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Executive Summary 

 

This paper analyzes how investment incentives may or may not be used to foster private 

investment, particularly in developing countries. What makes such incentives effective? 

How much should they cost? And how are they linked to policymaking and political 

economy? The assessment draws on existing literature as well as several case studies and 

surveys conducted for this paper.  

 

Governments make extensive use of investment incentives in an effort to attract 

investments. Their effectiveness has been the subject of intense debate, and little 

consensus has emerged. Some experts have argued that there is little evidence such 

incentives are effective—a view that has guided considerable technical assistance 

recommending that governments curtail their use. Others have argued that investment 

incentives have contributed to the rapid economic growth of countries such as the 

Republic of Korea, Mauritius, and Singapore. 

 

These disparate views are not surprising given that tax and nontax incentives are just one 

of the many factors that influence the success of investments. Countries typically pursue 

growth-related reforms using a combination of approaches, including macroeconomic 

policies, investment climate improvements, and industrial policy changes—including 

investment incentives. If such reforms have led to growth, it is difficult to attribute it solely 

to incentives. Although studies have tried to disentangle the effects of these reforms; most 

have been limited to OECD countries. Among other things, this paper aims to shed light on 

how incentives work in developing countries. 

 

Every investment incentive policy has potential costs and benefits. The benefits arise from: 

• Higher revenue from possibly increased investment. 

• Social benefits—such as jobs, positive externalities, and signaling effects—from this 

increased investment. 

The costs are due to: 

• Revenue losses from investments that would have been made even without the 

incentives. 

• Indirect costs such as economic distortions and administrative and leakage costs. 

 

It is difficult to quantify these elements, but trying to do so provides a useful conceptual 

tool for policymakers analyzing the general framework for incentives as well as targeted 

incentives for anchor investments, export-oriented and mobile investments, extractive 

industries, and so on. 
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1. Introduction 

 

Investment incentives are measurable economic advantages that governments provide to 

specific enterprises or groups of enterprises, with the goal of steering investment into 

favored sectors or regions or of influencing the character of such investments. These 

benefits can be fiscal (as with tax concessions) or non-fiscal (as with grants, loans, or 

rebates to support business development or enhance competitiveness). 

 

Tax and nontax incentives have both been widely used to promote investment. 

Incentives—especially fiscal incentives—have been associated with higher investment in 

several countries, including Ireland, Mauritius, and Singapore. But while some 

governments vouch for the effectiveness of incentives, many others have failed to attract 

expected investments. Accordingly, considerable research has focused on the role 

incentives play in promoting investment and creating jobs. 

 

Most of this research has occurred in developed countries; evidence from developing 

countries has largely been anecdotal. But there is proof that Incentives work for certain 

kinds of investments, in specific situations, and for specific sectors, such as export-oriented 

investments.  

 

Finally, as practitioners and policymakers can attest, political economy exerts a powerful 

influence on incentives. Many incentives—especially generous ones—have persisted 

because of lobbying by special interests and politicians’ need to curry favor. Yet little 

research has been done on how political economy affects incentive policy. 

 

Investment incentives are constantly evolving, so gaining knowledge about them is a 

dynamic process. This paper breaks new ground in several areas. First, it consolidates 

recent research by the World Bank Group’s Investment Climate Advisory Services on how a 

country’s investment climate influences the effectiveness of incentives, particularly in 

developing countries. Though higher taxes reduce foreign direct investment (FDI), the size 

of that effect depends on the investment climate. Changes in tax rates have a much bigger 

effect on FDI in countries conducive to investment than they do elsewhere. Indeed, for 

countries ranked in the top half of the Bank Group’s Doing Business indicators, changes in 

marginal effective tax rates had eight times more impact on FDI than for countries in the 

bottom half.  

 

Second, the papea
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3. Do Incentives Matter for Investment? Econometric Evidence 

 

Any policy on incentives should address whether it increases investment.2 This can be 

inferred based on how investment in a country responds to the introduction of or changes 

to incentive policy, as measured by FDI and gross capital formation.  
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Figure 1. Higher FDI Is Linked to Lower Effective Tax Rates 

 

The investment climate affects the effectiveness of incentives 
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To confirm this finding, the Investment Climate Advisory conducted three econometric 

studies and four surveys of investors in developing countries. These studies 

overwhelmingly conclude that the investment climate is more important than tax breaks or 

other nontax incentives. The surveys were conducted in Jordan, Nicaragua, and Serbia by 

the Investment Climate Advisory and in Mozambique by Nathan Associates for the U.S. 

Agency for International Development (USAID). The methodological model for all the 

surveys and an analysis of the Mozambique one are available in Bolnick (2009).14 All the 

surveys found that factors related to the investment climate—such as ease of import and 

export, availability of local suppliers, regulatory framework, adequate infrastructure, and 
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the same currency and similar legal backgrounds and tourism endowments, and competing for the same (U.S. 

and European) tourists. Because their monetary policy is the same within the group—eliminating 

macroeconomic variations—it is easier to analyze changes that incentives had on FDI. During the period 

under study, 1997–2007, all the countries except Antigua kept their incentive regimes unchanged. Antigua 

initiated a major change to its incentives in 2003, extending the tax holiday for tourism companies from 5 to 

25 years.  
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Table 2. Conclusions on Incentives and Investment—a
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“extreme test” devised by Guisinger and Associates (1985), which asks investors if they still 

would have invested if everything else were the same except that incentives were not 

provided. 

 

These tools make it possible to identify investors for whom incentives were critical to their 

investment. Based on that, the incentives given to other investors can be considered 

redundant. Table 3 shows redundancy ratios based on investor surveys in various 

countries. For example, a FIAS study on Thailand found that 81 percent of investments 

would have been made even without incentives. In Jordan, Mozambique, and Serbia 70 

percent or more of investments would have been made anyway, so incentives were 

redundant. Overall, redundancy levels are quite high for investors.
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and stable political environment, implementing economic reforms, or developing a skilled 

workforce.  

 

Table 3. Salience of Incentives Based on Investor Surveys  

Author Focus of survey Conclusion Did incentives 

influence 

Investment level? 

(share saying yes) 

Investment Climate 

Advisory (FIAS)—

investor motivation 

surveys  

Jordan (2009) Redundancy 

ratio for 

incentives 

(Would have 

invested even if 

Incentives were 

not provided)  

70% 28% 

Mozambique (2009) 78% 13% 

Nicaragua (2009) 15% (51% for 

non-% 
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Table 4. Importance of Tax Incentives to Investment Decisions 

(share saying yes when asked if incentives were among the top five reasons to invest)  

 

Incentive 

Mozambique (60) Jordan 

(61) 

Serbia 

(50) 

Nicaragua 

(71) 

Duty-free imports 
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Firms operating from free zones are also more likely to export and to want incentives. In 

Nicaragua 98 percent of investors inside free zones would not have invested without 

incentives, compared with just 41 percent of those operating outside the zones.  

 

WTO limitations on the use of export linked incentives 

Export incentives are subject to WTO discipline as they are classified as export subsidies 

and affect terms of trade. They are expressly prohibited subsidies are prohibited by WTO. 

However there is a low income country exemption provided under article 27 in the 

standard countervailing measures agreement. They include,  

 

� Least Developed Countries: 33 WTO members + 12 in accession 

� Middle Income Countries:18 WTO members with GNP/capita < $1,000 (1990 US$) 

� Middle Income Countries: 23 WTO members with “grandfathered” programs (final 

phase out in 2015) 

 

Policy implications 

The analysis of investor surveys has three policy implications: 

• To attract investment, governments should give top priority to improving their 

countries’ business climates. 

• Targeted incentives should be provided to sectors where there is evidence that such 

incentives affect mobile investment. But these incentives should be linked to 

investment growth and job creation, both of which provide social benefits. 

• Export incentives may run afoul of WTO guidelines. 

 

0%
10%
20%
30%
40%
50%
60%
70%
80%
90%

Mozambique Serbia Jordan Nicaragua

Mobile 

investment

Incentives 

demand*

*Percentage of investors who said that they would not invest without incentives

Figure 4. Mobile Investments and Incentives 
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5. When Incentives May Be Used? 

 

“Tax incentives improve economic performance only if government officials are better able 

to decide the best types and means of production than are private investors.” 

———Richard Bird 

 

When assessing the utility of incentives, thought should be given to the circumstances 

under which governments should intervene in market operations. That is, when will private 

enterprises ensure that resources are used efficiently, and when should governments play 

a role? This section discusses examples of market failures. This is not to suggest that 

incentives should be offered to correct all such failures or anomalies, but rather that there 

are areas where governments may consider applying this policy framework to see if 

intervention is warranted. 

 

Public goods 

When considering approaches to stimulate certain economic activities or sectors or when 

establishing its policy to attract investment, a government should always ask what policy 
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Positive externalities 

Economic activity often leads to positive externalities that governments want to support 

and encourage, perhaps through the use of incentives. Examples of such externalities 

include:  

•••• Investments in technology—such as research and development or high-tech 

industries—that upgrade worker skills. 

•••• Infrastructure projects that encourage business growth. 

•••• Investments that create jobs in areas with high unemployment. 

•••• Environmentally friendly technology. 

•••• Anchor investments—that is, those that provide multiplier effects through signaling 

and by creating backward linkages into the local economy.  

 

Such investments can have positive, often long-term spillover effects on the economy or 

environmental protection, making it easier to justify spending on incentives.  

 

International tax competition 

Tax competition creates a race to the bottom, with countries competing against each other 

to offer more generous incentives. There is evidence that tax competition is occurring 

between developing countries and is successful in attracting footloose investments (Klemm 

and VanParys 2009). Countries that attract such investments may suffer from the “winner’s 

curse”—having given up too much in exchange for investment. Moreover, while a country 

may win or lose a specific investment, in aggregate tax competition lowers revenues for all 

countries if investments would have been made in any case (a situation akin to the 

“prisoner’s dilemma”). Finally, footloose investments respond to tax incentives, yet often 

relocate to another tax-favored jurisdiction after tax incentives have been exhausted. 

Many investors also bargain with different governments to get the best incentive package, 

and governments generally acquiesce. For example: 

• 
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international bodies such as the IMF, World Bank, and OECD to provide coordination and 

avoid harmful tax competition so that all countries can gain.  

 

While tax competition results in a race to the bott
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Distortions created by unduly favoring new investments 

By definition, incentives for new investments place existing investments at a disadvantage. 

The goal of investment incentives is to create new investments or expand existing ones. 

But in their desire to attract new investors, policymakers may neglect existing investors. 

Much can be gained by addressing the issues facing existing investors in expanding their 

investments. Indeed, if existing investors are not taken care of, new investors will be less 

likely to invest.  
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tax incentives while the other did not, the profits of the unit that did not benefit were 

often much lower than the profits of the unit that did, indicating a diversion of profits to 

the tax-exempt entity (Box 2). The difference in profits occurred even when both units 

were in the same city and manufactured the same product.24 

As noted, tax holidays often motivate firms to reorganize in order to extend their benefits. 

Another potential problem for tax authorities arises when existing investors not receiving 

tax holidays reorganize to receive benefits. This runs counter to the intended goal of 

encouraging new investment, with the added risk of shrinking the tax base.  

 

Box 2. Incentives and Investment in India: The Role of Institutions 
 

In 2000 the Indian government removed incentives being offered to exporters except those located in export 

processing zones or qualified as export-oriented units. Investment behavior quickly changed among firms 

that lost their incentives. To study these changes, firms from the zones and export-oriented units—which 

were quite similar—served as a control group. To make them comparable to other firms, only garment 

exporters from one Indian state (Tamil Nadu) were studied. 

 

The figure on the left below shows how investments changed after 2000. Firms that lost their incentives 

maintained the same amount of investment despite higher tax rates. A similar trend occurred with the 

control group, indicating that investments were unaffected by the removal of incentives. 

 

Investor Responses to Removal of Incentives in India, 1998–2004 
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• Incentives require adequate monitoring and control mechanisms. The tax 

administration should check that investors receiving tax incentives satisfy the 

requirements for them. To enable them to do so, it should be compulsory for tax 

returns, declarations, and relevant forms to be filed regularly as a precondition for tax 

benefits. Tax incentives should not be used as an excuse to avoid the compliance 

requirements of the tax administration. Moreover, strict information requirements 

(including the complete financial statements of related businesses) and regular audits 

must be imposed on firms seeking tax holidays.  

 

7. Political Economy and Tax Incentives 

 

“If one cannot simply eliminate tax incentives, I have elsewhere suggested three simple 

rules to reduce the damage that may be caused by poorly-designed and implemented 

incentives: keep them simple, keep records, and evaluate the result. Alas, very few 

developing countries have managed to follow even such basic rules as these: the political 

advantages of ambiguity seem always to outweigh the potential social gains from 

transparency.” 

———Richard Bird 28 

 

The preceding analysis of the costs and benefits of incentives is based purely on economic 

criteria. But governments’ behavior is not always driven by economic rationality, and 

political rather than economic considerations often tip the balance in favor of incentives. 

Incentives are popular with governments for a variety of reasons, including:  

● They are a less visible way for governments to provide special benefits to certain 

businesses. 

● They are easier to provide than infrastructure, labor skills, or other investment climate 

improvements. 

● When ministries other than the ministry of finance are allowed to provide tax 

incentives, the incentives are misaligned. Other ministries tend to give more incentives 

than is optimal because they do not have to bear the burden of lower tax collections.  

● Governments want to be seen as doing something active to attract investments. The 

easiest approach tends to be to give up revenue that they do not have.  

 

Tax incentives, like any market intervention, are justified if they correct market 

inefficiencies or generate positive externalities. Though there is limited evidence that tax 

concessions work, they hold considerable appeal for politicians because discretionary tax 

incentives—especially in developing countries—generate political influence over policy 

options, provide a political gesture of action, and facilitate political and administrative 

corruption.  

                                                        
28

 Bird, Richard, 2008, “Tax Challenges Facing Developing Countries,” Institute for International Business 

Working Paper 9.  
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Discretionary tax incentives are popular with politicians
29

 

The tax complexity arising from tax incentives results from political tradeoffs—the product 

of elite bargaining within the political rules of the game. For example, through the 

fragmented power structures under Boris Yeltsin’s R
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Wells and others (2001) discuss a large multinational corporation planning to set up an 

export-oriented electronics plant and bargaining wi
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of incentives are not obvious, governments tend to face limited scrutiny when granting 

them, unlike when making direct expenditures. Just as with the expenditure budget, it 

is best practice to budget the amount of revenue forgone and reveal it to the public. 

This approach requires that the ministry of finance project the likely amount of tax 
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Move away from tax holidays

Tax holidays partly or completely 

years. This is a popular but ineffective

● 
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● 
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responsible for collecting taxes, they do not bear the costs of the incentives they award. 

The best approach is to grant incentives according to tax laws that offer as little discretion 

as possible.  

 

Finally, when Incentives are provided it is essential that: 

• They be based on rules and not be open-ended (with strict time limits). 

• Benefiting investors file tax returns and face audits. 

• Governments produce tax expenditure statements so that the cost of incentives is 

transparent. 

• Incentives be reviewed occasionally for their efficacy. 

 

Policy for anchor investments 

The model outlined in section 2 is useful for policymakers analyzing whether directing 

incentives toward certain investments has a positive net impact on the economy. This tool 

can also be used to analyze the cost-effectiveness of incentives for anchor investments. 

 

Anchor investments are large enough to have significant backward linkages for the local 

economy, and are often made by highly reputable firms that jumpstart investment in 
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9. Conclusion 

 

Whatever incentives a government decides to offer and however it structures them, every 

effort should be made to ensure that incentives are:  

● Affordable—forgone income should not severely undermine government revenue 

streams. 

● Targeted—targets for incentives should be based on research to confirm that they will 

benefit the country in ways that would not have been possible if there were no 

incentives, thereby reducing revenue costs.  

● Simple—incentive administration should permit easy accessibility and determination of 

eligibility. 

● Reviewed periodically—investment incentives should be regularly reviewed to 

determine their relevance and economic benefit relative to their budgetary and other 

costs, including long-term impacts on resource allocation.  

 

Providing incentives can create risks that might have implications for the investment 

climate and overall fiscal compliance. It also encourages lobbying and rent seeking. 

Increasing transparency on the costs and benefits of tax incentives would, in the long run, 

help frame future policy. Providing a level playing field to all businesses through a broadly 

based, low, uniform tax rate has been the best investment incentive in many countries.  
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Appendix-1. A Simple Model of Incentives 

 

Government utility sets the tax rate (T) to maximize its utility given by  

 

U =R(T) + S(K) – C(T-T�,I)          (1) 

 

Where R(T) : This is the Revenue accruing to government is assumed to be a tax on capital 
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-∆T  K1 + T  ∆T × 
��

���
 + S’(K)  ∆T × 

��

���
 - ∆T  C1  

 

Where C1 is the partial derivative of the cost function with respect to the first argument. 

Hence a unit decrease in tax for the tax favored sector would increase utility provided that 

 

T  
��

���
+ S’(K)  

��

���
> K
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Policy implications 

Expression Explanation Policy implication 

��

���
  is small  Investment is not responding to 

incentives 

Limited economic benefit of 

incentives 

S’(K) is high Investment provides high social 

benefits  
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For an incentive policy to be successful, three factors must be satisfied: 

● Investment is highly dependent on tax rates, with lower taxes resulting in significant 

additional investment. 

● 
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Appendix-2. Types of Tax Incentives 

 

Definitions of Typical Tax Incentives
40

 

 

Tax holidays: Temporary exemption of a new firm or investment from certain specified 

taxes, typically at least corporate income tax. Sometimes administrative requirements are 

also waived, notably the need to file tax returns. Partial tax holidays offer reduced 

obligations rather than full exemption. 

 

Special zones: Geographically limited areas in which qualified firms can locate and thus 

benefit from exemption of varying scope of taxes and/or administrative requirements. 

Zones are often aimed at exporters and located close to a port. In some countries, 

however, qualifying companies can be declared “zones” irrespective of their location. 

 

Investment tax credit: Deduction of a certain fraction of an investment from the tax 

liability. Rules differ regarding excess credits (credits in excess of tax liability) and include 

the possibility that they may be lost, carried forward or refunded. 

 

Investment allowance: Deduction of a certain fraction of an investment from taxable 
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Appendix – 3: Econometric Results of Investment Climate Advisory Services research 

 

1. Investment incentives and investment in UMEOA-CEMAC 

Regression results: Table A3-1 

 

 

FDI FDI

Fixed 

Capital

Fixed 

Capital

InvClim1 -1.593 2.256

(-1.39) (1.05)

InvClim2:

admin -1.004 -5.140

(-0.86) (-1.44)

guarantees -0.059 1.939*

(-0.09) (1.98)

regimes -0.547** -0.981**

(-2.46) (-2.22)

regular holiday -0.123 -1.285

(-0.42) (-1.79)

export holiday 0.057 0.200**

(1.40) (2.39)

CIT rate 0.268 0.010 0.486 0.103

(1.19) (0.12) (1.11) (0.35)

GDP -0.001 0.000 -0.002 -0.000

(-0.79) (0.38) (-1.71) (-0.42)

GDP growth 0.144* 0.089 0.028 -0.099

(2.02) (1.53) (0.18) (-0.59)

GDPpc -12.945 0.812 -11.960 16.776**

(-1.41) (0.17) (-1.08) (2.65)

Gov Cons Exp 0.123 -0.194 0.169 -0.265

(0.37) (-1.26) (0.48) (-1.63)

inflation 0.201 0.076 0.173 0.194

(1.47) (1.38) (0.93) (0.90)

population -0.263 -0.697 3.924 3.020*

(-0.26) (-1.25) (1.75) (1.88)

openess 1.827 -0.282 1.620 -1.579

(0.88) (-0.61) (0.68) (-1.34)

ToT 0.009 -0.004 0.035 0.012
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2. Effectiveness of Investment incentives for tourism in the Caribbean  

Regression results: Table A3-2 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

(1) (2) (3) (4) (5) (6)

excl Grenada

excl Dominica 

and Anguilla

Antigua2003 3.147*** 2.939*** 2.973*** 3.028*** 3.002*** 3.122***

(4.98) (4.72) (4.76) (4.80) (4.48) (4.22)

CricketWC2007 1.248** 1.263** 1.171*

(2.08) (2.09) (1.90)

Ivan2004 0.877 0.962

(0.85) (0.92)

Grenada2006 0.854

(0.81)

Constant 0.685* 0.685* 0.685* 0.685* 0.766* 0.855*

(1.94) (2.00) (1.99) (1.99) (1.96) (1.81)

Observations 77 77 77 77 66 55

R-squared 0.56 0.59 0.59 0.60 0.59 0.61

Number of countries 7 7 7 7 6 5

*** p<0.01, ** p<0.05, * p<0.1

t statistics in parentheses

all countries

Dependent variable: Tourism FDI
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Regression results: Table A3-3 

 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (12) 

VARIABLES 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

FDI as % of 

GDP 

 

ic_start ic_lic ic_emwo ic_prop ic_gecr ic_prot ic_tax_norate ic_trade ic_foco ic_clobu ic_dbrank08 

METR _ -0.078 -0.175** -0.142** -0.184*** -0.043 -0.156** -0.174** -0.138** -0.078 -0.203*** -0.397*** 

 

(-1.18) (-2.62) (-2.18) (-2.79) (-0.50) (-2.28) (-2.64) (-2.07) (-1.00) (-2.95) (-3.38) 

IC 3.068*** -0.935 0.279 1.040 1.055 0.491 0.811 0.692* 1.992* 1.893 -0.089*** 

 

(3.54) (-1.02) (0.37) (1.51) (1.61) (0.75) (1.02) (1.98) (1.90) (0.95) (-2.74) 

metr_IC -0.087*** 0.018 0.008 -0.034 -0.055** -0.025 -0.027 -0.028** -0.077* 0.002 0.003** 

 


