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THE ROLE OF TAX POLICY IN THE DEVELOPMENT

OF INNOVATIVE ECONOMY

Abstract: This paper presents the role of the innovative economy, typical for the modern world, against
the background of the global economy and the challenges existing in conditions of fierce competition,
and tax mechanisms for stimulating innovation activity in Georgia.

From the point of view of maintaining sustainable development of the economy, the stimulation of
innovation activities by the state has acquired a special role. As the experience of countries with
developed economies shows, stimulating an innovative economy can be result-oriented only if the
regulatory mechanisms are used by the state in a coordinated manner, namely, both financial and
credit and tax mechanisms will operate simultaneously, since only tax mechanism, despite its important
place, cannot provide motivation for entrepreneurial entities to introduce innovations in products or
services.

Promoting innovation is important for achieving competitive advantages and long-term development of
strategic industries, therefore state support for innovation is especially relevant for developing
countries.

The paper evaluates the tax policy instruments directly relating to the stimulation of innovative activity
and successfully used in both developed and developing countries, reviews the norms supporting
innovative activity in the tax legislation of Georgia, namely, the scientific-research, design and
development service expenses related to the earning of gross income subject to deduction and
investment tax credit, i.e. accelerated depreciation reducing the cost of purchasing new equipment.

In the study process, attention is focused on the extent to which the benefits related to the promotion of
innovations provided by the tax legislation affect the activities of entrepreneurial entities. As a result of
the analysis of relevant indicators, it is substantiated that the modernization of certain sectors of the
economy is proceeding at a slow pace, which indicates the insufficient effectiveness of tax norms
introduced to stimulate the development of an innovative economy.

In the current situation, when the tax legislation cannot properly provide stimulation of the innovative
development of the economy and in this way gain a competitive advantage by the entrepreneurial
entities, both in the domestic and international markets, it is appropriate to refine it for the accelerated
modernization and development of the economic sectors.

The paper presents conclusions and recommendations on measures to be implemented by the state,
which will promote the stimulation and development of innovative activities of entrepreneurial entities.
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Introduction and review of literature:

The stable development of the economy is especially important for a developing country like
Georgia, since it has become a country with a fragile economy, and any minor economic fluctuations
immediately affect both the real sector and business entities of the service sector. Achievement of
sustainable development of the economy requires effective use of regulatory mechanisms by the state
to create new opportunities to enter the international market and return lost positions in the domestic
market to economic agents operating in the country. The promotion and development of an innovative
economy is considered one of these opportunities.

Under the conditions of a global economy and fierce competition, innovation is the only way
for most developed countries to maintain sustainable economic development, while they are vital for
developing countries (Bloom, N., Van Reenen, J., & Williams, H. 2019). Investments of an innovative
nature at the enterprise level contribute to a reduction in the share of production costs and make
exponential growth possible in the long term (Ferraro, D., Ghazi, S., & Peretto, P. F. 2020).

Worldwide, governments recognizing the need for technological changes for long-term
economic growth are spending significant resources on tax subsidies for research and development
(R&D). (Holt, J., Skali, A., & Thomson, R. 2021). For their part, entrepreneurial entities also have
costs of an innovative nature. In developed countries, the purchase of new equipment, information
technology and software makes up a significant share of the innovation costs of business entities.

Fiscal & budgetary policy has an important place in the implementation of investments in
innovative development (Wen, H., Lee, C. C., & Zhou, F. 2022).

Tax incentives for innovative research can also have a significant impact on stimulating
innovation in small businesses (Gale, W., & Brown, S. 2013). In the case of Georgia, such incentives
will be useful for start-up companies.

In Georgia, the shortage of financial resources is considered one of the barriers to innovation
activity, so it should be taken into account that tax cuts affect the quality of innovations for firms
suffering from a lack of financial resources (Cai, J., Chen, Y., & Wang, X. 2018).

The tax legislation of Georgia provides for separate norms to stimulate innovative activities, for
the expenses for scientific-research, design and development services, as well as in order to improve
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the investment environment, exemption from tax on profits reinvested in the development of the
company from January 1, 2017, and the liberalization of the tax system through substantive changes to
the value added tax made within the framework of the Agreement on Deep and Comprehensive Free
Trade Area (DCFTA) signed with the European Union and entered into force in 2020.

Despite the existing legal regulations, the vast majority of enterprises in Georgia are not
motivated to carry out innovative activities, which is confirmed by the analysis of statistical data,
namely, according to 2022 data, the share of enterprises cooperating with other enterprises in research
and development is 7.8%, and in innovation activity - 6%. The share of enterprises having introduced
delivery and distribution methods is 5.8%, and the share of those having introduced new or improved
production methods is 8%. In the analyzed period, the share of enterprises having introduced
innovations into production is very small; by 2016, the share of these enterprises varied between 13%-
14%, and by 2022 it decreased to 6-7%. This indicates the existence of an uncertain, non-result-
oriented innovation policy on the part of the state, although it should also be noted that economic
entities are not properly aware of the importance of innovative development, which will help them to
expand and find new markets.

In order to promote and develop innovative activities, it is advisable to revise the country's
innovation policy and reflect in the tax legislation all the norms accumulated in the form of experience
in the developed countries. This will promote the motivation of business entities to invest in
innovation.

Aims of the study

The aim of the study is to assess the role of tax regulation in the development of innovative
economy.

Methodology

The following methods are used in the study process: review of scientific literature,
comparative analysis and synthesis methods, quantitative methods, and statistical grouping methods.

Results

The economy of Georgia has been facing significant challenges for the past three decades,
which have especially intensified under the fierce competition caused by the global economy.

Innovation is the only way for the most developed countries to secure sustainable long-run
productivity growth. For nations farther from the technological frontier, catch-up growth is a viable
option. (Bloom, N., Van Reenen, J., & Williams, H. 2019).

Under the conditions of globalization, innovative development needs proper assessment and
understanding by both the state and economic entities.

Innovation is the cornerstone of sustained economic growth and prosperity. In a globalised
world, innovation is a key driver of competitiveness between businesses and it plays a critical role in
the rapid growth of emerging economies. (Palazzi, P. 2011).

The formation of an attractive entrepreneurial environment and the innovative activity of
entrepreneurial entities in the country’s economy is largely stipulated by the effective use of regulatory
instruments by the state, including the rightly selected tax policy, which ensures the rapid growth of the
economy in the long term.

Innovative investments at the firm level contribute to the pool of public knowledge that benefits
the final good sector via a reduction in unit production costs. This process is self-sustaining and
generates exponential growth in the long-run when entry stops and the economy settles into a stable
industrial structure. (Ferraro, D., Ghazi, S., & Peretto, P. F. 2020).

It is important that along with the tax policy, the budgetary policy should be also certain and
established with respect to innovations. Fiscal policy is one of the most important measures for the
Chinese government to support the development of target industries, and uncertainty of fiscal policy
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could significantly affect the net cash flow of corporate innovation investment. (Wen, H., Lee, C. C., &

Zhou, F. 2022).

According to international experience, tax policy instruments directly relating to the innovative
activities are benefits for the, scientific-research, design and development works, which are also
provided for by the tax legislation of Georgia, and tax cuts on income earned from intellectual property,
which is not yet provided for by the tax legislation of Georgia

Lower taxes improve both the quantity and quality of firm innovation, and have a bigger impact
on those firms that are either financially constrained or those that engage more in tax evasion. (Cai, J.,
Chen, Y., & Wang, X. 2018).

Tax incentives have a special role for small businesses engaged in innovative research.

Both the Research and Experimentation (R&E) tax credit and the Small Business Innovation
Research (SBIR) may influence innovation among small businesses. (Gale, W., & Brown, S. 2013).

Investment tax credit, i.e., accelerated depreciation reducing the costs of purchasing new
equipment, is also important among the tax instruments promoting innovative activity, which is also
provided for by the tax legislation of Georgia, namely, pursuant to the Tax Code of Georgia:

% Taxpayers may apply an accelerated depreciation rate to the second and third groups but the rate
shall not exceed double the amount of the respective rate provided for in the third paragraph of this
article.

s A taxpayer may fully deduct the value of fixed assets, except for those contributed to the
enterprise’s capital, in the tax year in which the fixed assets are put into service. If a taxpayer
exercises the right of full deduction of the value of fixed assets, the taxpayer shall apply the same
method in respect of all subsequently purchased (manufactured) fixed assets.

% Scientific-research, design and development service expenses related to the receipt of gross income
shall be deductible, except for the expenses related to fixed-asset purchases, installation and other
capitalisable expenses.

%+ According to an object of taxation, the following shall be property tax exempt: scientific-research,
educational, trial-selection, experimental and trial of breed land, used for scientific and educational
purposes, where the activities are financed from the budget (Tax Code of Georgia 2023).

Innovative activity on the part of firms and individuals is viewed by most economists as a key driver

of productivity and economic growth. (Hall, B. H. 2019).

In countries of the Organization for Economic Cooperation and Development, since the global
financial crisis in 2009, businesses have accounted for nearly three quarters of total expenditure on
R&D performance in the OECD area and have been leading OECD R&D growth. However, the
business sector trailed other sectors in terms of R&D expenditure growth in 2020. R&D in the Higher
Education sector rose by 2.4%, while R&D expenditures in the Government sector increased by 2.7%.
R&D in the business enterprise sector still managed to grow by 1.5% despite the pro-cyclical nature of
R&D and adverse economic conditions. (Development (OECD) Staff. 2022).

State support and promotion of innovative activity is considered as one way for sustainable and
long-term development of the economy, it is important for achieving competitive advantage.

Recognising that technological change is the cornerstone of long-run economic growth,
governments around the world spend considerable resources on tax-based subsidies for research and
development (R&D). (Holt, J., Skali, A., & Thomson, R. 2021).
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Figure 1

The share of enterprises, that have implemented innovations in production (goods/services),
%
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Source: National Statistics Office of Georgia. 2023

Around half of the persons employed in the business sector in the EU work in enterprises that
have product innovations and develop them internally.

In the EU, innovative enterprises that have developed market novelties in-house account for
more than a quarter of employment in the business sector. (Eurostat Statistics Explained. 2023).

The analysis of statistical data proves that, despite the incentives provided by the tax legislation
of Georgia, the share of enterprises having implemented innovations in products is critically small. By
2016, the share of the above enterprises varied from 13% to 14% (Figure 1), and by 2022 it decreased
to 6-7% (National Statistics Office of Georgia. 2023).

The share of enterprises having introduced innovations in business processes (Table 1), is
particularly small; their specific share does not exceed 8% during the analyzed period. According to the
2022 data, the share of enterprises having introduced new or improved external relations organization
business practices is 4.6%, new or improved logistics, supply/delivery and distribution methods - 5.8%,
and new or improved goods production methods - 8%.

Table 1

The share of enterprises that have introduced innovations in business processes by methods

2020 | 2021 | 2022

New or significantly improved methods for producing or developing

0, 0 0,
goods or providing services 5,9% | 5,5% | 8,0%

New or significantly improved logistics, delivery or distribution methods | 4.2% | 4,4% | 5,8%

New or _5|gr_1|f|cantly improved methods for information processing or 5.2% | 5.8% | 7.4%
communication

New_ or glgnlflcant_ly improved methods for accounting or other 43% | 6.6% |8.6%
administrative operations

New or significantly improved business practices for organising | 2,8% | 2,6% | 4,6%

90



International Scientific Journal Innovative Economics and Management

] _ ] ) ) htpp://iem.ge
E-ISSN:2449-2604 editor@iem.ge Vol 10 No3.2023

([

procedures or external relations

New or significantly improved methods of organising work responsibility,
decision making or human resource management

3,9% | 53% | 7,1%

New or significantly improved marketing methods for promotion,

0, 0, 0,
ackaging, pricing, product placement or after sales services 4.9% | 5,0% | 7.2%

Source: National Statistics Office of Georgia. 2023

As of 2022, the share of enterprises cooperating with other enterprises is 4.9%, including 7.8% for
research and development (Figure 2), 6% for innovative activities, and 94.3% for any other business
activity.

Figure 2

The share of enterprises that have collaborated with other enterprises and/or organizations
150,0%

100,0%

50,0%

0'0% | — —
2020 2021 2022
B Co-operated with other enterprises and/or organisations
OF which:
On R&D

On other innovation activities (excluding R&D)

Source: National Statistics Office of Georgia. 2023

The analysis of the presented statistical data shows that the vast majority of enterprises in Georgia are
not motivated to carry out innovative activities, since some of them consider the lack of financial
resources, difficulties in obtaining state grants or subsidies, and the difficulty of finding partners as the
main barriers to the carry out innovative activities (National Statistics Office of Georgia. 2023), and
most of the business entities are not properly aware of the importance of innovation under the
conditions of globalization and do not have the ability to predict the future.

Conclusions

It is advisable to regulate in the tax legislation of Georgia such a form of promotion of
innovative activities like reducing the tax rate on the income earned from the company’s intellectual
property.

It is desirable to refine the tax code’s interest deductibility regulation and not apply it to loans
taken for the purpose of innovative activities, to fully deduct the interest in expenses.

Tax, financial, and credit policies to stimulate result-oriented innovations should be developed.
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