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Abstract 

 

The advantages of foreign direct investment to host countries, particularly on economic growth, 

have long been recognized. The amount of investment that enters a country is influenced by 

various factors, including tax rates and the provision of fiscal incentives. This paper (1) assesses 

how the Philippines fares in attracting investments compared with its neighboring countries, and 

(2) evaluates pending incentive reforms in the country. As the corporate income tax does not 

take into account other tax rules, effective tax rates, which provide a single measure reflecting 

the combined effect of all tax rates and incentives, were computed and used in the assessment.  

  

Keywords: Fiscal incentives, tax incentives, foreign direct investment, effective tax rates, tax 

holiday 
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Evaluation of Fiscal Incentives in the Philippines 

Danileen Kristel Parel 

 

INTRODUCTION 

The advantages of foreign direct investment (FDI) to host countries, particularly in terms of 

economic growth, have long been recognized. Foreign direct investment not only provides direct 

capital financing, but also provides technology and know-how, and promotes linkages between 

firms in a certain locality. In this sense, it can provide a boost to an economy, which tends to 

explain why countries provide both fiscal and non-fiscal incentives to attract foreign investments 

(Alfaro 2013). 

Global flows of foreign direct investments recovered significantly in 2015, reaching $1.76 trillion. 

Developing countries in Asia were the largest recipients of FDI at $541 billion. Meanwhile, inflows 

in East and Southeast Asian economies1 reached $445.6 billion (25% of global inflows) compared 

to $261.46 billion in 2008 (17% of global inflows). China, Hong Kong, and Singapore registered 

the highest inflows in 2015.  

In the Philippines, an increase in the absolute size of FDI inflows improved the country’s ranking 

in the World Investment Report (World Bank 2016) by four notches relative to 2008. The 

Philippines overtook the Republic of Korea, Macao, China, and Taiwan and Japan during this 

period. Other gainers include Indonesia, Vietnam, Malaysia, and Thailand, while FDI inflows in 

Japan declined significantly (Table 1).  

 

 

 

 

 

 

 

 

 

                                                           
1 East Asia includes China, Hong Kong, Macau, Taiwan, Japan, South Korea, North Korea, and Mongolia. Southeast 
Asia includes Brunei, East Timor, Vietnam, Laos, Cambodia, Thailand, Myanmar, Malaysia, Indonesia, Singapore, and 
the Philippines. 
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Table 1. Foreign direct investment inflows in East and Southeast Asia  

  2008 2015 2008 Rank 2015 Rank 

Hong Kong, China 58,315  174,892  2 1 

China 108,312  135,610  1 2 

Singapore 12,201  65,262  4 3 

Indonesia 9,318  15,508  7 4 

Viet Nam 9,579  11,800  6 5 

Malaysia 7,172  11,121  9 6 

Thailand 8,455  10,845  8 7 

Philippines 1,544  5,234  12 8 

Korea, Republic of 11,188  5,042  5 9 

Macao, China 2,591  3,907  11 10 

Myanmar 603  2,824  15 11 

Taiwan Province of China 5,432  2,415  10 12 

Cambodia 845  1,701  13 13 

Lao People's Democratic Republic 228  1,220  17 14 

Mongolia 845  195  14 15 

Brunei Darussalam 323  173  16 16 

Korea, Democratic People's Republic of 44  83  18 17 

Timor-Leste 40  43  19 18 

Japan 24,425  (2,250) 3 19 

Source: World Investment Report 2016 

In terms of FDI stock, however, the Philippines continues to lag behind some of its neighboring 

countries. The biggest improvements can be observed in Indonesia, Thailand, and Malaysia. FDI 

stock in Vietnam has also been increasing at an accelerated rate in recent years, despite the 

decline in Indonesia, Thailand and Malaysia, and the slowdown in the Philippines (Figure 1). 

 

Figure 1. Foreign direct investment stock in selected economies 
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Source: World Investment Report 2016 

The FDI Performance Index ranks countries by the FDI they receive relative to economic size, and 

hence may be used as a measure of investment attraction. A ratio lower than 1 suggests that a 

country’s FDI share is lower than its gross domestic product (GDP), while a ratio higher than 1 

suggests that FDI share is larger than GDP. 

From 2008 to 2014, Hong Kong and Singapore sustain their strong performance, while China, 

which had among the highest FDI inflows in absolute terms, registered an FDI share lower than 

its GDP in 2014. The Philippines improved significantly from a ratio of 0.4 in 2008 to 1.3 in 2014. 

A similar improvement may be observed for Indonesia and Brunei (Table 2).  

 

Table 2. Foreign direct investment performance index, East and Southeast Asia  

  2008 2014 2008 Rank 2014 Rank 

China, Hong Kong SAR 10.7 21.2 1 1 

Singapore 2.6 13.3 5 5 

Lao People's Dem. Rep. 1.7 3.7 6 6 

China, Macao SAR 5.0 3.3 3 3 

Viet Nam 4.2 2.9 4 4 

Mongolia 6.1 2.7 2 2 

Brunei Darussalam 0.9 2.2 11 11 

Malaysia 1.3 2.0 7 7 

Thailand 1.2 1.8 8 8 

Indonesia 0.7 1.6 12 12 

Philippines 0.4 1.3 15 15 

Myanmar 0.9 0.8 10 10 

China 1.0 0.8 9 9 

Korea, Republic of 0.5 0.4 14 14 

China, Taiwan Province of 0.5 0.3 13 13 

Japan 0.2 0.0 16 16 

Source: Author’s calculations 

 

The amount of investments that flow into an economy is influenced by tax-related and non-tax 

factors. Tax-related factors pertain to tax rates and fiscal/ tax incentives. Non-tax factors include 

(i) market size, (ii) access to raw materials, (iii) availability and cost of skilled labor, (iv) access to 

infrastructure, (v) transportation cost, (vi) access to infrastructure, (vii) political stability, (vii) 

macroeconomic stability, and (viii) financing costs. On the other hand, there are tax factors, 

which include (i) transparency, simplicity, stability and certainty in application of tax laws and tax 

administration, (ii) tax rates, and (iii) fiscal/ tax incentives (OECD 2007). 
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This paper focuses on tax-related factors that influence FDI, specifically tax rates and fiscal/ tax 

incentives. The paper will assess how the Philippines fares compared with its neighboring 

countries. The following section will provide an overview and comparison of different tax systems 

and fiscal incentives in the Association of Southeast Asian Nations (ASEAN) and selected East 

Asian economies, a comparison of ETRs, and an evaluation of incentive reforms in the Philippines.   

Overview of Tax Systems and Fiscal Incentives in ASEAN 

Statutory tax rates (i.e., legally enforced tax rates) are typically used in home country tax 

comparison by investors. In Southeast Asia and East Asia, the Philippines, Lao, Malaysia, 

Indonesia, Myanmar, China and Japan have corporate income tax (CIT) rates higher than the 

regional average of 23%. Meanwhile, Singapore has the lowest CIT rate at 17%  (Figure 2). 

In the Philippines, the CIT rate was raised to 35% in 2005 as a provision of the Expanded Value-

Added Tax Law. It was reduced to 30% in 2009 to make the country more comparable with 

Indonesia and Thailand. However, Indonesia’s rate has decreased since 2008 (now at 25%), while 

Thailand’s CIT rate has decreased since 2012 (now at 20%), making the Philippines’ CIT rate the 

highest in the region. 

  

Figure 2. Corporate Income Tax Rates, ASEAN Counties, 2015 

 

Source: Various sources 
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spillover effects, which include the diffusion of new knowledge and technology and an upgrade 

in the skills of a country’s workforce. Incentives also encourage the dispersion of investments to 

less developed areas and toward more economically desired industries (Manasan and Parel 

2014).  

There are various fiscal incentives offered by host countries. These include income tax holidays 

(ITH), investment allowances and tax credits, reduced CIT rates, accelerated depreciation, 

exemptions from indirect taxes, and the establishment of export processing zones. As the CIT 

alone does not take into account other tax rules, a new measure that considers all incentives 

would be largely beneficial to aid foreign and domestic investors in making investment decisions.  

Comparison of Effective Tax Rates 

Effective tax rates (ETRs) provide a single measure reflecting the combined effect of all tax rules. 

Two types of ETRs are used in this analysis: (i) the effective average tax rate (EATR), and (ii) the 

effective marginal tax rate (EMTR). The EATR measures the impact of tax rules on firms’ post-tax 

profits, and would generally influence the decision to produce overseas. On the other hand, the 

EMTR measures the tax burden on the cost of capital and influences incremental domestic 

investment decisions. Thus, a host country may implement strategies to attract foreign capital 

via the EATR and use the EMTR to boost the investment (Botman et al. 2008). 

This paper updates the results of Botman et al. (2008) using more recent data and increases the 

coverage to include other ASEAN and East Asian economies. The impact of taxes on the cost of 

capital were computed using the methodology of Deveraux and Griffith (2003) (Appendix 1). The 

methodology not only includes combined effects of tax rules, but takes into account the 

characteristics of the investment project as well.  

The following assumptions have been made for this analysis: (i) inflation was assumed to be 3.5% 

for all countries; (ii) economic depreciation of buildings was assumed to be 3.61% while 

depreciation of plant and machinery was set at 12.25%; (iii) investments were assumed to be 

financed using equity; and (iv) the personal income tax was ignored. Fiscal incentives were also 

limited to the ITH and accelerated depreciation. 

  

Scenario 1: Statutory tax rates 

Effective marginal tax rates in the Philippines and China are slightly higher than those in 

neighboring countries. The EATR, on the other hand, is highest in the Philippines relative to its 

neighboring countries. Further, as profitability increases, EATRs also tend to increase and 

converge with the CIT rate, which is also highest in the Philippines. These findings validate 

Botman’s results which indicate that, since ETRs are usually higher in larger and more advanced 

economies compared to those in emerging ones, the Philippines can be said to have a high ETR 

relative to its level of economic development. This makes the Philippines less attractive to 

investors in terms of ETRs. 
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Figure 3. Effective tax rates in ASEAN and selected East Asian countries 

  

 

Source: Author’s estimates 
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Table 3. Maximum Length of Tax Holidays in ASEAN Countries  

  Length of Tax holiday 

Brunei 20 

Cambodia 9 

China 2 

Indonesia 10 

Japan  5 

Lao 10 

Malaysia 5 

Myanmar 8 

Philippines 6 

Singapore 15 

South Korea 3 

Thailand 8 

Vietnam 4 
Source: Various sources 

The provision of tax holidays generally reduces ETRs, as tax rates are zero during the holiday. 

Effective tax rates are lowest in Brunei and Singapore as both countries have low statutory tax 

rates and long tax holidays. Conversely, ETRs are highest in China as the country not only has a 

relatively high CIT rate, but also offers a short tax holiday. In the Philippines, ETRs are still high, 

but are no longer the highest in the region despite having the highest CIT rate.   

 

Figure 4. Effective Tax Rates with tax holiday 
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                Building: With tax holiday          Plant: With tax holiday 

 

Source: Author’s estimates 
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Figure 5. Effective tax rates under various depreciation scenarios 

Buildings: 0.05, SL  0.02, SL; 0.07 SL  Plants: 0.25 DB 0.10 DB 

  

 

 

 

 

 

 

Source: Author’s estimates 
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comparison of incentives provided to qualified export enterprises in terms of the maximum 

length of the  ITH, reduced CIT rates, and the tax on gross income earned (GIE) under bills filed in 

the 17th Congress. 

 

Table 4. Bills on fiscal incentives filed in the 17th Congress2 

 Income tax holiday Reduction in the CIT rate  GIE tax rate 

HB 231 (Singson) 4 years, then 5% tax on 
GIE or 15% CIT for 11 

years 

15% for 15 years 5% for 15 years 

SB 2299 (Drilon) 4 years and then 5% tax 
on GIE or 15% CIT for 11 

years 

15% for 15 years 5% tax for 15 years 

Note: Shaded cells means firms can choose one of the options 
 

Senate Bill 987 is the sole bill that proposes the abolition of the ITH. Meanwhile, HB 00130 and 

SB 35 essentially contain the same provisions and are the most generous proposals as qualified 

firms are provided with an ITH, and a choice between a lower CIT rate or a lower tax rate on GIE 

after the ITH expires. The rest of the proposals only allow firms to choose one of the options. 

Further, the reduction in the CIT rate and the tax on GIE is not time-bound under HB 00130 and 

SB 35.  

In contrast, HB 1788 and HB 302 offer incentives that are time-bound. In addition, although it 

offers a short tax holiday, it also provides for a lower tax rate on GIE over a certain period of time 

after the holiday has expired. Similarly, HB 231/ SB 299 also offer time-bound incentives, but the 

period is shorter than under HB 1788/ HB 302. Further, firms get to choose between a reduction 

in the CIT rate and the tax on GIE for a certain period of time after the holiday.  

As the model used in this paper has its limitations, only certain aspects of the pending bills were 

assessed. Specifically, only the impact of ETRs during the ITH, as well as reductions in the CIT rate 

which are not time-bound have been assessed. Hence, only the bills filed by Legarda (SB 2048), 

Recto (SB 987), and Villar (SB 35) were evaluated.  

Figure 6 shows that Legarda 1 merges with the baseline. Both are high because of high CIT rates 

after the holiday. The EMTR under the Villar bill is low until half of the holiday expires, while the 

EATR is low throughout the same period. The provision of an ITH results in higher ETRs than a 

reduction in the CIT rate.  

 

 

                                                           
2 Appendix 3 provides a summary of all bills currently filed pertaining to incentives. 

http://www.senate.gov.ph/lisdata/1848015667%21.pdf
http://www.senate.gov.ph/lisdata/1705214265%21.pdf
http://www.senate.gov.ph/lisdata/1584313089%21.pdf
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Figure 6. Effective Tax Rates under various Bills 

                                     EMTR                EATR 

Source: Author’s estimates 
Note: Legarda 1- 5-year ITH; Legarda 2- 15% CIT; Recto- 15% CIT; Villar- 6-year ITH and 15% CIT  
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Appendix 1. Derivation of EATR and EMTR3 

 

                                                           
3 Extracted from Botman et al. (2008) 
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Appendix 2. Fiscal Incentive Bills 
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Appendix 3. Summary of incentives offered under the various bills 

 Income tax 
holiday 

Reduction in the CIT rate GIE tax rate 

HB 231 (Singson) 4 years and 
then 5% tax on 
GIE or 15% CIT 

for 11 years 

15% for 15 years; 5% for 15 years 

HB 02765 
(Quisumbing) 

5 years 15% 5% 

HB 01788 
(Rodriguez) 

6 years and 5% 
tax on GIE for 

19 years 

50% reduction from CIT for a 
period of 25 years 

5% tax for 25 years 

HB 00302 (Yap) 6 years and 5% 
tax on GIE for 

19 years 

50% reduction from CIT for a 
period of 25 years 

5% tax for 25 years 

HB 00130 (Villar) 6 years 15% 5% 

SB 229 (Drillon) 4 years and 
then 5% tax on 
GIE or 15% CIT 

for 11 years 

15% for 15 years; 5% tax for 15 years 

SB 2048 (Legarda) 5 years 15% 5% 

SB 987 (Recto) - 15% 5% 

SB 35 (Villar) 6 years 15% 5% 

 

 

 

http://www.congress.gov.ph/download/basic_16/HB02765.pdf
http://www.congress.gov.ph/download/basic_16/HB02765.pdf
http://www.congress.gov.ph/download/basic_16/HB01788.pdf
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