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� Countries are sovereign to determine the characteristics of their tax systems, but
the fiscal sovereignty is not unlimited.

� Countries are influenced by what their neighbours are doing.

� Tax incentives are an extremely broad and multi-dimensional topic. Without
incentives there would be less intense tax competition and less need for the
implementation of extensive anti-abuse measures.

� This article aims to examine whether and under which circumstances tax incentives
are the right policy tool to attract economic activity.

� It proceeds in five parts:

Section 2 - Definition of tax incentives and their types.
Section 3 - States perspective. Reasons, challenges and mistakes.
Section 4 - Investors perspective. Attracting capital.
Section 5 - Legislative framework for tax incentives in the EU.
Section 6 - Recommendations to governments.

� Conclusion - It would be far more efficient to improve the investment climate
and to remove non-tax impediments to investment before it makes sense even
to consider the need for tax incentives.
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Introduction



� Tax incentives are designed to encourage a particular economic activity.

� It is selective in nature. Preferential treatment to certain types of investment or to
certain regions suffering from structural problems.

� Incentives are used to encourage two kinds of activities: direct and portfolio
investments (mobile capital). The article focuses on tax incentives to attract direct
investments.

� How to measure the efficiency of tax incentives?

� Implications for national budgets. Tax revenue is foregone, but incentives may
also spur economic activity and create additional tax revenue.

� Pure fiscal approach, measured by taking the increased tax revenues and setting
them against the revenue foregone as a consequence of the incentive.

� Or broader concept of “social" benefit, taking into account employment creation,
regional development and technology transfer.
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2 - Definitions



Why tax incentives are offered?

� To achieve an increase in national welfare.

� Spill-over effects from the foreign investment. Superior management and
production techniques brought in by the foreign multinational companies, the
increase in demand for local goods and services and the possibility that investors
will source at least some of their raw materials from local suppliers.

� The investment climate in developing countries is unfavourable. Foreign capital is
necessary. Governments promote FDI as an indication of that country’s economic
health. Or to encourage industrialization.

� As a counterweight to the investment disincentives inherent in the general tax and
economic system.

� Intended to offset other disadvantages that investors may face, such as lack of
natural resources, unfavourable legal framework or inefficient tax administration.

� To keep up with other countries in competing for international investment.

� Pressure from multinational companies which are likely to locate investment where
they receive the most beneficial treatment.
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3 - The state perspective



Why tax incentives should not be offered?

� The question of selectivity. Should governments select and attract particular types
of investments and not others, or should it be left to the market to decide?

� Selectivity inevitably leads to pressure for similar treatment from other sectors.

� Tax incentives introduce complexity into the tax system and create opportunities
for tax avoidance.

� All this imposes costs on administrators and taxpayers and increases the
uncertainty of tax results. It requires a high level of administrative capability and
integrity.

� Other issues: corruption, unskilled officials and ambiguities in the tax.

� By their nature represent a revenue cost for the government and must be
compared to any benefits that they may convey. “Winner’s curse”, ex. Liberia
export-processing zone.

� Tax incentives intensify tax competition between countries.

� In the end, the tax incentives offered by the two countries do nothing to alter the
relative benefit to invest. The only result of the competition is that both countries
receive lower tax revenues.
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3 - The state perspective



� The availability of tax incentives is a secondary consideration in location decisions,
following market size, access to raw materials and skilled labour.

� The importance of tax incentives is heightened when countries in close geographical
proximity share similar infrastructure capabilities.

� Further tax consequences in the residence country of the investor.

� Incentives provided by source country creates a transfer of revenue to the treasury
of the residence state.

� To preserve the benefit for the investor, tax sparing provisions are included in double
tax treaties.

� Tax sparing provisions influence investors’ location choices.
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4 - The investor perspective



� Competition is especially strong among different regions of a country or among
neighbouring countries.

� Tax differences tend to have a major impact on the precise location of the
investment.

� Fear of a "race to the bottom", the “bottom” being a situation in which too little tax
revenue is raised to keep up decent public service, infrastructure and social security,
to the unjustified benefit of international mobile capital.

� The principle of fiscal sovereignty is only limited by the prohibition of unjustified
discriminations and restrictions. EU policy is characterized by a strict application of
the state aid provisions and rigorous criteria for determining harmful tax measures.

� TFEU prohibits the granting of state aids, which is defined as any financial aid
granted through a Member State’s resources that threatens to distort competition or
affect intra-Community trade by favouring certain undertakings.

� Tax incentives that are aimed at a particular region or economic sector or at a
certain function within an enterprise are considered to be selective and therefore
open to investigation by the Commission. As a consequence the recipient may be
required to repay the benefit plus interest.

� However, certain types of aid might be desirable or even necessary. Example: R&D
and environmental protection.
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5 - European Union



� Proper targeting: definition of who / what should benefit from it.

� Tax incentives should not be restricted to foreign investment, because it can restrict
the growth of domestic enterprises. It may also result in “round-tripping”.

� May have a double effect: they actually discourage them. Ex: Tax holidays.

� Selective incentives are said to distort competition and a level playing field for
economic operators.

� The proper question to discuss is not whether or not market competition is distorted,
but how it is distorted.

� Comparative advantage by the incentive x justification from an economic and/or a
social point of view (R&D incentives and regional incentives to encourage the
development of remote depressed areas).

� Transparency: avoid adding complexity to the legislation. Various pieces of law.

� Complex legislation increases the risk of double financing: multiple incentives may
be offered for the same activity. Direct subsidies in addition to tax incentives. The
number of incentives should be kept low and well targeted.

� Clarity about conditions, availability and eligibility requirements.

� Compliance with WTO rules: in order to avoid liability.
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6 - Recommendations



� Administrative system: Discretion and monitoring, impact the effectiveness of tax
incentives.

� To what extent tax authorities should be able to use their own discretion in making
decisions about the granting of incentives? Risk of corruption x flexibility in tailoring
incentives to the needs of particular investors.

� Stability of the tax and economic system: clear laws that are stable over time
since the choice of a location for business activities is primarily determined by non-
tax factors (infrastructure, market, suppliers, workforce, etc.).

� The general features of the tax system (tax base and tax rates) are also more
important for investors than special tax incentives.

� In many developing and transition countries, the tax laws are not clearly written and
may be subject to frequent revisions, which makes long-term planning difficult. This
creates uncertainty and is not likely to attract investors.

� Limitation of abuse possibilities: limit the opportunities to avoid taxes on
account of tax incentives.

� The legislators and tax administrators should ensure that tax incentives do not end
up being tax loopholes, leading to large-scale tax evasion.

� Countries should implement general anti-abuse provisions (GAAR).

8

6 – Recommendations



� Incentives are here to stay: especially in developing countries.

� Pressure to compete for FDI by offering special tax measures.

� Countries that intend to implement tax incentives have a particular objective in
mind: to boost employment, to stimulate research or to revitalise a certain region.

� However, before introducing any tax measures, it is worth considering what caused
the problem that is to be tackled. They should deal with the causes first.

� Once those structural disadvantages are removed, the next step is to think about
further improvement strategies, which may take the form of tax incentives.

� Tax incentives are an additional measure that may help to attract economic
activity to a country, but they should not be offered as a counterweight to
investment disincentives inherent in the general tax and economic system.

Tax incentives: Ill-advised tax policy or growth catalysts?
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Conclusions


