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In the face of fierce global competition for inward FDI, countries increasingly rely on tax breaks
to lure investors. However, empirical evidence suggests that tax incentives influence investors’
location decisions only marginally. At best, they bear on the final stage of the site-selection
process, when investors are wavering among like options, and after considering other competitive
features, such as political stability, regulatory quality and market opportunities.

All too often, policymakers overestimate the role of tax incentives in swaying investors and, in
turn, their projected benefits, translating to a windfall for firms at the expense of lost tax revenue
for governments. Beyond the budgetary implications, tax incentives carry other costs and risks,
including rent-seeking, tax evasion, high administrative burdens, market distortions, and
retaliatory behavior spurring a “race-to-the-bottom.” The stakes are especially high in developing
countries where fiscal, legal and institutional challenges are more pronounced.

Therefore, governments face a stiff policy dilemma: how can they design and implement
incentives strategically, in a manner that maximizes their value for money and minimizes the risks?
Here are some guidelines:

e Use tax incentives sparingly to address identified market failures. The purpose of granting
tax incentives should be clearly defined. Is the primary objective to create more jobs,
promote the absorption of foreign technology or diversify the economy through investment
in new sectors? Once the objective is articulated, policymakers should identify the
underlying barriers and market failures (e.g., underinvestment in public goods, skKills
mismatch or incomplete information to link foreign firms and domestic firms); evaluate
whether tax incentives can effectively change investors’ behavior to address these barriers
and failures; and assess whether tax incentives are optimal, considering other measures
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(e.g., legal or regulatory changes, broader reform of the tax system or direct government
investment in public goods). Even when tax incentives are suitable interventions, they are
most effective when implemented within conducive investment environments
characterized by enhanced connectivity and institutional efficiency, as well as stronger
legal protections and streamlined business regulations.

Directly link incentives to defined policy objectives. Developing countries, in particular,
rely on profit-based tax incentives, such as tax holidays and corporate income tax
reductions, for FDI promotion. These instruments generally do not result in cost-efficient
outcomes as they confer a blanket benefit, often based on upfront granting mechanisms,
rather than actual investor performance. Instead, governments should consider shifting to
merit-based incentive instruments, such as investment allowances, tax credits and
accelerated depreciation. These tools have the advantage of directly tying incentives to
targeted outcomes, e.g., by providing allowances for R&D expenditures or tax credits for
staff training programs.

Target investors strategically. Policymakers first need to prioritize the type and quality of
FDI they seek to attract, and then identify the subset of investors that are most responsive
to incentives. Developing cost-efficient incentive schemes largely rests on identifying
which type of investors ultimately decide to invest in one country over another because of
tax incentives. Globally, incentives are more influential in attracting efficiency-seeking
FDI, which is export-oriented, since such investors are mainly driven by competitive cost
advantages in host countries, as opposed to natural resource- or market-seeking FDI.?
Also, a more detailed analysis of country-level data on the profitability of firms with and
without incentives can help distinguish the types of sectors and characteristics of investors
that are more sensitive to possible gains from incentives.

Rigorously evaluate the costs and benefits. An ex-ante analysis paired with a monitoring
and evaluation framework during and post-implementation would provide critical data to
consider the performance of incentives policy. A key input into this evaluation are
estimates of tax expenditure, i.e., the tax revenue that would have been collected in the
absence of incentives. These data, paired with information on the targeted outcomes and
the responsiveness of investors, can help reveal how the costs compare to the benefits, and
inform whether the incentives need to be revised or phased out.?

Promote transparency and rule-based administration. When implementing incentives
policy, institutional coordination, bureaucratic effectiveness and transparency matter—not
only to sustain accessible and streamlined systems, but also to reduce opportunities for
discretion and to ensure a level playing field for firms. Information on tax incentives should



be publicly available in a user-friendly format, and tax expenditure estimates incorporated
into the budgetary process.

Generally, regional and multilateral arrangements are needed. While challenging to implement,
more policy emphasis should be placed on promoting cooperation among governments to curb
harmful incentives’ competition. The EU state aid framework, for example, requires approval for
qualifying subsidies across member countries. Bolstering transparency by sharing information
across countries on incentives policy and reforms are important first steps, as governments in
parallel look to adopt more strategically designed, evidence-based programs.
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