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1137, It may be pointed out that the United Notions Industrial Devclopment
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developing countries in the dosign of now fiscel incontive achemos and
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Introduction

1, The present study has been prepared in response to Economic and Socisl Council
resolution 1030 A (XXXVII). Its purpose is to inform individual developing countries
that wish to €éncourage private investment in their manufacturing sector of the
verious fiscal incentive schemes in operation in other developing countries, and to
help them in the design, operation and evaluation of such schemes. The study draws
on three principal sources: (a) the tax incentive laws of twenty~two developing
countries; (b) reports of UNTA fiscal experts assigned to various developing
countries; and (c) a few case studies, For various reasons, it has not been
possible to drew sufficiently on the actual erverience of developing countries in
the implementation of figcal incentive schemes, but it 1s hoped that a beginning
has been made for further work in this fielq, particularly work related to
technical assistance,

2, The study is in six main parts. The criteria determining activities eligible
for tax benefits, as set out in the tax laws of selected developing countries, are
reviewed and examined critically in chapter I. Th.s 1s followed by a presentation
of the tax incentives themselves, Those intended to encourage private investment
in manufacturing industry are dealt with in chapter II. The growth of industrial
output resulting from this investment may be said to be the primary objective of
tax incentives. Other objectives may also be pursued, for example, influencing
the location of industry, facilitating industrial financing, promoting exports of
manufactures and sc on. Fiscal incentives aimed et these secondary objectives are
discussed in chapter II1I.

3. No fiscal incentive scheme can, of course, be effective without adequate
machinery for its administration, The appropriate administrative set-up in
selected developing countries is descrived in chapter IV, It must be pointed out,
however, that this description is rather sketchy as the main eaphasis of the study
1s on the economic aspects of fiscal incentives.

k. Evaluation of the fiscal incentive schemes after a mmber of years of
operation is of utmost importance, but it is often neglected, The main
considerations on which ‘his evaluation should be based are discussed in chapter Vv
vhich also includes a mmber of case studies.
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5. Chapter VI presents some recommendations to developing countries concerning
measures they would have to adopt in order to enhance the effectiveress of their
fiscal incentive schemes. These recommendations are mainly of an economic nature.
They point out the need for greater emphasia on economic considerations in the
design of tax incentives than is generally done, especially the need to link the
selection of eligible industries to programming. Equally important is the
evaluation of incentive schemes in operation by the developing countries‘
themselves using UNIDO's assistance where necessary. i




ID/CONF.J./B .2
English
Page 5

I. ELIGIBLE INDUSTRIAI ACTIVITIES

6. Nearly all the developing countries considered in this stuc' rely on more
than one criterion in selecting erterprises eligible for tax benefits. These
criteria do not readily lend themselves to a systematic classification. An
attempt has, nevertheless, been made to distribute ther into four homogeneous
groups: (a) criteris relating to broad objectives of economic develorment ;
(b) criteria specifying the favoured industrial sectors; (c) criteria relating
to characteristics of industrial enterprises; (d) "pioneer" industries. It

one category.

T. This four-fold classification is based on the criteria mentioned in the tax
laws. It is probable that in practice the developing countries in determining
eligible activities may meke use of more elaborate systems of criteria than is
indicated in the tax laws. However, it is not possible to know what these
systems are in the absence of appropriate case studies,

Criteria relating to broad objectives of economic develoyg ent

8. Some developing countries do not identify any favoured sector or require any
specific qualification from 1!rms applying for tax concessions. The only
condition for eligibility is that the applicant firms contribute to certain
broad objectives of econamic development of the country. The A1d to Industries
Ordinance 1959 of Malta is a case in point. Concessions may be granted to fimms
"which will create employment, increase the national product and can be expected
to carry out their project ultimately without further a.id".l/ Kuwait has a
similar approach: tax concessions to industrial firms are given after
consideration of "the econamic requirement of the country, possibilities of local
consumption and exportation, the requirement of the country's social and econcmic
development plan, w2/ and other considerstions,

Y/ (Ordinance No. XKIA of 1959), Arkicle 29.
F-74 Decree No, 6 of 1968

ecre: 205, Article JO.

D8 Industris LW

/ac;
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9. The law of encouragement of capital investment in Israel reflects the major
problems facing the economy, nemely the absorption of immigrants, reduction of
the trade deficit, and proper distribution of pOpulation.}/ In Ghana the
emphasis on absorption of immigrants is replaced by the emphasis on high level
of employment.

Criteria specifying the favoured industrial sectors

10. Some countries such as Argentina, Brazil, India, Moroecco and the Philippines
grant tax concessions to specified industries that are considered to be
particularly important for the country's economic development. The Brazilian
Government has introduced special acts to encourage investment in such fields
a8 heavy mechanical industry, automotive industry, agricultural and road-building
machinery, metallurgical industries, ship-building, leather-tanning and the
chemical industry. The favoured industries in Argentina include steel, petro-
chemical (with some exceptions), pulp and paper, tanning, chemical, ceramic and
glass. The Philippine Govermment gives different concessions to various
industries through special acts. Under the Basic Industries Act sixteen
industries are enumerated, and under the Cottage Indusiry Act twenty-one
industries are covered., Separate acts cover the chemical industry, textile
industry, shipping industry, export industry and so on,

11. Morocco specifies the industrial sectors that may benefit from one or
several tax concessions, but at the same time broadens the scope of eligible
activities by including any industry that serves the consumer market and fulfils
certain conditions related to the use of local resources.y

12. In some countries the specified sectors are further classified in priority
groups. The industrial development law of Ecuador offers, in addition to the
general benefits accorded to all industrial enterprises coming under the law,
specific benefits to three categories of industrial eaterprises. The category
"Special" includes industries of high priority for the country's economic

3/ Akiva Ilan, Tax Incentives for Industrial Development in Isreel, paper
prepared for CID, Tel Aviv (1 .

y/ nts to Potential Investors in Morocco, Industrial Research and
Investment Office, Rabat, pp. 5 19 55.

[ooo
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development and which require special stimuii on the part of the State. New or
existing industries, including assembly plants, that export 50 per cent or more
of their production of produce goods to be used in agriculture, forestry,
industry, mining or fishing, or that produce import substitutes or are felt to
be sufficiently important by the Ecuadorian Government are listed in

Category "A". Category "B" covers industrial activities that are likely to
contribute to the economic development of the country, but which do not meet

the criteria for the "Special” cr "A" Caegories. Therc are detailed liste of
industries to be included in the "Special" and "A" Categories.‘é/

15. A similar approach is followed by Thailand where eligible industrial
activities are also classified under three groups. Group "A" includes industries
that are "vital end necessary" to the economy (34 industries). Those activitiee
that are "less vital and necessary" are designated under group "B" (15
industries). Group "C" covers industrial activities other than those classified
under groups "A" and "B" {(8 industries).é/ The list of industries included in
these three categories may be modified from time to time. This, in fact, has
occurred during the operstional years of th> tax incentive scheme. Korea favours
only two priority groups; eleven activities in the first group and sixteen in
the second.

Criteris relating to characteristics of the enterprise

14, Among the characteristics of industrial enterprises those most frequently
congidered to determine eligibility are the following: size of investment ;
organizational form of enterprise; source and control of cepital; employment
of nationals; and use of domestic raw materials.

(a) Size of investment

Some investment incentive statutes confer tax benefits only when the planned
investment exceeds a specified minimum amount; this amount varies substantially

%/ Ecuador, Conwvay Reseerch Inc., Atlanta, Ga., p. 109, (Septesber 1965)

6/ Country Study for United Nations Asian Conference on Industrialization;
Goverrment of Thailand; I & NR/Ind, CONF./C.1; pp. 18-20 (1965).

foos
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from one country to another. In Ethiopia, for example, the minimum is Eth.200,0C0O
($UsB0,000) for a newly established enterprise and Eth.400,000 ($US160,000) for an
existing enterprise in expansion. In the Republic of Viet-Nam the minimum
requirement is 1,000,000 piastres ($US125,CCO) and in the Republic of Korea it is
5,000,000 won ($US18,889). 1In the Republic of China (Taiwan) a minimum amount is
required for exemption from customs duties on imports of machinery and equipment
but none is required to qualify for tax holiday. '

Sometimes a minimum emount of capital or employment of a minimum number of
nationals are substitutive requirements. This is the case in Senegal: only
enterprisee that submit an investment programme of at least 100 million CFA Francs
(about $USL05,100) to be carried out in three years, or create at least 100
permanent jobs for Senegalese supervisors and workers may be approved as priority
enterprises.Z/ A variation of this plan combines minimum requirements for capitul

and for labour, as found in some of Argentina's provincial tax incentive laws.

(v) Organizational form of enterprise

The form of enterprise (corporation, partnership or sole proprietorship) is
considered by some developing countries as one of the prerequisites for granting
tax concessions. China (Taiwan) allows an income tax holiday only to
corporations engaged in productive undertakings that are considered to be
"preferable” by the statute, but not to proprietorships of partnerships, except
for those with earnings derived from exports. Also, in Pakistan the limited
liability form of company is one of the requirements for eligibility.

(c) Source and control ofgggg;pglg/

Some tax incentive laws require that a certain percentage of planned
investment in industrial undertakings that scek tax concession be subscribed to
by nationals. In the Philippines, for example, cottage industries must be owned
and operated by Philippine citizens. In a corporetion, partnership or
co-operative, at least 75 per cent of capital must be owned by Philippine
citizens and the same percentage of shareholders must be citizens; all members

17/ Investment Laws and Regulations in Africa, United Nations, p. 57, Saler
No. 65.II.K3, N.Y. (192%. ’

8/ The Status of Permanent S t Wealth and Re
United Nations Secretariat Publication, Salee No, Gefv;E, PP. 25%§§ i£962).

[oos
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of the board of directors must also be Philippine citizens.g/ More specific
requirements are laid down in the textile act and the shipping industry act.
Under the textile act individual importers of raw material for the textile industry
must be Philippine citizens; in partnerships or corporations at least 60 per cent
of subscribed capital must be owned by Philippine citizens.lg/ Under the shipping
industry act only Philippine citizens or corporations in which 60 per cent of the
subscribed capital stock is owned by Philippine citizens can avail themselves of
the tax exemption.ll/

Similarly in Nepal cottage and village industries may enjoy tax
concessions if they are owned by Nepalese nationals or by organizations
controlled by them, In medium-scale industries preference is given to nationals,
but nationa.s and foreigners are treated alike in large—-scale enterprises.

(d) Employmert of nationals

Some tax incentive laws require an industry to employ a minimum number of
nationals before the enterprise can enjoy tax benefits. India and Nepal require
enterprises to employ ten or more workers in a process aided by mechanical power to
be eligible. Ceylon stipulates the employment of more than twenty-five workers
without reference to aid of mechanical power.12 Senegal, as mentioned before,
accepts the employment cf a certain number of Senegalere workers as an alternative
for a specified minimum investment.

Some tax incentive statutes insist on a minimum perce.atage of naticnals in
total employment, Libya, for example, requires 9C per cent of the total
employees to be nationals without reference to the share of the percentage .n the
total wage bill.u/ Somalia does not allow an enterprise to employ more than
5 per cent ungkilled foreign workers, but places no limit on the uge of skilled
foreigr personnel. In Argentina some provincial laws that grant tax benefits to

9/ RA 3470, approved 16 June 1962.
RA 4086, approved 18 June 196L.

RA 1407, approved 9 Sepiember 1955 as amended by RA 4146, approved
20 June 1964,

Departuent of Inlend Revenue, The New Tax Structure, 1965-1966, p. 37,

Colombo, Ceylon, 1966.

iovesteent Lave end Regulations in Africe, op. cit., p.bS.

L B EE

[ooo
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{ndustries located in certain provinces also require these industries to employ
a certain m‘nimum percentage of nationals.w Mexico, Panama, Trinided and

Tobago also specify certain minimum requirenents of national employment.

(e) Use of domestic ra: materials and intermediate products

Scme countries include the use of domestic raw materials and intermediate
products as one of the requirements that have to be met by enterprises .applying
for tax coincessions. Their purpose is, of course, not only to reduce dependence
on imported materials and thereby relieve pressure on the balance of payments,
but also to induce increased production of domestic materials, to expand
employment of labour and so on. Policies differ, however, from one country to
another. The Costa Rican tax incentive law, for example, requires the use of
domestic semi-finished and finished products. The Pakistan law specifies that
an industry be based primarily on domestic raw materials, but such conditions
may be relaxed by the Government in appropriate circumstances. In these cases,
rio mention is made of a prescribed minimum as to the proportion of domestic raw
materisls to total cost. On the other hand, Mexico requires at least 60 per cent
of direct cost to be of national origin without specific reference to domestic
raw materials.

_'_1’_1_999_9_;': ' industr;g:enterjpri ses

15. The term "pioneer industry” or "enterprise" is used to mean eligible
enterprise. ‘It is not, therefore, fruitful to read too much into it. The
conditions that an enterprise must fulfil in order to be considered "picneer"
are of importance.

16, The conditions for entitlement to a "pioneer" status vary considerably
from one country to anothcr. In some countries no particular conditions are
specified in the tax law. In Jamaica, for example, both "new" and "established"
industries qualify for tax beneiits as "pioneer industries" without
specification as to conditions of eligibility.

17. In Zambia, on the other hand, in granting pioncer status the following are
taken into account: capital to be invested; employment; use of local resources;
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competition in foreign markets; price of products ; training of manpower;
prospects for exports; foreign exchange earnings ; and profitability.

18. There are intermediate cases between these two extremes. Sudan, for
example, is somewhat more specific than Jamaica on the eligibility conditions.

To qualify as an "approved industrial enterprise" an enterprise must conform to
the following requirements: (1) its promotion must be in the interest of the
general public; (2) it must have reasonable prospect of successful development;
(3) its field of activity must not be already covered in Sudan; (4) it must have
sufficient capital and managerial resources to enter upon its proposed activities.

19. The Nigerian law defines a "pioneer industry" as "an industry that is not
being carried on in the country at all or not carried on in the country on a
commercial scale suitable to the economic requiremen or development of the
country and for which there exists favourable prospect of further development
of the industry or insufficient facilities in the country to enable the industry
to be 8o carried on and is expedient to the public interest to encourage the
development or the establishment of the industry in the country".u/ This is
not very enlightening, However, an enterprise in an industrial fiald may
request that the industry be. given "pioneer" status assuming, of course, that
it fulfils the general conditions required. An enterprise in an industry
recognized as "pioneer" may apply for the "pioneer" status. The case of
Nigeria cannot be subsumed under the categories hitherto considered.

tion of bility cri

20. Tax concessions, like other incentives for industrial investament, should
be granted to promote those sectors which are of importance for the econamic
development of a country, that is, priority sectors, wvhich, in the absence of
incentives, might fall short of the desirable target. The setting of sectoral
targets and priorities requires programming; these targets and priorities are
derived from aggregate megnitudes of the national economy. For this reason the
procedure is sometimes referred to as "programming from above” or "agiregate
plemning”. Within each sector, with due regard to targets and priorities,
projects are evaluated in terms of certain criteria reflecting the objectives

[ooo
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of a country's development, This procedure is referred to as "programming from
below". Good programming practices combine the two procedures.

21. In actuality, few developing countries appear to have tried this two-way
procedure with any measure of success. FPlanning "from above" requires a variety
of statistical series which are generally not available ir the developing countries.
Among the countries covered by the study, .irgentina, Brazil, Ecuador, India,
Morocco, the Philippines, the Republic of Kcrca and Thail.nd specify certain
industrial sectors in their tax laws. This might imply that sectoral priorities
in these countries may be based on aggregate planning, but whether or not this
is the case is not certain.

22. It is not surprising, therefore, that the vast majority of developing
countries actually rely on project evaluation alone to determine the
eligibility of industrial enterprises for tax concessions. Among the countries
covered by the study, all, with the possible exception of those mentioned above,
do so. Assuming for a moment that project evaluation is based on reasonably
valid criteria, there are certain limitations to this method of programming
wvhich must not be overlocked.

23, In the first place every country makes use of more than one criterion in
the evaluation of a project; however, the outcome must be acceptance or
rejection of the project. The problem, therefore, is how to derive a single
decision from e variety of criteria. This could be done by applying proper
weights to each of the criteria in the system in order to reduce them to a
common dencminator. This is not easily achieved, Consider the criteria
mentioned in the tax laws of the Sudan and Zambia. What should be the weights
for them?

2k. In the second place there are a mmber of effects, espacially benefits,
arising from the interdependence of industrial projects which are difficult to
identify or to assess, yet they camnot be neglected. Thirdly, a programme based
on project evaluation would result in a motley of projects in the absence of a
guide for the choice of sectoral priorities and targets.

25. ‘These are the main problems faced in the selection of beneficiary
enterprises based on project evaluation under favourable conditions. It may de
questioned whether the procedures actually applied in developing countries are
reasonably proper. Judging by the criteria mentioned in the tax laws, there

[oos
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are good reasons to doubt that they are. Even a cursory examination shows

that some of the criteria are of questionable validity. For example, the
requirement of a uniform minimum capital for all qualifying enterprises
overlooks the fact that industries differ from each other with respect to
optimum plant size. Thus, a specified minimum capital may be appropriate for
one industry but not for another. Moreover, if the specified minimum is too
high, the developing countries may be deprived of certain small-scale industries
which are less demanding of scarce fultors, such as capital, management and
technical skills. It would be desirable to differentiate, with regard to
minimum capital requirement, between established enterprises and new ones

which face higher risks because of their lack of experience, their unfamiliarity
with markets, and so on. Only a few countries seem to pay attention to this
problem,

26. In some countries, such as Morocco, Peru and Zambia tax laws insist on the
use of new equipment as a prerequisite for eligibility. This may be justified
in the case of export industries which face foreign competition. Opinions vary,
however, as to the desirability of iuling out altogether second-hand machinery
which may sometimes be used profitably in industries producing for the domestic
market, provided, of course, that adequate repair services are available.

27. The definition of a "pioneer" industry or enterprise is sometimes so broed
that it is of little or no help in determining the activities to be favoured.
As an example, the relevant provisions of the tax la\r]-‘-é/ of Trinidad and Tobago
may be mentioned: "Pioneer industry is an industry not being conducted on a
commercial scale or at all and for which there are insu’ficient manufacturing
facilities to enable such industry to be conducted on a commercial scale; or
any industry where there is favourable prospect of further development".

28. Equally vague are the criteria relating to the broad objectives of economic
development. It is difficult to see how they, by themsclves, can be of any use
unless they are associated with more specific criteria such as those relating to
the characteristics of industrial enterprises or those specifying industrial
sectors. The cases of Israel, Kuvait and Malta may once again be mentioned.

16/ A1d to Piomeer Industry Ordinance, chapter 33, No. 3 (16 March 1950),

[ooo
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29. It is probable, as has been mentioned before, that developing countries do
not spell cut in their tax laws the criteria which they actually use in the
selection of eligible industries, but from general knowledge of practices in
programming, it would appear that these practices are far from adequate. It

is important to realize that the selection of enterprises for tax concessions,
as for other policy incentives, must be related to programming, and that any
progress made in the application of proper programming methods in the developing
countries is likely to make an important contribution to the design of fiscal
incentive schemes.
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II1. TAX CONCESSIONS TO ENCOURAGE INVESTMENT IN MANUFACTURING

30. The primary objective of industrial tax incentives ma;/ be said to be the
growth of industrial output. Th.s is not as obvious a statement ag it seems
to be a8 other objectives, which are referred to ag "secondary"”, may be
pursued together with the primary objective. These will be examined later.
31. Tax incentives for industrial development may be grouped, for the sake of
convenience, under three he.a.d:lngs:-u/ (a) Tax concessions designed to reduce
cost of imported inputs; (b) Tax concessions designed to reduce the recoupment
period; (c) Concessions affecting taxes on profits.

Tax concessions designed to reduce cost

32. Among the various taxes affecting the cost of production in an industrial
enterprise, customs duties on imported equipment and on materiais and fuel are
by far the most important., It i{s not surprising, therefore, that exemption from
customs duties is a widely adopted encouragement measure in developing countries.

(s) Materials

The exemption policy in respect to imports of raw materials, semi-finished
gocds and compunent parts varies from one country to another depending on such
factors as the availability of domestic materials, the nature of the industry
for vhich they are intended and the degree ~f processing involved. Thus, the
majority of developing countries vhen giving outright exemption on imported
materials require that the imported items are not locally produced in adequate
quantities or qualities.

The tax benefit mey vary as to amount, or period covered, or both. In
some countries such as Algeria, Nepal, Nigeria, Suden and Zambia partial or
mmzmmummgmmmn circumstances of each
projest. In other countries ensmption is not unifors but varies according to
different categories of industry. Thailend, for example, classifies industries
xmmmmn.mm”uwwm”mm;mwzm
ranges from 100 per eent to 33.9 per cenmt. Beuador and Feru edopt similer
classifioations.

R

\l/ Righ tariffs reising the prices of competing imported goods are aleo used
a8 an afded incentive for industrial investaent, /
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In certain countries such as Pakistan no outright exemption is granted
for raw materials imported by an industrial undertaking. However, duty rates
are lower on rav mater'als required by capital goods industries than those
required for consumer goods industries. Moreover, import duties vary inversely
with the degree of processing.

The exemption may be permanent as in the case of Ecuador, Jamaica and Peru,
On the other hand, it may be for a fixed period which may coincide with the tax
holiday period, as in Guyana, Thailand,and in the case of chemical and textile
industries in the Philippines. In other cases, the period of customs duties
exemption may differ from the period of tax holiday as in the Ivory Coast,
Nigeria, Trinidad and Tobago and some Central American countries.l'-a/

Mention should also be made of tax relief from different levies on fuel
and lubricants imported for use in manufacturing production. Only a few
countries, however, give partial or full exemption of duties and related taxes
on such items,

(b) Machinery and equipment

As the cost of imported machinery and equipment is the biggest item of
capital expenditure in most industrial projects, their exemption from customs
duties is particularly appropriate to encourage industrial investment.
Virtually all developing countries provide full or partial exenption.w

Different policiee are followed with respect to imports of spare parte
for exempted machinery. Malta and Nigeria, for example, may permit custom-
free import of machines, yet spare parts for these machines are dutiable.
Ghana and the Philippines, on the other hand, exempt spare parts along with any
importation of machinery and equipment.

Tax concessions designed to reduce the recoupment period

35. Another device in the array of concessions offered by developing countries
is to allow a certain deduction of expenditure on capital investment on plant

18/ Investment Opportunities in the Central Anwan(lu__i___mx_ﬂfg_ Central

American Bank for Economic Integration, pp. 25-29, Honduras (1965).

19/ However, some countries such as India and Pakistan do not offer such an
exemption., India applies favourable duties to agricultural machinery
while Pakistan exempts it completely from customs duties.
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and machinery from taxable income. This would reduce the period of recoupment
and, hence, the risks, There are two principal ways to achieve this. The
first 1s to provide accelerated depreciation usually through an initial
allowance. This is sometimes referred to as an interest-free loan from the
Government to the taxpayer. The second device is investment allowance over
and above the depreciation allowance for the normal wear and tear allowed for
machinery, equipment and buildings.

34. Some developing countries offer accelerated depreciation, usually thrcugh
initial allowance; others grant investment allowances, and some combine both,
as shown in table 1, Morocco which is not included in the table, provides
capital subsidy for industrial building, machinery and equipment.

Tax concessions affecting profits

35. Tax concessions that affect profits of an enterprise usually take the
following forms: partial or full income tax holiday; relief from income tax
on dividends distributed cut of exempted income and deferral of depreciation
deductions and carry over of losses.

(a) Partial or full income tax holiday

A partial or full income tax holiday not only increases the net return
from investment, but also may reduce the pay-back period and thus the initial
risk inherent in a long-range investment. In addition, it may facilitate the
expansion of an enterprise through self-financing. It is understandable,
therefore, that tax holidays are offered by many developing countries and are
considered as one of the most important tax inducement messures to attract
foreign as well as domestic capital. Some examples are given in table 2, It
vill be seen that some countries give full tax holiday as in the case of
Ethiopie, Guyana, Nigeris, Pakistan, Puerto Rico, Republic of China, Theiland,
Trinidad and Tobago and Zambia. Others give partial exemption as in the
case of Ecuador, India, Isrsel and Sudan, 8till others give tax holiday on
a declining basis over a mmber cf years, as in Argentina, Barbedos and
Costa Rica.

Jsually, the period of exsmption begins from the date of production.
Scme countries such as Ceylon and OGuyana specify that the period starts from

[eoo
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Table 1

TAX CONCESSIONS DESIGNED TO REDUCE THE RECOUPMENT PERIOD
IN SELECTED DEVELOPING COUNTRIES

Country
India

Ceylon

Turkey

Tanzania
Guyana
Nigeria
Sudan

Trinidadand
Tobago
Malawi

Zambia

Tax Concessions Measures

Investment allowance
"Development rebate"”

Investment allowance
"Development rebate"

Double depreciation
rates and investment
allowance

Investment allowance
Initial allowance
Initial allowance

Double depreciation
rates

Initial allowance

Initial and investment
allowance

Initial and investment
allowance

Observationg

For priority industries 35% during
April 1965 up to March 1975 and 25%
thereafter, other industries 25%
and 15% respectively.

20% standard rate. If business is
an approved project or agricultural
undertaking the rate is LO%

Investment allowance fo.' regional
development investment is 50%; for
agricultural investment 4O% and all
other investment 30%, provided
certain requirements are met.

Source: Tax Incentive Laws and Tax Codes of ccuntries mentioned.
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attainment of production in commercial quantities. Others, such as the Republic
of China consider the period to begin from the date on which the product of a
new enterprise is marketed and in the case of existing firms in expansion, from

the date the added equipment starts to operate.

(v) BRelief from income tex on dividend distributed out of exempted income

Tax exemption may extend to dividends paid out of exempted profits.
Barbados, Ceylon, Guyana, India, Israel, Jamaica, Nigeria, Puerto Rico, Sudan,
Trinidad and Tobago among other countries, offer such exemption. To provide a
safeguard against loss of revenue to a foreign government, some countries
including Barbados, Jamaica and Puerto Rico, require that non-resident
shareholders be exempted in their country of residence from the tax on
dividends received.gg/

In order to qualify for tax exemption, dividends from exempted profits
must be distributed within a specified period. Some countries such as Ceylon,
India, Malta and Sudan, stipulate the distribution must take place dd}ing the
tax holiday. Others, such as Guyana, Trinidad and Tobago, allow tax-free
dividends up to a few years (usually two years) after the expiration of the
holiday period. In both cases firms wanting to take advantage of such
concessions are forced to distribute dividends within the prescribed period,
rather than build up reserves for self-financing. A reasonable compromise is
offered by Israel which allows up to ten years after the expiration of the
holiday period for dividends to be distributed tax free.

(¢) Deferral of denreciation deductions
In some countries such as Ghana,Malaysia,and Trinidad and Tobagp, depreciation

allowances, normal as well as accelerated, on investments made during the tax

20/ For tax treatment of foreign income and investment in capital exporting

countries, see Fiscal Incentives for Private Investment in Developing
Countries, 0.E.C.D., Paris, pp. 15-25 (1965).

Some capital exporting countries such as France, Italy, Japan, and the United
Kingdom, credit their taxpayers investing abroad for taxes "spared" by
certain developing countries. Unless double taxation relief is

generalized, the efforts of developing countries to encourage the flow of
foreign investment may be frustrated. (For Inter-relation of t

of developing and capital exporting countries, ibid., pp. 5=5T7).
/...
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holiday may be claimed against profits made after the tax holiday has expired. This
in effect may result in an extension of the tax holiday leading to concealed tax
exemption. It may be noted that in -~ase of deferred depreciation, current profits
are gross of depreciation charges. If dividends are distributed within the
prescribed pericd so as to take advantage of the tax concession, there may be no

funds available to compensate for the depreciated machinery.

(d) Carry over of losses

Corporate profits are almost as likely to be negative as to be positive.
Without some adjustment for years of negative profits through loss carry-over, the
tax may discourage investment in risky and uncertain fields which may be vital
for industrial growth. The beneficial effects of income tax holidays and
investment allowances may be lost unless liberal means for loss carry-over are
simultaneously adopted.

Virtually every developing country allows for such carry-over. Some countries
allow this only for a fixed period; in Mexico and Puerto Rico this period is
five years, in Jamaica, six years; and in Israel seven years. Other countries,
including Ceylon, Sierra Leone, Trinidad and Tobago do not specify a fixed period.

In Nigeria, for locses incurred during the tax holiday, a further extension
may be given equal to the number of years in which losses are incurred, subject
to a maximum period of five years.gy It can be readily appreciated that such
a procedure may open the door to tax evasion through manipulation of incomes and
expenditures of the enterprise concerned so as to show tax loss in the early part of
the holiday period when profits are not likely to be high. It would be advisable,
therefore, to allow a grace period during which the taxpayer can select the
beginning of his tax holiday period, so that the tax benefit offered will not be
vasted on low or negative profits. Such an option is provided in the incentive
laws of Barbados, Jamaica and Puerto Rico.

Miscellaneous tax benefits

36. Many Governments of developing countries supplement the sbove-mentioned tax
benefits to approved enterprises with partial or full tax exemption from taxes

21/ Ordinance No. 8 of April 1958, part III, Clause 6.
/‘ LN ]
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or fees on the registration «f the ent<rprise, purchase of land for the
establishment ~f the plant, financial transactions of the firm and sales ¢\
prcducts. Special attention may be directed to the former concession. In most
developing countries, the economic problem is more related to production, than to
consumption, and the exemption of domestic sales, usually within a protected
market , of approved enterprises may resuit in large revenue loss to the Government.
The maintenance of domestic prices nt a level higher than export prices has,

there fore, s favours! 1o effect on the curtailment of domestic consumption, reduction
o1 imports, improvement of the balance of payments and protection of undue loss

to Government revenue. Colombia, Costa Rica, and the Republic of China are aware
of such prcblems and, therefore, do not extend the exemption from production and

sales taxes to dome:ilc sales,

Evaluation of iax incentives for industrial development in general

37. The naturc and extent of the tax incentives offered in the form of exemption
from customs duties and from income tax, investment grants, initial allowances,
accelerated depreciation allowances, and the like, should be determined with due
regard to sectoral prioritiee and the need of each sector for direct and indirect
subsidies. While these needs are likely tc vary from one country to another, it
may, nevertheless, be useful t- brins t. the atten.ion of all developing countries
certain desirable tax incentive measures which have not yet been widely adopted.
38. With regard to *he exemption of imported materials from customs duty,
developing countries should relate the amount of exemption inversely to the degree
of processing involved, as is done in developed countries. The likely effects

of this on the use of domestic materials and leabour ere well known as are the
resultant savings in foreign exchange.

39. Exemption of machinery and equipment from customs duty would appear to
encoursge the use of capitel es against the use of labour, wvhere these two factors
of production are, in some weasure, mutual substitues. By and large, however,
such substitution has e limited scope in sanufacturing industries and cannot

be expected to provide a solution to the prcblem of employment in developing
countries in the short run. This is not necessarily the case vith equipment used
in performing ancillary services, particularly transport oquijment. The exemption
given for imported manufacturing sachinery need not de extended to such equipment ,
as manual labour might scmetimes successfuliy perform the same services.

) . ,son
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4O. On the other hand, the exemption of spare parts for exempted rachines and
equipment is highly desirable and should be generalized. This may encourage repuir
of used machines, thus extending the useful life of industrial equipment and,

at the same time, saving the developing ccuntries scarce foreign exchange that they
would otherwise need for replacing the old machines with new ones acquired through
imports.

4L1. Equally, imports of fuels and lubricants for manufacturing purposes should be
exempt from customs duties as this would make a reduction in manufacturing costs

possible. At presert, only a few countries give tax exemption for this purpose,

and more countries would be well advised to grant similar concessions.

L2. Investment grants are rarely provided in developing countries. Morocco is,
in fact, the only country that does so among the countries covered by the study.
The advantages of such subsidies are apparent: they simplify administrative
procedures involved in tax exemption and provide the eligible enterprise with

an outright benefit whether or not it makes a profit. Thus, benefit is particularly
important for new enterprises in the initial years of their operation. The main
disadvantage of investment grants is that the sacrifice in tax revenue is divorced
from profits and therefore may not be compensated by a gain for the national
economy. Every developing country will have to weigh the advantages and
disadvantages cf investment grants, depending on such factors as adequacy of

tax administration and availability of public funds.

43. By shortening the recoupment period of investment, initial allowances and
accelerated depreciation allowances tend to reduce the risks of non-recovery
wvhich are considerable in most developing countries. These risks are, no doubt,
a major concern of potential domestic investors and foreign investors alike.

Lk. while initial allowances and accelerated depreciation allowances are
important for industries catering to the domestic market, they are even more
important for export-oriented industries. As the latter must be able to face
competition in foreign markets, they msy need to use up-to-date machines - and
this involves more n.p?d obsolescence of machines than is the case with industries
catering to the domestic market. PFor this reason, larger initial allowances

and accelersted depreciation allowvances should be provided for export industries.

/090
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LS. As regards income tax holidays which are widely offered in developing
countries, the holiday period is generally the same for all eligible industries
in a given country. Yet, indurtries differ with respect to their running-in
periods, among other things. The steel industry, for example, has a much longer
running-in period than the food industries. It is to be expected that investors
would tend to favour industries which have a short running-in period. In the
more advanced stages of industrialization, it will be necessary to establish
industries with relatively long running-in periods. In providing tax holidays,
therefore, it would be desirable to differentiate between industries as to the
period for which tax holidays are granted.

b6, Most developing countries offering income tax holidays provide the same
exemption over the entire holiday period. At the end of this period, the
beneficiary enterprises suddenly feel the full burden o'f the tax. This is clearly
undesirable. It may be argued that beneficiary enterprises, particularly new
ones, should, by the end of the tax holiday period, be able to stand on their own
feet; this is, in fact, the purpose of tax concessions. But the actual picture
is somewhat different from this. There have been many cases where, at the
termination of the tax holiday, enterprises have either found themselves in
financial difficulty or they have moved to other countries.

/'..
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III. TAX INCENTIVES FOR SPECIFIC SECONDARY OBJECTIVES
OF INDUSTRIAL DEVELOPMENT

L7. This chapter will review the different tax concessions aimed at achieving

certain "secondary” objectives which are sometimes pursued alongside the main
objective of maximizing industrial output. These objectives include: facilitating
industrial financing, influencing the location of industry, promoting exports of
manufactures, facilitating the transfer of technology, encouraging technical
research and training, assuring the full use of existing industrial capacity. As

might be expected, the importance attached to these secondary objectives varies
from one country to another.

Facilitating industrial financing

L8. While tax incentives are widely used by Governments of developing countries
to encourage investment in the industrial sector, seldom are they designed to
facilitate the financing of investment. Some investment laws, however, give
special attention to this problem and provide tax concessions to encourage
individuals, businesses and financial institutions to devote a greater share

of their resources to industrial financing.

(a) Individuals

In India tax credit certificates are offered to individuals subscribing, on
or after December 1964, to an eligible issue of equity capital or purchasing
such equity shares of new industrial companies. Individuals are also exempt
for five successive years from the wealth tax on equity shares in new industrial
enterprises after March 196k. 22/ Recently, the tax on bonus issues has been
removed and the rigours of the dividend tax have been softened with a view to
reviving the capital market and increasing the flow of private savings to
industry. These changes have enabled companies wvith large reserves to issue bdonus
shares, thus expanding their capital base, and consequently reducing the burden
of the dividend tn.?j/ 8imilarly, Pakistan allows investment in new share-
capital of approved industrial compsnies to be deducted up to 20 per cent of

22/ Taxes end Incentives, Indian Investment Centre, New Delhi, p. 43, (1966).

23/ rt_of the Industrial Deve Bank of India for the 1965-~1
Bombay, pp. 4-5 (August 1
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the shareholder's total income with a maximum of Rs. 12,000 ($1,600). Alsc,
dividends up to Rs. 3,000 ($400) received from Pakistani corporations are
tax-f‘ree.al-‘-/

In the Republic of China, purchases of registered stocks or bonds maturing
in not less than three years, are deductible for income tax purposes, provided
that the securities purchased relate to an industry snecially desisnated by the
Government. Another, but rather general measure, is the exemption of capital
gains on investment in corporate bonds and stocks held for a period of more than
one year.g-s-/

A scheme was recently introduced in Ceylon by which a generous rebate is

26/

granted to taxpayers for approved investment in industry.—

(b) Businesses

A number of countries give tax benefits to encourage industrial enterprises to
direct part of their earnings to self-financing or to financing of other industrial
enterprises. Chad, Ecuador, Morocco, Peru, Republic of China, Senegal, Somalia,
Tunisia, Uruguay and some Central American countries provide tax relief for

reinvested earnings in certain fields including industry.

24/ Tax in Pakistan, Central Board of Revenue, Karachi, pp. 4-17, (December 1965).

25/ Shun-Hsin Chou, Tax Incentives for Industrial Development in Taiwan, country
(s{gugg)prepared for UNCID, pp. 2-(12)-2(1k), Republic of China (Taivan)

26/ "Approved Investment" means:

a. An investment in an approved project within the meaning of section 69
provided that:

(i) It is not an existing investment;

(ii) It is an investment in the first issue of shares or made vithin
six years from the date of the first issue;

(iii) It is an investment in ordinary shares.

b. An investment in an undertaking or any other class of investment as is

declared by the Minister of Finance by order published in the Gasette
to be an approved investment.

For more detail, see The New Tax Structure, Department of Inland Revenus,
pp. 22-2T7, Colombo, (1968).
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pianped reinvestment be piaced in a leas feveloped groa of the rn'nmt:'vfrz h
*ag&s in peoint 1e Rra. g ARY eoai entity perat cocoan the contry may 4i1a ccant
from its income tax, gp t+ 7% rey cont  f the faco yaige ¢ Londs emitted
by the srganizations 1= charge 0 deselping *he N ortherr (Amaz . n Fecion) and
the north-eas' areas f~r the rurpose f ~htaining reanurees for *Yeir onerat ion: .
Moreover, * encourage investment 1o treae tw pegiong, caterprisess can invest
part of their profits tax-free.  Peru has a similar provision,

By t5ing reinvestment of pr it v tarchase of bonde or to act al
investaent in certain arear in the same taxatle year, it is intended tn ensure
that the new investaen! is financed from ~arnines and not from accumalated
depreciat ion allovances or other sources. The exempting of undistributed profits,
vithout “he stipilati r that it m.1:t be reinveated, would «pen the A .or wide to

tax evasion.

(c) Financial institut:ons

Tax benefits are smetimes ffered to financial instituticns, particularly
development banks, Lo encourase them to provide credit on easy terms as well as
to subscribe to the equity capital of industrial projecte.

Some countries sive full tax exemption. In Liberia, for example, the
Liberian Rank for | .strial Developmert and Investment is exemp*~d from all taxes
and cuwstum duties as well as froe all *axes on dividends paid by it. The
Philippines exempts private develoyment banks from payment of the gross receipt
tax and income tu.zsi

Other coumtries giw only partial exemption. A part of the share capital

of the Industrial Development Bank of lareel "spproved investment” under the

2]/ The Italian Goverrment, in its effoits to develop the southern part of Italy,
"“The Messogiorno” included such a condition for eny northern firam vhich plans
reinvestasnt of mﬂh mé desires to ukc advantery of such relief;

C.A. Martellarc Booncmic De out hery
University of America Press, hington, D C., p. 9 1965).

28/ Meputlic Act 4093 (19 June 19&)
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Law of Encouragement of Capital Investment of 1959. About 30 per cent of the
bank 's profits (net of the company profits tax) are exempt from income tax for a
period of five years. The Banque Nationale pour le Développement Economique in
Morocco is authorized to constitute certain tax-free reserves. It is also exempt

from all fees and taxes on its capital » on issues of bonds, debentures and securities,

and on instruments and agreements relating to its credit transactions. However,
the bank is subject to the profits tax. )

Similarly, the Banque Ivoirienne de Développement Industriel in the Ivory
Coast, enjoys various tax holidays for a period ranging from five to ten years.
The Industrial Credit and Investment Corporation of India is exempt only from
income tax on dividend income received from new industrial undertakings.

Pakistan excludes from taxable income dividends received by any investment
company on its equity shares. Some countries offer certain tax benefits as a subsidy
intended to ease the terms on which credit is made available to industry. This is
achieved, for example, by exempting interest received by the lender on money
borrowed by an industrial undertaking. Thus, interest payable by an industrial
underteking in India for an approved loan from specified foreign financial
institutions is tax exempt as is interest payable to & non-resident recipient for

credits to finance the purchase of machinery or raw material from outside Ind:la.g-g/
Pakistan has recently changed its tax law and now provides the same concessions
as India.x/ Barbados offers a similar tax benefit, except that resident interest-
31/
receivers are exempted as well.==

Influencing the location of industry

49. Although regional imbelances exist in all countries » Whether they are developed
or are developing, imbalances are particularly pronounced in the latter. In an

29/ Taxes and Incentives, op. cit., pp. 34-35.

20/ Iax in Pakistan, op. cit., p. lk.

31/ Industrial Incentive Act. (1963).

[eoo




ID/CONF.1/B.2
English
Page 29

effort to achieve a more balanced regional development certain developing countries
provide tax incentives to encourage industrial enterprises to branch out or settle
in backward areas.zg/

50. One approach is to divide the country into a number of areas giving unequal
benefits to different areas depending on their level of development. Morocco,
Pakistan, Peru and Puerto Rico follow thig apprcach. Puerto Rico is divided into
three zones. Eligible industries in the "high industrial development zone" are
exempted from income tax for ten years, those in the "under-developed industrial
zone" for seventeen years and those located in the remaining part of the country
for twelve years. Pakistan is divided into three areas eligible for a tax-holiday
of six years, four years and two years respectively. However, there is no clear-cut
separation between these areas; some cities and the areas within a radius of ten
miles of the municipal limits are entitled to four years' tax holidajr although they
may be located within an area eligible for six years.

51. Some countries extend the period of tax concessions for industries moving away
from congested centres. In India, for example, tax credit certificates providing
relief from tax on capital gains are granted to irdustrial undertakings shifting
from specified urban areas to other areas. Jamaica provides tax concesslons for
the same purpose.

52. Another approach is to give concessions only to industrial enterprises
established in certain areas. For example, Iran grante new establishments a
five-year tax holiday, only if they are located outside a radius of 60 kilometres
from the centre of Teheran. Similarly, Argentina's central Government excludes
investment located in the metropolitan Buenos Aires from any tax concessions.

53. Even vhere the tax incentive law is silent about location of industry, the
administering agency mey take the location aspect into account. In granting a
pioneer certificate to an industrial enterprise, the Government of Zambia may

32/ The use of these measures has been pioneered in developed countries. In the
United States, property tax and income tax exemptions have been used by many
states to attract industry. For a discussion and summary of individual states'
policies regarding fiscal incentives for industrial location, see Session on

Tax Incentives to Business Location and Expansion, Seattle, U.S.A., pp. 99-161
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attach certain conditions relating to location. The Investment Centre of Israel is
more lenient in approving investment projects in "development" areas than in other
areac. In seversl cases investors have been asked to set up the enterprise in a
development town as a condition for approval.

Sk. Gometimes provincial governments supplement tax incentives of the central or
federal government with their own; Argentina is a good example. All provinces,
with the exception of Santa Ciuz, have industrial promotion laws. Some provinces
indicate what industrial sectors zre given priority. Others grant tax benefits only
to industries that use regional inputs. The extent and duration of tax benefits
vary from one province to another.éé/

>5. The extent to which the tax concession compensates for possible additional
cost from locating in tax-favoured areas is very difficult to evaluate. Locating
in an undeveloped area with no natural advantage to attract the investor, being far
from established industrial and commercial centres, lack of auxiliary services, and
so forth may be very difficult. However, in the case of Israel a considerable part
of the spproved enterprises were established in"development areas. The relatively
large share of textile and food plants supports the notion that the Investment
Centre was instrumental in implementing the government policy of distributing
economic activity throughout the country.éﬁ/ Such ihdustries may have been
specially suited for these areas because a high degree of skill was not required
for most workers available. These workers usually constituted new and unskilled
immigrants.

56. Pakistan's experience shows that, in general, despite the tax holidays,
industrialists continue to prefer urban centres such as Karachi, Hyderabad and
Chittagong except where proximity to raw materials is an overriding consideration.
However, the dispersal of industries to secondary centres and some isolated regions

in the past six years has been stimulated by the tax-holiday system, supplemented

33/ Paper prepared for C.I.D., Industrial Location Policy and Regional Development
in Argentina, (December 1966), p. 55.

}&/ A. Ilan, Tax Incentives for Industrial Development in Israel, study prepared

for C.I.D., p. 148, Tel Aviv (1966).
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to some extent by other measures such as the preferential treatment by development
banks of applicants who wish to set up industries in less development regions.éi/
5T. It is to be noted that in providing tax concessions for different regions of
& country one must not lose sight of industrial priorit es in each region. This

may call for the provision of more favoursble tax benefits for certain industries

with the region.

Promoting export of manufactures

58. It is widely agreed now that developing countries cannot rely solely on their
traditional exports to earn the amount of foreign exchange needed to finance their
increasing imports of capital goods, materials and consumer goods that are required
to achieve even moderate rates of economic growth. Export of manufactured goods
will have to be expanded considerably and new lines of production will have to be
initiated with a view to export.éé/

59. Tax incentives are among the measures used by developing countries to promote
export of manufactures. Virtually all countries offer full or partial exemption
from export taxes on manufactured goods. In addition, some countries give special
tax treatment to materials (whether imported or produced locally) used in the
production process of goods destined for export and to profits arising from export
of manufactures. The exemption of imported materials takes various forms. One is
the drawback system by which the importer claims repayment of custom duties if the
materials imported are used for the manufacture of goods to be exported. Argentina,
Nigeria, Peru and the Republic of China are among the countries that have

adopted such a system. Another form of exemption is deferral of custom payments by
& manufacturer, upon the provision of a guarantee assuring that imported materials
will be used for the manufacturing of export products. In the event that the
products are sold domestically, the full taxes on imports are collected. This
system is used in the Republic of China and vith regard to packing requirements for
export goods in Iran.él/

35/ Sartaj Aziz, A St of Industrial Location Policy in Pakistan, paper prepared
for C.I.D. (October 1966).

36/ A rough projection suggests that at least $US15 billion between 1960 and 1987
will have to take the form of exports of manufactures, including the value
added by processing of materials. (United Nations, Economic Survey of Europe,
1960; pp. 47-L8, Sales No.: 61.II1.E.1.1961).

31/ Taxhand Custom Regulation and Concessions to Industries, Bank Markazi, Teheran,
p. 46,
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60. As to locally produced materisls used in the production of export gocds,

many countries follow either a system of exemption frcm demestic taxes or sales
taxes, or a system of refunding such taxes if the final goods are exported.
Argentina, Brazil, Ecuador, Kuwait, Saudi Arabia, and most of the Asian countries
offer such concessions,zé/ which, of course, are designed to relieve exporters

of the burden of dcmestic taxation, so as to enable them tc ccmpete in the world
markets. '

61. Both the tax remission and the deferral of tax payments involve costly and
time~concuming administrative processes. With this in view, the free zone system,
which is particularly advantageous to industries producing mainly for export, is
beginning to gain wide application. It is aslready in use in India, Panama,

the Republic of China and the United Arab Republic.

62. A similar system is the bonded factory which obviates the need for payment of
duties at any stage of production of export gocds. The Republic of Korea
introduced such a system in 1961. A form of the binded factory system is the
bonded warehcuse system used in Pakistan, where excisable gocds such as jute
manufactures, cloth, matches and paints may be purchased by ccmmercial exporters

withcout payment of excise duties, provided they are held in bonded warehouses

until exported.

63. Several developing countries fully or partly exempt from inccme tax all
profits arising out of the export of manufactures. Ceylon, Colombia, Jemaica and
Mexico, for example, provide full exemption for a number of years. On the

other hand, the Republic of China allows a deduction equivalent to 2 per cent of

ot e et et e S

export earnings in the calculatior of taxable inccme for inccme tax purposes.

In certain countries enterprises must export a certain minimum nercentage of their
total production in order to be e.igible for tax concessions. Pakistan, fer
example, offers income tax holidays only to industrisl enterprises exporting at
least 30 per cent of their production. Similerly, Israel sets a minisum
requirement of SO per cent.

38/ Promotiun Progremmes and Limiting Pectories; United Metions Beoncmic Commission
for Asia and the Par Hast, Bangkok; Aeian Conference on Industrielisation;
E/CN.77/1 end UR/Ind. Conf.IL.5; P 59: 1965,
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Utilization of excess capacity

64. TFurther growth of industrial output in developing countries on o significant.
scale no doubt requires expansion of capacity. It may be possible, liewever,

in the short run, to increase output by utilizing existing capacity more
effectively. In many developing countries substantial proportions (in scme
cases exceeding 50 per cent) of installed capacity in certasin industries remain
idle. The reasons for this are many and they vary frcm one case to another.
Although most of the difficulties cannot be overccme by tax concessions, these
may help to overccme scme of them.

65. Very few developing coauntries have specific provision in their tax incentive
laws aimed to achieve fuller utilization of existing capacity. Tying the tax
incentive to the volume and production of sales may be one way to enccurage
manufacturers to expanc production and thereby utilize more fully their existing
capacity. India is aone of the few develuping countries that does so. Any
manufacturer in certain specified industries is entitled to tax credit .
certificates calculated as a percentage of excise duty payable to the central
government on the excess of goods cleared during any of the five financisl
years - 1365-1966, 1969-1970 - over the goods cleared during s "base year".zQ/
66. Another way to encourage the utilization of existing capacity is to allow
additionnl depreciation changes for plants and machinery in case of multiple
shifts. India and Pakistan are among the few developing countries explicitly
allowing 50 per cent and 100 per cent depreciation charges over and above the

normal allowance for doul'le and triple shifts.

oure the transfer of technol and
echnicel research, end treining
67. As developing countrier have came to regard industrislization as a meens to
sccelerate their econcmic develupment, they have beccme increesingly awere of
the need for technolugicel change, technical research, and technical training,
vithout which industrisl development ccild not take place on any significant scale,

39/ A somevhat similar system vas introduced in Cansda in 1962. Jor s detailed
discussion om the operetion of the system, see R, Bird, "A Tax Incentive for
Salee; The Camadian Experience”, Matioral Tux Jourmal, Vol. XVIII,
pp. 2T77-38% (Bepr. 196%).

/...
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by offering tax benefits over and above thcse given to self-financed expansion.
Third, the majority of developing ccuntries have already established development
banks which play an important role in industrial development as suppliers of
finance, technical assistance, and prumotion facilities. Tax concessions to
these banks which are designed to increasse their industrial loans or soften the
terms of these luens, would be of great benefit to the econamy, surpassing by

far the cost in tax revem e. Equally, ccmmercial banks cculd be induced by the
provision of appropriate tax incentives to devote a larger share of their
rescurces tc industrial financing, sssuming of course that this is desirable.
Other finsncial intermediaries such as life and property insurance ccmpanies are
potentially important saurces of industrial finencing, but in few developing
countries are they sufficiently developed to be of importance. 1In all these cases,
fiscal incentives ccauld play a greater role in channeling savings into industrial
investaent .

7¢. Since exports of manufactures fram developing cauntries at present are small,
it 18 understandable that tax incentive schemes to pramote these exports are
rather simple. This does not imply, of course, that they could not be improved.
In scme - untries, for example, eligible indusirial enterprises must export a
specifiod minimus percentage of their tutal productian. Not infrequently,
eshterprises may export at a loss because they sre subsi. ized by their dmmestic
ssles. If these sales are limited, say, for lack of damestic demand, expansion
™ exports witild not be possible under this systes. It seems edvisable for
“uhtriss which have sdopted this systes to consider relating the tax benefits

tc the valus of exports ar inccme frap exports.

T Were is, undubtodly, o need for more subetantis]l tax benefits for export
industiries than o glven ot present. Meference earlier has been ®ede to the
Sesiradiiity of lLarger cdeclescence allowmace for export industries. Purtherwmore,
ether fessible W ~oncessi-n: Ay be ertended to inputs of the expart-product
o0 well sx tc anclilinry services such as transpartation.

™ Frec tow ayciems sight groatly refduce the need for adeinlstretive procedures
Elating v Pl om Frie custcme Mllios amd Ahwr tas camenssione. Countries
WLAR So aed a0 pFel enpert amaeler tures o Sig significant seale may see ne

It uins efvastage 1e thap, Wt thems wid ek saphasise supart prapofiican venld b
il sdvissd o - BalBer the olabilolment of Fres & mes
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79. By and large existing fiscal incentive schemes in developing cauntries
encourage "traditional"” exports. Yet, as has been pointed cut earlier, new lines
of manufactures will have to be developed 1if exports are to increase substantially.
It would be desirable therefore to offer new export industries tax benefits

over and above those given to existing industries. Once again, the determination
of the new industries to be created requires careful programming.

80. It cannot be presumed, a priori, that the provision of incentives to
influence locatimn of industry is desirable as it has been presumed with regard

to other secondary objectives of econcmic development. This is because, in the
vast majority of developing countries, it is premature even to consider dispersing
industrial enterprises away from the few urban centres where they are concentrated,
unless the nature of the activity 1s such as to require location away frcm the
centres. Even in the larger developing countries, like Argentina, Brazil and
India, de-concentration with a view to the development of backward areas is

a debatable issue. Under the circumstances, the wisdom of giving tax incentives
for a balanced regicmal growth 1s, in most cases » highly questionable. The
external and internal econcmies, both for the enterprise and the national econamy,
arising from concentration are substantial. There is no use sy to give tax
incentives vhen it is fairly obviocus that no enterprise would be established in

2 backward area for the sake of taking advantage of the concessions offered, if the
econamic factors governing profitadbility are not there.
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IV. ADMINISTRATIVE MECHANISM

Determination of eligibility

81. Developing countries generally follow two methods in determining whether

a particular enterprise is eligible to receive the benefits of tax concessimms
offered under their fiscsl systems. For the purposes of analysis, these methods
may be termed: (a) non-discreticnary and (b) discretionary.

82. Under the non-discretionsry method tax concessions are granted to a
particular enterprise upon the occurrence of a specific event, or the fulfilment
of certain requi ‘ements. Same countries state the requirements in statutes
specifically designed to provide tax concessions. Countries which do not have
such specisl statutes state the requirements in their general tax laws. For
example, Ceylon, India, Pakistan,and the Republic of China, among others, follow
this method. In India new industrial undertakings established after 3 March 1948
are eligible for exemptions frcm inccme tax on the amount of their inccme equsl
to 6 per cent of the invested capital. Industries classified as priority
industries by the Government sre entitled to deduct 8 per cent of their profits
from texable inccme. Similerly, the Inccme Tex Laws of Pakistan grant a tax
holiday to any industrial undertaking meeting certain requirements. The
requirements relate to the use of domestic rav materials (with certain exceptians),
the smount of capital invested and the reinvestment of profits. Ceylon follows
a similar policy with respect to tax holiday for new industries, exgorts by
industrisl enterprises, and savings relief for approved investments. Taiwan
grants inccme tax holiday to any enterprise that is classified as "productive" by
the statute for the encouragement of investment and which also meets the
encouragement criteria laid down in the same Act.

83. Under the discretionary system tax incentives may be granted only upon the
determination of eligibility of a particular enterprise by an sgency specifically
charged vith the functions. Generally speeking, such agencies are not part of
the normal tax administration.

8k. 1In determining eligible enterprises for tex incentives, developing countries
that adopt the discretionary system follov one of the two procedures. Under

[eoo
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one procedure they entrust the granting of tax concessions to government ministries.

Generally the ministries concerned are those of finance, industry, and ccmmerce.
Such is the case with Nigeria, Senegal, Sierra Leone and Tanzania.

85. Under the other procedure developing countries establish special agencies.
The degree of autoncmy that is granted each agency varies frcm country to ccuntry.
86. The agencies are of two types: (a) s single nationsl agency which reviews
8ll applicant enterprises; or (b) several specialized agencies, each serving a
particular category of industry.

87. Countries such as Israel, Jamaica, Kuwait, Malta, Nepal and a number of
countries in Africa have single national agencies; while the Philippines and
Brazil have several substantive offices or executive committees each dealing
with a psrticular industry.

88. As would be expected, the exact camposition of these agencies varies from
country to country. However, for analytical purposes two types of agencies may
be distinguished: (1) those exclusively ccmposed of government officials;

and (2) those ccmposed of government officials and representatives from the
private sector.

89. Countries such as Algeria, Cameroon, Central African Republic, Congo
(Leopoldville), Ethiopia, Kenya, Madagascar, Morocco, Nepal, and Niger have
agencies ccmposed exclusively of government officials. On the other hand,
Israel, Malta, Kuwait and the Sudan have representatives from the private sector
on the board of their agencies.

Evaluation and conclusion

90. The operational impact of the two systemr varies. Under the first system,
the legal provisions beccme applicable more cr less autamatically; the provisions
are of a general n¢ ire. The same concessions ere granted in an impertisl manner
to all taxpayers fulfilling certain conditions. It does not make a distinction
between different sectors or industries or a distinction according to potential
contributions to the econamic development of the country. It is also easy to
administer as it does not require staff specialized in different branches of
econcmics to determine the eligibility of enterprises for tax concessions.

oo
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91. The second system is more selective in its impact and is administratively
more demanding. Under this system tax concessions are granted to individual
enterprises only after their eligibility for such concessions is determined.

The determination of eligibility would involve an examination of the particular
circumstances of each applicant for tax concessions. On the basis of such
scrutiny appropriate tax concessions are prescribed. The scrutiny has to

take into account the national policy regarding the fields of industry to be
encouraged and the contributions that each beneficiary would meke to the country's
econanic development. It is administratively more demanding as proper evaluatim
of each potential teneficiary must be made. Such an evaluation would require
the services of a staff specialized in specific branches of economics. On the
other hand the second system is more equitable and flexible in its operation.

In terms of national policy it is less costly as the benefits are restricted to
enterprises that are judged able to contribute most to the country's econcmic
development.

9. Neither approach is satisfactory, however, and an approach combining the
desirable features of the two systems would be preferable. According to this
approach the tax incentive laws or statements of industrial policy would identify
the priority sectors in specific terms such as fertilizers, textiles, iron and
steel. Industrial categories such as "basic", "non-basic", "essential” and
“non-essential” have no real significance and are best evoided. On the other
hand, within each priority sector industrial projects would be evaluated from the
ecogomic vievpoint as well as frca the financial and technical viewpoint by some
agency to determine their eligibility for tax benefits.

93. Project evaluation raises many problems, but this paper is not the plsce to
discuss them. It is sufficient to mention that evaluetion would require clesrly
defined criteria which should be as fev in rumber as possible and yet cover the
major aspects of costs and benefits of a project. Project evaluation should be
es objective a8 possible in the sense that the eligibility criteria should leeave
88 little room as possible for subjective evaluation. That is to say that the
agency in charge of evalustion vauld have to have competent econamiets as well
88 technicians among 1ts members.

/a';
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94, Few developing countries have adopted an approach similer to the one
described here; it is highly desirable that the practice be generalized.

Enforcement

95. Different developing countries entrust the task of ensuring compliance with
the terms under which tax concessions were offered to variocus governmental
agencies. India relies on the Central Boerd of Direct Taxes, a body ccmposed of
senior officials of the revenue department. In Costa Rica the agency 1is a single
ministry, while in the Ivory Coest it is made up of more than one ministry. 1In
Mexico the administration is Jointly under the Ministry of Finance and the Bank
of Mexico.
96. The function of such agencies as the above-mentioned is to see that the
terms of tax concessions are faithfully observed by the beneficiary enterprises.
They also have the power to impose suitable penalties for the violation of any
terms of concession. The penalties may range fram simple fines to suspension
or cancellation of tax concessions.
97. As would be expected various agencies use different methods of operation.
For example in Ethiopia all enterprises must sutmit a satisfactory proof of
the amcunt of capital invested and the date of operation. Kuwait requires
every beneficiary to keep a record of exempted imports on forms specially prepared
for the purpose. It requires the beneficiary to allow the Goverrment to inspect
these records and to have free access to any store or plant under the management
of the beneficiary firm for verification. The beneficiary firm has to subteit
periodic reports or snnuel reports and statements that explain how the tax
cancessions have been used and which shov the extent of the progress of the
industry. It has to submit alsc the balsnce sheet and the profit and loss eaccount
for each fiscal year. In case of violations ¢. the terms of cancessions, the
Minister of Finance snd Industry, upon the reccamendstion of the Industrisl
Development Cammittee, 18 empowered to vithdrew all or pert of the cancessiouns
granted under the lav.
98. A vigilance levy an the smcunt of tax weived is imposed by very few cuuntries.
It 1s highly desirsble that the practice be goneralized. This may facilitate
the determim 1 of the cost of tax concessians Lo the tressury vhen an evelustion
of the tmpact of tas benefits 1s undertaken by the Ouversment.

leon
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Country experiences

99. The problems involved in the administration of tax concessions in developing
countries are well illustrated by the experiences of Nigeria and the Republic of
China. The main problem is slow movement of the administrative bureaucracy in
arriving at a decision to grant concessions. Scmetimes the amount of time taken
by the bureaucracy is so great that potential beneficiaries have preferred to

forgo tax concessions.

Nigeriaiq/

100. A survey of Nigeria's procedure reveals that a wide range of ministries
and sgencies have to be consulted to get a ccmpany declared "a pioneer" ccmpany .
These consultations take a great deal of time.

101. Applications frem ccmpanies for tax concessions are first processed by

the staff of the Ministry of Indurtries, and then the Ministry of Finence is
vunsulted. This ministry is renerally reluctant to grant tax conceseions because
of the loss of revenue entailed. However y “NCe an agreement {8 reached between
the two ministries it is reviewed by the Bourd of Custums and Excise and the
Board of Inland Revenue t¢ determine the relevance of tax concessions to their
spheres of wctivities. Once » final decision is resched 1t {a published and
coumments aie invited to determine whether 9r not & "pluneer" certificate shauld

be granted tc tie appiicant. Then the staff of the cwunterpart sinistries in the

region in which the applicant wishes to perate are cunsulted befure recommendetions

are made 'c the Federa]l Council of Ministers which, after conmiitation with the
spprupriate regional executive ‘unclls, sdvises the Heed of the Republic to
declare the applicant e "pluneer company” wvithin & ploneer industry,

1. T™he procedure £ setting sn industry declared "pltuneer” 1s even more
invilved and proliaged than that of get ting & cumpany declared “plineer”.

105, Frem 19% v juni Torty-nine industries were docinrsd “pluneer” . During the
same perlad, (') companies had appiled fos "ploneer” certificetes. O thee: . iy
forty -seven c.mpanics wore granted “ertificates. Gume of Lhe spplivents had to
walt for cla mcatha or ms Lhg ma & yomsr tu Bhew F @ fies! dJociai . [Dleeuss! ane
Fr@rIlng imp oot duty rell=f For some swpahles Mmve taler as LA B8 Lhres geses,

“lthagt © fma’ .y the dclay je Ml lwss. The sltustl o soele '« tmve Lopt vved
& !g‘ Ajyn. |
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since 1962 as decisins are srrived at within two to six months of the recejpt

of applications for the tax concessiuwis.

Chi naw

10k. In the Reputlic of Chins (Teiwan) tax remission .n eviorte 18 more {mportant
a5 compared to exemptions and deductiong fror incime tax under the Statut. .
fnccuragement. of Investment. A major pr blem involved In the sdministration uf
tax remissi n progremme has been the specification of tnput-wutput standards,

Such standards form the basis for the ~alculation of the amount of cust. me duty

Lo be remitted,

105, Because f the cumbersome bturesuorecy, {1 takes ab .t slx = ntrs ¢ “gtiabiiah
such standards where they do not exist. .noappll wtion for tay jem a2t ¢ - randar)
fora commedity must firet be osent v 00 Mintstey of Booaaml. AIfn'rs. Aftor the
input -cutput relations bove been «xmrined he appil w'in s sent U the ommitlec
vn Tox Hemission of tne Minlstry of Finan o for further -sasinsti.m.

Hec mmendntions are then sutmitted by the “meittee . the Minictry .0 Filnen e
Approval.  ince the MINIstry agpgr ves ‘he co. mmemintione, & dliectiee ' the
affect Ar issue tu Varloue (fices conarnet with tax adminfotrati s, The 7] o
cncerned are Maritime Custome, .alt Tex Admirnistrat] g Commadity Tms
Admintotratt o and  thers. If provinci-l o5 1 wal te: ffi.es are lhe:lved, the
Hrective {n ‘ransmitted * thew *rrovus thne Talwan Frovip lal Joverngen! Cugh
‘nvulved procedures have ar.used many  Rpisint: sghinet 'he tas roddoniop
At ¢4 N
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