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I NTRODUCTI ON

1. At its ninth session, United Nations Conference on Trade and Devel opnment
recogni zed that foreign investment can contribute to the strengthening of the
producti on bases and export capacities of devel oping countries and help in their
integration into the multilateral trading systemand the world econony. In order to
attract FDI, countries were invited to continue initiatives in such areas as a
stabl e macroeconom ¢ environnment, transparent and accountabl e public adm nistration,
respect for property rights and the rule of law, the quality of |abour, inprovenent
of infrastructure, entrepreneurial and institutional capabilities and sinplified
adm nistrative and regulatory frameworks. In parallel to those efforts, al
countries were invited to pursue policies enabling FDI and to consider, and where
possi bl e inprove, neasures that facilitate FD flows to devel opi ng countries.

2. The Conference al so deci ded that UNCTAD should focus, inter alia, on the issue
of pronoting opportunities for FDI in host countries by facilitating the exchange
of experiences on investnent pronotion and the benefits of FDI

3. Subsequently, the Commi ssion on Investment, Technol ogy and Rel ated Fi nanci al
Issues at its first session (Novenber 1996 and January 1997), decided to convene “an
expert meeting on investnment pronotion and suggested neasures in this respect that
further devel opnent objectives”. This paper presents a brief background on the
subj ect, and poses issues and questions for discussion by the expert neeting.

4, The paper considers both inward and outward investment pronotion. Wile the
focus of nost investnent pronotion efforts are on attracting FDI, the pronotion of
outward i nvestnent has becone nore promnent in recent years. In addition, regiona

organi zations pronote investnent into their region, taking into account the
differing levels of devel opnment of their nmenber states, and they pronote outward
i nvestment to other regions.

5. The paper al so considers the role of incentives in investnment pronotion. Many
governnents offer incentives to investors, though their costs and benefits are not
easily cal cul ated and evi dence suggests that they are not of fundanental inportance
in influencing investnent decisions.' There further appears to be a tendency for
public authorities to conpete anong thenselves to attract |arge-sized investnents
by offering extravagant incentive packages.

6. Most devel oping countries, specially the | east devel oped anobng them do not
have the large or dynamic markets, skill or productivity/wage ratios favoured by
foreign investors. Investnent pronotion, therefore, nust be seen in the context of
| ar ger devel opnment efforts.

' For a nore conplete discussion of the issues, see UNCTAD, |ncentives and
Foreign Direct Investnment, (United Nations Publication, Sales No. E 96.11.A. 6,
1996) .
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. PROMOTI ON OF | NWARD FOREI GN DI RECT | NVESTMENT

7. I nvestment pronotion reflects the growi ng conpetition for FDI. Over the past
decade, many countries, particularly developing countries and economes in
transition, have liberalised the policy environnent and |legal franmework in favour
of foreign direct investnment. Although worldwi de FD flows have quadrupled,
i ncluding to devel oping regions, nuch of it is concentrated in a small nunber of
countries. For many governnents, the level of FD inflows does not neet
expectations. Wth investnent policy regi nes becom ng increasingly open and simlar

countries find that they need to undertake additional pronotional efforts to attract
the desired level of inflows, and of a kind consonant with their devel opnment
obj ecti ves.

8. National policy and legal franeworks broadly delineate the enabling
envi ronment for foreign investors. They set conditions, if any, with respect to:
entry and establishment; ownership and control requirements; sectoral restrictions;
aut hori sation and reporting; and operations (including performance requirenents,
| i censes, personnel requirenents). They also provide basic protection to foreign
i nvestors, such as: national treatnment; fair and equitable treatnent; |ega
protection and guarantees (e.g., expropriation); transfer of funds and repatriation
of profits and capital invested; transparency; and recourse to international neans
for the settlenent of disputes.

9. Addi tional regulations that may govern foreign investors include: conpetition
policy (including restrictive business practices); accounting and reporting;
consumer protection; environmental protection; and |abour, quality and safety
st andar ds.

10. The general trend in national |laws and policies is one of |iberalisation and
convergence in the treatment of foreign investors, including with respect to: right
of establishment; nati onal treatnent; protection against nationalisation

i nternational dispute settlement; and assurances for the repatriation of earnings
and capital. This general trend is conplenented by the rise in bilateral investnent
treaties.? There is a growing nunber of treaties between countries which exenpt
foreign investors from doubl e-taxation. The nunber of countries that are signatories
to international instrunments (such as the Miltilateral Investnent GCuarantee
Agreenent) has also increased and is expected to continue to increase.

11. The liberalisation trend is illustrated in table 1. In 1996, there were 138
nati onal regulatory changes of which 122 were in the direction of |iberalisation
(e.g., nore liberal operational conditions, 35 instances; nore liberal foreign
ownership, 9; nore liberal approvals, 9; nore guarantees, 6; and less control, 5
i nstances) or in the direction of pronotion (e.g., nore incentives of which there
were 47 instances).

2 There are nmore than 1,300 bilateral investnent treaties, nost of which were
signed in the current decade. For a recent analysis, see UNCTAD, “Bilatera
investnment treaties and their relevance to a possible nmultilateral franmework on
i nvestment: issues and questions”, TD/B/COM 2/EM 1/2, 21 March 1997
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Table 1. National regulatory changes, 1991 - 1996
( Nurber)

I[tem 1991 1992 1993 1994 1995 1996
Nunmber of countries that introduced
changes in their investment regines 35 43 57 49 64 65
Number of changes 82 79 102 110 112 138
O whi ch:

In the direction of liberalisation 80 79 101 108 106 122
or pronotion

O whi ch:

More incentives .. 24 23 30 35 47

Source: UNCTAD, World Investnent Report 1997: Transnational Corporations, Mrket
Structure and Conpetition (United Nations Sal es Publication, forthcom ng),
chapter 1.

12. The liberalization of FDI reginmes does not inmmediately evoke an investor
response, for several reasons. First, there are information and comuni cation | ags
to be overcone before foreign investors cone to know of, and understand, regulatory
changes. Second, investors react to actual changes in the business environnment, not
policy pronouncenents, and it often takes tine before regulatory changes are
acconpani ed by correspondi ng changes in administrative procedures and practi ces.

13. Third, investment decisions are based as much on the expected stability of
policies over the full termof the investnent, as on the actual policy stance. There
is thus a “wait and see” attitude, and paradoxically, the nore dramatic is the

policy change, the longer can be the lag. Fourth, liberal regines are today taken
for granted: with so many countries liberalising, a “so what” attitude is a comon
i nvestor response; even nore so than before, liberalization is a necessary but not

sufficient condition for investnent.

14. In order to increase investor response, governnments adopt a broad range of
promoti onal measures. These include information and nedia canpaigns to overcomnme
mar ket failures due to information and communi cation; the establishment of “one-
stop” institutions to |l ower transaction costs arising fromcunbersone adm nistrative
practices; and the offering of a variety of fiscal and financial incentives to
conpensate for non-business risks (e.g., policy changes) and uncertainty (e.g.
unfam |iar country context).

15. I nvest nent pronotion can be costly and yield little inmediate result. Wile
failure is easily neasured, success is less so. For exanple, when FDI inflows
increase, it is unclear how nuch inflow would have occurred in any event. In the

case of extravagant incentive packages, it is also possible that the added cost
out wei ghs the benefits. How nmuch FDI, and what price, are key issues that shoul d not
be |l ost sight of in devising investnment pronotion neasures.
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16. I nvest ment pronotion strategies focus on three nmain el enents: the country, the
i nvestor and the investnent. Taken in turn, the three strategic considerations are:

(a) What are the country's key l|ocational advantages as a site for foreign
i nvestment and how can t hese advantages be best narketed?

(b) Wi ch investors are likely to be attracted to such a site and how can they be
best targeted?

(c) What are the steps in undertaking an investment -- fromplans to operations --
and how can these steps be facilitated so that potential investors do not |ose
i nterest?

A Mar keting | ocati onal advant ages

17. The creation of a positive inage of the host country to investors is

considered the first step in investnent pronotion. This sonetinmes neans changing a
country’s negative inmage as a location for foreign investment, stemm ng fromearlier
i nhospitable policies or events (such as war or famine). National image is also
shaped by that of the region

18. | mage-building is often seen as a public relations activity. Considerable
effort is allocated to advertising; the holding of exhibitions; and goodw ||
m ssions |led by officials whose tenure can be short-lived. But inmage-building is
nore than that.

19. If a country was previously restrictive of foreign investnent, it is inportant
to develop a welcomng attitude on the part of governnent officials and
institutions, the |local business sector and the public at large. In other words,
i mage-buil ding nust first begin at hone before it can succeed abroad. An el aborate
wor | dwi de public relations canpaign can bring business executives into a country,
only to have themturn back due to an unwel comi ng attitude on the part of a single
custons official. Training of officials, institutional and market reforms, public-
private sector dialogues and general information activities carried out over a
sust ai ned period, are necessary for inculcating a welcom ng attitude towards foreign
i nvest ment .

20. If a country has a volatile political system it is inmportant that foreign
i nvestment be subject to non-partisan consensus. Governments may cone and go, but
pol i cies should not.

21. If a country is poor and underdevel oped, it is inportant to focus on |ong-term
potentials and relate these to current investment opportunities. A large popul ation
is both a source of abundant |abour and a future market (which is ranked by
investors as the nobst inmportant |ocational advantage a country can offer, see
fig.1). A snall population need not nean a small market in a regional context or as
an export platform but it may nmean allocating greater priority to educati on and
training than other countries. Weak infrastructure is an inpedi nent to investnent
in manufacturing but it can also be an attractive opportunity for the internationa
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infrastructure industry. All countries have specific |ocational advantages of sone
ki nd that can be devel oped and narket ed.

22. Finally, attention should be given to the image-building of Africa.
I nternational investors rank future investnent opportunities in Africa far |ower
than el sewhere (see figure 2), even though actual rates of return on existing
investnents in Africa conpare nore favourably to those in other regions.® In this
respect, recent commitnments to strengthen hone-country investnment pronotion
programes for Africa are a wel cone step

B. Targeting investors

23. The nore successful investnment pronotion programmes target specific types of
i nvestors. Targeting helps in several ways:

(a) To take due account of overall national objectives for FD (e.g., priorities
for specific sectors, industries and/or sub-regions);

(b) To identify potential investors who are nost likely to be attracted by the
| ocati onal advantages which the country has to offer

(c) To fine-tune pronotion efforts to the interests of specific investor groups;
(d) To econom ze in the use of limted investnent pronotion budgets.
8 For evidence on rates of return see UNCTAD, Foreign Direct |Investnent

in Africa, Current Studies, Series. A No 28.



TD/ B/ COM 2/ EM 2/ 2
Page 7

Figure l. Investor ranking of locational advantages
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Figure 2. Investor ranking of futureinvestment
opportunities
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24. There are sonme 40,000 transnational corporations: where does one start? To
begin with, one should |ook at conpanies and honme countries who are already
investing in the host country: are they reinvesting earnings? could they invest
nore? coul d they upgrade into nore val ue-added activities? Next, one could | ook at
the types of FDI entering other host countries with simlar |ocational advantages:
why are they investing there and not here? Answers to such questions provide
f eedback on the effectiveness of investnent policies and procedures, and where their
functioning can be inproved to reach best practices.

25. Regi onal investors are another inportant category, particularly in Asia and
Latin Anerica where intra-regional flows account for a significant and growi ng share
of FDI. Nearly 40 per cent of the FDI stock in devel oping Asia originates from Asi an
devel opi ng countries. During the 1990s, intraregional FD in Latin Anerica was about
U.S.$7 billion, with nost of the outflows originating from Chile, Brazil and
Argentina. Wen it cones to South-South investrment, the focus should be on small and
medi um-size foreign investors, who often have different needs from those of
traditional hone countries. Included in this investor category are expatriates.

26. More aggressive targeting strategies focus on footloose industries and sunset
i ndustries. Footloose industries are not |ocation dependent (either resources or
markets) and are wusually export-oriented. Firns in these industries |ocate
strategically, according to where they can secure a conpetitive advantage vis-a-vis
other firns in specific regional or global nmarkets. For exanple, textile
manuf acturers may |l ocate facilities in countries with special trade privileges to
ot herwi se closed third-country markets. A few countries have devel oped successfu

i nvestment pronotion strategies by positioning thensel ves as gateways to regi ona

mar ket s. Many other countries have established export processing zones to attract
footl oose industries, with m xed success.

27. Sunset industries face slowing sales in mature narkets and growi ng sales in

world markets. While firms intheseindustriesdo not necessarily relocate plants, they do
expand operations globally through FDI, which is typically market-seeking. Such
firms, with long-termcorporate strategies to expand abroad, are therefore suitable
targets for investnent pronotion, particularly by |arge host countries.

28. Devel opi ng countries with small narkets are likely to be nore successful in
targeting intra-industry activities, particularly conponent manufacturing. The
spread of integrated international production has also created functional niches for
devel oping countries in fields such as accounting, data processing and the
programm ng of software applications.

29. Regi onal groupi ngs, such as ASEAN, have collectively targeted conpl enentary
intra industry activities. For exanple, in the autonmobile industry, engine
manuf acturing has been located in one country and transm ssion nmanufacturing in
anot her. Such conpl enentation schenmes have been inplenmented on a brand-to-brand
basis, targeted at specific conpanies at a subregional level. A simlar strategy had
been pursued in Latin Arerica with little success but, with the growi ng i nportance
of integrated international production as a corporate strategy, it may warrant a
second | ook.

30. Yet anot her approach is to identify gaps in domestic industries, and to target
foreign firms which could conpl enent donestic firns through backward and forward
i nkages, thereby strengthening national technol ogical capabilities and production
capacities.
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31. To sumup, targeting involves a nunber of choices revolving around industries,
firms and activities, and honme countries. It requires extensive research to identify
firms that are likely candidates to invest in the country, and ways in which those
i nvestments can be nade to neet investor needs and devel opnment objectives.

32. An UNCTAD 1996 survey of 80 investnent pronotion agencies (IPAs) wordw de
shows that 73 per cent of the |IPAs have a system of sone sort for identifying and
attracting investors, and assessing their econom c and financial strengths. Only 28
per cent of the 1PAs in devel oping countries have conputerized systens with access
to electronic databases abroad, while 53 per cent of the IPAs from devel oped
countries do.

33. Roughly half of the surveyed | PAs conduct feasibility studies. Feasibility
studi es can be useful to the extent that they provide all relevant infornation that
investors may be interested in. But they are expensive and take tine to prepare, and
need to be regularly updated as econom ¢ and busi ness conditions change. |In any
event, foreign investors often rely on their own cal cul ati ons.

C. Facilitating invest nent

34. Most countries have investnent pronotion agencies. There are sone 100 nenbers
of the World Association of Investnent Pronotion Agencies (WAIPA), which was
established in 1995 for the purpose of exchange of best practices in investnent
pronotion. Generally, |IPAs are part of the public sector and sub-subordinated to a
m nistry, but |IPAs can also be autononobus governnent agencies, joint ventures
(between the government and private sector) or entirely private.

35. An | PA's tasks are wi de-ranging. First, an |IPA typically carries out the
various activities that give effect to inmage-building and investnent pronotion
canpai gns, such as: distribution of pronotional brochures, advertising in world
nmedi a, participation in investnent foruns and the |ike. Second, an |PA usually also
undertakes activities related to investor targeting, including: identifying
potential investors; preparing investnent profiles and feasibility studies; making
direct contact with prospective investors and bringing to bear all kinds of
marketing and selling skills to generate an investnent. The nore established |IPAs
mai ntain offices abroad for the purpose of directly generating investnent.

36. Third, an I PA nay act as a "one-stop" agency to assist investors in the start-
up period of the investnent. The entry of foreign investnent is sonetines subject
to a screening, approval and registration process. Wiile it need not be cumbersone
or time-consunming, it oftenis in practice, especially for first-tine investors and
smaller firms. Many countries have stream ined the process considerably, but even
mnor institutional bottlenecks at the entry |evel can negate an otherw se overal
attractive policy and legislative investnent climate. To facilitate the process, an
I PA may assist an investor in satisfying the investnent criteria and thereafter
coordi nate the grant of the necessary permts and approvals by the various other
gover nnent agenci es concerned. To the extent that an | PA adds value to the start-up
process, by speeding the general paperwork, investors are frequently receptive to
paying for the facilitation service
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37. Fourth, an I PA may offer a nunber of conveni ence services to investors after
the investnent has been approved. For exanple, an IPA nmay, for a fee, assist in
securing telephone, electricity, water and sewage connections. In fact, full

recovery of infrastructure costs is possible in well-designed industrial zones.
Apart from earning revenue, investnent services project a welconmng attitude and
allow investors to operate on equal ternms with donmestic enterprises. MNoreover
satisfied investors not only reinvest, they also can be the best anbassadors for
pronmoting the country to new i nvestors.

38. Many of these tasks call for skills not readily available in the public
sector. For exanple, effective investment pronotion calls for skills in marketing;
while efficient investnent services require a business background. Governnments may
underesti mate the inportance of such skills, specially when | PAs are of fshoots of
government departments staffed with persons with an administrative rather than a
speci al i st background.

39. Of the several |PA functions, investment services and facilitation are the
nost inportant. They convert investor intentions into actual investnment and ensure
continued satisfaction through the life of the investnent (“aftercare”).

D. Questi ons

40. Questions that may deserve di scussion are:

(a) Are the | ong-term devel opnental benefits of FDI enhanced by targeting or is
the market a better neans of allocating FD anbng sectors?

(b) How can hone-country programmes for dissem nating information and support
services to their investors be inproved?

(c) What is the regional experience in investnment pronption and targeting?

(d) Speci al economic zones, nainly export-processing zones, industrial districts
and science parks, have proliferated around the world: there are nore than
800. How effective are they in attracting FDI?

(e) What is the experience in involving the host-country business community in
targeting foreign investors?

41. Wth regard to | PAs, additional questions that may deserve discussion are:

(a) How effective are the various tools of the trade: advertising and nedia
canpai gns; project profiles and feasibility studies; investnent foruns and
m ssions; making direct contact wth specific investors or groups;
facilitation and aftercare?

(b) The UNCTAD survey indicates that 82 per cent of the |IPAs assist investors in
obtaining start-up permts and licences. At the same time, 55 per cent of the
| PAs are al so engaged in screening activities. In 28 per cent of the
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countries, screening of investment is performed by another governnent agency. Can
| PAs screen investment and also facilitate it?

(c) Are I PAs nore effective when located inside or outside the governnent
structure?

(d) What is the experience with revenue-generating services and other self-
financi ng mechani sns?

(e) Can | PAs facilitate FDI |inkages with |ocal suppliers?

1. PROMOTI ON OF OUTWARD FOREI GN DI RECT | NVESTMENT

42. The pronotion of outward direct investnent has been the traditional domain
of devel oped countries, but in recent years a nunber of devel oping countries and
econom es in transition have al so begun to pronote the outward investnment of their
enterprises. They do so for reasons of inproving access to overseas narkets,
resources and technol ogi es.*

43. Al'l of the OECD countries pronote outward FDI, primarily in three areas:
informati on and techni cal assistance; financial support and fiscal incentives; and
i nvestment insurance (see table 2).

4 For a fuller discussion of the reasons, see UNCTAD, World Investnent Report
1995: Transnational Corporations and Conpetitiveness (United Nations Publication,
Sales No. E.95.11.A. 9), chap. VII.
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Table 2
Qutward FDI pronotion progranmes of OECD nmenber countries, early 1990s
Informati on and techni cal assistance Fi nanci ng I nsu-
rance
Feasi - Proj ect
Country I nfor- Mat ch- M ssi ons bility devel op- Equity | Loans Guar an-
mati on maki ng st udi es ment and t ees
start-up
Australia L L L L
Austria ] ° o °
Bel gi um L o ) ) )
Canada . ° ) ) ° °
Denmar k [ [ [
Fi nl and o o o o o o o
France o ° ° ° °
Ger many ° ° ° ° ° ° ° °
Italy ° ° ° ° ° ° ° °
Japan ° ° ° ° ° ° ° °
Net her | ands ° ° ° ° ° ° °
New Zeal and o o o o
Nor way o o o . . ) )
Por t ugal ° ° ° °
Spai n ° ° ° ° ° °
Sweden ° ° ° ° °
Swit zer| and o o o o . ) ° °
United ° ) °
Ki ngdom
Uni t ed [ ] [ ] [ ] [ ] [ ] [ ] [ ]
States
Source: CECD, Pronoting Foreign Direct Investnent in Devel oping Countries

(Paris: OECD,

1993) .
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44, The nost common form of outward pronotion, anmong devel oped and devel opi ng
countries, is the provision of information and technical assistance. Information is
di ssemi nated through publications, sem nars, teleconferences, trade fairs and the
fielding (and hosting) of investnent mnissions. Technical assistance consists
primarily of partial support for feasibility studies and al so sone start-up support,
particularly for smaller or |ess experienced investors. Start-up support can include
assistance in preparing | egal docunents, adapting technology to |ocal conditions and
trai ning of host country managers and enpl oyees.

45. Fi nanci al support is provided in about a half of the OECD countries through
a devel opnent finance institution, of some type, that conbines assistance to
devel opi ng countries with support, usually loan, equity or co-financing, for private
FDI projects. The European Union offers a regional approach to FDI-related
devel opnent assistance. In addition, sone developing countries, including the
Republic of Korea, India, Singapore, Thailand, Ml aysia and Taiwan Province of
China, provide direct financial support, and in sone cases also fiscal incentives,
to pronote desired outward FDI

46. Nat i onal investnent insurance progranmes exist in nost devel oped countries
to provide coverage for expropriation, war and repatriation risks. Many of the
programes require that the FDI being insured generates econom ¢ benefits such as
i ncreased jobs or revenue for the hone country or serves other national interests.
Simlar insurance programes exist in developing countries, but they are of |esser
i mportance. The need for national insurance is alleviated by the establishnent of
the M GA in 1985.

47. Most devel opi ng countries do not pronote outward FDI. Perhaps the obvious
reason is that the need to do so is |ow The nunber of transnational corporations
based in devel oping countries, while significant and growing, is still relatively
smal | . The vast majority of enterprises produce for the donestic nmarket and service

world markets through exports (this is true for all countries but specially
devel opi ng econonmies). Thus, there is little demand for pronotional neasures.
However, the demand could be latent, as many devel opi ng countries have had, unti
recently, restrictive regulatory policies to keep investnment funds at hone.
Countries wth foreign exchange constraints face a policy dilenma in the
liberalization of outward FDI

48. Nevert hel ess, even when regul atory and policy regines are neutral vis-a-vis
outward FDI, as is increasingly the case in devel oping countries and econom es in
transition, the need for pronotional neasures should still be queried. Pronotiona

nmeasures can introduce market distortions and encourage enterprises to prematurely
expand production overseas, before they have mastered the basic technol ogica
capabilities necessary for successful outward FDI . For exanple, an enterprise’s
conpetence in production may be high, but weak in other areas such as product design
and marketing, and working with suppliers (all of which are inportant for succeeding
in the nore devel oped narket econom es). Even | arge enterprises nmay experience such
problens, as illustrated by the experience of Korean firms, some of which divested
their early investnents in the United States and noved facilities to other host
countries with business conditions sinmilar to their own, such as Mexico. There are
ot her instances where firms have channelled earnings into outward FDI instead of
upgradi ng domestic plants, only to discover that they were |ocked into vintage
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t echnol ogi es (and | ow-wage, | ow val ue-added production), and no | onger conpetitive
with rival firms in their own narkets.

49. In short, the strategic considerations of enterprises in devel oping countries
may not coincide with those of firns in devel oped countries as it concerns outward
FDI . Singapore’s policy favours outward FDI within Asia, partly because Singaporean
firms |l ooking to invest overseas for the first-tine may find it easier to initially
regi onal i ze, before going gl obal

50. Questions that may deserve di scussion are:

(a) How effective are the various types of outward investnment pronotion
activities - information, technical assistance, finance, insurance?

(b) In many countries, the pronotion of outward investnent is often the concern

of more than one national institution. |Is there a case for a “one-stop”
agency for outward investnent?

(c) Should there be greater cooperation between inward and outward investnment
pronoti on agenci es?

I11. I NVESTMENT | NCENTI VES

51. Governnents offer incentives to attract FDI, to steer it into favoured
i ndustries or regions, or to influence its character, for exanple, when technol ogy-
i ntensive investnment is being sought. There are three types:

(a) Fi scal incentives reduce the tax burden for a foreign investor. The npst
conmmon are tax holidays; but they can include reduced rates on taxes of al
ki nds, including inmport duties.

(b) Fi nanci al incentives provide finance for new investnment or to defray capita
or operation costs. The npbst comopn types include government grants,
subsi di zed <credit, governnment equity participation and insurance at
preferential rates.

(c) O her incentives include training of | ocal enpl oyees; dedi cat ed
infrastructure; certain subsidized services; market preferences; and
preferential treatnent on foreign exchange.

52. The range of incentives to FDI, and the nunber of countries that offer
i ncentives, have increased considerably in the past decade. The manufacturing sector
is still the main focus of incentives, though sone governnments continue to target
agriculture, fisheries, mning and oil exploration and extraction, hotels and
tourism Increasingly, countries target investnment in industries involving
t echnol ogy and hi gh val ue-added (such as el ectronics, robotics, computer software)
and in infrastructure projects. Sone countries also offer incentives to encourage
conpanies to locate specific corporate functions within their territories, for
exanple, to set up regional headquarters.
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53. In general, devel oped countries rely nore on financial than fiscal incentives
(partly because the latter involve parlianentary decision), while devel oping
countries rely nmore on fiscal incentives (mainly because they lack the resources to
provide financial incentives).

54. Among fiscal incentives, developed countries appear to prefer accelerated
depreciation and specific deductions for corporate incone-tax purposes. In
devel opi ng countries, tax holidays, exenptions frominport duties and duty drawbacks
are nore promnent. Tax holidays are typically available for up to 5 years after an
i nvestment, but they can go up to 10 years and, occasionally, 25 years. Tariff
concessions are granted for periods usually lasting 5 to 10 years, but sonetinmes as
long as 15 to 25 years for mmjor projects.

55. Fi nanci al incentives in devel oping countries are nainly subsidized | oans, |oan
guar ant ees and government grants. For exanple, the package of financial incentives
offered to foreign investors in sone |owincone countries may include: grants for
| abour training during the first year of a nmanufacturing investnent; | oan guarantees
frominternational line of credit sources; governnent equity participation when
required; up to 10 per cent annual wage subsidies; and up to 15 per cent rebates on
the cost of electricity, water and sewage services on factory prem ses.

56. Finally, the nunber and range of other incentives has increased considerably
in recent years. Subsidized infrastructure and services are often provided for
enterprises investing in export-processing zones, enterprise zones or science parks.
In addition, the provision of information, consultancy and nanagenent services, as
well as training and other technical assistance at subsidized prices or no cost are
a common formof incentive in many countries, often aimed at small firms, technol ogy
transfer or underdevel oped regions.

57. In developing countries, the rationale for investment incentives is to
conpensate for the failure of host country markets to provide sufficiently
attractive rates of return that fully capture the various benefits of FD . These
benefits include capital and jobs, and also |l onger-term gains such as transfer of
t echnol ogy and manageri al know how, upgradi ng of worker skills and access to world
markets through intra-firmtradi ng networks. In addition, individual investments can
lead to sequential investments by the sane investor or associated investnment by
other firnms thus creating aggloneration effects.

58. However, in all these cases, it is clearly not in the public interest that
the amount granted in incentives exceed the value of the benefits to the public.
Recent exanpl es suggest that incentive packages can be extravagant in the autonobile
and el ectronics industries.?

59. Experi ence al so suggests that the capacity to execute incentives neasures
effectively varies wi dely anmong countries, because of pressures for incentives to
be hi gher than warranted or because adninistrative capacities are not sufficient to
i mpl enent and nonitor incentives efficiently.

5 For exanples, see UNCTAD, lncentives and Foreign Direct Investnent (United
Nati ons Publication, Sales No. E.96.11.A. 6, 1996).
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60. Finally, and nore generally, care has to be taken that incentives are offered
on the basis of host country needs, and not sinply to match incentives offered by
other countries. A public authority that is well financed is clearly nore likely to
win a bidding contest for an investnent project than one that is not well financed.
In conpetition for FDI, poorer countries are relatively disadvant aged.

61. G ven the dilemma inherent in the conpetition for FD -- whereby countries
tend to overbid through investnent incentives -- governments would collectively
mexi m ze welfare by cooperatively agreeing in principle to limt the amunt of
incentives offered. In any event, nore restraint should be exercised by countries
that do not need to resort to incentives to attract FDI

62. Questions that may deserve di scussion are:

(a) Survey data show that nonetary incentives are a relatively mnor factor in
the | ocational decisions of foreign investors relative to other |ocationa
advant ages, such as narket size and growth, production costs, skill |evels,

political and econom c stability and the regulatory framework. How effective
are incentives conpared to other pronotional activities?

(b) Are incentives offered on the basis of careful cost-benefit analysis or
sinply to match what other countries offer?

(c) When countries are at the sane | evel of devel opnent, and one country offers
i ncentives and another does not, foreign investors could be influenced in
their | ocational choices between countries. |Is such conpetition a fact of
life or would countries be better off conpeting on fundanental s?

(d) Investors frequently ask for discretionary incentives and governnents often
oblige. Is it nore effective to offer a general incentives package or to
negotiate deals responding to the particular conditions of individua
i nvest ments?

(e) Is there a role for international cooperation in encouraging greater
transparency in the granting of investment incentives?



