“The Economic Journal of Nepal
VYol., i, No. 1, Jan. 1979 EIC-TU

- Optimal Tax Dolicies in Foriegn Direct
~Investment

*{The case of the extractive industries in less devééoped countries)

= Moshe Kimg

f. Thtmduc’tion
M

The orowth of foreign direct investment {F. D. L) in the post World War II period raised
multllevel 1Ssues concerning the economic and political effect of such investments upon its par-
takers. The subject of F. D. 1. is vast in its issues, and the complexities it involves. are enormous.
Tt used to be tthought_of by:economists as a phenomenon concerning internationalcapital move-
ment, but 1tis not precisely( so, since F. D. L. is a phenomenon which is accompanied by varying
degrees of control, plus technology and managements.! Later on, the issue has been approached
dlfferemly, namely tnat F. D. 1. belongs more to the theory of mdustnal orgamzanon than to the

theory of mternatmnal capital movements.?

It iis clear that the main and most important condition for the ex1stence of such F. D.
1. is the im perfect structure of the lIlteTnaUOﬂ’ll markets for tecnnology, labour skills, manage-
1ent and mher factors of production. If it were otherw1se domestic ﬁrms would find themselves m ¥

an. advantaveous position to multmat]onal corporations (MNCs) andF D. I. would not have

t

1
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4 Fora comprehenswe treatment of this point see: C. P Kindleberger, f’Amerlcan Business Abroad "Chi1, (Yale
- “University’ Press, 1969} : '

2 Stephan H. Hymer, “The International Operation of National Firms : A Study pf Direct Investment” (Doctoral
dissertation, Cambridge, Mass. M. 1. T. 1960) T
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~taken place. This basic condition for the existence of £. D. 1. leadsus directly to the issue this’

.paper is to deaal with. -

The objective of the present paper is to bring up the . major problems arising in the
“area of the taxation of MNCs and to discuss optimal tax policies so as to increase the host coune,
~try’s welfare without imposing a burden on the MNC to the extent that will cause it to withdraw

from its endeavours.?

Since taxation is a phenomenor acting upon the behavioural aspect of any entity being.
-taxed, it is first necessary to ‘analyze the pattern of F. D. I. behaviour, namely the behavxour of
MNCs operation and the behaviour of the relevant factors dealing with it. It is crucial ta
understand the underlying reasons for, the location of and the particular way of F. D. I
~operation. Therefore, our analysis will first attempt to review the issues pointed out above
Specifically those issues related to the behaviour of F.D. I in the less developed . countnes
.(LDCs) in the extractive industries,* where reference will be given to the bauxite industry. When

-this important part is clear, it is much more useful to deal with the policies mentioned above.

Al Investment Decision-Making in The Mining Industry

N

Itis highly complicated for any type of an organization to establish the profitability
of a_mine project even without facing problems of economic and political risks. Itisin the
nature of tHe extractive industry that the gap between initial exploration and actual output is
“very large® a fact that makes the estimation of profitability via prices projection very difficult:?
“This aspect is a crucial phenomenon which adds a great deal to the notion of risk, and has &
great deal of influence upon the choice taken by governments'in regards to tax policies or
royalty sysiems. The notion of risk in this ‘paper is the conventional notion of the variance of

_possible alternative outcomes of a prospective venture around the mean value of these ouflcomes,

3 A substantial decrease inthe welfare of the investor maybring him down to.a.level where the investment becomes
~a-matter of net burden and eventually will discourage him from further .investment or even in total withdrawal
“from current investment affairs. o T

4 The present analysis concentrates on the extractive industries: since; in'this sector F, D. 1. has had Iess benefrcnal
consequences for the domestic sector. On this see D. C.'North 'in Kis" article: ““International Capital Movements
.in the Historical Perspective” in “U. S, Investment. Abzoad R F. Mikesell (ed.) P. 84.

“5 This “makes “the chosen discount rate very‘ﬁmportant;

<6 See R F. Mjk‘eseil,:“For‘eign' Invesiment in“Copper Mining!* (The John; :Hopkins W niversity Press 1975) ,P.'V4'.j ;
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i: e. expected value.. The degree of risk is much higher in the extractive industries than in others.

since, as was indicated, the time gap between input and output is much longer than in other induss-

4ries, and in addition to that there is considerable uncertainty as to the physical outcome of expiem'

ring and- developing. “From a tabulation made of data supplied to the Royal Commission on

faxation in Canada by a group of large mining comparies, it appears that of the total of

properties examined by them in the five yeais from 1958-1962, on only one haif of 1% had a

decision been made to proceed with the development.””?

It should be noted here that unlike most other industries, the extractive industry has

t‘cv> bear a relatively large burden Wilen price of cutput falls. This is due fo the fact that contrace-
tion of output is often difficult as a result of high fixed costs associated with mining operations.?"
Odviously, the larger the MNC and the more diversified it is, the easier it is for it to pool and!
contract its overall risks, though. the risks mine operations in LDCs introduce are so large so as-

to have this aspect a very crucial one in the decision process taken dy MNCs inregard to-

F. D. L in the extractive industries.

Governments tax policies lead to severe problems in the sense of adding te the netion-
of risk. ““Persistent changes in the tax strucure are a natural consequence of the government’s-

desire to expand er contract investment in some or all seciors or regions of the economyin.

response to rapidly changing economic circumstances. Such changes can lead to diverse

untoward effects via their influence on expectations and the level of uncertainty. Pure

uncertainty is liable to lead te general lowering of investment in industrial capacity.

Expectations about the impermanence of tax changes are liable to lead very sluggish investment”

responses with consequent official concern about why policies have not worked, and still further

changes in the tax structure, thereby fulfilling the original expectations. **?

Sbcial and political cohesion based on xenophobic behaviour may be a utility:

. increasing good which cap be substituted for real income in the welfare function of a poor

country'® and at the same time a utility decreasing good (or a “bad”) in the welfare function

7 Bucovetsky, M W.,: “The Taxation of Mineral Extraction”’, Studies of the Royal Commission: on Texation, 8. July-

1964. P. 30. . *

8 Henry Steele,:"Natural‘ Résource Taxation—Resource Allocation and Distribution lmplicatio"ns", 1967 pp..
242243, . :

9 Ni;:kell, S. J..: “The Influence of Uncertainty on Investment—is it lm‘portant ?’* The Economic Journal; March 1877

10 See Albert Breton, *The Economic of Nationalism’*,. Journal of Political Economy, ' August 1964
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of the foreign investor. Such a utility increasing good (for the poor country) introduces a great
risk of expropriation for the investor, hence, increasing the required expected rate of return from
the particular investment. In addition such behaviour creates a very difficult bargaining situa-
tion where the bargaining power shifts from investor to host vountry afier the investment has.
been made. Tt should be noted here that the phenomenom called nationalization may not be a
“bad” in itself for the investing corporation, as long as this particular mining corporation
receives a fair (or more than fair) ccmpensation from the host country like in the cases of Chile
and Congo. It might be in the interest of the investing corporation (in the long run) to be forced
into joint mining ventures with the host country. The compeusation may release capital funds

and managerial skill needed for establishing new profitable mining ventures elsewhere.

Political uncertainties and fear of expropriation can introduce high motivation for the
investors in mining operations to try and extract as much rent as possible and in the fagtest
manner and move elsewhere. This behaviour may introduce adverse or positive effects for the
host LDC, depending en the host country’s development objective. In the care where the host
country isin a very low stage of development and iis demand for exchange earnings is very
urgent, it will desire a fast and rapid development of its resources, thus its objectives will
coincide with those of the investor, however, this may not always be the objective of the host

country,!!

Itis hot sufficient to evaluate the contribution (if it exists at all) of the foreign direct
investment to the host country’s overall G. N. P. This may happen, butat the same time it
may not coincide with the desire of different segments of the local (host) population. A distinc-
tion between income obtained by local population and the one obtained by foreign factors (evem
if itis retained inthe host country’s geographical boundaries) and a distinction among the
different local ,sectors in respect to income earned is essential. This problem will be dealt with

in the section of the tax incidence.r?

Ili. A General Approach To The Problem of Taxing Resource Projects

It is obvious that LDCs can increase their welfare through increased revenue via

taxation of rent (or quasi-rent) accruing to MNCs operating in their domain (provided it is not

11 Helen Hughes, *Assessment of Policies, Toward Direct Foreign Investment in the Asian Pacific Area” p. 326 in
“Direct Foreign Investment in Asia and the Pacific’” by p. Drysdale (ed.) 1972

12 ‘See W. M, Gordon : “The Theory of International Trade” in “Economic Analysis and'the Multinational Enterprises™
by J. H. Dunning (ed) 1974; p. 188
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offset by subsidies). The problem however, is how to tax it optimally in the sense that maximum
revenue for the host LDC is achieved subject to MNC’s minimum required rate of return {after

tax) of this particular investment.

The tax should be such that (among other objectives) it will discourage transfer
pricing on behalf of the MNC. If transfer pricing practices exist at all, potential revenue (via

taxation) for the host LDC is reduced.”

It should be pointed out thatthe behaviour of firms in respect to transfer pricing
may not he entirely a function of tax and tariff differentials. Thomas Horst™ (1971) developed
an elegant theory of the firm’s expected behaviour in the presence of tariff and corporate income
tax. He states that if T2 is the tarill rate confronting imports by a firm from its foreign affiliate
and t2 and 41 are, respectively, the effective profit tax rates in its affiliates abroad, then the con-
clusions are: If Ta>[(ta - t1)/(1 - t2}], the corporation will be induced to minimize (ransfer prices
in the pursuit of global after tax profit maximization. If Ta<<[(t2 - t1)/(1 - t2)], the corporation

will maximize global after tax profits by increasing, within possible limits, traasfer prices. Based on
this theory transfer price differentials come about if effective tax differentials on declared proﬁté
{including divident remission taxes) and indirect fiscal charges, like tariffs on the traded inter-
mediate products emong affiliates exist. The interesting point here is that effective profit tax
tates in different countries generally concentrate around the 509 level and capital-exporting
countries, like the Unites States give credit for taxes paid abroad; this i‘mplies (based on Horst’s
formulatio:) that MNCs: should try to minimize transfer prices in order to reduce the tariff
payments f the importing affiliates.’s However, emperical evidence depicts the contrary. Ifit
is very unlikely for MNCs not to maximize profits, it is rather: concluded that transfer pricing
behaviour may be induced not only by tax differentials but, by facters as declared profits in
“place where they have highest opportunity cost of money for company generated funds, or where

the affiliates have high expenditure requirem.ents in comparison to the sales of such firms in

13 C. V. Vaiwsos, ““Inte-affiliate. Charges by Transnational Corporations - and Intercountry Inconte Distribution”
(unpublished PHd dissertation) p. 48.

'

‘14 T. Horst, “'The Theory of the Multinational Firm, Optimal Behaviour Under Different Tariff annd. Tax Rates,” Journal
of Political Economy. Vol. 79, No. 5, Sept., Oct. 1871 pp. 1069—1072

15 See C. Vaitsos, ““International Income Distribution and TraAnsnational Enterprise’” (19774),p. 97

=416 5..H. Hymer, “The International Operation of National Firms—A. Study . of ADir'ecrt Foreign: Investment” (PHd
dissertation, M I. T. 1960} p. 39 and also C.-S. Shoup, p. 7 in Bibliography 19.
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-their home markets apd non-affiliates abroad.”” The above phenomenom should be considered,

“if possible, by host country when {ormulating its tax policies.

The contribution. of F, D. L td the revenue ef L. D. C.s depend on the structure of
the tax system and of ths host couniry’s taxation agreements with capital exporting couniries
and with other host countries which potentially can offer similar service or resources as the

_couniry in question. These so-called exogenous differential tax constraints are a heavy burden on
the host country!®in determining its tax siruciure and tax rate, and can be mitigated only by

-global tax harmonization which is probably nota feasible expectation for the near futum.

Ifone is to f:ncoxmtera the problem from an international resource allocation pomt
of depanure, one should treat it on a global taxation policy formulation, since a non neuiral
tax induces investment to be directed in response to iax differentials which in turn violates the
condition needed for efficiency vof international resource allocation.’ However, the present
analysis does not attempt to encounter the tax problem with such an objective in mind. Rather;
it attempts to discuss the optimal tax policies on behalf of the host countries only, while ignoring

problems of optimization of tax policies on a global basis.

17 C. Vaitsos, op. cit p. 98

:

18 Helen Hughes claims that if taxes are higher than those in the home (capital exporting) countries, that is, generally
above 45'/. or so, they appear to deter investors; on the other hand, if taxes in the host country are lower
than they are in the investing country and it there are double tax arrangements, there will be a transfer of revenue
from the host country to the investing counm}‘s revenue. This may also occur with income tax exemptions. Unl’eés
host LDCs have clear agreements with investing countries that the taxes exempted in the LDC will also be exen;~
pted from benefit the investor, but his country’s revenue. Japan is the only country which as a matter of coulrse,
includes ““tax sparing’’ arrangements and if it is not included in double taxation agreements, ti will depend on’
case by case decision by the capital exporting country. If this is the case then a case by case tax determination, or &
discriminating monopoly, is the optimum strategy for 'LDCs, but this is generally excluded by the nature of competi-
tion and the legal principle of non-discrimination.” Cartels to prevent competitive tax concessions are hardly proof
against the real divergence of interests of rival ‘countries seeking a single investment. For a more comﬁrehensive
treatment of this, the reader is referred té H. Hughes in footnote 11 p. 332 and C. Kindleberger ‘‘Direct Foreign

Investment and Economic Development” p. 84 in “‘Direct Foreign Investment in Asia and the Pacific” P. Drysdale
(ed.) 1972.

19 Peggy B. Musgrave elaborates on this point in her: “The Impact of Multnational Corporations on Development

and International Relations’’, Technical Pape’rs——Téxafion U. N..Dept. of Economics and ‘Social Affairs M. Y.
1974, p. 44
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If in'the taxing countiry there is no poteatial for future natural resources projects, them

the taxation problem would amount to charging the highest level possible (consistent with

gontinuation of emstmg projects) of the Ricardian rent that accrues to the MINC, However, if

there is a potential for future devel lopment of additional resources (whick is assumed to require

F. D.1)and the profitability of such projects is subject to high degree of uncertainty, then.

“‘maximizing total government revenue involves balancing the possibility of revenue loss on

highly profitable projects through an over—liberal approach against the possibility of setting.

vent charges so high that there is revenue loss through deterrence of projects which, exante, are
noi cerfainly intra-marginal”.?® Due to the risky nature of investment in natural resources,
firms may abstain from investing under exante arrangements which will leave expected profiis-
equal to or less than the minimum weighted average of possible outcomes of
tavestment. Since, as mentioned before, the first period of mining operation namely, the explora-
tion, is very costly relative to later stages in the production,
incidence of taxation occuring during the later stages of the mine operation. This is of course
in order to reduce the degree of operation deterrence. Likewise it is desirable to have the-

incidence of taxation accruing mainly on profits representing high rate of return on the-
investment,

Where the efficiency aspect of taxation is considered, it should be noted that a very”
high marginal profit tax rates remove incentives to be collected through the tax policies. It is-
desirable to have a tax system such that no addition to uncertainty and to low returns are bemg.
introduced, and at the same time capturing a larger share for the governmentat times when
returns are high.

It is very important to evaluate the problem of taxation policies in light of giobal eco--
nomic conditions. It makes a big difference whether the taxing nation dominates the market for
the resource at issue. The implications of this are: (a) whether the demand for the resource’s.
output is elastic or not, (b) whether the country in question has a monopoly on such a resource,
(c) the quality differential of the resource, (d) transportation relative cost, If a tax levied by a.

nondominant country exceeds differential rent resulting from differences occuring in (c) and (d)

riskless-

it would be logical {0 have the-

20 R. Garnaut and_ A. Clunies Ross “*Uncertainty, Risk Aversion and the Taxing of Natural Resouices Projects’.

The Economic Journal. June 1975

&
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above, further exploitation may become uneconomical. 2!

Another consideration involves the question of whether capital and labour are mobile

or not. If capital is relatively mobile no quasi-rent (in the short run) will be earned and vice-versa.

The situation is similar in respect to labour with the addition that the mobility of
Jabour should be looked upon in respect to the capacity to absord labour in other sectors of the
economy, 1. €, labour mobility is a function of elasticities of lactor subttitetion and relative
factor intensities in the taxed industry and the rest of the cconomy.”? In general inputs and fac-
tors of production in the mineral industry in LDCs receive returns above their marginal produc~
tivity, or put differently, above their opportunity Cost, in order to compensate them for operating
in isolated areas. This is the most important factors earning rents in the operation,” and as such

should be given considerable attention when tax policies emerge.
IV. Tax Incidence

A very interesting and important component of a tax structnre is its incidence on the
final destination of the burden and gaius. If MNCs cannot shift the tax forward or backward, the
rate of return to capital will decrease, and it mayv decrease to a tevel below which the MNC will nog
stay in the specific operation. It should be added here that a right use of the tax revenue by the
host g overnment in respect to expenditure policies may reduce production costs and hence parti-
ally or fully offset the negative aspect of the unshifted tax incidence. If incidence is shifted in
its entirety forward on to consumers the rate of return will not decline and the stock of capital
will not have any incentive to change. Of course in such a case real income of consumers will
decline due to higher prices; but this porblem should be solved in the usual manner of fiscal and/

or monetary. policies.

An important point to be made here is the effect of the tax incidence on the host coun-

try’s balance of payments. If the tax policy in consideration is geared toward a new mining

21 Hughes, H., “The Distribution of Gains from- Foreign Direct Investment in- Mineral Development’, Southeast
Acia Development Advisory Group, Asia Societ, SEADAG Papers on Problems of Development in

Southeast Asia, 74—10, N. Y. 19874

. 22 Foramore elaborated discussion on this subject see: Malcolm Gillis and Charles E. Mclwure Jr., “Taxation of

.Natural Resources with Special Reference to Bauxite” American Economic Review. May 1975

23 See H. Hughes, “Economic Rents, the Distribution of Gains from Mineral Exploitation, and Mineral Development

Policy in World Developlﬁent, Nov:Dec 1975.
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venture (. €., a new tax) it might cause problems in regard o the balance of payments via infla-
tionary pressures. Again such problems should be dealt witk using fiscal and/or monetary policies
(depending on the relevant situation) e. g. currency depreciation, Similar?y, a backward shift of
the tax incidence ({i.e., ognto supplicrs in the form of lower purchase prices) no balance of pay
ments probleras may come about. In this case. lebour is the hurdened factor since its money income
decreases. In both cases, the one where tax incidence is completely born by MNC and the use of
its revenue benefits consurers, or as in the second case where the tax iancidence is shified and
its ravenue use is made to benefit production, transfers will occur. Tn the firsz, iocomeis trans-
ferred from capital to labour and in the second inceme is transferred from labour to capital. If
income is transferred from capital to labour there will be a tendency for capital to flow out there-
be lowering the country’s avérage productivity of vapital, If on the other hand there is a trans-
fer of ircome from labour to capital it will attract more capital, excess investment will occur and
real productivity of marginal investment will decrease. In addition, since capital is assumed to be
imported throughout our analysis, the increaced incomes to capital owners will probably be
repatriated and net welfare gain to kost LDC is questionable. The problems econmists face with
such an analysis is the ambiguous results as to the final incidence of the corporate income tax,
~making the effort {or neutrality almost impossible. In any case, most countries, where the exploi-
tation of natural resources is undertaken by foreign owpership, can shift a great portion of the
taxes on the resources abroad. This is so because (1) a great deal of the creditable taxes are paid
'by foreign countries, (2) these countries to a large extent have a monopoly on natural reseurces,
{3) since cipital by and large is immobile, the reduction of its quasi-rent (m the short run) invo-

Jves tax exporting (4) the rent accrues to non-residents.”

To illustrate few of the above interrelations, it is observed that the tax increase on ’

‘bauzite extraction activ'ties in Jamaica (1974) did not discourage F, D. I. in this industry and this
is due to specific économic conditions existing in this industry. Namely, since Jamaica is a low
cost producer, the bauxite it supplies will be cheaper than that from marginal high cost sources,
-even after the addition of the new taxes.? Additional factors which allowed Jamaica to increase
its tax on bauxite production is the fact that the world price elasticity of demand for bauxite

is highly inslastic :- 016 for the short run and—.08 for the long run. In addition the price elasticity

24 M. Gillis and C. E. MclLure Jr., op. cit.

25 Marian Radetzki, “The Potential for Monopolistic Commodity Pricing by Developing €ountries’ in A World
\ Divided”” G. K. Helleiner (ed.) '
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_of demand for aluminum? is -2 and 1.0 for the short and long run respectively.”” There are
several other alterative processes for the production of aluminum.?® If these processes are going
to be empfoyed in the near future, it would be suggested that Jamaica increase ifs tax to the

“highest level, since future extraction of its bauxite resources are unlikely. However, these other
processes require the use of large amounts of natural’ gas {. e. energy), and the current increase
in the price of patural gas only contributes to the inelastic region of the demasnd for bauxite,

and the above suggestion is reversed.

Jamaica did not impose an income tax on profits of MNCs, due to the difficulty in
determining arm’s-length price for bauxite and the difficulty in assessable profits. The tax in
~that case was in a sense a lump sum tax imposed on production or more precisely on a level of
production below the one determined to be desirable by Jamaica. By this tactic Jamaica
-succeded in preventing the operating MNC from shifting capital to potentially desirable

places.

Az seen from the above analysis, risk and uncertainty are crucial contribuiors to the
problem of taxation in the extractive industry in LDCs. Uncertainty as to cost per unit of out-

~put, quality of the resource, cost of infrastructure, and in addition immobility of factors of prod-

uction all contribute to the fact the ex ante tax rate on profits based upen price system is not
-optimal in the sense that the potential rent cannot be taxed optimally in tegard to government
revenue maximization subject to MNC’s minimum required rate of return. ‘

V. The Resource Rent Tax (RRT):

If the above case is the real world situation then it is believied that a feasible tax
-gystem which will come closer to eptimum is the one which is based on both cost of production
and prices considefad sxport. The suggestion as to such kind of a tax system is offered by Garnaug
and Cluaiss (1975).%° The tax offered by them, called the Resource Rent Tax (RRT), and is

defined as a tax on profits. . begins to be collected when a certain threshold internal rate of return

26 . -Bauxite is the major component in aluminum preduction

27 Robert S. Pindyck, “Cartel Pricing and the Structure of Thee World Bauxite Market” The Bell Journal of

Economics, Autum 1977
28 These processes are bauxite saving type .of.operations

29 See footnote 20
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on total cash flow has been realized. It is not in the purpose of this paper to get into the mecha-

nics of any specific tax system. however, a short description of the RRT is presented below in

order to demonstrate the main principles this tax system entails. Keeping in mind the problems of

taxation of natural resources can highlight the advantages of the RRT.

The use of the RRT will probably increase government’s revenue due to  the reduction.

of risk for both the MNC and the government. Under this systen, “the tax is introduced and its
rate increased when certain threshold internal rates of return have been realized. Assessment

under this system requires the accumulation at specified interest rates of all payments and

receipts in respect to the establishment and operation of the project.’®” There are two important.

characteristies this tax entails: (1) for the purpose of determining the tax payable in any period,

net losses and expenditure on investment in previous period may be accumulated at a specific

“threshold interest rate” and offset against the net assessable income in current period. This

provides opportunity for a “tax holiday”, but one whose duration js inversely related to the

historical paofitability of the project; (2) Seperrate taxes may be levied at more than ope thres-

hold interest rate. These characteristics of the RRT may induce MNCs to take over risky opera-

tions like mine exploration and operation since it reduces initial high risk by allowing MNCs to-

avoid paying taxss in early years (which usually are associated with extremely high expenditures).

Simultaneously it assures host governments that if profits are very high it can extracta high.

proportion of the rent via this tax without scaring F. D. 1. away from existing auvd potential

future endeavours. It should be added here that during periods of unstable economic conditions.
like the one faced currently, where price fluctuations prevail, such tax is extremely helpful since-

the process of accumulation at specified interest rates ensures that the internal rate of return at

which RRT becomes payableis not affected. It should be added here that although this tax

sounds favourable in light of the above problems, it does not escape drawbacks like the difficulty

in determining the allocation of depreciation charges.

Vi. Concluding Remarks

In the previous pages the problems associated with the taxation of mineral resources in
less developing countries was presented. The special environment permitting such operation vwas
“prescribed and analysed. The notion of risk and uncertainty has been brought up as one of the
crucial factors determining investment in LDCs especially in the natural resource industries,

30 lbid P. 277

y
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It has been argued that in order to discuss optimal tax policies one should concentrate
on the tax incidence since this will show us the real benefits or lack of benefits from F. D. 1. ltis

very important to know how a certain country is affected by the operation of the MNCs which
are subject to a particular tax, how different segments of the population in the hest country are
affected as a result of the tax policies. The analysis should take place in a general equilibrium
getting so as to show how policy variables affect all the important parameters simultaneously.
Global economic conditions are an important part in the ana'ysis since they zaffect the LDC’s
vulnerability or power to negotiate with the MNCs, and the determination ef the tax structure and
especially the tax rate when structure had-aiready beea set. Factor mobility will determine return

to themselves as tax is imposed.

The Jamaican example gives some light to the above arguments in that, the Jamaican
internal economic structure and in its global relative economic position (transportation cost djffe~
rentials, resource quality differential, global elasticities of demand and prices, inflationary world
market etc.) had a crucial effect in its success to impose higher taxes thereby extracting higher

portion of rent and at the same time not driving F. D. I. out.

The RRT bas been introduced.in order to show an alternative tax to the existing price
based corporated income tax. This tax if correctly employed is capable of overcoming several
conventional problems of determining ‘“‘arms-length™ prices and other problems introduced

throughout the paper.

Last but not least, taxation problems as have been approached here should be resolved
on a global basis in the scope of global tax harmonization ia order to overcome adverse effects
-of global tax diffcrentials, however, this is not likely to be uhdertaken in the near future.



