Differences int he effective rates of tax on any
comuwodity group between the two periods can be due to (i)

differenkes in the statutory rate on each individuzl product
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within the commodity group, or (ii) differences in the share
of imgorts. of individual products in the commodity group. Since
here we work with aggregst®s of seversl products in eesch
comanodity group, the estimeted uovements in the stetutory
rates for the commodity group {i.e. ~. and ;- , ) nmay not
accurstely represent the effects of the rate changes fron
a revenue point of view, However; it is assumed throughout
the rest of this exercise thet differences between period
one znd period two effective rates of taxation for each
comuaodity zgroup can be divided into rote changes snd compositional
chenges alone,

A fourth revenue estimate could be made by adjusting period
two revenue from each commodity group downward by the ratio of

.period one to period two statutory rates.. This is written

n-\
?2, “Y:ljffj s where ry; end r-. are the average statutory
rates applying to commodity group 1 in per.ods one cnd two
respectively,

Since this last method adjusts effective retes of period
two downward by stetutory rate chenges between the two periods,
a fifth estimate might be made by adjusting effective rates

from period one upward by rate changes between the two periods.-

This could be written -#= ™« "%l A, .

Before discussing the changes in revenue due to changes
in ra tes of tax and structure of imports, the expressions used
here should be more clearly defined, "Inter-industry" composition
means the relative fldws of imports (or of revenue) among the
n-l commodity groupws used in the paper. Thus, "period two
inter-industry composition of imports" mesns the proportional
distribution of imports among commnodity groups that applied in
reriod two, "Intra-industry" coamposition is a bit more difficult
to define, but it means, broadly, the distribution of imports
within a commodity group among the products subject to different

of import tax. Intre-industry coupositiosn is directly
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related to the "effective rate of tex" on a comuodity
group, ¢nd in the absense of ¥m:¥® chenges, changes in
effective rates could come zbout only due to shifts

in the couposition of iaports within a comaodity group
from high to low or froa low to high tax rste items.

Thus, "period two intra-industry composition" would W
ldentified with the effective rate of import tax oh a
comuod ity group in period two, 4Adjustments of the effective
rote by the st-tutory rates are used here to separsts

the effects of rate chonges from the effects of composi-
tional chanzes, Because of the problem alresdy noted
(thet the average rates used here are not accurate
measures for discussions of revenue) projection of revenue
at 01d and new "intra-industry" composition are not

"pure" or unembiguous end will result in some distortion.,
It will be seen in the detesiled exsuination of revenue

by coamnodity groups, however, thet the method produces
results consistent with oth.r informetion about %the
chenges in import composition, so that the use of these
crude tools 1s probably justified,

The results of the different method of estimet-
ing revenue, for the averesge of 1961/2 and 1962/3, are
glven in Table 3, 1n order of declining magnitude of
the revenue yield., It ‘is quite clear that there is
& substantial range (about Rs 400 million) in the
revenue that would occur if differenw retes end

compositions of imp-rts were chosen.
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TABLE 4, Suamsry of Effects of Rate and
Compositionsl Changes on Revenue

From Import Taxes,

(

Rs. Million

Loss.in wotentisl period two revenue due to cheanges
inter-industry composition, measured &t old
rates (line 1 minus line 4 of Table 3).

Losa.in potential period two revenue due to changes
in iptrg-industry composition measurdd =zt old rates
and new inter-industry composition (Iine 4 minus line
S of Table 3).

Loss.in potential period two revenue due to changes

in intra-industry composition messures at new ¥ates and
inter-industry composition (lige 2 minus line 3 of
Table 3).

Gein in potential period two revenue due to changes
in retes messures ot 21d intra-industry and new inter-
industry composition (line 2 ainus linedh of Table 3).

Gzin in potentiel period two revenue due to changes
in rates nmezsures at new intra-industry snd inter-
industry composition (line 3 minus 5 of Teble 3)

b
Net gein in period two revenue from changes in
rates and iptra-industry composition messures at new
inter-industry composition. (line 3 minus line 4
of Table 3 ).

33345

’ 65.8

121.°

147,29

82,2

Source: Computed from Table 3.

4dding lines one and two from Table 4, one can estimate

the total hypothetical loss in revenue from iaport texes due

to the combined effects of inter-cnd intra-industry changes in

qﬁfﬁdﬁition (when both are estimeted at period one rates),

Nearly Rs., 400 million are involved, This (hypothetical) loss

is greater than the combined, increase in revenue from

income, corporation snd laend taxes in period two over period

one, It is clear from Tcoble 4, however, that the principal

loss in jotenticl revenue came from shifts in inter-industry

coaposition of importse. The important revenue-yielding

coamodities were the first industries in which import

substitution took place, end it is quite clear thet liberalie

zetion of imports took place primarily in low=-duty raw

mpterials, sznd capital goods mdst of which ere identificble

by industry of origin, Thus, one would ex.ect substesntiszl
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switching of the composition of imports among commodity
groups and, therefore, in the average effective rate of duty
on totel imports,

Intre~industry changes in composition, however, have
elso been import:nt from the revenue point of view, These cre
mecsured in rows two and three of Table 4 at per.od one and
period two retes respectively., The aggrqgite loss in revenue,
as will be seen below, concesls some rather interesting
movgments in opposite directions in various industries. The
loss in potentisl revenue from intra-industry changes in
composition amounts to as much as Rs 120 million when messured
at per.od two ratese.

Of f=setting the losses in revenue from changing
composition of imports toward low duty items are the lincreases
in revenue that have taken place due to changed rates of import
duty and sales tax. These chznges are shown in lines four and
five of Table 4, for period one znd p eriod two intra-industry
composition, respectively. The hypothetical increases in tax
revenue due to changed tox retes are quite substantizl,
representing ot least Rs 150 million and as much as Rs 200
million potential r evenue in a year,

,jg?*ﬂﬂlhe difference between actual collections in gperiod two
and the projected revenue based on 213 rates and intre-industry
coinposition give the net goin in revenues due to rete changes
and igyre-industry shifts in eomposition or, alternetively due
to changes in Meffective rates o»f tax" on each industry,

The smount is just over Rs, 80 million, as shown in line 6 of
Table 4, Even thouzh the increased stectutory rates would

have yielded from Rs 150 to 200 million if intra-industry
composition had remained unchenged, there was such a substzhtial
loss due to shifts from hizh to low duty items within commodity
groups that the net inecrease was only about one half the

»O0tentizl incresse,
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Some of the changes in the composition of
imports and import tex revenue were due to increased
domestic supplies of the goods previously imported
or their close substitutes. No doubt some of
the changes were due siagly to s shift away from
consumption cnd ia ort of goods with hizher iwports
tax rates, One of the guestions raised is the
extent to which high duties (yielding substentiesl
revenues, originslly) were levied in order to
encoursge import substitution in particulsr industries,
or whether hizh duties encouraged import substi-
tuion thrt wes not anticipated. If the latter is
the case, and if one can assume thet the government
levied high duties on luxury itews whose consumption
as well as Jmport they intended to discoursge,
then one can say that the government's aim of
restricting consumption of high duty (lukury) items
has been successfully circumvented by the process
of import substitution. This is élearly a matter

that beers further investigation.

IV COMPOSITION.L CH.NGES IN REVEKNUE BY CO.LIODITY GROUP
Several points of interest arise when one

examines the changes in import tex revenue at a disaggre-

gated level, These include: the offsettinz nature of

rave ond compositional changes within industriesg”

the importance of various industrial groups in

determining the changes in totel -revenue from import

texesy and the relationshlps between changes 1in

coaposition znd the rates of tax that were in

force in period one.,









In several industries where there 1is general
knowledze of the import substitution process, one can "see!
the results from eolumns-(2) end (3). Both of the textile
groups, paper s=nd paper products, rubber and rubber products,
and products of petrolum and coel are examples that qqp{&y
come to mind, Import substitution has taken the form of
continued import of the semi<processed rawemzterials and
completion of final processing in Feskistan, Such a
pattern leads to a reduction in imports of the highest-duty
items first, since, as brought out by Radhu, finished goods
have higher rate of duty than do semi-processed goods / 12
hs was true of the aggregate chenges in revenue, a finzl
deteriiination of the revenue effects of import substitution
after accounting for the revenue from the new domestic fiows
of output, must wait until finzl £ig¥res on domestic flows
of product are available,

Effddts of rate chasnges in individual industries
are shown :n coluimns (4) and: (5) of Table 5, Most of the
increase in revenus from increased rates came from the
netals and machinery groups (3400 to 3800) regardless of
whether weriod one or two composition is used,
Unfortunately, as-noted cbove the use of everage statutory
retes in the computation for each industry prevents one
from exomining the possibility of offsetting reate changes
within sn ‘industry (e.z. increzsed cduties on finsl products
and decreased duties on raw materisls).’

Coluinn (6) of Taeble 5 shows the difference between
revenue rrom proportionsl growth of 21l iaports-and
actuel growth of iaports by commodity groups, thus

giving the change in revenue due to inter-industry changes



in composition of igport flows. Positive
chenzges reflect growth in imports of the commiodity
group thet is greater than t he average growth,
end negative changes indica te less than
_proportional growthe. Since net change in revenue
is negativé, imports thet increased less than
proportionally. The large negatlve contributers
were the items of heavy weight in period one
revenues sugsr, non-silk textiles, and products
of petroleum znd coal, The positive contributers
were, once sgeain, the metal ond machinery sectors,
3400-3800, but they sre outweighed considerably
by the negeative chagges.

In Table 6 the chznges in potential
.period two revenue are given os percentages of
revenue from the commodity group in period two,
"net chanze in revenue" is the difference between
actual revenue =nd revenue projected on the
hesis of new inter-industry composition but also
rates znd intre-industry composition. The percentage
changes in ipter-industry composition are computed
at the oid intra-industry composition znd rates,
Comparison of coluans (2), (3) «nd (4) of Table 6
point out the affsetting nature of ra e and
compositioncl changes within meny comnmodity

Zroups,






V- REL.TIONSHIFS BETWEEN RATES OF T/X 4ND CHLNGES IN
IMFORT ..ND. REVENUE STHUCTURE

The relestionshipys between tax reates in period one and
changes in the structure of imports (snd import tax revenue)
between yperiods one and two were examined by mezns of renk
correletion chelysise In general she would expect movements
away from goods with the hizhest rates of duty toward goods
with.lower rates of duty, due to import subgtitution,
substitution effects of higher prices, or. wAghter licensing
of imporvs with higher dutles. One would expect this kind
of wmovenent to occur both between commodity groups and within
commodity groups (as 2 lerger precentzge of totel supply
1s finished domesticzlly but semi-finished goods continue to
be imported). One would expect negative correltion between
the rates of tex and the changes ln revenue op in imports
(since both measures of changes in tax structure given in
Talble 6 =zre reslly mecsures of changing im,.ort structure).
The results of the correlation analysis ere’given in Table 7.

The rank'c5rrelatgoh onolysis yields several
tentative conslusions about the interrelation cnmong
inter- and intra-industry chénges in the eoaposition of
imports, stetutory retes of tex, rnd effective ra tes of tex

on colmodity groupse

i. . The averagé statutory rate of tax on a
coanodity grouy was not significantly. relsted to
the chanze in the composition of lunportse

i, .The sversge =ffective rate of taX was
signiflezntly related tg chenges in importsy
the hi.her the effectivk per.od one tax rate, the
greater the shifts in c¢ompositipn botl~ away
from the commodity. group heavily taxed end
away from the more hjlighly texed items within

cny eamnodity groupe 0 Tr .. ==
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iii. Rankings of thne stemwtory rate and the
avercge effective rate on =2 comuodity zroup

in period one were Jjust barely releted to one

TABLE 7, Rank Correlation Coefficients for
hnalysis of Changes in Revenue

Structure.
w5
(1) (2) (3) (4)
Fercent change Fercent
due to intre- chense due Ty
industry shifts to interw
industry
shifts
Tiimai - 456 - 536. &
/10 133 ’
Yercent chsnge
due to intreo- i 54 4 o311
industry shifts (N.S.) . (N.S.)
Fercent change
due to interw- - ¢253
industry shifts (N,S.)

NOTES:y N = 22 for correlations in coluans (2)&(3)
N = 19 for correlztions in column (4)
figures in parentheses are confidence
levels for coreelation coefficients,

NS, mecns coefficient is not significeant,

SOURCEs Coaputed from Tables 6 znd A=y

another (coefficient significent at only the

N L

ninety Qercent level),
4 :

iv The changes in inter-industry compogition
were not significantly related to the changes
in intra-industry composition. (Tha t is, commodity
groups awey from which the greatest substitufiion
took place were different from the commodity
groups within which the greatest substitution took
place).

Having done these exercises, one can rightly

inquire about their contribution to our understanding of
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the processes thet have been at work over the past decade,

or of the incentive structure of import taxes. Severgl
coiments are in order, First, &2 we can identify commodities
by the ra te of tax on them, the above anslysis suggests

thet the tex revenue data and their relationship to import
flows give a reasonable measure (at afirdy pgeregate level)
of the kinds of comnodities being imported under any given
comnaodity group. Second, it would seem from the above
enalysis that in looking at the incentives for import
substitutlon ot any point in time it is wore meaningful to
look & t thne aversge effective rates of tax than at the
statutory rates of texe. In his study of tax rate structure
/= 12 _7 Radhu srgued thet the rete structure would give

some indication of the differentisl incentives for import sube-
stitution, It appecrs thet the effective retes would be
a.more useful explsnetory verisble for chepnges in import
structure over a period of times Third, in a prelimlnary
anclysis of chenges in import strucrure using da-a from this
Study, is seems that one's expectetions zbout the
-elstionships between height of duty and substitution

effect are borne out. Either thte licensing authority followed
2 course similar to what one would heve expected from the
privete market, or the private sector exerted influence on
the struc ure of import demend away from highly taxed toward

lizhtly toxed imports,
L VI AN EXBERCISE WITH ELLSTICITIES

It is most ecommon when analysing revenue from various
taxes to calculate clesticities of revenue from tThe tex under
considerztion with respect To some relevant determining
variable. Since the data are readily avellable for such an
excreise from Appendix Table h-l, elasticities heve been
eomputed here, under two sets of essuaptions. First, the

elzsticity hes been found without sdjusting for chenges in



statutory tex rates between the two periods, Such a
coefficient was been called the "buoyancy" of & tax by Szhota,
in his empiricel study of the Indian tax structure / 14 _/.
Second, after adjusting per.od two revenue to teske account

of rate changes between the two per.ods, a "true" elasticity
has been calculated, Elasticity is the more useful and
meeningful conecept anelytically, while "buoyancy" must be relied
upon if one does not have tax rete dzta. Both the

elasticity and the buoyancy coefficients were computed by
taking an average of period one znd period two revenue or
imports as the base, so that an "arc" not a "point" elasticity
coefficient has been calculated, representing the percentage
change in revenue divided by the percentage change in

imports, The coefficients are given in Table 8, Because
these coefficients are "erc" estimates, they will not be
strictly comparable to the calculations made in the esrlier
sections of this pepere.

If one is going to use elasticities for revenue
projections, it is important to keep in mind certain
principles, Bven z casusl glance at tae elasticiities assumed
for purposes of revenue projections during the Third Flan
Period as given in the Qutline.paper as 10&/ raises guestions
about the validity of the assum.tions used., Reporting that
Nglasticity™" (what,is here called buoyancy) of customs
duties with respect to total imports from 1959 to 1963 wes
was unity, the Planning Commission adopted an elasticity
assumption of 0.3 for the Third klan Feriod. Their reasoning
.iz thet changes in " ,.,the composition of imgorts in
fevour of low-duty capitel goods..." / 10a, p.53 _/ will
lezd to slower growth in duties with respect to total
imports. Several problems arise, however., First, custoas
quties -include export duties, which should be treated
seyarately., Second, Hhe proportional growth in revenue from
1959 to 1963 was due largely o increases in the rates of

duty in 1960/61l, so thct the base period elasticity includes
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the new retes, while the projection essumes that there will

te no furthsr rate chansges, Third, and most importent, a great
deal of structursl change hed zlready taken place within imports,
£ren high to low duty items, by 1964. -Thus, starting from

the composition of imports znd the resulting revenue of

1964/65, it would regquire zn almost unbelievable further shift

in the coaposition of imports to bring the elasticity of revenue
with respect to iaports down to 0.3.

Is it  roOssible that such a rapid structural change in
import composition could take place in the Third Flan Period?
Lpparently, not even the rlanning Commission felt so, since it
dié¢ not project any drastic changes in the Third Flan cowmposition
of laports over those of the Second klan, nor d4id it project drastic
chenges in 1969/70 overitha structure in 1964/65. Teble: $hows
projections of import composition for the Third rlan and for
1969/70 =s given in the Outline, and as projected assuming the
seme composition by type of good as existed in the Second FPlen
and in 1964/65, respectively. Virtuslly the only mejor
difference from pro.ortionsl growth is in debt servicing, not
‘in the commaodity imports. In fact, the imports of "low-duty
ceplitel goods" would have been greater if they med just grown
proportisnelly to totel imports then iy the Outline'!s own sstimate.

Froportionsl growth of 21l imports would imply
proportiopel growth of import tax revenue, or an clasticity
of unity., The Outline projects grester thsn proportiosnesl
growth in resw meaterials for both eonsumer and cagital goods,
which ere higher-duty items, and less than proportionsl growth
of capitsl goods, which zre lower-duty iteﬁg{ The only ehesngze

thet would br_ng ebout ¢ smeller growth of revenue is the .-

by —
5/ The cduties,/Plenning Commission definitions of consumer
consumer goods, capitel goods, tnd raw mesterisls for ecch
ere ziven by Radhu / 12 _/.
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the emownt of revenue forthconing from existing tex reates
will lead to over-estimetes of the sdditionel revenue needed
to offset tlzn expenditures.

Working with the rlanning Comaission's estimates of
imports during the Thi.d Flsn rer.od, one finds thet & difference
of D41 inthe elesticity essui,.tion for custouas dutics & > ..
involves about Rs. 100 Million over the five yeers., Thus, if
one reised the estinate of the elesticity to 0.8 (L.2 shove the
estimcte for 1954 to 1963 found for cllocected imports in
the present pezper), which is reasonable based on the assumed
chenges in coaposition of iaports over the five years, the
estinete of revenue from current texes for the Third Flen would
increase by Rs. 507 million, andthe estima te of additisneal
tex revenue needed from new taxes or changed tex rates would

fell to Rs.’ 2,500 maillion.

. VII  oUsiw Y ND CONCLUSLONS
The purpose of this peap.er was. to shed some empirical .
light on the effects of chenging composition of imy orts on revenue
from in.ort texes, Thouzh it is not ¢ coaplete study of the
relstionship between imports and iaport taxes, some interesting
¢nd useful inforaation does emerge. The principal findings can
be sumnarized as follows.
i) The increese in mvenue from import duties and sczles
taxes on in.orts w:us jreater . aver the decede studied
than the combined 'incrsasse in revenue froam income,
corporction, end lend taxes in the same period,
1i) The retio of import tex revenue to imports fell over
the ,er_od, desplte substantial rises in the statutory
retes of duty. The pr_ncipsl reason for the loss in
potentiel revenue was the change in the composition of
ingorts among the mejor comuodity groups, due
- cprinerily to iaport substitution cnd tight licensing
of higher duty items. However, there was also a

substential loss in poten.icl revenue due to a shift

1 .

within "i=ny connddity grouws £o02 hi-h ©o low duty is:ias

| I
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This loss in potentizl revenue due to changes in imports
composition amounts to some Rs. 400 million per yeer,
while the gain due to increased rates of duty comes

ﬁto Rse 150 million to Rse 200 million per ysare.

ii;) The effective rates of tax in the early years

‘of the period under study were significantly r elated to

changes in the structure of imports over the period,

Hizh effective rates of tax in period-one led to =hifts

away from the commodity group and to shifts toward lower

duty items within-the commodity group.

iv) The effective rates of tax on a commolity group

~appesred to be = better messure of the incentives for
substitution awayffrom the coamodity grou, than the
average steuttory rate of tax,.

v) Since there has been a substentisl shift in the

structure of ikports over the past decade, there is less

"potentiel” left now for fursther shifts in the composition

of imports (when classified by retes of duty). There is

little scope left for further import substitw.ion in the

Jindustries thet compete with high-duty imports. Therefore,
foré, one should expeet -to f ind & higher elasticity .of import

{taxes with respect to iaports during the Third rlan than

prevailed over the past decade, - The celasticity assumed

'in the Outline ps.er is much too low, 'end results in a

projected level of revenue well bhelow what one could

Teasonably expect from im.ort duties during the

¥len period, -

Muech work still needs to be. dore to refine the estimat-
inzg procedures and to include the effects of ilaport substitution
on revenue Irom douestiec sources, It is ny hope, however, thet
the sbove exercises will suggest some useful hypotheses =znd
direetlions for further work in the aresz £nd will lead to more
careful =znd accurate work in the analysis of teax revenue and

its sources,
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