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Rationale for tax incentives for investment  

 Tax incentive for investment – any tax law/ regulation that targets 
tax relief (lower tax burden) to a certain subset of activities. 

 Rationale for targeted tax relief: 
 Address instances of ‘market failure’ (e.g. R&D) 

 Reduce tax distortions to investment and limit tax revenue loss 
• reduce tax on profits of mobile business activities 

• tax location-specific profits and profits of businesses activities attracted to host 
country for non-tax reasons (e.g. large market size, good infrastructure, etc.) 

 Counter-cyclical policy 

 Counter non-tax impediments to investment  (generally not sound policy) 

 Desire for incentive mechanism to subsidize primarily ‘additional’ 
investment that would not occur in the absence of tax relief. 
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Categories of tax incentives 

 Corporate-level incentives versus shareholder-level incentives 
 Expenditure-based tax incentives – reduce the after-tax cost of 

capital investment expenditure: 
 accelerated tax depreciation 

 additional tax depreciation allowances 

 investment tax credits 

 Profit-based tax incentives – determined as a percentage of profit: 
 reduced corporate income tax (CIT) rate 

 corporate tax holiday 
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Unintended outcomes of tax incentives 

 Some amount of tax relief to investment that is not ‘additional’ 
 Qualifying investment that would have occurred in absence of incentive 

 Non-qualifying investment that is replaced by qualifying investment 

 Non-qualifying investment that is labelled as qualifying investment  

 Business pressure for broadening definition of targeted activities 
 Unforeseen opportunities for tax avoidance and evasion 
 Existing capital characterized as new investment capital (churning) 

 Artificial shifting of profit to companies granted profit-based incentive  

 Corruption – bribes arising where discretion of tax administration 
officials in deciding eligibility  
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Elements of sound management of incentives 
(transparency, accountability, monitoring, evaluation) 

 Public statement of policy objectives (e.g. budget documents) 
 Incorporation of incentive provisions in tax law/ regulations 
 Clearly defined eligibility criteria (limited discretionary power) 
 Capacity of tax officials to administer incentive programme 
 Information gathering to enable monitoring and evaluation 
 Public reporting of tax expenditures (foregone tax revenues) 
 Assessment of behavioural response (FDI response, tax-planning) 
 Measurement of ETRs on investment (with/ without incentives) 
 Cost-benefit assessment of incentives 
 Procedures for periodic review (continuation/ removal) 



Centre for Tax Policy and Administration 

Comments / questions 


	Perspectives on�tax incentives for investment
	Rationale for tax incentives for investment 
	Categories of tax incentives
	Unintended outcomes of tax incentives
	Elements of sound management of incentives�(transparency, accountability, monitoring, evaluation)
	Comments / questions

