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Step 1: Estimating the Direct Impact

1. Estimate the total capital investments as reported by the targeted firms that are entitled to
the tax incentives.

2. Estimate the total of the “redundant” investments within the target of tax incentives. This
estimate can be based on an open-ended survey. (A sample question in such a survey may
include: “what’s the main motivation for your investment in our country?”’) The
“redundant” investments are those that would occur even without tax incentives and
hence are “redundant” in relation to the target of tax incentives being assessed.

3. Estimate the “genuine” additional capital investment size that solely results from the tax
incentives. This genuine additional capital investment size is the difference between the
total and the redundant investments within the target of tax incentives.

4. Estimate the increased jobs and corresponding labour income and taxable profits (i.e.,

pre-tax profits) associated with the genuine additional capital investment. This estimate
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S.

can be made according to firm-based accounting/reporting, and with a reference to the
industry-specific capital-labour ratio by international standards if foreign investors are
involved. (Note: the “international” reference is particular important if the targeted
industry is new to the country.)

Estimate the revenue loss corresponding to tax incentives granted to those investors whose
investments are accounted as “redundant.” For example,

» If the tax incentive is an income tax exemption (or reduction), then the revenue loss can be

estimated by multiplying the taxable income arising from the redundant capital investment
by the statutory income tax rate (or the gap between the standard and the reduced income
tax rates).

» If the tax incentive is an investment tax credit in proportion to the investment size, then the

revenue loss is the product of the investment tax credit (in percentage) and the size of the
redundant investment.

For this step, the sensitivity parameters may include the redundancy ratio, displacement
share, and crowding-out probability. A higher level of any of these three parameters will
lead to a lower level of direct, indirect and induced impacts as well as a higher level of
revenue loss. And vice versa.

1.

Step 2: Estimating the Indirect Impact

Estimate the total purchase of capital goods, including both building materials and
machinery and equipment) associated with genuine additional capital investment resulting
from Step 1.

. Estimate the split of the total purchase of capital goods into domestically purchased and

imported. Only the domestically purchased capital goods can be counted as the first round
of indirect impacts. (This estimate can be made based on firm-based accounting and
customs itemized records by importer.)

. Estimate the economic impact of domestically purchased capital goods in terms of the

increased investment and labour inputs required for producing such additional capital
goods and the resulting pre-tax profit and labour income. This is also a genuine addition to
existing economic activities, and it can be based on accounting and tax filing by existing
firms involving the production of these specific capital goods.

. Estimate the total purchase of material inputs for production, including both raw and

processed materials) associated with the genuine additional capital investment resulting
from Step 1.

. Estimate the split of total purchase of material inputs into domestically purchased and

imported. Only the domestically purchased materials can be counted as the first round of
indirect impact. (This estimate can be made based on firm-based accounting and customs
itemized records by importer.)

. Estimate the economic impact of domestically purchased materials in terms of the

increased capital investment and labour inputs required for producing such additional

o0

SAT|H HSH=HN MIHSH|




materials and the resulting profit and labour income. This is also a genuine addition to
existing economic activities, and it can be based on accounting and tax filing by existing
firms involving the production of these specific types of materials

7. Estimate revenue gains by applying the company and personal income tax rates,
respectively, to investment profits and labour income generated by the above additional
capital-goods- and material-producing activities.

8. Repeat Steps 1-7 as many times as the industrial linkage indicates and existing data allows,
in order to account as thoroughly as possible for the indirect economic and revenue
impact of the tax incentives.

For this step of estimation, the sensitivity parameters may include the split of any
physical/material inputs between those imported and those domestically purchased. The
higher share for the imported inputs will lead to lower indirect and induced impacts. And
vice versa.

Step 3: Estimating the Induced Impact

1. Estimate the national economic multiplier based on the national accounts. That is, in the
national accounts, the national income (Y) based on the expenditure approach provides a
clear share of consumption (C), including both consumers’ expenditure and public current
spending, within the total income, based on which, the multiplier (= 1/(1-C/Y)) can be
derived. The ratio of consumption to income is the marginal propensity to consume, in
economics jargon.

2. Estimate the sum of labour incomes resulting from Steps 1 and 2 above, and subtract from
this sum the government revenue loss associated with the redundant capital investment
estimated in Step 1. The result is additional disposable income attributable to the tax
incentive program before the multiplier effect.

3. Estimate the induced impact by multiplying with the national multiplier and additional
disposable income obtained above.

For this step of estimation, the sensitivity parameters may include the propensity to
consume, which can change in either direction as the national income changes and the
social safety net improves. What is relevant here is that, the higher the propensity to
consume, the greater the multiplier and hence the greater the induced impact.)
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Tax Expenditures

Direct Subsidies

Simple, due to their automatic nature.

Accessibility for o More complex, requirin
Ay Can facilitate a greater range of comprex, req &
beneficiaries . selection/targeting.
taxpayer choice.
Low for exemption (can use existing
Administrative | tax data), but can be high for the tax |Medium level, due to necessity of a
costs system as a whole due to increased |selection and allocation system.

complexity.

Possible abuses

Reduced risk of fraud as already tax
compliant though still room for
evasion, avoidance & for rent
seeking.

Room for arbitrariness and capture of
the allocating body.

Works with permanent laws, thereby

Works with budgets, evaluations and

Flexibility generating stability but also inertia.  |regular reallocations.
Transparency and Their agtomatlc nature 1s not. Must be approved by legislature as
o conducive to control mechanisms or . .
accountability accountability with all governmental expenditures.
Expenditure usually determined ex Spendine usually proerammed and
Expenditure  |post, uncertain & unlimited, which C(I))ntroll fd and l}ilnliiteir by budeet
control can cause fiscal imbalances. Difficult laws ybude
to calculate. )
Make use of market allocative knowledge.
Addltlonahty/. Incrementality in the Risk of displacement of private
. targeted action cannot be guaranteed. . . .
Effectiveness May finance activity which would sector and difficulties in ensuring
have occurred in absence of tax additionality/ incrementality.
expenditure. (Deadweight)
Regressive by nature. Only those who | Discretionality can provide more
Equity pay taxes qualify, and those with equitable access, enhancing

greatest income benefit the most

targeting on beneficiaries.
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<E N-15 iz Z1
TH H 5} H| & Ho] B/C Ratio
3.50% 998.60 318.25 0.32
4.50% 989.29 315.28 0.32
ol g 5.50% 980.21 312.39 0.32
6.50% 971.37 309.57 0.32
7.50% 962.74 306.82 0.32
20% 980.21 249.91 0.26
-10% 980.21 281.15 0.29
7 9] 0% 980.21 312.39 0.32
10% 980.21 343.63 0.35
20% 980.21 374.87 0.38
20% 784.17 312.39 0.40
-10% 882.19 312.39 0.35
H] & 0% 980.21 312.39 0.32
10% 1078.24 312.39 0.29
20% 1176.26 312.39 0.27
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20~30% 35,330,772 14,481.1 11.9 353
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A 10% 21,605,3310]4F 11,557.0 24.9 100.0
10~20% 21,605,331 9,727.7 20.9 75.1
20~30% 16,675,583 7,371.1 15.9 54.1
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40~50% 10,536,572 4,683.3 10.1 28.0
50~60% 8,558,970 2,785.9 6.0 18.0
60~70% 6,662,470 2,043.9 44 12.0
70~80% 5,165,022 1,648.9 35 7.6
80~90% 3,943,995 1,237.8 2.7 4.0
90~100% 2,631,394 635.7 1.4 1.4
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