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CRITIRIA FOR SELuc LG INDUS IS QUALIFYIN & RO INC.IVIVES

Isev s for c1sc ssion

“.ligibility for preferertial tux treatinent under investment incentive laws
basically reflects a country's levelopment strategy'.

George Lent: Tax Incentives

for Investment

I. DNCOLUCIION - DL PROSLAY

i, Incentive measures, particularly tix ingentlves, are used Leth on a
non-sclective bosis to ercourage new inductrial ravestwent 1in general and
on a selective b.sis Lo pronotc investient in a proved priority projects,
jhen forail.ting 2 , .0 rarme of incentive meisur.s .. Government needs to
choose botween tY - non—scleciive and t.e celcctive appreachk., 117 the

gelective ap roaci 1s odopted, it mugt choose the criteria to be used to
select priority industrial proects. This pap.r nll consider the igsues

which arise when matlins these cdeclslons.

II. SUTVLY CF ISE BS RAISLD

- -

2. The selection of priorit: indust ial projects is usually bas.d on the
type of product manuf.ciur, and for the purposes of thiu pap.r the word
"geiective" 18 uscl in 1118 sense. Lo selection could also be tuscd on

the size of nroject: 1.8, omalli=gcile 1ncustirice, nealun=sisc industries,
large .ro e¢cts, frut 1. tule pepor, this apyroach will be consiiered as &

refinement of celection v trpes of industry,
3. The main 1s.uce rais.d in Lls paper, tien, are:

(A) Wiot sonsiderations are involved 1. decidins whether to
adopt a non=g=licilve Or BEiCCL1Ve approach?

(B) If the selective approach 1o used, what criteria can be
Leed to select prioritv industirice requiring incentivea?

(C) What s7stems can be used to 10, lement tie celective

approacih?

(D) Criteria used to determine tae level -of benefiis offered.
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A. _ Choosin; between a non-selective and selective approach

4. The choice betwe:n a non-selective and selective approach for
granting incentive nessurcs te industri:l projects will cdepend on the

type of measure used, Lhv stove of industriulisation reached, and the
Government's asscsiment of ihe need to stirnulate interest in some priority

projects but not others.

5. Some types ot incentive neasure are more suitable for ap lication

on a selective onsis thun otlicrs. Of the eishi diffeien: types of incentive
measure considered in tlhc Bac ;cound Papurs, the thiree that arc most

freq ently offred or a non-sclective b.sic are, assiotance with labour
skills, assistance witl land ard industrial esiates, and mecsures to
facilitate foreljn nvecinent. Two other tyres of incentive measure
(assictance at tl- re-—invesinent sta e, tarif{ protection) ure frequently
non-selective in principle but selectiv: woen 2p lic’ ia practice. The
three tries of noasurc nost “»ootently offered oo a selective basis are

tax inceutives, 1npori duty concesuions, ann asilstarn - with {1inunc .ng,

Me distinc.1on bolweon e non~sclec.ive and select ive wivroach may
tuerefore net aliars e clear-cut.,  he Lisue aris s thoerefore: 1s_it use=-

ful te combiag Sv_svonon=g.lecuiv, Ancertives vk ol types of incentives

ap ll”” 4 on a s;l,\*lyvil,:;p Lo pronnte s unrlon 1n¢\str11; L orogects?

r. The country Backorownd Papers ou. ot that there 1o some tendency

for couniries to opt ter the scloctive apcoac onece L liwlted range of
mdistrres nave boon cstallished.  Jowever, 17 vz take some time for this
point to be re.ched. USome cow..iiecs still ~uly on the concert of "Pionecr
Industrics” or similar non-select 1ve ap.roaches to srant tax incentives.
7he 1ssue ari.es, they, éﬁlj;:ﬁﬁijljiﬁﬁéilﬁzi;i_lﬁgﬁﬁﬁﬁii}3223355L¥$299§§

viien countrius ni

1o gonsidar the selective aproach?

. -

7. There 1o 11011l cvidence in the cowitry Rackfiround Fapers to explain
why certain countrics nave adoptel a celestive aprreach or w.y they did it

at a ecertain stuge. The 1ssovw 1o 0. was the sclective annroach adopted

because tie >_Governmoent attached spe ec1al importance to ti 1mplementation of i
cruain projects? Or wis 1 becauce tire potoential profitability of these ‘

progecte appeared low thus nccaing srecial cncouragement?
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'8. The evidence of the Background Papers sug:ests that a number of
different criteria and systcas hLave been usced for selecting industries
benefitting from incertives, these are considered in more detail in the
two following scctions of this papers.

Bo _Criteraz for selectin, lerefitiing industricl projects

- —— o w ® e e -

9. A uide ran ¢ of criteriz have been uged by develoring countries i: an
attempt to eusure ihail tie benefitiin, industrial projects (a) contribute to
national cconowic objectives, and (u) cenforn to sensible comireial criteria.,
In somc caces it av:ears ic lave ;roved didfTicult to outline a mutually con-

istent set of national cconomic critoria,

1. lational lcunomic Criteria

- — - e .

10. The run:e of saticnc! .conomic criteria wiich have been used is quite

extencive; the, 1nclune the fullowing:
) O

(a) A miniman vroportion of valuc adled in the production
;' rocess;

(b) The rroocct ses local raw naterials;

(c) The proportion ¢f' 1) ortel ruw maturials must not
QsCeeu a #iven maxinum propertion of notal diroct co%tl;

(d) he projuet wil:s result in sienificnt 5 .vings und/or
carnin ;s €7 foreim Cxchan e (usually tiw Lross rather
than net conce,t s impliad);

(e) The size of invesbrunt required;

(£) The erterprine incli.es a minumun oreportior of local
ownurship,

(g) Tre pro,ect will crcate cniployment oppeortunities;

(h) The proacct .as valiallc "linase coffects” ~nd will

benefit frem »r griala’e otier useful ctivitics;

11, The issue rises. 18 t.2s a conplote iist acd can a selection of the

criteric: listed Tty succoss ijyl.guyi}§§pg witn the stratog, and objectives

of national _Gevelopment policics?

12. To bLe more specific. wiagh of thesc criterin are_the nogt important

—— - -Om----‘—~-

and row can Speciil weisht be ~iven to the more importznt criteria? Por
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cxample, in assessing the pricrity for new industrial projects, can a check=
list of ruestions be doveloped and points awarded (say up to 10) for each
answer;  should the anuwers to cach question be siven Slie sane weight when
the total points ar. cow.ted or siould somc quuetions ove given a special
weighting?

2. llationa uconomic_ ciluerin ard the )LVLIO)mknt Flan

13 In ecstablishing a schedvic of priority for i1nves.rents in the industrial
sector, the Government nusvallv pays avtention Lo 3uch factors as the country’s
exchange posit.on, the financial resourc.s avaalasle, 1ts raw materials and
infrastructure endownente, available manpos o si1lle, the size of thu national
market and tue ninimun size of plant uhich t"is .nd potential ¢export markets
will supiort and the lirely resultin: cost structurc. The issuc ariscs then:
Lo ye.at citent lave dov:lopin comntrics rel tu. criteri: used o seloch
RRTCRELS S benef1tb1“ ﬁpquggmqggyps_}g_ﬂgﬁ}pnﬁl”upunpx;P criteria?

4. Beariny in mind tLat t.cic circioastonces  nd obgechLlven caan~¢ as the

~conomy develops over the coavi, the iosue 1g° ho. fregquently s siould those

criteriy be revieped? When o one Develoomont Plar ie foroulated? Op every

1

Fime a rafional Cconemic ol jeclive chanes? (..~. forei:m vichange 18 no

fonger 1in saory guppl ).
3. Comacrcial Cra 1teila

15 A set of comiurcial eritoria are 8'metimes included in the lint. These
usually hav. the jurnose of ensurin, that the project 1u technically scund
and corwercially vi Lo, -o:.ver, the fact that tli¢ corwiercial succegs of
the project ma’ well e wnd or ihe tariff protection granted i not always
been recogriized. The iccu. alleos thoerefeore. sho Lo *tlo selection of

progeetions inclide a criterit woic. o olim s regrojectr where CXCesslve

prot:ucticrn from digort competiticn as Seuired?

10, Turiey hao Locluced twe £ orthor corsero,al ar teria ir the c.ise of Bome
indistries: (1) that tl, g51g. of L dwt shoull be suc that 1t can compote
abroad ard ev r'nully will, o .rorty oo ¢ . Aropean ‘conume Comwunity; and

(b) that the Leehrolog, caoscs shoul’ b the 168t appropriate in the cilrcum=

- -

Stances with tlig a1c n aind. Dis ralgso s . fort.or 18su.  have developin;

SQUALT1cE ja1l sufficy nt at.ontion to ! <. € s1ee of plart wd (o) the

—— o— - -~ ——"

Lucinology closen . .n _jrani.s

Wi ¥ P o
Arcynilves to now ind s.ries’

£y
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Ca _ Systems used to implement the selective approach

1. Two types of approasi

17. The country Background Papers suggect that two principal alternative
ways of selecting priority projects can be distinguished. The first
identifies in advance a list of industries which will qualify for incentive
benefits; this will be cclled the "list of indusirius" approach. The second
approach establishes criteria for approvine or rejectin ap -lications for a
project to qualify for incentive bencfits as they arise, this we will call

the "gselection by criteria" -pproach.

18. A number of developing countries have used the "list of industries"
approach to encourage ithe implementation of industrial projests in line with
their Development Plan'is tar-ets ror the industrial sector. The cxperience
ef India, the Republic of Korea and Thail .nd sugeests that tliis ean be an
effective ajproach, particularly (as in the case of Thailand) when some of
the benefils werc to be withdrawn, or (as in tic casc of India) rcduged at

the end of the Plan period.

19. Other countrics (for exaiple, Pakistan) clearly identify priority
industri.l progects in the Tevelopment Plan aad vse this as a bagis fopr
exertinsg soume control over the celection of projecls for implcmentation
through various controls suca as the licencoe required to import machinery
and equipment; the main role plaved by tax incentives in Pakistan is not
to direct investnent into priority projects but to encourage industry to

locate in the less-developed re ion. of the country.

20. Assumin: it ie decided t¢ use incertives to direet investment into
-

riority projects, which 15 the best apiroich? Provided the industries
J ' Apireaca

listed are carefully cliosen on the basiu of appropriate criteria, the "list

of industries” approuach {as adoptea by ‘furkey, for example) has the advantage
of drawing the attertion of investors (d:nestic and foreign) to those projects,
The "sclection by crituria" apiroach may be safer in tie long run but it has
the disadvantag. of not allowin the investor to know automatically what
incentives he will be granted. Thiz 15 partic larle the casc with wmcentiver
legislation which leave: the gencrosity of Lenefit offered either to the

diescretion of the administrators or the classification of the enterprise inte

one of the various categories.
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D, __Criteria used to determine the level of benefits offered

e

te National economic criteria

21. Both types of 2pvroach can be refined by sranting diffurent packages
of incentive benefits of varying levels of generosity to different industries
or differcnt caterories of vrojecets. Turkey hao used the "list of industriesg"
approach but varied the renerosity of incentives offered according to the

product produced.

22. Othor countrics have varicd tle Jenerosity of incentives for different
broad categorics of industrv. In lexico, incentives werc provided after
1955 for varyin~ periods accordin: to whether the industry was classified as

8 years) or secondary (9 years); but for

basic (10 years), semi-basic (
various reasons (including cortain reneral eli“ibility criteria), only a
small proportion of new Industrial investment bae benefiited from inecentives
in recent years l/ Korea licted various industrics in the incentive
legislation 1tecelf, distinsuishing between hoavy industries (granted S~year

tax exemptions) .nd light industrics (yianted 3-year tax vxemptions),

23. The Sudan, whilst makliy 1ncentives available to 1l types of industry,
hag of Tered more penerous tax holidare for progects requiring capital

investment over SE£1 million,

24. Tho practice 1¢ also conaon wilcre the "sclection by criteria® approaeh
is used. For example, to qualify for the moct cenerous package in Ecuador
under the old 1957 law, an inductr; had to be clacsificd as '"basic" by the
Plannin; Board and show thut unported raw witerials wonld amount 10 no more
than 15 per cent of thie total cost of prodiuction (30 per cent if part of
tiie output is exported). Tor the s5l1 htly leus zencrous package, the
proportion was 40 pcr cent (or 50 per cent 1f part of the production was

exported).

25. In the +rrangencnts proposed for the harmonisation of fiscal incentives

in Central American Common Market, various packages of import duty and tax

. ——— it N o . T . A . oA 0wt . 3

1/ Ificeni. M. de luvarrete, "Los Incentivos Fisci.les Yy el Desarolle
Economica de lMexico". loxico City, 1967.
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holiday exemptions were offered for three categories of industrial -roject,
Industries producing raw materials, capital goods, or other goods drawing
5C per cent of the total value of raw materials from witliin the region were

2/ .
to be offsred the most generous package. £ The thir. and weakest package

offered no tax holiday or import duty cxemption on raw naterials wntil the
50 per cent use of local materials wae achieved, the only import duty

exemption offured was on plant and machinery.

26. A general issue ariscs here: 1z there any point iy using these criteria

s

to devise guch categorics of cligible industries? such sysiems introduce

gome flexibility to tailor th: benefits offured according: to the way the
project fits certain national economic criteria but restrict the discretion
of tlose administering the law and makc the benefits much more difficult to

understand,

~)

2+« Potential profitability of the project

27. An examination of the criteria used by developing countries to limit
the discretion of the administration in sranting incentived suggests that
the gencrogity of the packuge offered 1s citlier uniform for eadh project or
determined by a categorisation of industrics based on national cconomic

criteria.

28, On the other hand, the invegtor does not taic much interest in national

economic criteria; his decicion is determined chicfly by the potential
profitability of the project, tiic comacrcial risks involved, and (if he is
a foruign investor) the risks associated with investing in a developing

country.

29. Looked at frem this point of view, it is clear that in principle the
incentive benefits offered should ideally be granted at 1 level which is only
Just generous enough to promote the cstablishment of a new industrial cnter—
prise or the expansion of an existin. venture, Howover, the depree of risk
and potential profitability of the investment will vary conmocerably from
project to project; 1t may thercfore be difficult for the Government to

negotiate the best pousible termc. Thig is particularly the casc if the

g/ Import duty cxempticnc on raw materials (1€0 per cent for 5 years,
60 per cent for a further 3 years, 40 per cent for the last two years)
and a profits tax holiday of § years.
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Government has to bear in mini the possible threat that the investor will

locate his plant in another country,

30. This apparent conflict clecrly raises an important issue: should

developing counirics take the potential profitability of the pro,cct as

well as national cconomic criteric into account when £rnting incentive

benefits? Should the rolc and strength of inccntives be designed to come
e S ——
pensatu the inveetor for the gains to the economy which are not reflected in

the profitability of the project?

III. SUGC.STLD ISSUES FOR DISCUSSION {
31. 1In the previous section, a number of issues have been raised. In i
order to maximisc the value of the sessions devoted to this subject, it

is suggested tlat discussion might concentrate on the following issues:

To bring out the cxpericrice of countries represented at

the Seminar, participonts might indicate.

(a) whether thelr country uses a non-selective or
selective aprrouch in jrintins incentives for new
industrial investment;

(b) If tle selective apnroich is used, 18 this based on
the "list of industir:ec" ap;roach, or on the "gelection
by criteria" approach?

(c) On w.at criteria has the selection of priority
projucts bueen based?

(d) Are incentives tne only policy instrument used
for channelling invewtment into priority industrial
projucis?

(.) What typ.s of 1ncentive measure are used for this
purposc?

(f) Have 1icentives been offcered only for a limited
time period after which applications will not be
¢ligible?

(g) Has the selective apiroach achieved its oblective

of channelling investment into thege priority projects?

MNore jeneral issues which might be discussed incluce:

(h) Arc incentive measures tie most appropriate way of

diructing new investment into priority projects?
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(i) What criteria should be used to select priority

(3)

(x)

projects?

Will these critcria change as the procesc of
industrialisation advances, the economy uwevelcps,
and different circumstances and objectives are
faced?

How flexible a system does o country neod to take
account of the diffecrent levels of potential

profitability of different projeocts?









