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1. Introduction
a) How to use this document

1. This chapter provides a general framework on the design and use of tax incentives (in
Section 1b) and c), as well as specific analysis of their use in the extractives sector in
developing countries (in Section 3l has been written as a reference docuraant
is not intended to replicate the work undertaken by others. A bibliography of
reference documents is included for further research.

b) What is a tax incentive?

2. The first challenge in writing a chapter on tacentives is the definition of a tax
incertive. At the simplest level, a tax incentive could be considered a difference
between the default regime and the one that is being examined, that results in a
reduction in the tax burden (whether in the quanturtinaing of the tax liability of
the taxpay®. These special provisions would clearly be captured by this definition.

3. However, this definition may be too wide as it captures differences to the default
regime that are structural in nature and intendedftect the particular features of an
indudry.

4. Consider, as is common in the extractives industry, a cash flow tax. This will seek to
tax the taxpayer on a cash basis, rather than on an accruals basis as may be the normal
(default) approach for other taxpayers. This is a structural choite gfovenment,
which may create more progressivity in the fiscal regime and encourage investment.
This may be achieved by providing immediate offsetting of capital expenditure
against income (otherwise known as 100% tax depreciation or capital allojvances
and the denying tax relief for the cost of funding (i.e. denying tax relief for interest
incurred on debt which would normally be allowed under the default regime). Under
the above definition, the 100% tax depreciation would be seen as a tax incentive
despite tle fact that it is a normal feature of a cash flow tax and may be partly offset
by the denial of relief for funding costs. Therefore, it is important to consider the
context of the whole tax regime and identify any related (and offsetting) eewfent
thetax regime.

5, 'UDZLQJ RQ 1RUZD\TV lHERGhEtatd<keHMpostRice of considering
incentives in the context of the fiscal regime as a whole.

Box 1

In Norway, under the special petroleum tax regime relating to extraction and
transpaotation by pipeline of oil and gas on the Norwegian Continental Shelf (NCS),

costs incurred to acquire relevant fixed assets for production, processing and
transportation @ WKH 1&6 PD\ EH GHSUHFLDWHG DW DQ DQQC
starting in the yeaof investment. Such straight line depreciation over 6 years deviates

from the general rules of the General Tax Act in that it will normally represent earlier
depreciation ® G pSD\ EDFNY WR WKH LQYHVWRU WKDQ IRC
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The depreciation profile in the petroleum tax regime is one element among other
intended to strike a balanced distribution of risks and rewards between the investors
and the State. Front loading of recovery of investment costs is beneficial to the
investor and contributes to the reduction of investment risks. However, the design of
the petroleum tax system as a whole, including the timing aspects of the special tax
base, should be understood in the context of a combined tax rate of 78 per cent
(compared to the general corporation tax rate of 22 per cent). As the special petroleum
tax regime is designed to capture as much as possible of the resource rent for the State
and establishes a much higher level of taxation. The special rules on capital
allowances should not be seen as a net tax incentive.

6. A potential definition for an inceive could therefore rest on the overall impact of the
tax burden on the taxpayer for undertaking the activity. This would involve
comparing the effect on the investment as a whole and identifying the total payments
to government under the default regimed amder the regime that is operating in
practice. Such an approach will necessarily look beyond the tax system to all
financial contributions. As noted in Chapter 7 on government take, the extractives
industry can be subject to commitments to make investsn (such as in
infrastructure) that go beyond what they would need to operate.

7. Based on careful consideration and the above caveats, this chapter uses this more
restricted definition of a tax incentive:

SWKH QHW GLIITHUHQFH EHWZHdeQthaVeefhulEROU GHQ L
SFRXQWHWXDO" UHJLPH DQG WKH EXUGHQ WKDW L'
WD[ SD\HU XQGHU WKH LQFHQWLYH UHJLPH DFURV

C) What might be the role for tax incentives?

8. Tax incentives are generally usdd attract investment or otherwise change
behaviour. They represent a deviation from the default regime that is generally
justified on the basis that such investment or behaviour would not have occurred
under the default regime.

9. However, the effectiveness tax incentives at attracting investment is not claar
The UN Handbook on Protecting the Tax Base states that, on the one hand, the rise of
the multinational enterprise, and increase in capital mobility have made tax incentives
more important. Howear, while tax incentives may make an investment more
attractive, in developing countries in particular they generally will not be sufficient
compensate for deficiencies such as a lack of infrastructure, reliable power, or weak
rule of law! Moreover, wherancentives have been found to have a positive impact
on inducing investment, there has been no krwtkffect on increasing fixed assets
such as machinery and buildings, which are more likely to generate structural
economic growth than other forms of @sment’ The conclusion is that tax
incentives alone will not attract investment.
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10.
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Exceptions to state aid rules may be granted where there is a clear need. For example,

to enalte Liquified Natural Gas (LNGJelated investments in the northernmost part

RI 1IRUzZzD\ WKH JRYHUQPHQW LQWURGXFHG DQ DFFHO!
cent, which was twice as fast as the standard depreciation rate for other petroleum
investments. Té measure as approved by state aid rules in 2002. It was a deliberate
incentive tofacilitate the development of the Snghvit gas field in the Arctic, and the
transportation system to bring the natural gas onshore and to the LNG plant at
Melkgya.

. A critical framework for considering tax incentives

12. As noted above, it is important to consider the role of tax incentives with a clear
conceptual framework in mind. Tax incentives have been analysed by economists,
academics, governments, NGOs, andustry, andthe consensus conclusions as to
best practice are set out below.

Governance

13. It is important that any deviations from the default tax regime are subject to an impact
analysis so that government has a clear understanding of the costs ditd befoee
it decides to grant an incentive. Incentives should also be governed transparently, so
that taxpayers understand the taxes they will pay, and the public can hold government
accountable.

14. The following are considered best practice:


https://blog-pfm.imf.org/files/ft-code.pdf
https://blog-pfm.imf.org/files/ft-code.pdf
https://blog-pfm.imf.org/files/ft-code.pdf
http://www.bteam.org/
http://www.bteam.org/
http://www.bteam.org/
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X Monitored. The value of tax incentives and reliefs should be reported
annually by government as part of tax expenditure reports. The International
Monetay Fund and other international organieas provide detailed
methodology and support to develop tax expenditure assesshiEmése
should be clear parameters for review, as well as sunset clauses to reduce the
potential costs of badly designed tax inbe: programmes. The revenue
authority shald also monitor the use of the incentives in its risk and audit
programs. Extractive companies should also report on the incentives utilized
in order to further strengthen transparency on both sides.

Box 3.

In South Africa, tax incentives are only gradt through national legislation.
According to section 77 of the Constitution, a money bill imposes national taxes, or
reduces or grants exemptions from any national taxes. Furthermore, section 73(2) of
the Constiition stipulates that only the Cabinet memnbyesponsible for national
financial matters may introduce a money bill in the National Assembly; i.e. only the
Minister of Finance may introduce a bill dealing with tax exemptions in Parliament,
to be consideredia the legislative process.

b) Effectivenes

15. Tax incentives are introduced for a purpose, namely to influence a decision which
may otherwise result in an answer that was less optimal than the alternative that the
government wishes to encourage. This provides a natural framework for examining
the dfectiveness of the incentivei.e. will the incentive change the behaviour in the
way intended.

16. This evaluation needs to go beyond the question of whether the desired behaviour
was achieved and question whether the desired behaviour has been stibyitheed
incentive *if the behaviour would have happened in the absence of the incentive,
then the incentive would be ineffective and a deathht cost to the budget.

17. The UN Handbook on Protecting the Tax Base notes that most surveys of business
executivesconclude that taxes were rarely a major consideration in deciding whether
and where to invest. The primary question is the probability of recoverable mineral
reserves and the factors in Bdxhat impact the ability to produce and market the
reserves, féer which the effective tax rate becomes relevant. Bexa list of nortax
factors that influence investment decisions (source: UN Handbook on Protecting the
Tax Base).

Box 4. Nontax factors influencing investment decisions

Consistent and stable ntaeconomic and fiscal policy.

Political stability.

Adequate physical, financial, legal and institutional infrastructure.
Effective, transparent and accountable public admatistr.

N

7 https://www.imf.org/en/Publications/FiscalffairsDepartmentHowTo-Notes/Issues/2019/03/27/Tax
ExpenditureReportingand-lis-Usein-FiscalManagemeniA-Guidefor-DevelopingEconomiest6676



https://www.imf.org/en/Publications/Fiscal-Affairs-Department-How-To-Notes/Issues/2019/03/27/Tax-Expenditure-Reporting-and-Its-Use-in-Fiscal-Management-A-Guide-for-Developing-Economies-46676
https://www.imf.org/en/Publications/Fiscal-Affairs-Department-How-To-Notes/Issues/2019/03/27/Tax-Expenditure-Reporting-and-Its-Use-in-Fiscal-Management-A-Guide-for-Developing-Economies-46676
https://www.imf.org/en/Publications/Fiscal-Affairs-Department-How-To-Notes/Issues/2019/03/27/Tax-Expenditure-Reporting-and-Its-Use-in-Fiscal-Management-A-Guide-for-Developing-Economies-46676
https://www.imf.org/en/Publications/Fiscal-Affairs-Department-How-To-Notes/Issues/2019/03/27/Tax-Expenditure-Reporting-and-Its-Use-in-Fiscal-Management-A-Guide-for-Developing-Economies-46676
https://www.imf.org/en/Publications/Fiscal-Affairs-Department-How-To-Notes/Issues/2019/03/27/Tax-Expenditure-Reporting-and-Its-Use-in-Fiscal-Management-A-Guide-for-Developing-Economies-46676
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Skilled labour force and flexible labour code.

Availability of adequ#e dispute resolution mechanisms.
Foreign exchange rules and the ability to repatriate profits.
Language and cultural conditions.

Factor and product markeétssize and efficiency.

18. +HQFH WKHUsi#zeLV QR HRQH
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7KLY UHTXLUHV D 3*MRLQHG XS JR YisidugxraHageVdptimeb SURD F |
when considered in isolation resulting in an outcome that isoptimal when
considered together.

The potential Ies of tax revenue through the use of tax incentives should be
considered on the basis of the full project, inclgdiother risk compensation,
economic benefits to the broader economy, and negative externalities. For example,
tax incentives that enable firentrants of foreign direct investment into a sector may
increase economic growth and development through thelérakevelopment of the
sector and associated skills and technology. The risk of these developments not
occurring needs to be considered ia #nalysis. Any revenue impacts (positive and
negative) should be considered over the life of the investment andhibuld be in

the context of the overall fiscal package, not a standalone incentive. It is important to
note, however, that governments nifage annual budget cycles and hence may need
to explain business cases for investments with a longer paybac#.perio

Box 5 Analysing and monitoring the cost of incentives

Cost-benefit analysisis an assessment of the social costs and benefits of a proposed
incentive, or package of incentives within an overall fiscal package. This should be
done in advance of the guting of an incentive and then used in monitoring the
incentive over its durain. It requires estimating the benefits generated by the
investment, and the net costs in terms of lost revenues.

Given

likely volatility in commodity prices throughout théelof an investment, as

well as other uncertainties such as delays and costases, governments should
model the value of an incentive at various price scenarios.

Tax expenditure analysisis also used to monitor the nominal value of incentives as

the
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the administrative burden. Incentives that create parallel fisdaheésgmay give rise
to concerns over the veracity transfer prices.

27. The abrupt ending of a tax incentive may also create an incentive to accelerate profits
to avoid paying taxes when the incentive ends.

3. Application to the extractive industry in devping countries

28. The extractive industry is differerfrom other sectors. Mineral and petroleum
resources are finite, and noenewable, and generally owned by the state (or region)
for the benefit of its citizens. There is also the prospect of substaati@hues,
which, if managed well, have the potehtia create lasting development outcomes.
Thus, any use of tax incentives should be considered carefully, to avoid forgoing
government revenues unnecessarily.

29. If governments choose to offer tax incensivéhese incentives should be carefully
designed talign with the special features of the extractive industries:

X capitatintensive, with significant investment in exploration and
development mostly sourced from the private sector;

X long periods of prgroduction during which no revenue is earned;

X high risk because it depends on exploration being successful, and its profit
is sensitive to commodity prices and exchange rates, which can be volatile.

30. These features may require a special fiscal regime, whiarges from the general
tax system. In particular, incentives that enable resource companies to recoup their
investment faster than other types of businesses: for example, a longer loss carry
forward period, or accelerated depreciation. Or, incentiveat thitigate
environmental and social impacts by encouraging companies to procure supplies
locally or restore mine sites, for example.

31. Designing resource tax policy may require certain t@ftie In some cases, it may be
worth forgoing some governmentvenue in order to attract productive investment.
However, the benefits of the investment must outweigh the amount of revenue
foregone, as well as other costs. Incentives that are too generousimglpblitically
unsustainable and may lead to a lesslstabhd predictable fiscal regime.

i. Applying the Evaluative Framework
a) Governance

32. It is common for countries to have numerous laws that set out the extractive industry
fiscal regime. Each of those laws may contain tax incentives.

1. The general income tasode, which may include special provisions for mining,
oil and gas either in a separate schedule or chapter, or in the main part of the code.
E.g., a different rate of corporate income tax.
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Box 6. Assessing the cost of a tax incenti¥¢aoure gold mine

&RWH '1,Y R udhtHo Ktbad¢t Mt national investment to its gold mining sector,
which is relatively undeveloped compared to established regional producers. As part
of its newmining code developed in 2014, it gave a fjear tax holiday to new
mining projects.

The JIRYHUQPHQW RI &RWH GY,YRLUH GHYHORSHG D EDV
gold mine, to assess the potential cost of this incentive. The analysis, using
information published by Amara Mining, estimated that the investor could achieve an
internal rate ofreturn without the tax incentive of between 15% to 34% for a gold

price betveen $1000 $1,500/ 0Z2° The tax incentive was estimated to increase
FRPSDQLHVYT ,55 LQ LWV EDVH VFHQDULR E\ DURXQG IL
government also noted thttere is a threpercentage point difference between the

IRR in their modeland that given by the company, possibly due to different cost
estimates, and other fiscal costs. The rate of return would also need to be adjusted for
country risk.

The governmeinconcluded that the tax holiday in the case of the Yaoure mine was
not nece

10


https://openoil.net/portfolio/yaoure-model-and-narrative-report/
https://openoil.net/portfolio/yaoure-model-and-narrative-report/
https://www.contratsminiersguinee.org/contract/ocds-591adf-0925073922/view#/pdf
https://www.contratsminiersguinee.org/contract/ocds-591adf-0925073922/view#/pdf
https://www.contratsminiersguinee.org/contract/ocds-591adf-0925073922/view#/pdf
http://www.droit-afrique.com/upload/doc/guinee/Guinee-Code-1995-minier_Abroge.pdf
http://www.droit-afrique.com/upload/doc/guinee/Guinee-Code-1995-minier_Abroge.pdf
http://www.droit-afrique.com/upload/doc/guinee/Guinee-Code-1995-minier_Abroge.pdf
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JURP WKH LQYHVWRUYV SHU %S Hak \Ndlidayl meahk i cou/ DUW G
recover the carried forward tax losses, before getting the benefit from the tax holiday.
However, from governments perspectitieg first taxable profits may arise a number

0

11
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recovery costs. The credit percentage is reduced to the extent the reference price of oil
is in excess of the base value (adjusted for inflation) of USD28. This credit is
provided for in the U.S. Internal Revenue Code and as such, is deaitalany
investor involved in a qualified enhanced oil recovery project that has qualified
enhanced oil recovery costs for the year.

The credit can be viewed as a very effective targeteehtive, achieving the goals of
the investor, the government atie public. The incentive is transparent, has certainty
of application and can be viewed as equitable to both investor and the government.

The credit is designed to encourage investoigawest in projects to produce oil that
might otherwise be less gfitable to produce and thereby increase the supply of oil
for the country. From the perspective of the government, the cost of the incentive is
reduced or eliminated to the extent the vadfiehe oil produced increases beyond a
designated level, which gt otherwise provide an unintended benefit to the investor.

Efficiency
39. Tax incentives should be evaluated against alternative ways that the extractive

investment could be induced (e.g., government paying for infrastructure to reduce
costs). The option

12
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Tablel. Costs andbenefits

Costs

Benefits

The amount of revenue foregone
from theincentive, assuming the
investment would have occurred
without it

Environmental, economic and socia
costs

Administrative costs of implementin
and monitoring incentives
Economic distortionsitroduced due
to differential treatment of certain
investments

Potential for corruption or abuse in
the granting and administration of
tax incentives

The amount of economic value
the extractive operation brings t¢
the economy (including through
the mulkiplier effect);
Employment: the number of jobs
created by the extractive industr
operation;

Skills development;
Government revenues: the
amount of reenue generated for
the host government by the
extractive industry operation.

42. A costbenefit analysishould be considered as part of the broader framework of the

13
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very generous fiscal regime (compared to the default) for almosityweears,

14


https://www.itiedoc-guinee.org/document-archive/rapport-du-comite-technique-de-revue-des-titres-et-conventions-miniers-ctrtcm-19-avril-2016/
https://www.itiedoc-guinee.org/document-archive/rapport-du-comite-technique-de-revue-des-titres-et-conventions-miniers-ctrtcm-19-avril-2016/
https://www.itiedoc-guinee.org/document-archive/rapport-du-comite-technique-de-revue-des-titres-et-conventions-miniers-ctrtcm-19-avril-2016/
https://www.itiedoc-guinee.org/document-archive/rapport-du-comite-technique-de-revue-des-titres-et-conventions-miniers-ctrtcm-19-avril-2016/
https://www.contratsminiersguinee.org/contract/ocds-591adf-9112931197/view#/pdf/page/24/annotation/2769
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4. Churning or fictitious investmets (lack of recapture rules).

5. Schemes to accelerate income (or defer deductions) at the end of a tax holiday
period.

6. Overvaluation of assets for depreciation, tax credit, or other purposes.

7.

15
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i. Income tax holiday

50.

51.

52.

53.

A tax holiday applies during specified taxfree period. The dutisn may vary from
one year to the full term of the project. It may take the form of a complete exemption
from profits tax, or a reduced rate, or a combination of the two (Zolt, 2017).

For the reasons highlighted aboytegome tax holidays may be a ledficent and
effective incentive for the extractive industriés.

Income tax holidays for mining projects tend to incentivise commercial behaviour
which moves profitable activity into the time period covered by the tiveen For
example, mining compags may increase the rate of extraction, or preferentially
extract highgrade ore during tax free periods. Governments report the problem of
high JUDGLQJ DV D SRWHQWLDO UHVSRQVH E\ RLQLQJ FF
gUDGLQJ" LQYROYHV RoRtRS @ loH &ktrac@oR,Udd Preéferentially
extracting highgrade ore, compared to what they would otherwise do absent tax
considerations. Of course, tax may not be the only fattmmpanies will generally
want to minehigh value, easy to access orestfirto improve their cash flow.
Nonetheless in estimating what the overall cost of a tax holiday will be, governments
should anticipate behavioural responses that the tax incentive will generate.

From an investor poirdf view, a tax holiday which beginBW WKH VWDUW RI WKH

development will be of uncertain value (and hence less effective as an incentive),
since project delays will reduce the tax

16
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56.

shifting. By lowering or exempting withholding tax, developing countries become
morevulnerable to crosborder tax planning by multinational companigs.

In the case of loans from foreign related parties, governments will end up with
interest as a deduble expense, and no tax on the interest income received by the
related party, unlesshey charge withholding taX. Moreover, subject to thin
capitalisation and transfer pricing rules, the group will have an added incentive to
highly leverage its subsidiaiin order to strip profits out via interest expense. The

17
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reduce its tax liability to nmus $60. This balana@uld be carried forward to
offset tax liabilities in future years or expire. Depending on the tax rate, the
investment credit is four times more generous than the investment allowance..

ii. Customs duty reductions or exemptions

64.Import tax is usually basedn the value of the good. For example, if import
duty is 10 per cent on mining inputs, a company that brings in drilling
equipment valued at $500,000 will have to pay $50,000 in duties.

65. Customs duty relief is often provided to enabte company investor to import
specific plant and equipment duty free and to obtain refunds of excise paid in relation
to fuel used to power machinery or in off road vehicles. These incentives are common
in developed countries, where mining investments &gy reliant on imported
equipment, fuel and construction material. The major issue for developing countries
is usually administering and policing of the relief to ensure it is targeted.

Box 13. Import duty exemptions target exploration and developpleases

The Petroleum Code of Senegal from 1998 provides an exemption from Customs
Duties and VAT during the exploration and development phase of an oil and gas
project. Although the Petroleum Codeom 1998 has been replaced by the
Petroleum Code enactaéd 2019, the 1998 Petroleum Code continues to apply to
license holders granted prior to 2019. This incentive is provided in Articles 48 and
49 of the Petroleum Code and applies during the exptoraind development
stage of all oil and gas projects innggal. This incentive allows the import of
materials during the relevant phaseshef project free of customs duties and VAT.

In addition, exports of petroleum products are not subject to expbesdéfter
completion of the specified phases of the @cbjthe general rates of customs
duties and VAT apply.

This type of incentive can be viewed from the perspective of the government as an
enticement to investors to assume the risk of proving tisteece and economic
production of oil or gas in a new anproven resource prospect. This position is
reflected in the "Explanatory Statement” to the Draft Bit0@Bestablishing the
Petroleum Code, which provides the following: "In order to be competiti
Senegal must not only take into account the evolubbthe worldwide energy

19






E/C.18/20B/CRP24

iv.

The other issue about REPETRO was the presence of different lists of products
eligible to the tax incentives, for Federdax Administration and subnational
States Tax Administrations (Customs duties X VAT), which create a problem of
transparency in tax legislation.

%UD]LOYY QHZ WD[ OHJLVODWLRQ HQDFWHG DW WK
ownership of production equipmeand vessels (subsea and top side)trbes
DFFRXQWHG DV %UD]LOLDQ RLO DQG JDV FRPSDQ\T
distribution between taxpayers and government and deals with it through import

tax exemptions and a capital allowance, which includeigl@er amortization rate,

based on théact that the technical and financial feasibility studies consider that the

cash flow of enterprises, and the timing to charge the corporate tax, have a key role

in the decisiormaking process of the investors.

The new oil and gas federal tax legislatisraligned with the subnational States

indirect taxation of VAT, since both the Union and the States now share the same
OLVW RI JRRGVY H[HPSWHG IURP &XVWRPV GXWLHV DQ
making the lgislation more transparent. Some VAT distuns were addressed by
extending the exemption for two more layers of the domestic supply chain in order

to avoid the credit refund problem for export companies in the extractive industry.

The new scheme also @is Brazilian suppliers the same conditiohshe foreign

ones.

Production royaltypased incentives

67. Royalty based incentives may be agreed to reduce the burden on the project during
the first phase until recovery of sunk costs. They are

21
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4. Conclusions
Perhaps have a checklist of actionsgovernments:

X Considering providing for nemcentives
X Examining existing incentives

23
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