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A REVIEW OF INVESTMENT INCENTIVES
IN ASEAN COUNTRIES :
. -by

Robario G. Manakan*

1. INTRODUCTION

- Most developing . countries offer tax conceisbions .to
promote,_inveStments, in general, .and to direct rejources
into selected activities and/or locationb, 1in . particular,

The ASEAN countrieh are no exqeptionvto:thig "rule”,

'_Invébtmént'iﬁééntiGéé; per he, in ASEAN countries are
ﬁ5ual;y designed to provide equal inducements to qualified
foreigb and domestic investors. | Mqreover,vélltcountriés'in
the .aggrupatien with the exception of Singapore impgose
certain-_limigg;iqnb,,oh- foréign equity participation .in
donestic  activities,  These  regulations are . further

1/

modified bx,penformahce requirements and satyration laws.

-c-v-r—"r&-*« L T YWy

- Res@arch Fellow, Rhilippine Institutg for. Development
Studies. ' ' '

The views expressed in this study are those of the
author = and do not. necessarily reflect those. of . the
Institute. ' : '
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However, it is apparent that there is a conscious effort on
the part of most developing countries, fhe ASEAN countrieb
included, to attract foreign direct investment. Thus, all
ASEAN countrieb Bupplement their tax incentivek with various
guéranfees covering expropriation, losses due to
" nationalization, war, and inconvertibility of currency,
remitt&nces of profits}‘dividends and interest payments, and
repatriation of capital (see Annex Table 1). It has been
observed that countries, paftiéularly thbée in thg same
geographical area, engagé in some fofm of competifibn. for
‘foreign' capital by trying to outbid each other in terms of
providing more generous investment incentives than their
‘neighbors (Shah and Toye, 1978). Recent reforms in the area
of invéhtmenﬁi incenfives under taken by some ASEAN member
countries and the concomitant policy discuksions attest to

this.

Given this perspective, there appears to be a need to
review the investment incentivesbof the ASEAN countries for
‘the purpose of asseséing their combetitivenebs from the
point of view of individual investors. To achieve this,’
this paper will attempt to quantify the impact of the
invéstment _incentives. 6n the'profitability of prospective
projects. Specifically, this Study will quantify the effect
of the. incentivg provisions of the different countfieb on
the inter: ate of return of hypothetical projects,. This

approach, in effect, finesse:s the largely unkettled issue of
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whe ther tax incentives are effective or not in increasing
the overall level of investment, or, at the very leakt, in
influencing the composition of total investment (Shah and

Toye, 1978; Galenson, 1984),

On another vein, optimum tax theory buggests . that
inves tmen't incentiveS'should be neutral with regards to both
production and consumption.choices._ In thiallight, a number
of Bscholars have expfeBSed concern over the unintended
diétortion  introduced by tax incentives and the resulting
réduction in the overall 1level of economic efficiency
(Williamson, 1971; 1ILO, 1974; Power and Bautista, 1979).
- They have pointed that a number of investment incentives are
ﬁon-neutral in their treatment of capital and 1labor, In
par ticular, these incentives directly bear on Fhe user cosf
of capifél. By altering relative factor prices faced by
promofed,enterpriSeé, these incentives may adversely affect
relative 'factor intensities in preferred activities. This
Studf' will also assess thé  impact of the  invebtment

incentives of ASEAN countries on the user cost of capital,

To summarize, this paper will (1) provide a broad
overview of the investment incentive schemes made‘available
by AQEAN countries in the confext of their overall tax
sBystems; (2) appraike the iﬁpact of these tax'incentives on
the profitability = of prospective inves tments; and
(3) quantify -tﬁe changez induced by the invebtmentfv

2/

incentives on the uber cost of capitgl"
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2, -NATURE OF INVESTMENT INCENTIVES' IN ASEAN COUNTRIES
Various writers have éxpérimented Switﬁ aifférent
clabbifiéétion gchemes‘in ahalyéing iﬁvestmentv inéen£i§és,
Some 'haVe grouped incentives according to (1) whe ther or
not their subsidy equivalent is_somé function of the Bcale
of the capital outlay; 'and (2) whether or not their subsidy
equivalent i3 some funection bflthe level of the enterprise's
profits . Others have focubed on whether the benefits
obtainable from the incentives are madevavailable up front
at the 3start of the project or are sPread- out OVQf» an
extended 'peribd. These diStinctions are helpful in
| deciphering Vboth the usefulness of the incentives from the
point of view of the individual in&eétoré and ‘the biases

‘inherent in particular forms of incentives.

Annex Table 2 preséhﬁg the tax conceséions offéred by
the ASEAN countries. All coﬁnt#ieé in the group grant
promoted enterprises exemﬁtion from duties aﬁd 'taggsv.on
importédi capital eqﬂipment;v It h;s been noted that Kthis
incentive is valuable to the firm because it is an up front
incentive whose benefits accrue to the project regardless of -
the entérpriée'b level of profits. This incentive also
provides relief from the cash flow difficulties common in
£he initial year that are: uSually perceived to be a
5tumbling block to the investment decision. On the other

‘hand, the amount of benefit arising from this incentive
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hinges on the size of the inveStment eutlay and is,

therefore, biased in favor of capital uBe.

Another ‘capitalerelated ‘incentiﬁe; the investment
alloWance,,eiB’ available in three of the countries : under
5tudy. Malaybia'provides for the.additional:deduotion'ﬁrom
~taxable ‘income . of up.-to:lﬂﬂ“'percent of . the. value of
qualified. capitalvekpenditureé of promoted activities :that
do not enjoy pioneer.status Vhile expansion projects -are
allomed a’ 25 percent investment allowance. - Singapore
offers an 1nve§tment allowance equal to a maximum: of :58 per=~
cent of the value of approved cap1tal expenbee of. promoted
activities that are not'enjoying the concessions granted to
pioneer firms. The- . Philippines permits lwﬁﬂpercent'of-the
cost "ole infrastructure“ eXpenditureB i :ofil “tegistered
enterprieee‘locating in promoted areas to bendeductible'fromb
taxabie'income in the year they are*inoﬁrred;, It bhould~be
‘pointed ‘out the 'investment allowance ik of}ralue “to  the
registered firms only-if they have profits againbst which to
charge' it; . This problem may be alleviated but. is' nok
totally eliminated by the presence of loss . carry forward

provisions.

Accelerated deprecxatlon is - granted by Malay51a (for
in?eetments 1ncurred before December 31, 1988) and
Singapore to promoted firm%. Both COuntrlee permlt approved

capital expendlturee to be wrltten off in three yeare from

date of purcha%e. - On the other hand, accelerated



depreciation is a. regular feature of the tax bystems of
Indonesia and Thailand. - This incentive.-. 5hares 'the

shor tcomings of the investment allowance as dikcusbed above.

of all the’ASEAN'coﬁntrieB, only Indonegzia does not
grant ~an income .tax holiday. The duration of the tax
holiday offered in the other four countries: rangek - from
three to ten years at the maximum. All countries allows for
the extension of the basic tax relief period if the
registered enterprise meets a minimum level of net fo.!seiign
exéhange earnings, a préScribed capital~labor ratio, a pre-
deterhined rate 6f indigenous raw,material utilization or
locational requirements. At the Bame time, Thailand varies
the duration of its tax holiday provision according to the
5ize of the inveztment or the number of jobs}creafed by the
_promoted' activity. The income tax holiday hak been
described as a *pérvérse" type of incentive in ghat it
provides littlé or no assistance when it is needed most,
i.e., in the initial yeérb of operation when firms
(especially infant industries) are likely to suffer losses
or to make little profits. On the other hand, firms which
are highly prdfitable in the eariy years of its life rwouid
benefit the mokt from fhié provision. Furfhermore, the
benefits of the income téx:holiday do not accrue to the
foreign inve%tor'from a capital exporting country that taxes
its Citizensr and corporations incorporated within its

borders on a global income basis unless tak sparing
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arrangemeﬁté exiatibefween‘the home and the :host countfiea;
Tax sparing agreementgAallow-the_foreign-inveStor to credit
income taxel hot.éaid»to the hdét céuntry geééuse of the _
income tax holida§ laéainét incoﬁé'taxéé due iﬁ the homel

country.

- I'ike other incentives whose benefits are contigent an.
the target ,enterp;ihes': profitability, the ' .income : ta#
hdliday. becomes more meahingful-in the presence of a 1655
carry fofward provision.‘- All ASEAN countries excépt the
Philippines have included this a5 a regular featureédfﬁtheir
general , tax Btructures. The loss carry forward provision
also minimizes the other -incentives® bias against long%te:m

and. high risk projects,

Both Malaysia (to all prdmoted ihveétments, - in
géneral) and Singapore (to a more limited dégreé) ‘perﬁit -
depreciation allowances to be'deferred.tosthe -pést" income
tax holiday period. This feature of'théirgineentive 3y5tems
increases the value df their tax holidays to- the prospective

investors.

Tﬁe PHilippineB is the ohly cbuntfy“iﬁﬁthétahﬁaeiétidn
that offers an employment-baéed incentive.b It i5 in the
fdrm of an addi tional .dedﬁctioﬁ'_from'wiéiable ihcome,
available  in_‘~the first 5 yéars froﬁvvéﬁe { date éf
fegiBtratioﬁ, of an éﬁodnf equal to'xSG perdént'-oé:LEh;

incremental labor expense. However , - the income tax hdliday
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provision.renders this incentive redundant to a large extent,

A:lde from the exemptlon from or tax credit for duties

-and taxea on raw mater1als u:ed in export product1on that is
generally made avallable in all ASEAN countrleé, Malaysla,
Singapore and Thailand grant other incentives that éfe
specifically geared‘to-the promotion of*expofts. “Tﬁéiland
pe:mits' exporter to deduct from taxable income an amount
equal td 5 'percent of incremental income from exports.
Both Malaysia. and singaporelallow the double deduction of

| ptomotibnél ,éxpenses"fpr exports. In addition té this,
Malaysia provides for the additional deduction of an amount
equal to some proportion x of taxable income (where x - i3
computed as the ratio of 50 percent of export Bales to
total galeS) and 5 percent of thé value of indigenous raw

materials used for expoft production.

Finally, all countries with the exception of .Indonesia
offer t'incentiveé to enterprises locating in' -preferred

geographical areas.

3. IMPACT 6F THE ,INVB’ST&ENT iNCENTIVES ON THE INTERNAL
' RATE .OF RETURN .

The effect of the different incentives on the
direétion of‘invebtmehtg may‘bg evaluated by‘quantifying‘the
impact'of these incentives on some measure of thé registered
enterptiSe's profitabilityf - Implicit in thig approach Aare

the foilowing assumptions: (1) entrepreneurs base their
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investménmﬁ decisionk ‘on ‘some measure ofuvprbfitabiittyg
‘(2) they perceiVe additional profits attributable to' -the
incentives a3 such; and (3) they‘react to the incentive-
induéedl inCrémeﬁtsdiﬁ'afféf4£ak pkofitb-iﬁ-fheﬁéameﬁ ménner

that they would respond to chénge% lih .th;- levei | of
profitability arising f;om variaiiéns in other economic
éafiables, other Ehings'being equal. Thigvprbcedure “also
abstracts from other ~factorsl that éfe not éxplicitly

included‘ in the,profitability measure used.

Using Survey data, Allen (1979) and Lindsey (1980),
found that*pplitical.and~economic épability,fgize;and'grqwth_
' potential.’of the doﬁeStic vmarket, availability of raw
materials, etc. are the major consideration: in  the
inves wient deciéioﬁlpf foreign investors. 1In the- anaiyéib
gndertéken, it is alb;'a53uped that. these important factorks

are egual in the countries under study.

In this paper, tﬁe céncépt-of the internai rate of
return (IRR) is - used to frace.thé'impact of the various
incentives on the profitability of promotéd 'entérpribes}
The Pre-tax“_internal' rate of return is: - gdefined by vthe

following relationkhip:

" |
I -m—--- -—g=0 (1)

where g 1i5 the initial outlay or thecacquikitionb cost of

capital ; .x is thé annual pre-tax profit Btream; r ik the
T e ,
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IRR before taxes; and, n - is the life span of the capital

asket.

On the other hand, the after-tax intetnal rate of
return may be obtained from:
(l=u)x + ud

u - ' ’
I memmeee—eeeo - (l+tm)g = @ (2)

where u is the income tax rate; r i5 the after-tax IRR; tm
: T
is the tariff rate on capital; and d i5 the amount of

depreciation’chafges that may be deducted from groks income

. 3/
for tax purposes in year j. With an income tax holiday
of n years, (2) becomes:
= l -
(l1=-uyx + ud
n X n : i
1 m——==== 4+ I wrrerrrees== = (l+tm)g = @ (3)
L ) - J=n +1 o '
=1  (l+4r ) 1 (1+4r )

H H

where r - is the IRR with the tax holiday.
’ H

The exemption of capital from tariff charges reduces

{2) into:
{l=-u)x + ud
n . j
Il e=ememmmccccccceeas =g = (4)
i=1 i
(1+r )
™ -

where r is the IRR with the duty exemption of capital.
™ ' .
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Taking the investment allowance into account, the IRR

formula can be rewritten as:

(l=u)x + ud. ' (5)

i .n

(l~u)x + uk(l+tm)g + ud
| | j
e ————— - -t ] meeccececcwe- - (1+tm)g = 0

where r iz the IRR with the investment allowance ; and,
T IA

k is the proportion of the acquisition cost of capital that
is allowed to be deducted immediately from taxable income in

addition to normal depreciation.

Other additional deduction5 can be considered by uking

the following variant:

1 e - (l+tm)g =0 (6)

where r . is the IRR with the additional allowable deduction;
D : : ,

and a i3 the amount of additional deduction permitted in
j _

year j3

Our procédure is to solve for the "with incentives"
fRR; vusing the differenﬁ IR? formulas outlinéd abq?e, given
the vaiue dfv the‘pre-fax'profit.stream (expressed aé a
propor tion of the acquisition of.éapital) that willl're5ult
in a béfore-tavaRRIof 20 percent; Table 1 summarizes thé‘

impact of 3elected investment incentives on the internal
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. Regnlar Taxes

(no incentive)

. Tax Haliday
(min. 1o. of'b
years'gﬁloved)~

. tax Beliday

(mar. mo. of

years allowed)

. Duty Exemption

o1 Gapital

YRR

5(3+4)

. Investment

Allovance
Only

(3z2. allowed)

fable 1

Internal Rate of Return of & Hypothetical Pifa™ -
Under Selected Incentive Schewes in ASBAR Cowntries, 1988

Indonesia -
0=i0  n=20
1.0 '13.0
0.0 125
90 100

s

B
50 165
[(WEaTaT
105 1505
15 16,5

193 IR I

135 15,28

5 . 15
LRI IR
1S 1528

L1}

Ralaysia

2210 020
10.25 11
6.5 5.0
1675100
1,25 .25
19.35 1.3
0.0 - 19.25
16.0

5.1

 Milippines
LS
0.5 1.5
15 13
i 150
13’.75, 1.0
s 10
9.5 134

19'75 .

Singapore
p=f0 0220
5.0 168
e g
9.0 18

Yy
20.0
0
ne 7.8
00 =g
20,0 19,0
zb,o 1975
1.0 18,25

Thailand
=10 wsdl
1 13,08
SRR 13.5
14.0 15.0
; 15,0 16.5
s 1
9.0 . 1835
BA
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special allgwanc
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" Halaysia
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ORI
16.5 16.0
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A
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Philippines

p=if

5
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W

1=20

WA

Singapore
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B
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1.4
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=20

13.5

s

19.0
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rate of return of a hypothe tical enterprise in ASEAN

countries,

Singapore is the most attractive location tax-wike if
no invebtment incentives were made available in all
countries. The before-incentives but after-taxes internal
rate of returﬁ in Singapore is 3.5 percentage points higher
'than- the‘ ASEAN average, This i5 largely due to the zero
tariff on capital in Singapore since its corporate income
tax rate is not much lower th§n  those of the other

countries,

The.b tax systems of the other 4 countries ‘are
competitive with each other. While Malaysia has a very high
income tax rate relative to the others, its low tariff on
capital equipment and its accelerated depreciation allowance
;available to all investments, in general, compéhsateb for
the former disadvantage. Although the bhilippihes and
Thailand have equal income tax rates and tariff rates on
capital, the tax system in Thailand yields a 51ightly higher
after-tax internal rate of return because of the more

liberal treatment of depreciation there.

After incentives are taken into account,  Indonesia
appears to be the leabt generous. The  impact of the
totality of the major incentive provisions in the other four
countries averaging an incremeﬁt of 9 percentage points in

the IRR, are not negligible. However, the incentives do not
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add much to the relative competitiveness of these countries
except Singapore which lost some of its edge. Malaysia, -the
fhilippines,' Singapore - and Thailaﬁd.offer .roughly equal
inducements in terms of the impact ofvtheir~'incentiVes ‘on

the internal rate of return.

This finding Euggeéts, that the-wideSpread}practice'of
many countries of uéing invesfment incentivéh aé a ?idéing
instrument to attract'more foreign capital ma§> bel Eelf-

defeating. The analysisvsuggeSts that the ASEAN countriels
are generally equally cdmpetitivq before in&entives és' well
as after incentives. - The ihplication is thatd'thege
countries are throwing:awéy precious government revenués in
exchange'for an edge that ik largely illusory. Some form of
coopé;ation- ambngst the ASEAN countries in thik regard is,

thus, indicated.

I£ iz apparent that the income tax holiday vyields
significant additions to the IRR (up to 6<percentage.§oint3)
iﬁ~Malaygia, Singapore, the Philippines, and'Thailand.v The
tax boliday-is.the'Single mos t important‘pmﬂ?ision-in terms
of ité effect on the interhal rate of return in the first
three of the above mentioned countries. ' In thailand, 'it is
the vsecohd mosf impor tant incentive, next to the duty-free
impor tation of capital. Note, however; two points that bear
on the efficacy of the income -tax holiday. - Firét, for
firms that incuf, losses iﬁ the early: years  of .their

-0perations, the income tax holidéy may not be as useful an-
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incentive ak - ‘our computations windioete © since. . our
hypothetical;firmwﬁé assumed to. be- uniformly profitable over
Vita,. iife; span, . Second, the  abkence of tax. aparing
arrangements . be tween -the . ASEAN and the. major'; capital
eXporting countries 1ike the Unitedlgtates,.aapan_andn,mOSt
of -the OECD also negate% the potential value of this
ineeﬁtive to fore1gn inveetor:. The global income concept
ubed by these countr1es in calculat1ng income taxeB 1mply
that the benef1t3 of the tax hollday go to the home
countrleh Treasuries rather than to the indlv1dualv foreién

inve%tore.

Malaysia'e«exportballowapce provision has a significant
impact on the internal rate of return of :prospective
projeets when taken by itzelf, '.However,vwhe; it is combined
with. the other 1ncentives 3pecif1cally the income ' tax

hol1day it becomes redundant.

The investment allowance which Malayéie-and Singapore
grant to promoted activities in lieu of the tax holiday has

approximately the bame impact as the latter on the IRR,

4. IMPACT OF THE INVESTMENT INCENTIVES ON THE USER COST

OF CAPITAL

It has been observed that many incentives are capital-
use related and as Such effectively diminishes capital cost.
To evaluate the impact of investment incentives on capital

cost the concept of the user cost of capital i5 used.
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The user cost of capital‘and'itb relationship“with tax
policy parameters i5 well defined within the neoclassical
theory of capital accuﬁulation which‘ assumes that firms
maximize the net present value of net revenue after tax
(Hall and Jorgenjson, 1967);.-The user cost of capital or the
implicit rental of one uhit of capital SQrviée per unit of
time i5 defined by:

g(i+D) (l-uk-uz
c = ,——ecoscanscense . {7)

where i i3 the rate of .interest; D ‘is - the rate of
replacement’ of - capital 3stock; . k i5 the propor tion
investment . expenditures permitted a3 additional deduction
from taxable income; z is the discounted value of the
stream of depreciation charges generatéd by a peso of
inves tment; g i5 the price of the capital good; and u is

the corporate income tax rate.

To trace the effect of any given incentive on c, we
first "determine whiéh of ~the variables on -the. right=hand
3ide of (7) is affected by the said incentive and then we
differentiate (7) with respect to the explanatory variable
in question (5ee Appendix l). Next, the propertional change
in the user cost of capital is computed numerically given

the assumed values of the different variables.

Table 2 presents the estimates of the impact of

Selected major incentives on the user cost of capital, The
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investmént alloﬁance,' followed by the income tax holiday
~and the duty=free importation. of capital introduce
marked reductions in the user cost of capital. The negaiive
increments in the uber cost of capital due to these
incentives vary from 1 to 64 percent. Furthermore, we note
the absence of employmeht*baéed incentives that will
effeétively counteract the implied capital bias of the other
incentives. Neoclassical  theory suggest that  this
additional distor tion in relative féctor prices in the ASEAN
countries i3 likely to result in increased capital
intenéity. Unless = these countries can show that Buch 'a
policy-originating bias compensates for other biases in the
economic lsyktem, tax theory dictates that . these countries

should search for more factor-neutral incentives.

5. CONCLUSIONS

The Vanalyhia - of the impact of the investment
incentives on the internal rate of return indicate that
ASEAN countries . are to a large extent as competitive with
each other before incentives as after incentives. At the
same time} the income tax holiday i3 the Bsingle most
impor tant incentive offered by most ASEAN countries. These
findings 3suggest the following ;ecommendatioﬂs. First,
ASEAN countries 3should not try to outbid each other in
attractiné foreign capital to their shores by attempting to

provide more generous incentives than their neighbors.
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Tax Exemptions
A. Income Tax

Annex Table ?

Investnent Incentives ie ASEAN Conatries

‘Philippines

Bremption from 353

income taz for §

yeats from commercial
speration for pioneer
firms and & years for
son-pioneer irms,
extendible for another
year (but ot to exceed
8 years) in each of the
following cases:

(2) project seets
preseribed capital-

laber ratio; (b) uti-
lization of indigenous
taw materials; (c) et
foreign exchange earnings
of at least U§$500,000.,00

atnoally during the first

three years of aperation.
Por expanding firms, the
exenption shall be pro-
portionate to their expan-
sions for a period of
years from commercial
operations. :

Indonesia

Kalaysia

Exemption from
income tax of
403, develop-
pent tax of

5% and excess
profit taz of
3% for § years
from production
date extendible
for another §
years for

. pioneer status
Dividends
paid from exempt

firms,

income are alse
exeapt from tax
in the hands of
stockholders.

§ingapore

Bxemption from
338 tar on
profits for a
period of 5-10
years for
pioaeer status
fires. This
also applies to
Incresental
1acone of
expansicn
projects,

19

Thailand

Exespticn from 303
or 40% corporate

" income tax for a

period of 3 to 8
years depending on
size, type of
industey & nomber
of employees. For
fiems in the
investaent
premotion sone,

-reduction of 50% of

corp. imcome tar
for 5 years after
the normal tax
holiday given
above,
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They do not stand to gain much by foilowing this strategy.
In fact, it i3 likely that they will end up a5 net lobers.
Second, it will benefit'the;ASEAN.group.if'they C00perate
with each other for  the purp03e of harmonizing their
investment biﬁcéntives.v "Third, - the benefits of the 'tax
“holiday do not accrue to the individual inve;tors unless
tax Sparih§ arrangements between the hoét country‘and the
cépital exporting countries are in place. Thisvimplies that
the . ASEAN countries should initiate, individuaily-or as a

group, negotiations with the capital exporting couﬁtries'to
remedy the . anomalous vSituation of the ASEAN countries
transfering revenues to the TreaSuriés of the more developed
-Aeconqﬁies. Otherwise, the ASEAN countrieb should Bseriously

reconsider providing the tax holiday to foreign investors.

Estimates of the impact of the investment incentives
of the ASEAN countries on the user cost capifal éuggeét that
the more important incentives offered by fhese'éountrieb are
non-neutral with respect to relative factor prices. Unleiss
this distortion 1is introduced into the system by design,
i.e., for the purpose of compensating for genuine market
failures and/or poliqyboriginating distortions that work in
the opposite direction, iand‘not ‘by accident, then -the
incentives currently granted by the ASEAN countgiés is
likely to result in a worSenihé of the resource allocation
in these economies. wWhat is5 .implied i3 the need to

formulate more neutral incentives.
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NOTES:

1/ n :

For  inztance, while it is ~ common for  investment
legislations to limit foreign ownership in most activities
to x percent it is also widespread practice to relax these
regulations for foreign entrepreneurs proposing to engage in
‘"pioneer"™ projects and/or export production. Fur thermore,
some countries allow foreigners to own more than x percent
of the equity in the first so many .years of operation
provided they agree to divest the difference within a
specified period of time. R -

2/ o S
Brunei is not included in this study because of the
inavailability of complete data. .

3/ o 3
dj is-usually a function of g. For example, if Straight-
line depreciation‘ié~followed then dj= g(l+tm)/n.
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Appendix

Investment Incentives and User Cost of Capital

The concept of the user cost of capital and its relationship

to tax policy parameters is well defined within the neoclassical

theory of capital accumulation originaliy formulated by Hall and

Jorgenson (1967) which assumes that firm5 maximize the net

present value of net revenue after tax. Here, the user cost of

capital or the implicit rental of one unit of capital service per

‘unit of time is defined ir the following equation:

q(i+D) (l=-ku=~uz)

C = —-a——aeoeoeamaaes - - ———

(1=u)
where r iz the rate of interest,
d iz the rate of replacement of capital stock,
k is the proportion of investment expenditures

permitted as additional deduction from

taxable income,

z ' 15 the discounted value of the stream of

depreciation charges generated by a peso of

‘investment,
g  is the price of capital goods, and

u i5 the corporate income tax rate.

To trace the effect of any given incentive on ¢,

we

(1)

first

determine which of the variables on the right hénd side of (1) is

affected by the said incentive and then we Qifferentiate (1) with

respect to the explanatory variable in question.
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Thus, to evaluate the effect of the accelerated dépreciation

provision on the ubBer <cost of capital, equation (1) is
differentiated with respect to z:

- (i+D)qu
F R ——— Az (2)

Without the accelerated depreciation provision =z, the

present value of the stream of depreciation charges, would bé

if Straight-line depreciation i3 followed.

“If accelerated depreciation i3 allowed,

where b' i3 the amount of depreciation charges allowed in year j
for evegy peso of investment.

Also, - in’ order @ to 5 tudy ﬁhe efféct of the tax
reduction/exemption on imported capital equipment} we

differentiate (1) with respect to q:

{i+D) (1-ku-uz)ag
Ac = e ma e e s e o - (3)

We note that Ac/c = Ag/q.
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Now, with i full - exemption ‘from taxes and duties on imported

capital,

AQ tm '

———— = = em——— (4)
q {(1+tm}-

AQ .5tm

———- = - e———— - (5 )

q  (1+tm)

Similarly, to trace the effect of the investment allowance
on the user cost of capital, we differentiate (1) with respect to
k to obtain:

~qu{i+D)
Ac .= ===m===- 0K 16)

Without thié prdviaion clauée, k:= g; with thiz -incentive Kk
ranges from zero to 1.9. | |

Finally, the impact of the income tax holiday*on the wuser
cost of éapital may be assessed by differentiating (1) -with

respect to u:

[ g(i+D) (k+z) = €
Ac - mEmressssssss +o: wwe= | Au (7)
' (i=uw) - (i-uw)
To evaluate Au, we. should first 3olve for the value of u
uniformly applicable to the whole n-year period that will result
‘-~ the 3ame pre-tax profitvstfeam, IRR a3 that obtaining.from' a

tax holiday situation.
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