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This paper looks into how countries are competing to attract investment, the relative role of
incentives in making certain destinations more attractive than others, and whether the costs of
incentives can be minimised. It will examine the particular examples of ASEAN and Turkey where
discussions are still inconclusive as to whether incentives offered to relatively less developed regions
and specific sectors would distort competition or boost competitiveness. The paper concludes with an
assessment on the basis of OECD’s Checklist for FDI Incentive Policies. 

I. Overview

Today all countries are racing with each other to attract as much foreign direct investment
(FDI) as possible in an increasingly competitive environment, where they recognize the global
coalitions cannot be joined without FDI and trade. A few countries—essentially Japan and
South Korea—have been able to grow rapidly with minimal reliance on FDI. Many countries
have attempted to imitate the Japanese or South Korean model, but with limited success.
Indeed, Korea too has since changed its pre-Asian crisis policy and is now actively “seducing”
FDI. De facto, most other fast-growing countries have relied heavily on FDI (for example
Chile, China, Malaysia, Singapore, and Thailand). Most astonishingly, Ireland—despite being
a relatively advanced country—has managed to grow at some 8 percent per year for most of
the 1990s due in large part to effective attraction and deployment of foreign investment. 

But how do these countries manage to attract FDI? There is no secret formula. Multinationals
have to choose carefully from a multitude of alternative locations. The analogy is a love
relationship. FDI should often be competed for, “courted”, “seduced” and “won”. It is not like
the state investment or official development assistance, which can be allocated at discretion to
specific sectors or regions. FDI comes only if investors are convinced that they will obtain a
reasonable rate of return on capital and adequate security and stability will be offered by host
countries. There is not a single success story in attracting and making best use of the FDI.
Every country has different characteristics and comparative advantages, and every aspect of
host countries’ economy and governance practices has repercussions for the investment
environment. It also depends on what types of FDI a country is targeting: resource, market,
efficiency-seeking investors. 
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The conditions sought by foreign enterprises are largely equivalent to those that constitute a
healthy business environment more generally. However, internationally mobile investors may
be more rapidly responsive to changes in business conditions. It is up to the countries seeking
the investment to put in place transparent and non-discriminatory policies and appropriate
regulatory and institutional frameworks so as to create an environment conducive to
investment. It is no longer sufficient for a country simply to liberalize its restrictions on
FDI–most have already done so. Nor is offering tax benefits and other incentives the key to
success.  

Yet, there are a number of sine qua non factors affecting location decisions by investors.
While formulating FDI attraction strategies, policy-makers should bear in mind that cost
control is not a top priority for investors, according to business surveys; they are most
interested in access to customers and a stable economic/political environment. No amount of
incentives can therefore be a substitute for a stable economic environment—that is, stable
macro policies, including exchange rate policies, stability and transparency of polices towards
foreign firms, an open economy free of import tariffs and export subsidies mainly designed to
placate sectional interests or to pursue the unattainable so-called economic self sufficiency,
and policies designed to develop infrastructure and human skills. In the absence of these basic
ingredients, foreign investors may not be able to meet their objectives of profit maximization
and market expansion nor would their operations promote the development objectives of host
countries.

The anecdotal evidence suggest that foreign enterprises, like domestic ones, pursue the good
business environment rather than the special favours offered to induce them to locate in the
incentive offering regions. Special and thus transitory incentives for FDI might fail to give
foreign investors long lasting interests in the host regions and would be at the risk of various
types of ensuing negative side effects. It is important to enshrine the principle of
non-discrimination in national legislation and implement procedures at enforcing it at all
levels of government and public administration. 

Whatever one can say about its impact on investment decisions, incentives are surely a fact of
life and widely used in different forms throughout the world. We are far from issuing a final
verdict on the usefulness and drawbacks of fiscal, financial and regulatory incentives to
investors, both domestic and foreign. However, authorities engaging in incentives-based
strategies face the important task of assessing these measures’ relevance, appropriateness and
economic benefits against their budgetary and other costs, as well as long-term impacts on
domestic allocative efficiency. 

II. The enabling environment for investment

“A good investment climate provides opportunities and incentives for firms – from
microenterprises to multinationals – to invest productively, create jobs, and expand.  It thus
plays a central role in growth and poverty reduction.”

One recent study suggests that, without an appropriate business climate for investment,
promotional efforts might actually make foreign investment less likely.  Morriset reviews the
performance of investment promotion agencies in 58 developing and transition countries in
terms of the level of FDI inflows.  He finds that investment is more effective in a country with
a good investment climate and can even be counterproductive if the country offers only a poor
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investment climate.  “It seems more difficult to convince an investor to come back if he was
disillusioned during his first visit to a country.  The disappointed investor is also likely to be
vocal about his disenchantment and, so, discourage other potential investors.”  He argues that
countries with a poor investment climate would be better off spending limited resources on
the climate itself rather than on promotion.

The investment climate in any given country is determined most fundamentally by political
and economic stability and also by the full panoply of host country policies ranging from trade
and competition to tax issues and by the legal environment such as respect for private property
– including intellectual property rights – and for the rule of law.  Measures to achieve political
and economic stability and to reform the legal and policy environment are therefore of critical
importance in persuading domestic and foreign businesses to invest in the local economy. 
Such reforms are not achieved overnight, and investors will no doubt be willing to live with
some impediments if profitable opportunities exist.  But in the long run, a suitable enabling
environment is the best guarantor of investment.

A good investment climate offers investment opportunities for all firms, both large and small,
foreign and domestic.  It allows new entrants into the market and provides for unprofitable
firms to free up their resources to be used elsewhere in the economy.  Attaining such a climate
is a goal more than a result: no country has a perfect score.  And some regulations will matter
more to firms in some countries or sectors than to others.  Each country is free to choose its
own path to reform depending on its own specific situation.  What matters most is the
direction of reform, not the particular path chosen.

Governments can do little to influence geography, natural resource endowments or even
market size except in the long run, all of which affect investor perceptions, but they do shape
the policy and regulatory environment which is at the heart of investor concerns. 
Governments determine “the security of property rights, approaches to regulation and taxation
(both at and within the border), the provision of infrastructure, the functioning of finance and
labour markets, and broader governance features such as corruption”.  Investors are interested
not just in the state of existing regulation but also how and whether those regulations are
enforced and the extent to which they are sustainable.  Credibility matters.  A World Bank
survey of the investment climate in 48 countries found that policy uncertainty is the most
pressing concern of both foreign and domestic investors, ahead even of macroeconomic
stability.

III. Investment generation through incentives

“Sound fundamentals rather than direct incentives are the key to attracting FDI.”

In some circumstances, incentives may serve either as a supplement to an already attractive
enabling environment for investment or as a compensation for proven market imperfections
that cannot be otherwise addressed. Incentives have proliferated worldwide as the recognition
of the potential benefits of FDI for development has become more widespread.  

By one estimate in the 1990s, more than 100 countries offered some form of fiscal incentive
to attract FDI, and a more recent survey of 45 developing countries found that 85 per cent
offered fiscal incentives.  By their nature, such fiscal incentives are difficult to measure and
depend on the assumed level of investment that would have occurred if no incentives were
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offered.  Nevertheless, by some estimates, the costs of incentives have been substantial in
terms of foregone fiscal revenue.  One recent study found that state and local governments in
the United States have foregone $50 billion in tax revenue due to incentives.  In Southeast
Asia, various estimates of the revenue costs of incentives range from 0.7 per cent of GDP in
Vietnam to 1.7 per cent in Malaysia.

Surveys of investor behaviour generally conclude that a strong domestic enabling environment
for investment is the most important inducement that host country (or host region) authorities
have at their disposal. However, such policies cannot be properly considered as FDI
promotion strategies (and “incentives” even less), insofar as they bring equal benefits to
domestic investors, and improve the quality of the domestic business environment more
broadly.  

Some countries have employed particularly low corporate tax rates to attract foreign corporate
presence (and induce domestic enterprises to stay).  A range of other strategies has included
preferential tariff regimes, the cutting of red tape, stepped-up investment in infrastructure and
educational measures.  Many of the latter have been targeted toward prioritised economic
sectors (e.g. the high-tech strategies of South East Asia; the “auto regimes” of Latin America)
and regions (not least in connection with “special economic zones”, “export processing
zones”).  
Others have had as their purpose a general deepening of the capital stock through outright
investment subsidies. Even though many such strategies rely for their success on a degree of
foreign participation, they cannot be classified as FDI incentives.  Policies of attracting
foreign enterprises through devoting public funds to the creation of an internationally
favourable business environment may be considered as competitive, but they do not amount to
FDI incentives as long as they are equally available to domestic investors. 

The use of such incentive instruments represents a risky strategy. First, deciding how much to
subsidise investment projects -- and by means of what instruments -- involves difficult
political and economic choices. Authorities have to address these challenges and put in place
appropriate regulatory and analytical frameworks -- at the risk of finding themselves
over-subsidising projects or creating unintended economic disturbances if they "get it wrong". 

Within federal countries there is moreover a risk that regional authorities find themselves
bidding competitively against each other (as also demonstrated by recent Brazilian
experience) without ultimately influencing the direction of investment flows very much. On
the other hand, competition may also serve to enhance the efficiency of capital allocation, but
this advantage needs to be weighed against the budgetary cost of achieving it.

Investment facilitation and image building bring the proverbial horse to water, but incentives
are what makes it drink, according to many IPAs.  Investment incentives have become an
integral part of investment promotion.  They are designed to:

 entice firms to invest: incentives are seen as necessary to compensate for some
disadvantage in producing in the host country and to offset incentives offered by other
countries;

 encourage investment in certain sectors or regions within the economy as a form of
regional or industrial policy; and
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 influence the behaviour of established firms in ways which enhance the linkages with the
local economy, replacing more formal obligations concerning local equity and
employment, training and technology transfer.

In terms of attracting FDI, “do these incentives actually influence the decisions of firms?  The
answer seems to be sometimes”.  It depends on the motive for the investment since firms
seeking natural resources or local market access are less likely to be considering other
locations and hence less likely to be influenced by incentives.  But for firms seeking an export
platform – the type of investment most coveted by host countries – incentives might have an
influence at the margin, especially once the choice of location has been narrowed down to a
few countries among which the investor is largely indifferent.

In general, surveys of investors suggest that incentives fall far below other considerations
when choosing an investment location:  the business climate, quality of infrastructure, and
worker productivity.  This would suggest that a better course of action for governments would
be to invest in infrastructure and improve the overall climate for business.  Some countries
have followed this approach by winding down their incentive programmes or subsuming them
within an overall reduced rate of corporate taxation.  

The often insignificant impact on inflows of FDI suggest that incentives are less important in
investment decisions than claimed either by host countries or even by investors themselves. 
Indonesia, for example, in 1984 replaced its incentive system with a lower corporate tax rate
for foreign and domestic investors.  The policy change, according to Wells and Allen (2001),
had “at most, very slight, temporary effects on the growth of foreign and domestic
investment”.  Estonia also abolished its incentives after 1994, and Hungary plans gradually to
phase out most incentives.

IV. What types of incentives?

Governments resort to a range of fiscal and non-fiscal (also known as “financial”) economic
measures, in addition to so-called regulatory incentives. Financial incentives can amount to
outright grants to investors, but in most cases they relate to the free-of-charge provision of
infrastructure, training or a range of commercial services by investment promotion agencies. 

A special kind of incentive – and from a public policy perspective, a particularly controversial
one – is the selective relaxation of regulatory obstacles to investment or to the activities of a
company once it has located in that country.  The distinction between regulatory and other
incentives can in practice be somewhat blurred. Duty exemptions on imports which serve as
inputs into export production, for example, are likely to be viewed as an essential
pre-condition for investing by export-oriented firms given that the producer must compete in
international markets. Many developing countries prefer fiscal measures because they do not
constitute a direct drain on budgetary resources.

Investment Incentive Instruments

Corporate tax incentives
 Tax holidays or reduced corporate tax rates
 Tax credits
 Investment allowances
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 Accelerated depreciation
 Reinvestment or expansion allowances
 Double deduction of certain expenses for tax purposes (usually related to e.g.

employment, exports, R&D or infrastructure)

Other tax incentives
 Personal income tax exemption on dividends
 Exemption from, or reduction of, withholding taxes
 Duty drawback schemes
 Exemption from import tariffs, particularly for capital goods, equipment or raw

materials, parts and inputs related to the production process
 Exemption from export duties
 Exemption from sales, property and wage income taxes
 Reductions in social security contributions

Financial incentives
 Subsidised or concessionary financing
 Government equity participation
 Insurance at preferential rates
 Loan guarantees
 Direct grants
 Provision of dedicated infrastructure
 Provision of training, pre-screening of potential employees
 Preferential treatment on foreign exchange
 Preferential government contracts
 Protection from import competition
 Subsidised services such as feasibility studies or product marketing

Regulatory incentives
 Derogations from national and sub-national rules and regulations, e.g. social, labour or

environmental standards, ethnic quotas, local equity participation

If the intention of incentives is simply to increase the overall level of investment, particularly
but not exclusively by foreign firms, then it could be argued that a uniformly low rate of
corporate income tax would suffice. But the essence of incentives is selectivity. Not all
investments generate the same amount of spillovers and hence it has become the function of a
number of incentive programmes to channel investment into certain sectors or areas or
influence the behaviour of investors in order better to achieve national development goals.
While many firms in many sectors often receive some form of promotion, the most generous
incentives are offered to projects fulfilling certain specific development criteria. 

Foreign investments are especially promoted because they are perceived to contribute to
national development goals, often more effectively than local firms. Some of these goals are
listed below. They tend to be part of the incentive system of most countries, although which
particular goals are emphasised depends inter alia on the level of economic development and
prior success in attracting FDI.

Rationales for offering investment incentives
 Priority industries: to promote industrial policies or economic diversification
 Exports:  to promote export-led development and enhance access to foreign markets
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 Employment:  to attract labour-intensive industries
 Regional development:  to stimulate economic activity in less developed regions
 Training & human capital development
 Innovation and R&D
 Transfer of technology and proprietary knowledge
 Environmental protection:  to encourage greener production techniques, resource
conservation and industries involved in waste management or providing pollution abatement
equipment

V. Do incentives really work?

The growth in incentives poses new challenges for policymakers. Although the “carrot” of
incentives is often seen as an improvement over the “stick” of restrictions, the use of
incentives nevertheless entails certain risks. Studies tend to find that incentives have at best a
marginal influence of investors’ decisions. As a result, they are often ineffective, inefficient
and expensive for the host country in terms of foregone fiscal revenue. The cost is likely to be
even greater when countries engage in bidding wars for multinational investment. 

Proponents of incentives believe that they are the efficient manifestations of competitive
markets, or alternatively, are ‘second-best’ government interventions designed to correct
market failures or achieve legitimate industry policy objectives. Opponents of incentives
believe they result from an invidious prisoners’ dilemma in which competition for investment
is a negative -sum game, which diverts public funds away from necessary activities and
introduces market distortions. 

Assessed against the background of the OECD Checklist for Foreign Direct Investment
Incentive Policies some warning posts can be raised over investment incentive practices: 

 In some countries analysts have identified an apparent divorce between public bodies
responsible for the design and the implementation of policies. Relatively few
investment promotion agencies managing incentives measures have a direct input
into the policy-making process. 

 Insufficient resources may be devoted to the monitoring of incentive schemes, which
is part of a broader problem of inadequate programme evaluation. When
implementing agencies’ resources are stretched thin, in-depth analysis of costs and
benefits of policies are among the first activities to suffer.  

 In some cases too little attention may have been given to the advantages and
disadvantages of individual incentive schemes. Some strategies may be more cost
effective than others. Tax breaks are routinely granted, even as experience has shown
that they are often not the most efficient way of addressing investors’ concerns.  

 Governments have been roundly criticised for not being sufficiently transparent – in
some cases throughout the entire investment policy process. Some authorities have
even kept their priority sectors a secret.

 The recent trend toward an increasing use of discretionary, as opposed to rules-based,
policies is at risk of increasing the scope for arbitrariness, opacity and discrimination
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between enterprises. In more extreme cases this has also created a scope for
corruption. 

 Too many targets are sometimes being pursued at the same time (e.g. an “old” focus
on export promotion may coincide with a “new” strategic-sector orientation). Such
diverse objectives are not always compatible.  

The case of ASEAN

ASEAN is perhaps the developing country region that has been the most successful at
attracting FDI and at incorporating foreign firms into national development strategies. There
has nevertheless been a secular decline in investments in the region by multinational
enterprises which began in some countries even before the Asian financial crisis in 1997. This
trend, together with far greater investment going into China, is often cited as a major
developmental challenge for ASEAN countries. 

ASEAN countries have responded to the challenge by offering incentive schemes or
expanding the use of schemes already in place. However, and in spite of the risk that
incentives competition within ASEAN could degenerate into bidding wars, the evidence
suggests that while incentives have proliferated, their use has not escalated. More countries
are involved, but at the same time some countries have reduced or pared down the more
general incentive schemes. New, more targeted programmes focus on “strategic” sectors and
seek to achieve “dynamic” gains such as human capital formation, technology transfer,
industrial clusters and market access abroad. However, this runs close to “picking the
winners” strategies and hence carries the usual risks that follow from discriminating between
domestic economic sectors.

Moreover, incentives for investors in ASEAN have been costly in terms of foregone tax
revenue. Estimates range from 0.5 to 2 per cent of GDP and it is clear that some countries in
ASEAN can ill-afford to be so generous, especially when empirical and survey work suggests
strongly that incentives offered by ASEAN countries, like those elsewhere, neither raise
significantly investment levels in the economy nor channel effectively that investment into
desirable areas. In many cases the money would probably have been better spent on enhancing
the national enabling environment for investment.

Turkey: a “Miracle-in-the-Waiting” for FDI?

In a dynamic country like Turkey with ambitious projects to prepare for the future, domestic
savings are not enough (or timid due to the lack of confidence) to fund the economy’s fixed
investment requirements. Besides, the past currency and banking crises were major blows to
the highly leveraged Turkish private sector and the bulging public-sector debt stock crowds
out private enterprises. As a result, the Turkish economy needs increasing amounts of foreign
capital to fuel the engines of growth. 

Turkey already has many top multinationals and can interest even more from several
perspectives, specifically as a manufacturing or service provision base from which to supply
European, Central Asian and Middle Eastern markets, as a source of raw or processed
materials, as a pool of talent and innovation to be deployed in a Turkish “Silicon Valley” that
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is readily transferred abroad, as a market for both imports and domestic goods and services,
and as a potential joint venture partner anywhere in the world.  These all suggest that it should
be performing better. One should also add to these advantages the dynamism of Turkey's
entrepreneurs, the quality of management and the discipline of workers, which are no less
important factors in attracting FDI.

It is still difficult to claim in fairness that today’s Turkey is a friendly place to invest. There
are many reasons for the existing unfavorable investment climate. If domestic investors are
not willing to invest in their own country why foreigners should consider doing so. The only
exception is those foreign investors who look for very high rate of return in the short term for
being exposed to high risks. This type of FDI is not what Turkey should be interested.  Turkey
needs long-term commitment from FDI which can generate additional employment, bring in
new finance and technology, connect Turkish enterprises to their global network of markets
and suppliers and upgrade its management skills.

Foreign Direct Investment has been remarkably low in Turkey. In the 10 years to 2003, the
average annual inflow amounted to USD 750 million or 0.4% of GDP. The UNCTAD’s
investment report compares countries’ share in global FDI with their share in global GDP. For
Turkey this ratio is 0.1, giving the country a ranking of 123rd in terms of success in attracting
FDI, on a par with Haiti and Bangladesh. Administrative barriers to investment in the form of
cumbersome, unclear, time-consuming procedures have been identified as one of the major
causes of the relatively low level of inward investment in the economy.

In order to mitigate such barriers, the Government has prepared an action plan which will
encompass the following areas:  company registration, employment, sectoral licensing, land
access and site management, taxation and incentives, customs and technical standards,
intellectual property rights, and investment legislation and promotion.  The experience in
Turkey suggests that “the actions needed to remove administrative barriers are often not costly
in financial terms but involve the much harder task of overturning embedded thinking
amongst government officials”.

For perhaps the first time, the Turkish authorities are taking a systematic approach. They
enjoy the support not only of existing foreign investors but also of a substantial section of the
local business community. Turkey has overhauled both its legislation and its administrative
procedures over the past few years in a bid to improve dramatically its investment climate. If
all goes according to plan, the time and effort needed to set up a business, to acquire land and
planning permission and to obtain the licenses needed to operate in the various sectors of the
economy will be reduced from years to a matter of few months. Taxes, incentives and the
protection of international property rights are also all up for review. 

Going forward, the FDI figures will depend not only on efforts to transform the investment
climate, but also on the global FDI conjuncture, the pace of privatization, the new mergers and
acquisitions - domestically and cross-border alike -, the resolution of the legal/policy impasse
in the energy and telecommunications sector, the success of the IMF programme in achieving
stabilisation, and the progress in Turkey’s accession negotiations with the EU.Historically,
accessions have almost always been accompanied by robust increases in foreign direct
investments, especially in the past twenty years. The Central European example shows that the
flow can start well ahead of accession. ABN-AMRO projects an annual FDIflow of EUR 4.4
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billion in the pre-accession phase. In the post-accession decade, the total average FDI flows
are projected to be around EUR 11 to 14 billion per year. 

The problems faced in Turkey are in large part as relevant to most domestic investors as they
are to foreign investors in the Turkish economy. However, the basic difference between the
two is that the domestic entrepreneur is condemned to cope with local conditions while the
foreign investor is free to choose from among competing host countries and to decide which
one offers the most attractive balance of risk and opportunity for its investment. So, as and
when positive change occurs – not only on paper but also in deeds, FDI could dramatically
increase and indeed become a motor for Turkey’s 2023 priority projects in the coming years. 

The government offers a number of incentives to investors. The state aids aims at eliminating
the inter-regional imbalances, facilitating a larger capital contribution by the public to the
capital structure and also supporting activities that have a positive effect on employment.
Furthermore, such investments  foster  activities  that  attract  foreign  currency  and  advanced
technology, as well as boost international competitiveness without breaching contractual
obligations. Generally speaking, state aid can be classified as either a tax or a non-tax
incentive. The former consists of customs duties and fee exemptions, investment allowance of
40 percent, VAT exemptions, stamp taxes and fee exemptions, whereas the latter includes
provision of land and credit allocations from the Investment Incentives Fund.   

Incentives are offered  to different categories of regions. The “developed” regions include the
cities of Istanbul and Kocaeli, and the municipalities of Ankara, Izmir, Bursa, Adana and
Antalya. For incentive benefits, minimum required investment here is 600 billion TL. The 
“first priority regions” constitute the next fifty largest cities in Turkey (exact list to be
determined by the Turkish Council of Ministers), where the minimum investment is 400
billion TL. Finally come the “normal regions,” which are made up of all the remaining (the
more sparsely populated) areas with minimum investment requirement at 200 billion TL. 

The free zones also benefit special incentives. They are geographically determined areas
within Turkey, which are however, considered to be outside of Turkey’s customs borders.
These were created to assist investors wishing to benefit from Turkey’s location, as well as
increasing export-oriented investment and production, accelerating the entry of foreign capital
and technology and increasing the utilisation of external finance and  trade possibilities. The
incentives, provided by  Free  Zone  Law,  are mainly tax exemptions for both individuals and
corporations, VAT exemption on import and deliveries of goods and services and customs
duty exemption on import of goods to Free Zones. 

Turkey has been criticised by the EU for not aligning its state aids system to that of the EU,
even though this has been a commitment of Turkey under the Customs Union. Progress has
been made in this area, but legislative changes and an independent monitoring authority have
not yet been established. Moreover, the current attempts to align the state aids rules only cover
the aids given to the private sector whereas public sector incentives also should be covered to
ensure a competitive environment. 

The broader EU requirements shed light on other issues that Turkey should focus on regarding
a more competitive environment. These include alignment with the acquis on intellectual and
industrial property rights (company law), and removing limitations for foreign ownership in
certain sectors (free movement of capital). Overall, income tax rate is comparatively high, and
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the system is complex. Incentives should be aligned to the EU state aids regime and the
process should be simplified and automatic where possible.

FDI in Redressing Turkey’s Regional Imbalances

FDI’s role in enhancing Turkey’s regional development efforts has been generally negligible
because even the country’s more advanced regions have failed to attract sufficiently
much-needed investment. The only realistic hope for the relatively backward eastern and
south-eastern regions of Turkey is the gigantic GAP project, which is likely to produce a
booming effect on private capital accumulation and entrepreneurship. The GAP, initially
formulated as individual irrigation and hydropower projects on the Euphrates and the Tigris
Rivers in the 1970s, is the most comprehensive integrated regional development project ever
attempted in Turkey to address the wide disparities in the south-east, and in recognition that
strengthening this region socially and economically will benefit all of Turkey. 

As an integrated project, in addition to dams, hydroelectric power plants, irrigation systems, it
also contains industries and investments for the development of agricultural, industry, urban
and rural infrastructure, communication, education, health, culture, tourism and other social
services in a co-ordinated way. GAP’s focus on sustainable human development builds upon
the concept of integrated regional development of the GAP Master Plan of 1989, which
mandated the creation of a Regional Development Administration to co-ordinate the
implementation, management, monitoring, and evaluation of development related activities.
The subsequent Social Action Plan of 1995 was a major step toward a greater integration of
sustainable development with socio-economic and infrastructure projects.

The poorest cities are all located in eastern and south-eastern region. About 15 per cent of all
families in Turkey live in the region, which in turn uses only 10.2 per cent of national income.
In the region, the average income per family is $3,851, 30 per cent below the national average.
The difference in prosperity and income between Western and Eastern-South-eastern Turkey
continues to cause the flight of manpower and capital, which hurt the development process.
Internal migration data on manpower potential is truly striking. 

In this region, where population growth is much higher than the national average, production
and income per capita are low. Agriculture and husbandry are on decline, and unemployment
is the primary problem especially for the youth. Such an unproductive economy mainly
dependent on government spending, while providing nothing more than limited sustenance of
daily life for a part of the population, has also contributed to the demise of the productive
activity in the region.

Although GAP investments appear to be just regional projects, their sheer volume has
ramifications for the national economy. In the final analysis, the realisation of GAP’s promise
for the region will largely depend on finding foreign markets, finance, technology and
investment. The surplus generated by increased production will have to be exported. This
requires the use of agricultural technologies that are on par with the world as well as the
diplomatic skill not to alienate the neighbouring countries with potential markets. 

The GAP is truly exciting both as a utopia for regional development and as a process, but its
cost for Turkey’s economy has not been insignificant over the past two decades. This project,
which swallowed enormous government resources, has put a great strain on public finances.
Out of the total project cost of $32 billion, $14.8 billion have already been invested. The

Outward
Internationalisation
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international component is rather small - only $2.1 billion from foreign sources including the
World Bank and several European governments, with little private foreign investment. Unless
these investments are complemented and supplemented by productive private sector
investments the full benefits cannot be realised. Another possibility will be to develop
cross-border investments and partnerships with countries bordering this region.

Government incentives for underdeveloped regions too have not secured the necessary flow of
investments. The government has established an incentive package to encourage new foreign
and domestic investment in the GAP region.  Depending on size and location, new investment
in the region could qualify for some or all of the following incentives:  

 Provision of land for new plants
 Tax exemption for both corporate and personal taxpayers up to 70% in certain priority

areas and a minimum of 20% in other areas
 Exemption from customs duties for all investment goods and raw materials
 Postponement of Value Added Tax payment on import of investment material
 Exemption from construction fees and taxes
 50% discount for electrical power for the first 5 years for new investment
 Credits for planning, research, and financing costs

VI. Conclusion

Investment incentives as a tool of economic policymaking have been growing in popularity.
They are designed to complement, not compensate, for a poor investment climate. Incentive
programmes are expanding partly to replace more traditional tools of industrial policy, such as
trade policies, public ownership of industrial enterprises or various impediments to foreign
investment such as performance requirements. As these are gradually being negotiated away
or unilaterally abandoned, one of the tools left to governments seeking to influence investor
decisions is the use of investment incentives.

The incentive paradox still confounds policymakers today. International organisations like
ours and treasuries insist that incentives are insignificant in the MNE’s decision process. On
the other hand, Investment Promotion Agencies swear that they are significant, and there is no
doubt that the use of incentives is growing. MNE executives admit the increasing importance
of incentives for investment decisions. Moreover, recent econometric studies of the relative
importance of incentives for foreign investment flows suggest that they have become more
important.

The strategic role of incentives in the bargaining game between firms and host governments is
becoming an important theme in the incentives debate. The relative bargaining power of the
parties changes over the life of the project. Once the MNE has invested immobile capital in
the country, it becomes hostage to the local government and agreements made before the point
of investment are subject to an ‘obsolescing bargain’ problem. This problem, often referred to
as ‘political risk’ or ‘policy risk’ is a significant feature of foreign direct investment, as
evidenced by the frequency with which governments renege on incentive agreements and
policy commitments.  Hence, incentives can also be interpreted as a possible solution to policy
risk.
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If it were simply a question of bidding wars for mobile investment, host countries could
perhaps be persuaded to negotiate away incentives because of the enormous bargaining power
they bestow on investors.  But incentives are also used for regional or industrial policies and
to promote linkages between the investor and the local economy.  For these reasons, countries
are unlikely to relinquish one of the only policy tools still available to them.  Such incentive
programmes can nevertheless be operated more efficiently.  

To this end, the OECD has proposed a checklist on investment incentives to serve as a tool to
assess the costs and benefits of using incentives to attract FDI, to provide operational criteria
for avoiding wasteful effects and to identify the potential pitfalls and risks of excessive
reliance on incentives-based strategies.

The OECD Checklist for FDI Incentive Policies

The desirability and appropriateness of offering FDI incentives
 Are FDI incentives an appropriate tool in the situation under consideration?
 Are the linkages between the enabling environment and incentives sufficiently well

understood?

Frameworks for policy design and implementation
 What are the clear objectives and criteria for offering FDI incentives?
 At what level of government are these objectives and criteria established, and who is

responsible for their implementation?
 In countries with multiple jurisdictions, how does one prevent local incentives from

cancelling each other out?

The appropriateness of strategies and tools
 Are the linkages between FDI attraction and other policy objectives sufficiently clear?
 Are effects on local business of offering preferential treatment to foreign-owned

enterprises sufficiently well understood?
 Are FDI incentives offered that do not reflect the degree of selectiveness of the policy

goals they are intended to support?
 Is sufficient attention given to maximising effectiveness and minimising overall

long-term costs?

The design and implementation of programmes
 Are programmes being put in place in the absence of a realistic assessment of the

resources needed to manage and monitor them?
 Is the time profile of incentives right?  Is it suited to the investment in question, but

not open to abuse?
 Does the imposition of spending limits on the implementing bodies provide adequate

safeguards against wastefulness?
 What procedures are in place to deal with large projects that exceed the normal

competences of the implementing bodies?
 What should be the maximum duration of an incentives programme?

Transparency and evaluation
 Have sound and comprehensive principles of cost-benefit analysis been established?
 Is cost-benefit analysis performed with sufficient regularity?
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 Is additional analysis undertaken to demonstrate the non-quantifiable benefits from
investment projects?

 Is the process of offering FDI incentives open to scrutiny by policymakers,
appropriate parliamentary bodies and civil society?

Extra-jurisdictional consequences
 Have authorities ensured that their incentive measures are consistent with

international commitments that their country may have undertaken?
 Have authorities sufficiently assessed the responses that their incentive policies are

likely to trigger in other jurisdictions?


