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Introduction

Incentives are intended to influence investment decisions in a way that provides net benefits to the economy.  To determine this it is necessary to analyse the nature of the problem the incentive is intended to tackle, the likely effects (including wider and long term impacts) of any incentive, and whether another course of action (or inaction) might not be more appropriate. This paper attempts to provide a basis for such a broader understanding and also looks at the consequential issue of national treatment with respect to investment incentives.

What is an investment incentive?

Typically, only a small proportion of the large number of government interventions in a modern economy are targeted specifically at investment.  However, many other interventions will nonetheless affect investment decisions, sometimes favourably and sometimes unfavourably.  

For instance, the sheer impossibility of implementing a truly comprehensive income tax means that even under a "broad based tax system" some sectors or activities will enjoy lower effective rates than others.  Lower effective tax rates create an incentive for investment in those sectors or activities. 

The tax mix will also affect investment decisions: if the tax system imposes a higher effective burden on labour than on capital, it will encourage more investment in capital-intensive activities than might otherwise have occurred.

While such unintended effects on investment decisions of government intervention certainly warrant careful analysis, they fall outside the scope of this paper.  The paper's focus is instead restricted to government interventions that are intended to distort investment and production decisions, relative to the decisions that would have occurred in the interventions' absence.

Thus, the term "investment incentives" is used in this paper to describe selective interventions that are deliberately and selectively targeted at investment or production decisions in specific industries, localities or activities.

Types of investment incentives 

Investment incentives: 

(a) may be provided directly by the government through some form of fiscal incentive, involving lower effective tax rates (either by reducing tax rates or by narrowing the tax base, perhaps by offering investment tax credits or immediate expensing) or direct grants; or

(b) may instead comprise indirect subsidies or other indirect forms of help for particular activities.
  Indirect investment incentives are beyond the scope of this paper although the same broad considerations apply to them as to the investment incentives discussed.
  

Direct grants may have advantages over tax incentives, because:

* they are easier to target;

* they are less likely to have unpredictable spill over effects on the corporate tax system and tax planning; 

* they may provide an immediate cash flow benefit (by contrast, tax incentives may only provide limited assistance to new projects with early negative cash flows);

* they allow the easy identification of the benefit with the beneficiary;

* they are easier to audit; and

* it is easier to forecast their costs.

However, direct grants, particularly to foreign owned capital, pose evident political problems.  Investment incentives require wide support if ordinary tax payers are not to perceive themselves as being unfairly treated. Any perceptions of unfairness can lead to a loss of respect for the tax system or the government itself, with wider implications. 

International practice 

In 1992, New Zealand surveyed investment incentives in thirty six countries, using OECD information and international tax guides and updates.  The countries surveyed were the OECD members, Argentina, Brazil, Chile, and China and the dynamic Asian economies.  

A wide variety of practice emerged.  Some fifteen main kinds of target for investment incentive were identified,
 delivered both through tax and direct grant methods.  None, other than locational incentives, were employed by half or more of the 36 countries surveyed.  Some countries had a range of targets which appeared to contradict each other, eg adopting incentives targeted on large corporate headquarters but also other incentives targeted on small firms, incentives for manufacturing industry but also for farmers, for leading edge firms but also for those in declining localities.  Internationally, those firms least likely to receive investment incentives - and thus, effectively, being discriminated against - were, perhaps, medium sized, domestic service firms.  Yet, they may be one of the main economic and job growth sources in many economies.

Out of the 36 countries surveyed, nine appeared to make little use of investment incentives or assistance devices: Chile, Denmark, Finland, Hong Kong, Iceland, Italy, New Zealand, Sweden, Switzerland.  Thus, of the 22 OECD member countries, seven - about one third - were in this group. 

Four countries made very extensive use of incentives and formed perhaps the only clear bloc as to practice - China, Malaysia, Singapore, Taiwan.  Whilst this could suggest cultural influences behind a strongly incentive-based approach, Hong Kong provides a counter-case.

New Zealand's approach to investment incentives

By the early 1980s, the New Zealand Government's involvement in price setting domestically was ubiquitous: not only through direct incentives and subsidies but also through regulation, wage and price controls, high tariff barriers and high taxes, but with many targeted tax reliefs and other forms of assistance available.  The Government itself also played a leading role in a number of investment projects.  The result was relatively high levels of investment by OECD standards but poor growth (see chart 1).  

Subsequent restructuring has seen macro economic stability coupled with major micro economic reforms.  New Zealand has adopted the broad based tax approach and, indeed, is rated by the OECD and also the Swiss based World Competitiveness Report as having the least distorting tax system of the countries considered (chart 2).  

Under the New Zealand tax system, expenditure on scientific research is deductible and investment in forestry and mining is given relatively favourable treatment.  For tax purposes, depreciation is deductible at a rate estimated as 20% above the economic rate of depreciation.  

Macroeconomic considerations 

Fiscal pressures are a major constraint on micro economic policy. 

Investment incentives are liable to reduce government revenue, at least in the short to medium term.  Thus, to obtain the same level of revenue they must be offset by revenue-raising measures, expenditure cuts, or higher public sector deficits, with the associated risk of higher risk premiums demanded by lenders.  These lenders may well focus on the short run fiscal consequences of incentives and be sceptical of, or ignore, claimed longer run benefits, including fiscal benefits. 

New Zealand's macro-economic situation
New Zealand has accumulated a large stock of public indebtedness and a significant proportion of current outlays must now be devoted to servicing that debt.  The current budget strategy is to reduce the debt/GDP ratio to 30%, contain government expenditure and reduce tax rates.  Hence, preserving the Government's tax base is an important consideration. 

Potential benefits

Investment incentives have the potential to provide net national benefits in the following circumstances: 
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Investment incentives may be used to offset other problems in the economy, such as myopia, which are judged too difficult to deal with by other means.
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In the medium to long term, where the investment concerned creates externalities such as a higher economic growth path.  This is typically the argument for incentives for investment in R & D. 
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In the medium to long term, where - under strategic trade or new growth theory - investment incentives targeted on key industries or activities, may release economic growth potential and/or deal to foreign competitors in strategic industries.  
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In the short run (and, potentially, beyond) where the elasticity of supply of capital is high; investment incentives may be used to attract more capital from non-residents to the particular activity for which the incentive is offered, and the tax revenue gained from that additional capital may exceed the revenue lost from providing incentives.  In short, incentives may attract some "footloose" international capital to particular activities. 

In these various cases, both government revenues and the wider economy may potentially benefit from the effects of investment incentives.  

Market failure 

To be effective, investment incentives must redirect economic activity.  If the objective was simply to expand levels of activity more generally, then broad based reductions in tax rates would have that effect, subject to being fiscally responsible.  A number of international studies have indicated that the marginal welfare costs of taxation, caused by its distortionary effects, are often about 20 to 30 percent of the revenue.

Incentives as a means to off-set other problems
Investment incentives can be used to off-set problems in the economy that have been judged to be too difficult to correct by other means, such as myopia or capital market failure. If, for example, there was great difficulty in business people accessing private risk capital then investment incentives could be provided to pass some of the risk of such activities onto the Government.  The Government would need to assess whether the risk adjusted total return of such an involvement offered greater benefits than alternative fiscal options, such as lower tax rates generally or other forms of intervention.

Sometimes a problem in the economy which incentives could be used to correct is itself a product of the government.  For instance, excessive regulation of financial markets may restrict the ability of small companies to raise capital.  The answer is to deal with the cause rather than the symptom and remove disincentives to investment rather than add incentives; eg improve financial market regulation, bearing in mind the needs of the small firm. 

Externalities
In terms of the domestic economy, if prices reflect true social opportunity costs, investment incentives will result in investment being redirected away from those areas where they could make the greatest contribution to growth.  This mis-allocation of resources has flow-on effects to the rest of the economy because of the altered signals given to supplying industries and the allocation of labour, capital, land and technology inputs more generally.  Even quite broadly-based investment incentives redirect demand by favouring investment in new capital rather than the re-allocation and full utilisation of existing capital.

It is sometimes argued that, if the prices of goods and services fail to reflect their true social opportunity costs (that is taking into account the private production costs and external costs imposed on others and external benefits, including increased returns to scale from production, enjoyed by others) then there may be a role for investment incentives in improving price signals. 

However, it is difficult, if not impossible, to accurately identify true social opportunity costs - externalities are endemic.  The question is whether the government has reasonably robust information about the true social opportunity costs not just for the industry or activity concerned but more widely.  Investment incentives focus on particular industries, locations or types of activity and, therefore, discriminate against others.  Whilst lobbyists may build a case with the government in favour of their particular interest, the implicit case against other interests is less often drawn out.  Furthermore, the equity effects of the tax system become very difficult to ascertain where the system has differential rates.

To carry out a cost-benefit assessment, a government will also need information about the likely actual effects of an investment incentive, its public financing costs and also about its administrative implementation (discussed further under the "government failure" heading below).  The benefits and costs of signalling information to the private sector by altering price signals through investment incentives should also be compared with alternative methods of providing that information, such as directly sharing it.

Strategic trade and new growth theory

There is considerable debate about the validity of strategic trade and new growth theories and the preceding arguments still apply.  In particular, do governments have the ability to identify the key industries, design a robust incentive scheme and apply it effectively amidst all the pressures, problems and shocks that are liable to arise?

If the government can out-guess the market, or escape from market failure problems, then it can deliver higher growth by encouraging resources to areas where they will gain a higher social rate of return.  Such benefits may exceed the welfare costs of raising the revenue to pay for the incentives.  If, however, the government misses the mark, then not only does the country suffer the welfare costs of the extra revenue to be raised, but also the incentives will lead to inefficient allocation of assets, creating further deadweight costs.  

New Zealand's position on market failure 

New Zealand has pursued openness multilaterally, bilaterally and unilaterally.  The Government has applied a policy of micro-economic reform which has removed dis-incentives and barriers to investment resulting from government failure, for instance by de-regulating and opening financial markets, by reforming employment law to provide a framework for enterprise bargaining, by a process of corporatisation and privatisation of state owned trading agencies, and through tax reform. 

Elasticities 

A general, theoretical rule for the construction of tax systems is that tax rates on commodities should vary inversely with their elasticities of demand.  Similarly, capital goods should be subject to differential taxation where the government is unable to tax all capital inputs at a uniform rate (eg because of difficulties in taxing owner occupied housing).  As discussed later, practical considerations often make it more efficient to impose uniform tax rates where possible. 

Countries are competing destinations for much international capital and one form of competition is through incentives.  The "marginal" foreign investor may be attracted toward investing in a particular activity in a particular country by its investment incentives.  Increased ability to attract such marginal investors should, given the size of the pool of international savings relative to domestic savings, increase capital inflows and may help place some downward pressure on the cost of capital applying domestically.  

However, there are several problems: 
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Not all foreign investment is highly elastic.  Where a country enjoys strong comparative advantage in a particular area, or suppliers find it necessary to set up domestically to access domestic markets, the associated investment may be quite inelastic.  By reducing taxation on such capital, the government may be foregoing the opportunity to extract rents from the foreign owners of that capital.  The result could be a static welfare loss to the host country (though there may be dynamic welfare gains from increased competition etc.).
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The government will require information on investment elasticities if it is to target its incentives effectively to specific industries.  Robust information is difficult to obtain and elasticity estimates can be simplistic, eg assuming cross-elasticities are zero.  Thus, incentives may be ineffective or impose net costs; yet mistakes may not be identified, or may not be identified until too late, due to information and agency problems. 
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The host country's tax system interacts with that of the home country of the capital concerned.  Depending on the detail of that interaction, a reduction in tax by the host country may partly or wholly be counterbalanced by an increase in the tax payable in the home country, eg because the investor has less tax credits from the host country to claim in the home country.  Again, the result can be an absolute welfare loss to the host country. 
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Where the host country succeeds, through investment incentives, in drawing capital away from the home country or a third party, their methods may be copied and disputes and retaliation may also occur.  This can quickly become a negative sum game; for instance corporate headquarters' activities may be split between several EU members because of different tax incentives on offer for headquarter type activities within the EU.  The loss of revenues by the various governments concerned pays for the corporate inefficiencies induced, but the net result is likely to be a welfare loss for the EU. 
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The government failure problems discussed below arise.

OECD studies have concluded that, in the light of various complications "perhaps a stable, low tax, low subsidy environment that is also free of non-tax disincentives such as regulations, exchange controls, credit rationing and price and quantity controls offers the best climate for the encouragement of FDI."

New Zealand's position on elasticities

In promoting foreign direct investment, the New Zealand Government has emphasised sound and stable macro and micro economic policy, no exchange controls, the least distorting tax system in the OECD, and (as a consequence of that) that there are minimal investment incentives.  As a previous Minister of Finance put it, "the incentive is that there are no incentives".  Whilst an investor will always consider the government's overall economic policy, they do not - in the New Zealand case - have to wade through a web of regulatory barriers and controls or rely on government continuing with special incentive schemes or arrangements.  

Government failure 

Investment incentives, whether applied to exploit externalities or elasticities, suffer from some significant administrative problems, illustrating the dangers of government failure: 
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Tax avoidance.  If taxes are lower or government funding is higher for activities defined under one heading rather than under another, firms will tend to redefine existing or planned activities to take advantage of this.  The dangers of tax avoidance are particularly great with international capital.  For instance, the host country's tax rates applying to the worldwide income of its nationals needs to be robust if they are not to be able to benefit from reductions in the effective rate of tax intended to apply to non-nationals' internationally mobile capital. 
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Lobbying: As the government relies on information to target its investment incentives, there will be an incentive for lobbyists to advance their particular case for favourable treatment.  Thus, investment incentives promote lobbying as well as investment.  It may be difficult for the government to distinguish good cases from bad.  The  abilities and incentives of politicians or bureaucrats are not necessarily to identify the best cases in terms of the long run public benefits.  
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Equity: Tax differentials create avoidance and lobbying opportunities which may benefit unintended groups.  Generally speaking, the most disadvantaged groups in society may be least able to seize such opportunities.  

SYMBOL 183 \f "Symbol" \s 10 \h
Drift: Given the preceding problems and the inevitable complexity of administering an incentives scheme of any size, there may be a strong tendency for loss of focus from the original objectives of the scheme; thus, a tightly focussed scheme may become increasingly complex, expensive and all embracing over time. 
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Stability: Investors value stability but investment incentives are prone to change and to problems.  A potential investor is liable to discount such incentives for sovereign risk, because they are at the whim of the government rather than relating to economic fundamentals.  

National treatment

Investment incentives not only affect international flows of capital but also the competitiveness of exporters, through differentially raising or lowering their cost of capital or otherwise impacting the domestic cost structure they experience.  Hence, investment incentives have trade effects and the question of national treatment arises. 

The thrust of this paper is that, in most cases, the use of investment incentives (defined as incentives targeted on particular industries, localities or activities) is a second best approach.  In such a second best world, is there a case for treating foreign investors differently and less favourably?  Necessarily, this depends on the details of the particular incentive offered and the circumstances and reasoning behind its provision.  However, a few general points can be made. 

National treatment because of externalities
To the extent that an investment incentive is provided because of expected externalities from the investment concerned, is there any reason to expect such externalities to be lower where the investor is a non-national?  The most evident case arises from strategic trade theory.  However, even in "strategic" areas, much of the argument around foreign direct investment suggests that, if anything, investment by non-nationals may produce higher externalities than otherwise, because it helps forge technological, management and marketing links to other economies.  Indeed, many "strategic" industries are typified by international alliances and complex patterns of intra-industry trade. 

A case of possible negative externalities from foreign ownership is a monopolistic industry extracting rents from consumers domestically or abroad.  Foreign ownership would threaten to transfer those rents abroad.  However, two considerations apply: First, given the existence of monopoly rents, there is little case for providing an investment incentive in the first place - the Government's role lies in seeking means to release competitive forces, not in discriminating in favour of a monopolist.  (Even under strategic trade theory, the government's optimal position can, in some cases, be to levy additional taxes on a domestic firm with a foreign monopoly.)

Second, one form of enhancing competition is to ensure competition for ownership.  Particularly in the case of a highly specialised activity, this may involve being open to overseas ownership.  Competitive bidding for the assets concerned should help ensure that the risk adjusted net present value of their expected income stream will be bid.  Thus, the rents are captured in the purchase price, rather than being repatriated abroad. Of course, this does depend on having a genuinely competitive tendering process for ownership. 

National treatment because of elasticities 
In the case of investment incentives based on elasticities, again non-national investment is liable to be more elastic.  Non-nationals have the world to choose from, whereas domestic investors normally face information and other costs if they choose to invest abroad.  

Again, there may be exceptions; for instance where a country possesses a particular, uniquely competitive resource, foreign investment demand in relation to it may be quite inelastic.  However, the question arises as to whether the government should provide an investment incentive in the first place, if the resource concerned is so internationally competitive.

General
As a general proposition, it would seem that, where there is a case for an investment incentive, there is not a case for discriminating in access to that incentive against non-nationals and, where there is a case for so discriminating, there is not a case for an investment incentive. 

The concerns over Government failure mentioned earlier also arise. For instance, with multi-nationals, the distinction between national and non-nationals can be hard to make.  Further, if a government discriminates against non-nationals, it may invite lobbying from domestic firms seeking to reduce competition domestically by using the non-availability to non-nationals of an investment incentive for their industry as a barrier to entry to that industry. 

International experience

Apart from the East Asian four (and the caveat regarding Hong Kong was noted earlier), there appears to be no identifiable correlation between extent or type of practice on incentives and economic growth. For instance, in the survey that New Zealand carried out, the low user group of countries included those with good growth records such as Chile and Hong Kong and those with hitherto weak growth records such as New Zealand. Obviously there are a great many other variables to be controlled for, as well as the difficult question of lags. 

An OECD secretariat paper on investment incentives summarises the experience of most OECD countries as suggesting that tax incentives rarely attain their goals, are costly in terms of revenue foregone, and lead to an inefficient allocation of resources, attracting tax minimising rather than profit maximising investment.  It found little evidence that grants had been any more effective than tax incentives in promoting economic activity.

Research that has examined the influence of taxes on business location decisions between the states of the USA has provided mixed results. A substantial amount of empirical evidence, particularly of the questionnaire-survey type, suggests that state-local tax differentials have little or no bearing on these decisions but more recent econometric studies indicate that taxes are a determinant of the geographic distribution of business activity, employment and production facilities.

However the relevance of intra-state experience in the USA to national level policy for other countries is doubtful.  Individual American states do not have to concern themselves with the impact of their policies on such macroeconomic variables as inflation, interest and exchange rates, which are central to establishing an internationally competitive business environment. 

For developing countries, studies have found that tax incentives, at least as they have been structured, have generally led to windfall gains to investment activities that would have taken place anyway, and have had little impact in generating new investment.  Instead, the prevailing incentives often accentuated inter-sectoral and inter-asset distortionary effects already present in the tax system concerned.  The World Bank has noted that 'highly unequal and discretionary tax rates can be extremely damaging'.  It has found that attempts to affect relative prices through investment incentives had generally failed or, as in the case of South Korea's heavy industry policy, had been extremely costly to the economy.

Taiwan has found low correlation between incentive favoured enterprises and productivity and profitability.  Singaporean based research into investment incentives in Singapore, Malaysia and Indonesia found the latter two countries suffering many of the problems with incentives outlined above though Singapore did not appear to have suffered such problems,
Comprehensive tax reforms that remove selective tax breaks are a periodic feature of reforms or of tax simplification in a wide range of countries. 
Competition between countries through investment incentives appears, at least in ASEAN, to be less of a tit-for-tat retaliation than of a leader-follower type.  This would suggest that international agreements  - if they help constrain the leader - could be effective. 

New Zealand's experience

The performance of New Zealand's economy improved with macro and micro economic reforms in the ten years following 1984.  These, inter alia, involved a far more even handed approach to industry, with less picking of winners through investment incentives or otherwise.

At the industry level, the evidence as to the result of past investment incentives is mixed. Some incentives that received support at the time - such as for kiwi fruit - appear in retrospect to have been a mistake. Other industries that received incentives - such as the lumber industry - appear to have prospered. However, it is difficult to assess the counter-factual - what would have happened without the incentives - or to determine the costs to other sectors that did not benefit from incentives. Thus, some notable successes, such as the major computer software exporter, have developed without incentives and, indeed, claim to have been hampered by public policy discrimination against service industries.

New Zealand's economic reforms in the 1980s and early 1990s saw increased foreign direct investment inflows to a high level in terms of OECD comparators.  This was notwithstanding the lack of investment incentives.  

Conclusions

Whether particular forms of investment incentive might work in particular cases would require detailed economic analysis.  Even so, the risks and type of government failure that might occur in developing and applying such incentives are hard to estimate.  

In the light of the analytical considerations outlined above, our domestic experience and international evidence, the policy of the New Zealand Government has been to attach little weight to investment incentives.  Instead, the political, administrative and promotional focus is on sound and sustainable macro and micro economic policy that minimises government induced barriers or uncertainties for firms and thus disincentives for investment and helps drive down the cost of capital across the economy.  We believe that, in general, governmental effort in these areas can afford far higher returns to the country than that devoted to developing and running investment incentive schemes. 

Where investment incentives may be able to deliver advantages at the national level, this is mostly in the context of a zero - or negative - sum game internationally.  Thus, international agreements may be able to make a significant contribution, both by constraining competition in investment incentives and by inhibiting barriers to national treatment.
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�	Indirect help can be provided to particular activities through government adopting differential patterns of regulation, protection (eg through tariffs), tax enforcement, etc.  Such differences in treatment will affect the costs/income of the activities concerned, hence their rates of return and, hence, investment decisions.


�	However, there are some additional issues: Indirect investment incentives are liable to be difficult to focus in terms of their investment effect; eg tariff barriers may be intended to help infant industries but they will also penalise exporters more generally and overall may encourage substitution of investment in the non-tradeables sector for the tradeables sector.  Indirect incentives are also liable to be difficult to control through international investment or tax agreements.


�	The fifteen main kinds of target for investment incentives were: locational; R & D or hi-tech; specific industry incentives (sometimes quite broad in coverage); new or expanding enterprises (generally or in specific sectors); exporters or foreign currency earnings; environmental; free ports or enterprise zones; financial sector or corporate structure; small or medium sized businesses; land or forestry; venture capital; foreign direct investment; training or employment; outward investment; big investments. 





Of these, the incentives targeted on foreign direct investment may not meet the criteria advanced earlier for investment incentives, being more a matter of generic tax design features. 


�	A recent New Zealand study indicated a deadweight cost for taxing personal labour income of circa 18%. 
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