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Why are tax incentives popular？ 

 Tax incentives as departure from “benchmark tax” such 
as tax holiday, reduced tax rates and investment 
allowance/credits are popular in both developed and 
developing economies 

 In the context of global economy where tax competition 
has been intensified, tax incentives are more effective 
instruments to attract mobile capital than statutory tax 
rate  

 Ramsey rule of optimal taxation  

 From the perspective of domestic economy, tax 
incentives can be used to direct scarce resources for 
more productive/external benefit generating sectors.  

  Industrial policy of Japan 
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Source:World bank 

Tax incentives for developing economies  

 In developing economies, tax incentives 
can serve as a sort of second best device 
to ex ante compensate (i) corruption 
and (ii) (ex post) hold-up 

 

 Second best nature given weak law 
enforcement and lack of commitment  

 Corruption as bribery and red tape as 
business cost 

 Hold-up problem dues to discretionary 
tax or nontax burden increase after 
investments.  

 Tax incentives as a signal of business 
friendly environment  
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What are risks of tax incentives? 
 

 Tax incentives can be missed to create (artificial) rent and then vested interest distorting 
economic activities and increasing rent seeking activities/corruption. 

 Tax incentives as hidden pork barreling/subsidy  

 

 International tax competition could be intensified with the use of tax incentives  

 All competing  countries including home and host ones can suffer from tax base erosion  

 Adequate policy instruments as tax incentives are not necessarily welfare improving  

 

 Decisions of tax incentives may be fragmented among different line ministries within government 
and/or between the central and subnational governments 

 Over-spreading incentives as consequence of coordination failure  

 Tax incentives may turn out to be out of control 
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What are risks of tax incentives?  

 Tax incentives give competitiveness advantage to certain sectors/firms as FDIs relative to 
others, which can cause the latter being crowded out by the former 

 Ex: FDI versus domestic firms, existing firms versus new firms  

 Substitution effect ⇒Net effects on investment and growth are not clear 

 Evidence = low tax rate attract FDI but does not necessarily enhance overall investment.  

 

 Tax incentives may be more favorable to less profitable investments 

  Tax incentives mostly affect marginal effective tax rate applicable to zero profit project  

 Production efficiency may be undermined with differentiated marginal effective tax rate.  

 Statutory tax cut with base broadening rather favors profitable project  

 

 Tax incentives will make international tax coordination more difficult  

 Coordination on one dimension such as minimum statutory tax rate and definition of tax 
base can be offset by the strategic  use of tax incentives such as preferential tax rate and 
investment tax credit  
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How to control tax incentives?  

 The bottom line is that tax incentives must remain 
under control of the central government that 
initiates growth/development  

 

 Transparency=Information disclosure can assure cost-
consciousness of tax incentives to taxpayers as well 
as policy makers  

  Tax expenditure budget  

 Policy evaluation=cost and effectiveness analysis ex 
ante and ex post can be used to build and scrap tax 
incentives  

 Evidence based policy decision  
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Office of Parliament Budgetary Office Canada  
 Federal Tax Expenditures: Use, Reporting and Review 
2011  



Source: Uemura(2009) 

Tax expenditure budget  

 Some countries publish tax expenditure budget that provides 
amount of tax expenditure as outlay=foregone revenue. 

 The publication is to assure accountability and equal budgetary 
treatment between tax incentives and subsidy expenses 

 With tax incentive, budgetary size of government could be larger  
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Policy evaluation  
 Policy evaluation on tax 

incentives should address both 
ex ante prospect and ex post 
assessment based on logic 
model and quantitative target. 

 

 Empirical study will be of use to 
quantify effect of tax incentive 
and assess statistical 
significance.  
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Source: Klemm(2009)  Difference in difference  
Study  



Policy evaluation in Japan 9 

Two stage assessment  
 
 Stage 1: Own/internal assessment  
By line ministries 
 Stage 2: Check by the third party 
=The Administrative Evaluation 
 Bureau of MIC 

Own assessment  After check 

Necessity Necessity 

Effective Effective 

Appropriate Appropriate 

 Necessity          =Mission is clearly stated or not 
 Effectiveness    =Target value and foregone revenue 
                           are properly set or not 
 Appropriateness = There are no other better means 
                           to achieve the same objective or not   

Criteria of Evaluation 
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