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Abstract

primarily tax burden, that can explain the observable

price differences on the Russian market between
domestic telecommunication equipment and imports from
China and USA. The relevance of the research is justified
by the critical significance of this market for the economic,
information, and technological security of the Russian
Federation in a changing geopolitical environment. The
present methods of tax burden calculation analyzed in this
article revealed the sub-industry level measurement is the
least studied. Based on data on 42 companies for 2015-2017,
the cost structure of the telecommunication equipment
manufacturing industry was studied, a model for computing
the tax burden rate on domestic enterprises using imported
components was built. The model was adjusted for a cross-
country comparison to reflect the specifics of countries” tax
systems. The calculations were based on the assumption
of equal production costs in the three countries under

The article is dedicated to the analysis of cost factors,
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examination. A comparative analysis showed that the tax
burden in Russia is on average higher than in USA (almost
3 percentage points) and in China for enterprises operating
in preferential economic zones (about 2 percentage points).
However, this difference in tax burden rate does not explain
the observed price discrepancy on the domestic market (up
to 21 percent). The cost of components and cost of debt are
additionally examined as factors that elucidate the divergence
between economic conditions. An approximate assessment
of their influence showed that the effect of reducing average
costs with an increase in output of components, which is
especially characteristic of China, has the largest impact.
For American exporters, the tax burden level and high-end
offers are the main competitive advantages. A number of
tariff regulation measures that allow one to compensate for
the price discrepancy on the domestic market are proposed
for innovation policy in order to stimulate the technological
development of national producers.
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he objective of creating a tax regime that

would be favorable for companies’ operations,

strengthen their market competitiveness, and
contribute to implementing the state’s fiscal poli-
cy is relevant for many of the world’s economies.
A major characteristic of such a regime is the tax
burden, usually understood as the combined share
of all tax payments in the income of the economic
actor under consideration. However, there are ma-
ny nuances associated with the relevant indicators
and methods for their calculation. A wide variety
of relevant research areas at the international and
national levels are represented in Figure 1.

The tax burden calculation techniques applied
by the Organisation for Economic Cooperation
and Development (OECD) and the International
Monetary Fund (IMF) are believed to be the most
highly developed and widely accepted, includ-
ing those for international comparison purposes
[Hanappi, 2018; Modica et al., 2018; International
Monetary Fund, 2014]. In Russia, the tax burden
is calculated by the Russian Ministry of Finance
[Ministry of Finance, 2016] and the Federal Tax
Service (FTS)' using different methods. This paper
analyzes the impact of tax burden upon a particular
industry segment and upon Russian manufacturers’
competitiveness compared with foreign manufac-
turers or exporters of similar products into Russia.
The area under consideration remains insufficient-
ly researched since the bulk of relevant studies are
devoted to macroeconomic analysis Further, when
it comes to specific industries, comparisons are
made only between exporters [Xu, 2017].

Our study examines the tax burden in the relative-
ly narrow, but critically important segment of the
radio-electronic and electronic industry: the pro-
duction of telecommunications equipment (TCE).
This choice is due to several reasons. Firstly, the
promotion of the domestic production of TCE is
a national-level priority reflected in, among other
initiatives, the measures to promote the application
of domestic TCE in the framework of the national
project “Digital Economy”™. This segment stands

out among the related economic activity types even
by the level of regulation: the Russian TCE register
is approved by the national government’. However,
despite the various incentives introduced in pub-
lic procurement,* the current development level
and structure of the domestic TCE market do not
meet strategic goals. In 2017, this market reached
465 billion rubles (less than 5% of global value
[RSpectr, 2018]), while according to various esti-
mates, the share of imported equipment in Russia
remains between 92% and 95.5% [Zhukova, Novy,
2019; RSpectr, 2019; J’'son & Partners Consulting,
2018].

The revision of initiatives to support domestic
manufacturers in July 2019 resulted in the creation
of a unified register of Russian radio-electronic
products with increased contract price benefits
over foreign public procurement participants’
proposals between 15% and 30% for state-owned
companies’. However, despite being extremely im-
portant for promoting the development of the TCE
market, this measure still has not solved all of the
problems since the companies with public partici-
pation make up a smaller share of consumers on
this market.

The term “inverted duty structure” used by certain
researchers® can be applied to describe the situa-
tion on the Russian market, with import duties
for end-user equipment set at a lower level than
those for the components with which this equip-
ment is made of (see, e.g., [Pathania, Bhattacharjea,
2020]). This policy distorts incentives, encouraging
Russian consumers to import ready-made equip-
ment rather than step up their innovative activi-
ties. Given the new round of telecommunications
development associated with the introduction of
5G networks and the need to ensure the security of
data transmission systems, the creation of domes-
tic technological solutions by domestic TCE manu-
facturers is becoming particularly relevant.

Against the background of protectionist measures
being taken to insulate the national TCE markets,
especially from Chinese manufacturers, the issue

Attachment No. 3 “Tax burden by economic activity type” to the Russian FTS Order of 30.05.2007 N MM-3-06/333@ (as amended on 10.05.2012) “On

approving the On-site tax audit planning system concept”. Available at: http://www.consultant.ru/document/cons_doc_LAW_55729/22fed7b20490780f0ca

2ecael005c2b8c36e2fbe/, accessed on: 05.03.2019.

©

RF Government Instruction No. MA-P10-8bpr of 18 December 2018 “On the decisions following the meeting on applying domestic telecommunications

equipment to implement the measures specified in the national programme and the national project “Digital Economy””. Available at: http://government.

ru/orders/selection/401/35355/, accessed on 11.03.2019.
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Available at: http://minpromtorg.gov.ru/opendata/?cat_38=15, accessed on 11.03.2019.

RF Government Regulation No. 968 of 26 September 2016 “On restrictions on, and conditions for allowing application of certain types of radio-electronic
products originating from foreign countries for the purpose of procurement to meet public state and municipal needs”. (Available at: http://www.garant.
ru/products/ipo/prime/doc/71400660/, accessed on 11.03.2019) and No. 925 of 16 September 2016 “On priority application of products and services of
Russian origin in relation to products originating from a foreign country, and services provided by foreign persons” (available at: https://rg.ru/2016/09/27/
tovari-dok.html, accessed on 11.03.2019).

RF Government Regulation No. 878 of 10 July 2019 “On measures to promote production of radio-electronic products on in the Russian Federation when
procuring products and services to meet public and municipal needs; on amending the RF Government Regulation No. 925 of 16 September 2016, and
invalidating certain RF Government acts” Available at: http://www.consultant.ru/document/cons_doc_LAW_329382/92d969¢26a4326c5d02fa79b8f9cf499
4ee5633b/, accessed on 20.07.2019.

For the most precise and brief definition of the term, see: https://howtoexportimport.com/Meaning-of-Inverted-duty-structure-9244.aspx, accessed on
24.03.2020.
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of the tax burden on this segment has acquired
an international aspect. India began to pursue an
active policy in this area, increasing import du-
ties for several types of trunk TCE in 2018: up to
20% for optical networks, base stations, MIMO/4G
LTE, and from 0% to 10% for printed circuit board
electronic modules [FE Online, 2018]. Another ex-
ample is the actions of the US government, which
is preparing grounds to introduce a 25% duty for
a number of TCE products to restrict Chinese im-
ports [USTR, 2018].

Thus, a comparative analysis of the tax burden is
important to better understand its impact upon the
competitiveness of domestic TCE manufacturers.

Existing Approaches to Calculating the
Tax Burden

A review of studies devoted to tax burden calcula-
tion techniques for various types of comparisons,
regardless of the indicator aggregation degree, con-
firmed the lack of consensus among their authors.
In particular, uncertainty remains about issues
such as the classification of payments, classifying
some of them as tax payments, and the choice of
income indicators. For example, the OECD classi-
fies compulsory social insurance contributions as
taxes, while the IMF does not [Gromov, Shatalova,
2017]. According to the tax quota methodology
applied by the IMF and the Russian Ministry of
Finance to calculate the tax burden in the national
economy, GDP is considered income, which in this
context also seems to be debatable. [Sokolov, 2018]
disputes the relevance of calculating tax revenue in
relation to GDP in order to assess the tax burden in
Russian economic realities and proposes the calcu-
lation of the burden on individuals and legal enti-
ties separately.

In a larger-scale industry breakdown, the Russian
FTS’s experience seems to be useful: it calculates
tax burden as the ratio of the amount of paid taxes
(reflected in official reports) and the organization’s
revenue according to the Federal State Statistics
Service (Rosstat) data’. However, this approach
does not allow one to take industry-specific aspects
of taxation into account [Nikolaev, 2016]: for ex-
ample, the TCE production segment is not present
in the FTS industry classification because it is in-
cluded in the “production of electrical equipment,
computers, electronic and optical products” eco-
nomic activity with a tax burden of 9.9%. Treating
a specific segment as an entire industry seems to
be a gross distortion.
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When calculating the size of tax payments, the FTS
does not take into account the specifics of customs
and tariff regulations, plus this calculation, among
other things, excludes insurance premiums when
calculating personal income tax (PIT). This does
not seem to be entirely legitimate since the actu-
al burden of paying this tax is borne by workers,
while enterprises, although acting as tax agents, in-
clude the amount of PIT they have paid in their
production costs (as part of the labor costs). The
situation with insurance premiums is the oppo-
site: in this case, the transfers to the state budget
is an additional net tax burden upon manufactur-
ers. As a measure of profit, the FTS uses revenue,
not value created (i.e., value added minus depre-
ciation) because the Russian Ministry of Economic
Development insists upon this approach [Petlevoy
etal.,2019]. Meanwhile, PwC correlates the amount
of tax payments and social insurance contributions
with the pre-tax profit [PwC, World Bank Group,
2018; PwC, 2016]. Obviously, several competing
methodologies for calculating the tax burden exist
and the advantages of some over others have not
been convincingly proven yet.

Among the indicators applied to measure tax bur-
den in the international comparisons context, the
effective average and marginal tax rates the OECD
uses® should be noted [Sorensen, 2004]. The ef-
fective average tax rate (EATR) is calculated as
the ratio of tax payments to the value of the tax-
payer’s pre-tax surplus; it allows one to analyze the
tax burden for various production factors and on
specific entities in order to compare various tax
jurisdictions or technological products [Hanappi,
2018]. The marginal effective tax rate (METR) in-
dicator is the ratio of the difference between the
expected return margin before and after tax to the
pre-tax margin [Fullerton, 1999]. METR is applied
to assess investment decisions by analyzing tax in-
centives’ effects on the growth of investments in
specific geographical areas. Both these techniques
are more suitable either for highly aggregated data
or for the evaluation of specific projects.

Another group of studies on approaches to tax bur-
den calculation focus on assessing the consequenc-
es of introducing tax benefits, including those for
research and innovation activities. These studies
are of both qualitative (assessing the relevance of
tax benefits and the extent of their application by
companies) and quantitative nature, for example,
when their authors consider the effect of such ben-
efits upon the effective tax rate [Bornemann et al.,
2019; Evers et al., 2015]. In particular, tax incen-

7 Attachment 2 “Publicly available criteria for self-assessment of risks for taxpayers applied by tax authorities to select taxpayers for on-site tax audits” to the
Russian FTS Order of 30.05.2007 N MM-3-06/333@ (as amended on 10.05.2012) “On approving the On-site tax audit planning system concept”. Available
at: http://www.consultant.ru/document/cons_doc_LAW_55729/f579efc1e846c86acedf1433b3fb8817a96a6916/, accessed on: 05.03.2019.

8 OECD Statistics. Effective Tax Rates database. Available at: https://stats.oecd.org/Index.aspx?DataSetCode=CTS_ETR, accessed on 13.03.2019.
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Figure 1. Main Areas of Tax Burden-Related Research
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tives include increasing depreciation rate coef-
ficients, the application of similar coefficients to
the actual research and development (R&D) ex-
penditures, the exemption of certain priority ac-
tivities from VAT, and incentives made available in
free and special economic zones. Studies based on
Russian data indicate that demand for tax benefits
is low, including for those related to R&D [Kitova,
2015; Gokhberg et al., 2014; Vlasova et al., 2018].
The main reasons include the insufficient trans-
parency of the system, in particular, the significant
costs of substantiating one’s right to receive ben-
efits, the high risks of disputes with tax authori-
ties, and administrative prosecution. The situation
with tax benefits abroad is much more favorable. In
particular, in China many TCE manufacturers are
located in areas where preferential regimes exist.

The Choice of Countries for Comparison

The countries with which to compare the tax bur-
den were selected by analyzing the structure of TCE
imports into Russia using the Federal Customs
Service (FCS) database’. The geographic struc-
ture of imports (Figure 2) indicates that Chinese
manufacturers are the main competitors to Russian

ones on the domestic market. In its turn the US,
despite being a traditional technology leader, lags
more than ten times behind China in this segment.
These two competing countries became the objects
of our comparison.

In China, telecommunications products have been
included in special registers since 2006, which al-
lows companies to apply for preferential tax rates,
cheap loans from state banks, and subsidies for ex-
portcreditinsurance.In 2009, the Radio Electronics
Industry Restructuring and Revitalising Plan was
adopted in the country, which provides for tax in-
centives to promote export operations [McCarthy,
2012]. Meanwhile China remains the biggest TCE
supplier in the world: the two leading companies,
Huawei and ZTFE, in 2018 accounted for 37% of the
global market [Pongratz, 2019] which has reached
$175 billion [Burkitt-Gray, 2019)].

On the contrary, the US does not apply any special
measures to support domestic TCE manufacturers, so
the country’s international competitiveness is based
upon the general economic conditions for doing busi-
ness, a high level of technological competencies in the
industry, and the historical dominance of the US com-
pany Cisco in the corporate segment. Together with

° The calculation was conducted using the foreign economic activity commodity nomenclature (FEACN) codes, specifically subheadings 8517 62 000 2, 8517

62 000 3, and 8517 62 000 9.
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another American player, Ciena, they control about
13% of the global market".

Tax Burden Calculation Model

For international comparisons in the industry, a
less sensitive approach to companies’ national spe-
cifics was chosen, under which the tax burden is
calculated as the ratio of tax payments to profit.
Taking into account the availability of statistical
data, company revenue was chosen as the profit
measure.

Indicator types were selected on the basis of the
following criteria:

e the number of indicators should not be exces-
sivelylarge or complicate calculations, since the
main objective was to compare the tax burden
upon manufacturers in different jurisdictions
in a minimally reliable way, not to calculate its
exact level;

e calculations should be based upon the avail-
able statistical data, therefore the initial sample
of companies was built using the SPARK data-
base (companies’ financial statements section).
To calculate the average weighted customs duty
rates, the Eurasian Economic Union single cus-
toms tariff'"' was used to determine the rates
for the selected FEACN codes, and the Russian
FCS database was the source of data on imports
of products with relevant codes.

Payments taken into account to calculate the tax
burden included profit tax, VAT, and social insur-
ance contributions, but not personal income tax
which defines the tax burden on workers rather
than manufacturers. Although VAT is passed on
to the buyer via the pricing mechanism, it still
should be taken into account since prices higher
than those of imported products reduce the com-
petitiveness of domestic ones. Finally, the fact of
paying customs duties is important for a compara-
tive analysis, so they were also taken into account
to calculate the tax burden.

In the absence of ready-made measurements for
the TCE production segment (which was revealed
by the analysis of tax burden sources), data on
manufacturing companies was used. Data from
2015-2017 financial statements of TCE manufac-
turers engaged in the following OKVED activities
was downloaded from the SPARK database:

Dezhina I, Nafikova T., Gareev T., Ponomarev A., pp. 51-62

production of communication equipment;

production of communication equipment, ra-
dio and television transmitting equipment,
television cameras;

e production of radio and television transmit-
ting equipment;

e production of communication equipment with
switching systems functionality;

e production of spare parts and components for
radio and television transmitting equipment
and television cameras;

e production of other telephones, devices, and
equipment for transmitting and receiving
speech, images, or other data, including com-
munication equipment for wired or wireless
communication networks (e.g. local and global
networks);

e production of computers and peripheral equip-
ment;

e production of electronic components.

According to long-term observations of relevant
industry associations such as the Association
of Electronics Developers and Manufacturers
(AEDM) and the Information and Advanced
Electronics Analytical Centre [ARPE, 2019], there
are between 60 and 80 developers and manufac-
turers of civilian TCE in Russia. In total, data on
62 companies for 2015-2017 was collected. Due to
the gaps in the panel data, the final sample com-

Figure 2. Major TCE Exporters to Russia

(FEACN subgroups 8517 62)

Vietnam - 2%

Germany - 3%

Israel - 3% China

(including
Taiwan)
66%

Malaysia — 4%

United States — 5%

Source: calculated by the authors based on the Russian FCS customs
statistics of foreign trade. Available at: http://stat.customs.ru/apex/
£2p=201:2:4201345773515950::NO, accessed 08.03.2019.

1For more about the TCE market, see relevant industrial reports, e.g. [Market Research Future, 2019].

I Attachment to the decision of the Council of the Eurasian Economic Commission of 16.07.2012 No. 54 (as amended on 22.02.2019) “Common Customs
Tariff of the Eurasian Economic Union”. Available at: http://www.consultant.ru/document/cons_doc_LAW_133133/22ad39bb36d3b8263d493b0be82dc71

70c9f826/, accessed on 05.03.2019.
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prised 42 companies. A total of 102 observations
were analyzed, which ensures the robustness of the re-
sults. The presented sample is not only representative
but sufficiently complete, since it includes observa-
tions on all major players in the highly concentrated
Russian TCE production segment (Table 1).

The number of observations varied in terms of
revenue, profit, and tax indicators, so to calculate
the tax burden on Russian companies, the data was
supplemented. Tax burden was defined as the ratio
of the total amount of income tax, VAT, social in-
surance contributions, and customs duties paid to
the total revenues.

Subsequent calculations were based on the follow-
ing assumptions:

e Russian manufacturers import all components
while they make modules and end-user equip-
ment at their own facilities; development and
marketing are carried out by third-party orga-
nizations within the country.

e Manufacturers in Russia and the US pay taxes
at standard rates and do not use tax optimiza-
tion techniques such as moving production
to special economic zones or using other tax
benefits; Chinese manufacturers can either pay
standard taxes or use special preferential rates
(both options will be considered).

o All tax systems under consideration are effec-
tive: if the tax system provides for VAT refunds
for export-import operations, it is assumed
that all participants on the relevant markets
can freely and fully exercise this right.

e Logistical costs were not taken into account,
but the cost of domestic equipment was, com-
pared with the cost of foreign counterparts tak-
ing into account customs duties for products
imported into Russia.

e Profit rates, components’ and services costs,
and labor costs are the same in all countries
and correspond to the model parameters for
Russia. Each of these indicators is calculated as
the ratio of total costs for all observations to
total revenue for the entire sample.

e Customs duties were calculated using weighted
average rates. For electronic components, they
were calculated using the AEDM data on the
cost structure of electronics production, com-
piled on the basis of a study of the Russian
market and relevant equipment manufacturers

[ARPE, 2017], plus customs statistics on the
import of relevant FEACN subheadings'>. The
weighted average rate for imported equipment
was calculated using customs statistics only.
The weighted average customs duty for com-
ponents amounted to 2.1%, and for end-user
equipment 0%.

e Taking into account the AEDM data and the
weighted average customs duty rate, it was as-
sumed that in the structure of payments to sup-
pliers and contractors, components (including
customs duties) account for about 2/5 of the
total costs, and services received within the
country for 3/5.

e To calculate VAT, sales revenues and labor costs
(including insurance premiums) were taken as
value added (VA).

The above assumptions were necessary because
studies such as ours imply specific estimates of
random indicators (at the level of their mathemati-
cal expectations). In a more general case, we get a
set of random value distributions whose ranges are
limited by balanced proportions.

Also, the above assumptions balance the short-term
random deviations of the applied indicators and the
long-term effect of leveling the overall economic con-
ditions the companies operate in. To eliminate the
effect of the general taxation regime, the principle
“all other conditions being equal” was applied, since
otherwise any model would only reflect particular
indicator fluctuations (as opposed to the integral ef-
fect). In reality, companies’ profitability and other
cost indicators are sufficiently varied. However, the
likely inaccuracies in the assumptions made were not
critically important to the results of the study. For ex-
ample, the logic of economic balances does not allow
even significant outliers to upset the balance of the
system of indicators in the long term, due to the high
competition on the TCE market. If a company buys
components at a price much lower than the market
average and thus obtains a competitive advantage,
this factor will be leveled in the next accounting peri-
od. The specifics of the telecommunications market is
such that it actively applies the rapid expansion strat-
egy in the hope of receiving long-term payback due
to network effects and “lock-in” mechanisms. Such
measures include direct dumping, transfer pricing
[Gareyev, 2008], and soft loans to consumers at the
time of generational equipment replacement at cus-
tomers’ facilities. Plus, as was noted, the assumptions
we made were of an averaging nature.

"> The weighted average customs duty is calculated for the AEDM-identified component types (microcircuits, discrete semiconductors, passive elements,
electromechanical components). Since each component type corresponded to several FEACN codes, before calculating the total weighted average rate it
was necessary to determine it for each specific type. In the framework of each component type, a separate FEACN code was assigned a weight proportional
to its share in total imports, in monetary terms. Then each component type was weighted by its share in the cost structure calculated on the basis of AEDM.
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Table 1. Production Concentration Coefficients* by Economic Activity Type

in the TCE Production Segment, 2017 (%)

Types of economic activities For 25 companies For 50 companies
Production of communication equipment 91.62 99.87
Production of communication equipment, radio and television transmitting 94.75 100
equipment, television cameras
Production of communication equipment with switching systems functionality 100 100
Production of radio and television transmitting equipment 99.92 100

* Share of a certain fixed number of enterprises in the activity type, ranked by size, in descending order.

Source: Unified interdepartmental information and statistical system (UIISS) (2019). Production concentration coefficients by economic activity type
since 2017. Available at: https://fedstat.ru/indicator/58999, accessed on 20.07.2019.

Thus, the formula for a simplified calculation of
the tax burden on Russian manufacturers who use
imported components is as follows:

Tax burden =

ezt S (0T TOT]+d I K

= (1)

2R

where 7t is sales revenue;

t_is profit tax rate;

£, 18 VAT rate;

OT is labor costs (including social insurance);
t is social insurance premium rate;

is the value of components (without customs
duties);

d, is weighted average customs duty for compo-

nents;
R is revenue.

To calculate the tax burden on manufacturers of
imported end-user equipment, the formula must
be adjusted taking into account two main factors.
First, the Chinese and US tax systems have their
own specific features: in China, as in most coun-
tries of the world, the value of exported goods is
cleared of VAT accrued within the country; in the
US, not VAT but sales tax is applied to goods and
services, but not to exported goods. When equip-
ment from both China and the US is imported into
Russia, VAT is charged for the cost of the goods

Table 2. TCE Manufacturing Industry Ratios

Indicator Value (%)
Sales revenues rate (11/R) 9.6
Labor costs rate (OT/R) 27.1
Component costs rate excluding customs 24.2
duties (K/R)
Source: compiled by the authors.

and customs duties at the rate set by Russian law.
Secondly, unlike domestic manufacturers for whom
the duty is charged for components, for importers
of foreign equipment the calculation formula takes
into account the value of equipment.

Accordingly, the formula for calculating the tax
burden on manufacturers of imported equipment
looks as follows:

Tax burden, =

[ tr X mte,, (14des) Z(n’+OT)+1j_5ts SOT|+dos X R
= 2
SR @

where is weighted average customs duty for im-
ported equipment.

In line with the assumptions made, the following
indicator values were obtained, calculated as the
ratio of the respective indicators’ total values to the
total revenue for the entire sample (Table 2).

By normalizing the revenue figures and using the
above industry proportions, we obtain the fol-
lowing formula for calculating the tax burden on
Russian TCE manufacturers:

Normalized tax burden =
ts
1+tg

=[96t; + 367t  +27.1 1+ 24.2d, (3)

Comparing Tax Burdens

Based on the obtained simplified model, the tax
burden was calculated for the Russian (compo-
nent importers), Chinese, and American (end-user
product manufacturers exporting to Russia) TCE
segments. The tax rates for 2017 were applied. The
profit tax and compulsory social insurance rates
in the US and China were taken from the KPMG
(audit and consulting company) database'’. An ad-
ditional scenario was calculated for China: apply-

Employer social security tax rates (https://home kpmg/xx/en/home/services/tax/tax-tools-and-resources/tax-rates-online/social-security-employer-tax-
rates-table.html, accessed on 12.03.2019), and corporate tax rates table (https://home.kpmg/xx/en/home/services/tax/tax-tools-and-resources/tax-rates-

online/corporate-tax-rates-table.html, accessed on 12.03.2019).
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Table 3. Tax Burden on the Russian TCE Manufacturing Segment, Chinese and US Exporters (%)

Indicator Russia | China Chinarglgagﬁfg ential Us
VAT rate* 18.0 18.0 18.0 18.0
Profit tax rate 20.0 25.0 15.0 40.0
Social insurance premium rate 30.2 33.9 23.5 7.7
Weighted average tax duty on components 2.1 - - -
Weighted average tax duty on equipment - 0.0 0.0 0.0
Tax burden 15.31 15.87 13.20 12.39
Difference with Russia - +0.56% -2.11% -2.92%
Note: * Russian VAT rate is shown for China and the US, since these countries do not apply VAT/sales tax to exports and Russia taxes imports at the
domestic VAT rate.
Source: compiled by the authors.

ing benefits widely available in special economic
zones and reduced (to 15%) income tax rates for
high-tech companies. For province-level social in-
surance contributions [Van’t Klooster, 2018], the
Shenzhen rate was applied, where the key TCE
manufacturers Huawei and ZTE are located.

Based on these assumptions, the following tax bur-
den was calculated for each country (Table 3).

All other things being equal, the tax burden in
Russia turns out to be higher than in the US but
lower than in China, provided companies there do
not use a preferential tax regime. Apparently, most
Chinese companies supplying TCE to Russia use
the benefits and special provisions for exporting
products abroad (or the advantages provided by a
different cost structure).

An analysis of specific taxation components
(Table 4) shows that, based on the assumption all
countries have the same added value rate, the dif-
ference in VAT for producers is leveled. This is
explained by the zero weighted average customs
duty (increasing it by 1% leads to the tax burden
on imported equipment (VAT) growing by 0.1%).
In terms of profit tax and social insurance contri-
butions, Russia is second only to the preferential
regime in China (higher by 0.5% and 0.8%, re-
spectively). In the US, the burden of providing a
social safety net falls on individuals, so the differ-
ence here is enormous, at 4.4%. Finally, because
of the already mentioned “inverted duty structure”
foreign manufacturers are relieved of this burden,
while domestic enterprises do have to pay duties,
albeit relatively modest ones in terms of the overall
tax burden.

Discarding the “Ceteris Paribus”
Condition for Production Costs

Our analysis of the tax burden based on the “all
other things being equal” (ceteris paribus) con-

dition assumed that the production costs in the
three countries under consideration were the same.
However, they are affected by several other factors
which ultimately determine companies’ competi-
tiveness:

e cost saving due to economies of scale;
e cost of credit;
e organization of production.

Since the organization of production depends upon
many individual factors which are difficult to take
into account even when comparing enterprises in
one country, assessing its impact on the competi-
tiveness of industries in several countries is ex-
tremely difficult. Production of components does
allow one to save costs through economies of scale
[Hsu, Li, 2009]. Reduced average costs due to in-
creased output allow one to sell products at a lower
price. Figure 3 shows this effect for integrated cir-
cuits production in Russia and China. The graph
clearly illustrates the significant difference in the
production costs of this component type: the cost
of production in Russia is 2.4-3.6 times higher than
in China (depending on the amount of fixed costs).

Table 4. Shares of Specific Taxes in the Overall

Tax Burden on the Russian TCE Manufacturers,
Chinese and US Exporters (%)

China
Indicator Russia | China (with UsS
benefits)

VAT 6.6 6.6 6.6 6.6
Profit tax 1.9 2.4 1.4 3.9
Social insurance
premiums 6.3 6.9 5.1 1.9
Customs duties 0.5 0.0 0.0 0.0
Overall tax burden 15.31 15.87 13.20 12.39
Source: compiled by the authors.
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Figure 3. Integrated Circuit Production Costs in Russia and China
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The observed gap in components’ production costs
can result in a significant difference in end-user
equipment prices (Figure 4). Taking into account
our earlier analysis of industry proportions and the
AEDM data on the components’ production costs
structure, integrated circuits account for 12.1% of
the end product price. Accordingly, just the inte-
grated circuit production cost factor in Russia and
China accounts for between 7% and 8.7% of the
difference in TCE prices.

The second factor affecting production costs is the
cost of credit, which depends upon interest rates.
In Russia they are significantly higher than in the
US and China: 10.56% versus 3.9% and 4.35%", re-
spectively. With the lowest share of credit in reve-
nues at 18% [NDIA, 2017] and the highest at 33%',
this factor’s contribution to production costs of
Chinese and American equipment ranges between
1.1%-1.2% and 2.0%-2.2%, respectively.

Conclusions and Areas for Further
Research

Calculating the tax burden in a specific industry is
critical for assessing the economic conditions for
companies’ development and its relevance is all the
higher the more actively the government pursues a
targeted policy to support domestic production in
strategic industries. However, in the case of a spe-
cific industry segment, the analysis is complicated
by the lack of a generally accepted methodology,
including one for comparing the competitiveness
of manufacturers in various jurisdictions.

“The World Bank Development Indicators database. Available at:

LEND&country=#, accessed on 03.04.2019
'* An estimate based on data on Russian companies’ accounts payable.
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Source: calculated by the authors based on

the Unified interdepartmental information

and statistical system (UTISS) “Production
concentration coefficients by economic activity
type (in line with the OKPD2)” (https://
www.fedstat.ru/indicator/58998, accessed
13.03.2019) and “Production of main product
types in physical terms since 2017 (in line

with the OKPD2)” (https://www.fedstat.ru/
indicator/58636%id=58636, accessed 13.03.2019);
and [PRNewswire, 2019; Kolomychenko, 2017;
Hsu, Li, 2009].

The suggested approach allows one to calculate the
tax burden on Russian TCE manufacturers taking
into account the industry’s specifics and compare
it with similar indicators for manufacturers from
China and the US who export their products to
Russia. A comparative analysis of the tax burden
and its components revealed that, all other things
being equal, Chinese producers who enjoy prefer-
ential regimes operate in better economic condi-
tions than Russian companies, due to lower profit
tax rates and social insurance contributions, and so

Figure 4. Price Advantage of Imports

from China over Russian Products due to
Economies of Scale in Component Production
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Source: compiled by the authors .

https://databank.worldbank.org/data/reports.aspx?source=2&series=FR.INR.
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do American firms, due to transferring the burden
of social insurance to individuals which reduces
the profit tax burden. A consistent shift in the tax
burden from legal entities to individuals in the
US is also noted by other authors [Sokolov, 2018;
Grubert, Altshuler, 2015]. Customs duties play a
large role too: in addition to directly affecting the
overall tax burden, they have an indirect effect
through the VAT calculation mechanism applied
to imported equipment. Increasing customs duties
on end-user equipment imported into the coun-
try may strengthen the competitiveness of Russian
manufacturers.

However, possible steps to create favorable eco-
nomic conditions for domestic telecommunica-
tions companies are not limited to introducing
higher customs duties for foreign manufacturers.
As the Chinese experience shows, the broad appli-
cation of benefits allows one to significantly reduce
the tax burden, that is, the development of domes-
tic production can be facilitated by transferring it
to areas where special preferential regimes apply.

Our calculations are of a demonstrative nature be-
cause they are based on a number of assumptions.
Nevertheless, the suggested assessment methodol-
ogy has a number of advantages which give grounds
to count on its further application. After the circle
of observed companies (sectors) is determined, the
variance in observations decreases with each re-
porting cycle. There is potential to apply Bayesian
methods for modeling random variables used in the
model, which will allow one to calculate substanti-
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