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1. Are tax incentives effective at attracting foreign 
investment to developing countries? 
– Van Parys and James, Why Tax Incentives May Be an 

Ineffective Tool for Encouraging Investment? – The 
Role of Investment Climate (2009)

– “[A] broad agreement that a low host country tax 
burden cannot compensate for a generally weak or 
unattractive FDI environment… Tax is but one element” 
(OECD 2007).

– “Tax incentives are a poor instrument for 
compensating for negative factors in a country’s 
investment climate” (Morisset 2003).



• To whom are these conclusions addressed at? 

– Neoclassical investment theory? 

– Policymakers in developing countries who are 
tempted/pressured to adopt tax incentives? Who 
might these policymakers be misled by? 

– What about the BRICS countries, which seem to 
have gotten rid of a lot of tax incentives for foreign 
investors?



• What is the “investment climate” and what can 
one do about it?
– It is common for economists to take the relevant 

institutional arrangements to be black boxes 
• Analyses are done using simplified “transparency” or “rule 

of law” “indicators”. 

– Rule of law (or transparency) is not a function of 
successful revenue collection. England, the U.S. etc. 
did not develop legal systems because of their tax 
systems.

– Perhaps more can be said: what if a tax incentive is 
conditional upon choosing domestic dispute 
resolution instead of international arbitration?



2. If tax incentives are not effective at attracting 
investment (in most relevant circumstances), 
why do so many countries still adopt them? 
– Do they still adopt them? Or is the age of tax 

incentives (for FDI at least) gone?

– Global tax competition: Klemm and Van Parys: 
Empirical Evidence on the Effects of Tax Incentives 
(2012); evidence for developing countries (Africa, 
South America, and the Caribbean’s)

– Must there be a single explanation? Is there one 
phenomenon that we are trying to analyze or 
explain?



3. If tax incentives (for foreign or domestic 
investment) are still very widespread in 
developing countries, what are their 
distributional effects? How wasteful are they?

4. Would it be useful—in order to reduce the 
amount of waste—to understand better the 
political incentives behind adopting them?



• Brief review of Chinese narrative
– Generous income tax incentives were offered to FDI 

under national statutes between 1978 and 2007. 
National policy changed in 2007 and all incentives 
were phased out in 5 years. 

– However, many types of (geographically-based) tax 
incentives are still offered.

– Nationally-approved: bonded zones not only for 
manufacturing but also for financial institutions 

– Local government initiatives disapproved by central 
government: usually, “refund after collection” (RAC) 
for income taxes as well as VAT. Sub-national shares of 
revenue would be refunded.



• Incentives for offering them: officials achieve 
short-term economic growth, receive political 
promotion, and rotate to another jurisdiction. 
– Public good provision is simply not rewarded.

• Such logic of political competition in China has 
been extensively studied (in Chinese and English) 
and applied to a wide range of policy areas, e.g. 
environmental protection, food safety, etc. 

• Conclusion: insofar geographically-based tax 
incentives continue in China, they may be well 
explained already by the dynamics of domestic 
political competition.



• There are many other (non-geographically-
based) tax preferences (e.g. multiple rates and 
exemptions under the VAT) the wide adoption 
of which is less well-understood.


