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REGIONAL DEVELOPMELT POLICY :

An  international survwey of incentive schemes

= K. Ramachandran
Attempts to industrialise less developed regions have gained
importance in both poor and advanced countries, especially in
recent years. The nature and type of the incentiwves offered
to attract industrial investment to such designated backuward
areas vary from country to country. This is, to a great extent
dependent on the economic and socio—political‘9nuironment prevailino
in these countriel. The attempt in this paper is to triefly survey
the regional incentiwve schemes in fiftyfive countries and to

explain the broad patterns emerging out of it.

in the case of backward area development, incentives are intended

to compensate fif the extra costs incurred or benefits foregone

by setting up business in a backward esrea, instead of in & developed
area. In that sense they are gap fillers, and they can be linked

to input factors by reducing their costs or linked to outputs by
increasing their price, Subsidised input costs are, however, the
mest widely used incentives. This was amply demonstrated by a

survey of regiocnal incentive schemes in 55 countries all over

the world, and discussed wlow, where it was found that only 2

hadﬁ schemes to subsicise output. This survey was based on relevant
literature available and on responses to enguiries from 15 countries,

This does not represent a stratified samgle, but covers most of the lorge

countries in the world. These incentives are meant to encourage location



of businasses in less deweloped regions; in some cases, howsver, small
scale snterprises are given spacial preferences. The incentives studied
can be classifiaed into fiscal, financial and physical, with sub=

classifications.

Fiscal Incentives

As shown in Table 18 fiscal incentiwes cen be classified into thoss on

capital, labour end other inputs, on outputs and on profits.

Accslerated depreciation and investment allowances on .fixad assats are
the most widely used incentives on capital. Ffor instance, in parts of
lasresl, machinery and equipment can be domplataly written off in four
years and industrial buildings in five years, using the straight line
method of dspreciat;.inn. Ireland offars .f’irms investing in specified
ragion;. an additional investmant allowance of 20 percent in addition to .

the normal 100 percent depreciation allowanca,

The investments eligible for capital incantives vary from scheme to
scheme, but broadly cover inveatments in plant, machinery and industrial
buildings. 0Occasionally they are confined to domestically produced assets
‘as in Maxico, or are offered at more fawurable rates then elsewhere as in‘
Malaysia. Incentives in South Africa and Irelsnd cover access roads to

industrial premisss and powsr supply.



Fiscal incentives on the use of labour are not popular. In fact,

only two countries among the 55 studiJ here hswe such schemes,

While Israel exempts firms in specified regions from paying employer's
tax, New South Wales in Australia has a pay-roll tax rebate scheme

for firms locating in specifiad growth areoas.

There are a few incentives linked to other input costs. For instance,
complete or partial exemption from registration snd capitalisation taxes
hhf_ﬂud in Cameroon, Indonesia, Korsa, Paraguay and Paru, 0Other schemes
belonging to this group are.ths ii'uuvable property acquisition tax in
Jepan and fiscal licenses in Paraguay. In the same category can be
considered depreci-at.lon allowances on expenditure incurred on scientific
reswarch asnd technology development in Canada, and import duty reduction
or exemption on raw materials, plmt'md machinery in Brazil and Is.rael.

In Theilend, 200 percent write-off of revenue expenditure on tr‘:ansport,_
electricity and water is psrmittad, Ancther incentive is exemption rrom

social sacurity tax payable by employses in the South of Italy.

Fiscal incentives on output are generally in the form of output tax
- deductions such as complete exemption from proddct.ion taxds as in

IUruguay and sales tax as in Thailand.



Deductions on profits tax are one of the most widely used regional
incentives. Many countries offer compieto or partial exemption from
corporation tex for different lengths of time. For inetance, partial
exemption is offersd in Cemergon, India and Italy, whersas complete

exemption far 5 to 10 years is offered in Israel, Pakistan and Malaysia.

Fin ggciﬂ\ Incentiveg

These incentives are mainly in the form of capital grants and subsidised
loans. Incentives are offered for the ecquisition of fixed sssets and

for expenditure on training, employment, reaea_rdi and mdernisation.

Inveatment grants (otherwise called capital grants) are offered as a
Percentage of investment expenditure on plant and machinery, and industrial
buildings. Most industrial market economies, a'd some less developsd
twuntries such as India have capital grant schemes. Eligibility for this
incentive is fixed automatically or through negotiation, with ca‘mtries
such as Italy offering grants up to 50 percent of the fixed investment
cost, In some countries, for instance in India, less developed regions
are classified into threa, each eligible for a d.tfferapt rate of capitsl
grant. In Swadan grants also cover working capital. Firmas in Greece have
to invest a minimum percentage of project cost as fixed capital to be
sligible for cepital grant, Countries such as the UK have both
diacretionary and automatic grant schemes, and firms can be eligible

for toth,



In the category of 'other financial incentives', meny countries
have soft loan schemes as in India, Japan eand the United States.
In Itely loans are subsidised to the extent of 30 percent of the
official rate, repayable in fifteen yaara.- Victoria in Austraiias
has a graduatsd loans subsidy scheme starting with 75 percent in
the firat ysar, end tapering off in the sixth year. In Turkay,

a2 ainimum equity capital of 30 percent of £otal investment is
required to make a firm eligible for subsidised loan. In Greecs,

the stipulation is a minimum number of jobs created.

Thers ars many incentives related t.o employment, 0One of them is

i;raining grants. These cen be aither a certain fixed or graduatad
percentage of the employer's wege bill as in Chile and Ireland, or
a fixead amount per job as in France, or even a flexible amount per
Job as in Sguth Africa. In Finland, both employment and training

" grents are paid to employers as a single amount.

In some countries such as Italy, subsidising half the fixed expenditure
on ressarch and dewelopment is linked to a:nploying 25 ressarchers. In
countries such as South Africa where industrial relocation is encouraged,
very often the package of incentives includes the cost of moving

parsonnel,.



Bhysicel Incentives

Some countries provide physical mcanti\}as in the form of subsidised
industrial land and buildings. Land may be supplisd at low prices as
in Denmark or buil'ding rents may be subsidised as in Britain. In some
placss, utilities such as power and water are subgidised (for instance,
in Italy and Western Samuﬁ), and in some others transport (India),
Th-nn are schemes to subsidise consultancy services in Australia and
Canada. In order to help firms in marketing, there are schemes giving

price advantage to firms in less deweloped areas (for inatance, in

Australias, Italy, Norway and South Africa).

The abtowe @iscussion has shown the diversity of incentive schemes that
are uesd in different countriess. Although the information is limitad,

it is possible to make some ocbservations based on the contenta of

Table 1. ~
Jable 1
Incentives in Fiftyfive Countries
‘Income category* Fiscal Financial Physical

Cap Lab Out Prof Grant Others

Lowsat Income Group

Botswana bl
India - - L 3 »
Pakistan *

S5ri Lanka hd * o



Income categofy‘h

Fiscal

Financial

Cap Lab Out

Prof.

Grant Others

Physical

Tanzania

West Samoa

Sub=total

Lower Middle Income qroup

Bolivia
Cameroon
Columbia
Ecuador
Guatemala
Honduras
Indoneaia
Kenya
Morocco
Nigeria
Papua New Guinea
P araguay
Peru
Philippines
Thailasnd
Turkey

Sub-total

* *

- - -*

1




Income category* Fiscal Fingncial Physical
Cap Lab ODur Prer, Grant Others

‘Upper Middle Income Group
~ Argentina hd
~ Brazil * *

Chile » - . - - -

Gr..c. ' - » » ] * *

Iren o »

I.r,l * - [} L J »

South Korea o » .
Malaysia hl *

Mexico X *

Panama . * ' *

Portugal -

South Africa * ol . *
Uruguay . » .
Venszuala *

Subeto tal 1 6 3 8 4 4 3
Rich Industrial Economies

Australia . . » of
Austria » * » hd

Belgium » . . i

Canada " » . " »
Denmark b 7 b » »
Finlmd L] L] * » * -
France » . » » »

* * » L ] -

West Germeny



Income category* Fiascal Financial Physical
Cap Lab Our Prof. Grant Others

Ireland haf . * *

Itﬁly -* L | J -* * *

me » » *

Netherlands - . »

New Zealand - .

No rway hf b * .

Spain - » » * * »

Seaden - - -

Switzerland - .

United Kingdom . * *

United States » * *

Sub-total 18 10 3 4 15 17 9

Total 38 28 12 26 20 25 17

Cap = Capital Lab = Labour Out = Output

Prof = Profit

Oths = Qthsars

®* Countries are claysified into different groups on the pattern of the
World Development Report
Source: Modi (1982), Table 13 QECD (1979, 1983), Various tables;

Yuill (1982), Table 1#4; Mail Surwvey.
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Some Observations

The widespreed use of incentives as a tool for regional
davelopment is an indication of the importence countriss attach to
thair regional problema, Both poor and rich countries have disparities
in income between regions, and they often use the same strategies in

their attempts to improwe them,

The existence of regional problems in both rich and poor, and
agrarian and industrialised countries suggests that regional disparities
cannot be solved easily. In the absence of detailed information, it is
not possible to comment on the appropriatsness of these incentives to
encourage firm location in specified areas. It may be noted that regional
problems still exist in the UK even after having a regional policy for
over half a century. This suggests that in the first place, incentives
should be sppropriate, and sscondly, all regional problems may not be
solved by incentives alone. Interventionist policies on the lines of
regional inceitives mey act as a check on the polarisation effects of

market forces, but are not the complete answer to the problem,

Apart from the 10 countries which have only one schame under
the sub-classification, the remaining 45 countries have at least 2 each,
and 20 countries hawe at least four schemes each, This shows that most

countries have adopted s multi-pronged stratesgy.
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An analysis of the use of the schemes in countries classified according
to their lewl of incoms, as shown in Table 2, suggasts that fiscal
incentives ars used as the major incentive in poor countries, whereas
financial incentives are more important in rich countries. Closer
examination shows that incentives are not used widely as a regional
davelopment tool in the lowest income group of countries. The lower
middle income group shows a clear preference for fiscal to financial
incentives, Most of these countries offer different types of fiscal
incentivwes, and very few of them éssm ta'believa that financial and
physical incentivwes are appropriate tools for their regional development

purposaes,

Compared to the lowsr middle income group, tha upper middle income
group shows an increased preference for financial incentives, with

some physical incentives. This increased use of financial incentives
is mor:a proncunced whan the advanced industrial market aconomies are
brought into this analygis. Physical incentives are not very wigely
offered in ahy of the four categories of countries., It is difficult to
imagine that such incsntives are not offered at alls it is more likely
tha% physical incentives such as subsidised industrial estates, raw

materials procurement, and marketing assistance are offered as gsneral

industrial dewslopment incentives, without discriminating betwsen regions,
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Still, thers could be elements of regicnal preference hidden in

these schemes. For instance, industrial estate building rent in

lass developad areas is kept constant by the Japan Regional Development
Corporation to increase occupancy rate, despite the capital tied up

in empty premises which pushes up the real cost (based on discussions
with official of the Corporation), No detailed analysis in this

direction has been attempted hare for lack of information.

Table 2

Incentives at a Glance

o v fiscal Financial Physical Nu'tm‘,a
come categary Cap Lab Out Prof Grant Oths countrins
Lowesat Income

Group 2 1 2 3 1 2 3 ]
Lower Middle
Income Group 7T N 4 1N - 2 2 16
Upper Middle
Income CGrow 11 6 3 8 4 4 3 14
Rich Industrial
Economies 18 10 3 4 15 17 9 19
Total 38 28 12 26 20 25 17 55
Cap = Capital Lab = Labour Qut = Output
Prof = Profit Oths = Others

Some possible explanations on the use of incantives are given below,

(1) Incentives offersd in aenticipation of regional dewvelopment involve

high risk, and only rich countries cen afford to bear such risk. Poor
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countries, on the other hand, ewid this risk when they offer fiscal
inrentives which do not teke effect untid firms are actuslly making a
profit or at least selling their products. It is not cleer whst percentage
of new manufacturing firms generete texabls profits in their eesrly years
of operation, This writer's experience with small firms in Indig is that
they take an awerage of two years before making profits, snd in such Casés
fiscal incentives are not likely to be attractive incentives to 8ncourage

investments to specified regions,

(j.;) Poor countries do not have the resources to offer expensive financial
incentives such ¢s capital grants, and physicel incentives such ss suhsidised
infrastructure and supporting schemes., Fiscal incentives are decuctions
from taxes and, es such, do not involve public expenditure, Rich countriss,
on the other hend, have the financial resources to of fer more expensive

financial and physical incentiwes,

(iii) Advenced countries compete to offer more attractive incentives than
others, and then tend to offer financial incentives becauss firms enjoy the
benefits of such incentives quicker then under other schemes. This, in turn,
reduces their risks involwed in investing in less developed regions. It is
to be noted that the relative importsnce of investment grants, as well as
the maximum size of grants, has increased during recent years, for instance

in Denmark, Finland and france (OECD, 1983, p. 30).

(iv) Yet another reeson could be the intense competition betwsen
industriel market sconomy countries to attrect investments. Many of
them are comparable in terms of their development and infrastructurs,

and are only differentisted by the incentives thay offer. In order to
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remain in the race, other countries of the same incoms group hawe

to offer similar or more attractive incentives,

The appropriatensss of offering such liberal incentives to attract
foreign investments is doubtful in the case of amall firms becauss
SSE cuwners are apparently still reluctant to movwe across national

boundaries to locate thair businassses,

This competition need not always be inter-country, but can be betwesn
regions within the sam country. For inatance, in the USA, incentive
schemes are formulated and funded by different states and thers is ng
federal control on inter-regional competition, As a result, many
states vie with each other to attract the same investment, by offaring
liberal incentiws. Although regional development agencies will be
more aggressive in their operations, and firms stand to gain from such
competition, the economy has to bear the sxtra cost of incentive on a

projesct that would in any case have come up in the country.

Policy in the UK is different in that regional policies are centrally
formulated and funded. Regional dewelopment agencies are allowed to
use these funds to promote industries in their region. They have the
freedom to offer the Selective Financial Assistance at their discretion,

and this creates competition between regions to attract invastments.
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Whan such competition appears to be wasteful, the cantral government
can interfere to bring about an understanding ms it happened in the

case of the location of tho Nissan car factory in Sunderland.

These explanations are only indicative and not final. Any one or all

of them may be sufficient to explain why fiscal incentives are predominant
in poor countries, and financial incentives in rich countries. Alsg, it
is not possibla to say at this stage which of them are appropriate for

small firms.

It was ssan that some of the countrias sur;vayad here have very liberal
incentiwe schames. Greece, Israel and South Africa from the upper middle
income grouwp, and Finland, Italy and Spain from the industrial market
econcmies need to be considered here (Ireland, although it has many
liberal schemes, is not included here as many of its incentives are not
region specific). Some special features can be identif’ad in the case

of these countries, Both Israel and South Africa are politically sensitive,
 though for different reasons, and any investment there involves high risks,
It may be to compensate for these risks that very libersl incentives are
offered in the countriess. The schemes in Israel and South Africa are
primarily intended for foreign investors as the political sensitivity
applies to them tpuch more than their own nationals. In that sense, these

incentives are not intended to promote small firms,
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The other four countries are in Europe, and except for Finland, all

the others are members of the Luropean Economic Community, and are
geographically situated among the rich countries in the world., They
havwe to offer very liberal incentivas to compete with othar richer and
more central countries in order to attract industrial investment to
their leass developed peripharal regions. These investmants can come
from within the economy or ocutside. The alement of competition is

more keenly felt becausa of the free flow of capital within the European

Economic Community members,

This survey.has two limitations. First, no attempt has bsen made here
to evaluate the effectiveness of any of the schemes since the information
is based on publicity materisl and little evaluation of their results
has been published. Second, the types of regions which are eligible for
the incentives hawe not been discussed. This is no more then a brief
survey of the types of incentive schemes that are offered in different

countries,

Conclusion

This paper has shown thea diversity in characteristics of the incentive
schemes with some commonalitias for countries at the same lewvel of
development, It is clear that the socio-political environment influences

-

type of incentive offered. An international survsy of this nature
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has the merit of outlining the broad canvass, and countries can
drew lessons from the experiesnces of others in formulating their
own policies. This could eliminats the uncertainties of ad hoc
policy formulation that is often attributad to government dacision
making., Further research, however, is raquired to sxamine the

usefulness of these schemas to particular countriss concerned.
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