Summary and Main Points

Part I : Analysis of Customs House Data

1.
The study presents an account of India's imports and exports through Mumbai Air and Sea ports during the seven years 1988-89 to 1994-95. The primary source of data is the Daily Trade Returns (DTRs) compiled by the Custom Houses.  Basic units of the compilations are the 'importer' and the 'exporter'.  DTR data is uniquely suitable for understanding the behaviour of individual importers and exporters.

2. Though there are a large number of exporters, only a few account for a substantial portion of the exports.  Existence of exporter-wise concentration can be seen from that fact that in each of the years, about 3 per cent of the exporters, numbering less than one thousand, accounted for two-thirds of the exports.




(Table-I.9)
3. Top 100 Indian houses and foreign-controlled companies (FCCs) had a share of a little more than one-fourth of the total exports in 1988-89 While the share of top Indian houses in total exports improved somewhat during the latter years.  The share of FCCs continued to decline.  As a result, the combined share of top houses and FCCs fell to less than 15 per cent by 1994-95.





        (Table-I.12)
4. An examination of the export markets and their shares in individual exporter’s exports revealed that larger exporters diversified more compared to the smaller ones as in nearly two-thirds of the cases the concentration index declined.  Thus, while there was two-way movement in the concentration indices, larger exporters tended to either find new markets or their exports tended to become more evenly distributed among the importing countries.   Comparatively, more of the top 50 house companies diversified their export markets.       (Table-I.13)
5. The group of smallest exporters (measured in terms of their exports) has the largest proportion of cases where there was no change in the concentration index. Additionally, concentration increased in a comparatively larger proportion of smaller exporters.   Proportion of such companies is the highest in case of non-large house, non-FCC categories.   Comparatively more Large House companies and FCCs diversified their export markets.



        (Table-I.13)
6. Except in the highest bracket of companies exporting to 20 countries or more, there has been an overall decline in the number of companies exporting to 3 or more countries.  This shows that it was only those who were already well diversified might have diversified their export markets further while the remaining tried to focus on fewer markets.   While at the aggregate level there were fewer companies which increased  the number of countries they were exporting to, proportion of such cases is the highest in case of the largest exporters.   (Table-I.14)
7. Overall, in the new regime, the largest exporters seem to have diversified their markets more as also sought to spread the exports more evenly among the countries.  The smaller ones in general seem to have tried to focus on fewer markets.


         (Table-I.15)
8. In case of the largest 50 Indian Houses, the top product groups remained the same during the pre- and post-liberalisation periods.  There were, however, substantial changes in the inter se ranking of the product groups.  While textiles continued to be the topmost export earner, its share declined substantially.  Share of the machinery group also declined. On the other hand, considerable gains have been made by the metals group.







          (Table-I.16)

9. A distribution of the import consignments shows high degree of skewness.  Thus even if the consignments worth US$ 10,000 or less are ignored which account for more than half of the total number of consignments, one would be covering over 90 per cent of the value of imports.  This has significance from the point of monitoring import trade.






   


          (Table-I.18)

10. Unlike the distribution pattern of exports, small-sized consignments held a relatively smaller share in the overall imports.  The pattern of exports is noticeably different when compared to the pattern of imports.

11. The number of Indian public sector organisations engaged in imports was quite small but their share in imports value was substantial.  In 1988-89 their share in imports was a little above 30 per cent.  Over the years, however, share of the sector declined and towards the end fell to almost half of the initial value. Correspondingly, the private sector’s share increased and reached about 84 per cent by the end of the period.









         (Table-I.21)

12. During 1988-89, the top 2,000 importers with at least US$0.25 million or more of imports each accounted for 83 per cent of the Indian imports by the private sector through the two major Customs Houses.  In the subsequent years, though the numbers varied, their share continued to be high and ranged between 82 and 86 per cent.
         (Table-I.22)
13. Within the non-government importers, Indian importers have a substantial and growing share.  On the whole, all the three sub-categories of non-government Indian importers increased their shares.  That of foreign controlled companies, however, increased in the initial years, but declined towards the end.




          (Table-I.23)

14. One factor that seems to be responsible for the changes in relative shares  in imports of Indian companies and FCCs is that the national industrial policy was liberalised making many private sector enterprises to enter and expand in areas that were hitherto reserved for the public sector.  A second relevant factor is that the booming stock market enabled many non-house entities and non-FCCs to take up large projects.  This happened especially in the metals industry requiring heavy investments.  Thus among the top 50 importers in 1993-94 and 1994-95, as many as 12 belonged to basic metal industries.

15. While the problem of transfer pricing has been known for a long time, India started developing a proper system to monitor transfer pricing transactions only recently.  In the context of growing investments by Indian companies abroad and the increased role of FDI in the domestic economy, the avenues for transfer pricing are increasing substantially.
16. International trade is known to be dominated by inter-branch transactions and supplies being routed through close business associates.  The DTR data provides evidence to show the existence of a large area where transfer pricing is in operation. 


          (Table-I.27)
17. It is pertinent to note that the share of parents and affiliates is the highest for foreign-controlled companies as they procured at least one-third of their total imports from such entities.  In case of the Indian top houses too, the share of their foreign subsidiaries and affiliates as also technology suppliers was substantial at about 10 per cent.  Interestingly, supplies by trading companies formed a major portion (nearly one-fourth) of imports of Indian large houses.


          (Table-I.26)
18. The importance of trading companies in imports can be seen from the fact that out of the top 25 suppliers for the large house companies and FCCs, the top five are trading companies.  Out of the remaining 20 another 10 can be termed as trading companies.   Since trading companies could be tools for masking related party transactions, their role should be monitored closely. 



          (Table-I.28)
19. More direct and recent evidence confirms the extensive practice of inter-branch transactions by TNCs.  For instance, Asea Brown Boveri Ltd reported that it transacted, in addition to the holding company, with as many as 136 fellow subsidiaries during 2001. It does appear that the fellow subsidiaries accounted for as much as 83 per cent of imports of raw materials and components.   Similarly, in case of Ingersoll Rand (I) Ltd and Gillette India too transactions with such companies accounted for bulk of their imports and exports.
20. Detailed product specification, model, brand name, and availability of manufacturer's name in the DTR would go a long way in facilitating such exercises.  Unfortunately, products are reported in vague terms and in varying and unlikely units of measurements.  For instance, Reliance group is reported to have imported 'Machinery being capital goods' which was of certain KGs in weight.  These are not small consignments but are valued at crores of rupees.  Given the vague product description, and the tendency on part of TNCs to exploit transfer pricing mechanism, it would be extremely difficult to detect abnormal pricing in such transactions.






          (Table-I.29)
21. For corporates there are a number of avenues for taking advantage of transfer pricing.  Out of the total foreign exchange expended by a company a large proportion is spent on import of materials, capital goods, spare parts, etc.  Leaving aside dividend payouts, payments for technology, interest paid on loans received, interest charged on loans advanced, issue of shares, etc. too can carry an element of transfer pricing.

22. Exports and imports together accounted for about four-fifth’s of the total transactions in foreign currencies in 2000-01 of the sample companies.  This indicates the important role Customs Houses can play in detecting transfer pricing and ensuring that transactions are made at arms-length prices thus ensuring on one hand no loss of revenue for the exchequer and on the other no undue loss of foreign exchange for the economy.
23. For detecting transfer pricing, the checking at customs houses should be thorough.  Customs Houses are better placed because these can make immediate and direct comparisons with similar other transactions.  It would prove useful to have international market intelligence and a good sample of large shipments, which could be used to regularly enquire into transactions between closely associated companies.
24. In curbing transfer pricing abuses DTRs could be an indispensable means.  The heavy concentration observed both in exports and imports in terms of the trading parties underlines the relevance of focussing on the large companies to begin with for a meaningful monitoring of the transfer pricing phenomenon.

25. Presently, at the Customs, the emphasis is on imports.  While the Commissioner of Customs can make a reference to the Special Valuation Branch (SVB) regarding the valuation on account of special relationship, even if the same is not disclosed by the importer, the procedure appears to be essentially of a voluntary disclosure nature.  Further, with the emphasis being on collection of customs duties, the possibility of over-invoicing of imports could attract little attention.  In fact, the cases reported by the Chennai SVB contain cases of additional loading to the invoice value and not any subtraction from it.

26. The emphasis on imports could be due to their implications for collection of customs duties. In case of exports, the maximum the Customs authorities might be concerned with are over-invoicing for its implications for drawback payment and possibly for meeting export obligations.  On the other hand, there is considerable scope for under-invoicing in exports especially in case of TNCs’ dealing with their parents and affiliates.  This aspect needs a careful consideration.
27. Given the trends in globalisation of the Indian economy, many Indian parties qualify to be termed as TNCs and many others would have related parties in other countries.  Being the first entry/final exit points for goods it is important that transfer pricing should be dealt with at the level of customs which could make the task of the other agencies involved lighter.   

28. Introduction of Importer-Exporter Code (IE Code) is a welcome improvement.  While a few other improvements have been also made, some useful information has been taken away from the purview of the Import DTR.  The most significant fields that have been left out are the duty levied and the names of suppliers and manufacturers.  In the interest of transparency, the scope of DTR should be expanded to include names of the manufacturer/supplier in case of imports and names of the final consignee in case of exports.

PART – II : Export Performance of Non-Government Companies
1. This part of the study sought to examine the export-orientation, import-intensity and the ability to earn foreign exchange by 2,147 non-government non-financial public limited companies during 1995-96 to 2000-01.  The sample companies accounted for nearly 42 per cent of the paid-up capital of corresponding non-government companies.  Their share in national exports was about one-fourth and in imports the share was from about 29 per cent in the first year which fell to 23 per cent by the end of the period.   
         (Table-II.1)

2. In a period of overall slow down in the growth of national exports, the sample private sector companies comprising many large companies could not reverse the trend in any significant manner.  In fact, year-to-year increases indicate that exports of sample companies grew slower than the national exports in the last three years.






         (Table-II.2)
3. The exports-sales ratio of the sample companies fluctuated more than the imports-sales ratio, and since the exports-sales ratio was only about 10 per cent, it does appear that imports are related more with production meant for domestic sales rather than for export purposes.  





          (Table-II.3)
4. Companies’ ability to earn net foreign exchange is not limited to exports only and can extend to receipt of dividends, interest, consultancy and know-how fee, commissions, insurance claims, etc. At the aggregate, such other earnings in foreign currencies are gaining importance. One-third of total earnings in foreign currencies of companies belonging to smaller houses and one-fourth that of other Indian companies is accounted by the other earnings.  On the other hand, share of exports in total earnings in foreign currencies declined for the largest houses and FCCs. In case of FCCs the decline was, however, less marked.               (Table-II.5)
5. Other earnings are, however, more related to sectoral characteristics rather than ownership groupings.  Their share in total earnings of Service sector companies increased substantially during the period from 38 to 63 per cent of the gross earnings.  For the manufacturing companies the increase was only marginal.  In case of Primary sector, the ratio indeed declined.

 
         (Table-II.6)
6. There are more companies in the higher ranges of the exports-sales ratio in 2000-01 compared to 1995-96.  However, the number of exporters remained static during the period. Nearly 40 per cent of the companies are not in export trade or the exports of these companies are negligible compared to their sales. In all only 946 companies, or about 45 per cent of the total, exported in all the six years.  These, however, accounted for 90 per cent of the total exports in 2000-01.  


        

         (Table-II.7)
7. Increase in overall exports during the period was due to the largest Houses and other Indian companies (OICs).  In terms of export orientation, OICs fared the best.  Interestingly, exports of FCCs increased the slowest and their exports-sales ratio indeed declined at the aggregate level.  



         (Tables II.8 & II.9)
8. Share of imports of goods in total expenditure in foreign currencies declined.  Share of payments for technology also declined giving credence to the view that Indian companies may be finding it difficult to gain arms-length access to technology or they are more into commodities which generally do not require imported technology.  In the new regime, after an initial spurt, approvals for technical collaborations declined both in absolute and relative terms.  An increasing proportion of technical collaborations are approved through the automatic route.      (Tables-II.10 & Table-14)
9. Interest payments in case of large Indian companies and dividend payments together with royalty payments in case of FCCs constituted other important identifiable items of expenditure in foreign currencies.  




        (Table-II.10)
10. Once again, such shares are high for Service sector companies.  While for companies belonging to the Manufacturing sector the increase was marginal, in case of Primary sector, the share declined considerably. There is a possibility of other expenditure being related to other earnings in foreign currencies.
        (Table-II.11)
11. The composition of imports too is undergoing substantial changes.  An increasing proportion of imports are related to raw materials, stores and spares.  On the other hand, share of capital goods fell quite steeply.   While falling share imports of capital goods may be a reflection of the slowing down of the economy, the fast increasing imports especially of raw materials may be reflecting the long term dependence on imported intermediate inputs by Indian large House companies.




        (Table-II.12)
12. There has been a marginal decline in the import intensity of the sample companies when seen in terms of the ratio of total imports to net sales. Given the fact that finished goods have become an important component of imports and companies are also trading in locally manufactured products and commodities, it would be more appropriate to compare imports with sales of own manufactures. Seen in this manner, the largest group of Indian companies (T1) shows an increasing dependence on imported raw materials. There are, however, no clear patterns in case of other Indian companies.  In case of FCCs too, the ratio did not show any clear pattern.        (Table-II.13)
13. Import of finished goods, possibly for re-sale in the domestic market is gaining prominence.  Share of imported finished goods in total imports was high in case of foreign-controlled companies.  In their case, share of finished goods in total imports increased from 5 per cent in 1995-96 to 13 per cent in 2000-01.  In case of other Indian companies too, finished goods in general claimed an increasing share.  In view of the high shares of traded sales to manufacturing sales and of finished goods in total imports, it does appear that FCCs are increasingly resorting to imports of finished goods and traded items rather than increasing imports for local production purposes.  





      

        (Table-II.16)
14. At the aggregate level, net outgo in foreign currencies declined substantially. Companies belonging to the largest Indian Business Houses, however, account for a major portion of the net outgo of foreign exchange.  Total expenditure in their case exceeded the earnings in all the years.  Net earnings improved substantially in case of companies of smaller houses and remained stable in case of FCCs. Other Indian companies even turned net earners of foreign exchange.  But for the fact that the other Indian companies improved their foreign-exchange earning capacity, the overall deficit would have been substantially higher.
        (Table-II.18)
15. Slightly more than nine-tenths of the sample companies’ imports are met by their exports.  The coverage was, however, the lowest for FCCs at about three-fourths. Non-large house Indian companies performed the best among all the categories of companies. In most industry groups, domestic companies, especially the non-large house companies, displayed better exports-imports ratio.   In some product groups, where FCCs displayed above average ratios, it appears that such better performance could be due to large trading houses dealing diversified products including commodities.




 

 
         
        (Table-II.19)
16. A substantial part of the net earnings is contributed by the Services sector comprising essentially of trading companies, hotels & restaurants and computer software companies.  Net earnings of the Manufacturing sector also improved as the imports remained stable while exports increased. The Primary sector did record increasing deficits mainly because of companies in the petroleum refining and lubricants. 



   

        (Table-II.20)
17. While the results seem to suggest the importance of industry attributes compared to ownership characteristics, even the industry classification of companies could become irrelevant when the Trading House phenomenon of companies is taken into consideration.  About 100 Trading Houses accounted for more than half of the total exports of the sample companies in 2000-01. While at the aggregate level net deficit was about R. 2,100 crores, these Trading Houses reported a surplus of Rs. 7,600 crores.  Since Trading Houses cut across industry and ownership groups, it emphasises the need for more caution in interpreting company level export performance and net foreign exchange earnings.

18. The cases of Adani Exports and the HLL group, however, raise serious questions about the apparent benefits in terms of net foreign exchange earnings through Export and Trading Houses.

19. Overall, Indian private sector companies do not seem to have become more export-oriented during the second half of the ‘nineties.  The relative improvement in net earnings is possibly due to the Trading House activity, improved earnings from Service enterprises, and lower import intensity.

20. The fact that import of finished goods are gaining importance, especially for FCCs, needs to be underlined. On the face of it, import liberalisation could be responsible for this development.
21. Also, exports of FCCs grew the slowest and there was no appreciable improvement in their export-orientation. Indeed, except for a few branches of industry, where exports exceeded imports considerably, in all the industries, especially many chemical and engineering industries, FCCs were not meeting their imports through exports in spite of the presence of a few large Trading Houses among them. This phenomenon needs to be looked at carefully in view of the envisaged enhanced role of FDI in the Indian economy.
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