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ABSTRACT 

 

This study explores how tax incentives promote FDI in India. FDI drives economic growth by 

providing capital, technology, and jobs. Tax incentives are used by governments worldwide to 

attract foreign investors, although their impact on FDI is unclear. This study’s objective is to 

assess how well the Indian government’s tax incentives have encouraged foreign direct 

investment. The study employs a descriptive research design to examine secondary data 

derived from official papers, international organisations, and scholarly journals. Tax 

incentives are one aspect that attracts foreign direct investment (FDI), but other factors like 

political stability, market size, and infrastructure quality also play a role, according to the 

findings. Comparative analysis with other emerging economies reveals that India’s tax 

incentives are competitive but need to be part of a broader, more comprehensive policy 

framework to maximise their impact. The study concludes with policy recommendations aimed 

at optimising tax incentives to enhance FDI inflows, thereby contributing to India’s economic 

growth and development. 

 

Keywords: Foreign Direct Investment; Tax incentives; India; Economic growth; Policy 

effectiveness. 

 

1.0 Introduction 

 

Global economic integration relies on Foreign Direct Investment (FDI) to move 

capital, technology, and management experience between countries (UNCTAD, 2022). It 

significantly impacts economic growth, especially in developing nations, by increasing 

efficiency, generating employment opportunities, and improving connectivity to global 

markets (OECD, 2023a).  
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In India, FDI has been instrumental in transforming various sectors, including 

manufacturing, services, and technology, contributing substantially to the country’s GDP 

growth (Reserve Bank of India, 2023). The Indian government has traditionally employed 

various tax benefits, such as tax holidays, lowered corporate tax rates, and special economic 

zones (SEZs), in order to entice foreign direct investment (FDI) (Ministry of Finance, 2022). 

The goal of these reforms is to make the Indian market more attractive to investors and boost 

investment (NITI Aayog, 2022). Regardless of these endeavours, economists and politicians 

continue to argue about whether or not tax incentives are beneficial in attracting foreign direct 

investment (DIPP, 2023). 

This research endeavour is aimed at determining whether or not tax incentives are 

beneficial in attracting foreign direct investment (FDI) in India. When it comes to designing 

policies that may effectively attract foreign investment and drive economic growth, having a 

solid understanding of this relationship is necessary (World Bank, 2024). This study intends 

to shed light on how tax incentives might be improved to increase their efficiency by analysing 

their impact on FDI inflows. Tax incentives are often considered a double-edged sword; while 

they can attract foreign investors, they can also lead to revenue loss for the government if not 

implemented strategically (IMF, 2022). Therefore, it is important to assess whether the benefits 

of increased FDI outweigh the costs associated with these incentives (OECD, 2023a). 

 

1.1 Research inquiries 

The following research inquiries are addressed by this study: 

 What types of tax incentives are currently offered by the Indian government to attract FDI? 

 How effective have these tax incentives been in increasing FDI inflows into India? 

 What are the key factors that influence the efficacy of tax incentives in attracting FDI? 

 How does the effectiveness of India’s tax incentives compare with those of other emerging 

economies? 

 

1.2 Layout of the manuscript 

The paper is structured as follows: 

 Introduction: Foreign direct investment (FDI) and its importance are introduced in this 

section, along with the study’s goals, research questions, and paper outline. 

 Literature Review: This section discusses the theoretical framework and summarises key 

findings from existing research on the impact of tax incentives on FDI. 

 Methodology: This section provides a concise summary of the study’s methodology, 

encompassing its research design, techniques for collecting data, and procedures for 

analysing the data. 

 Analysis and Findings: An in-depth examination of India’s tax incentives, FDI inflow 

trends, and the effects of these incentives on FDI are presented in this section. 
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 Discussion: This section interprets the findings, highlights policy implications, and 

addresses the limitations of the study. 

 Conclusion: This section summarises the key findings and contributions to knowledge and 

provides recommendations for policymakers and practitioners. 

 

2.0 Review of Existing Literature 

 

2.1 Theoretical framework 

The notion of Foreign Direct Investment (FDI) has undergone substantial evolution 

in recent decades. The eclectic paradigm, alternatively referred to as the OLI (Ownership, 

Location, Internalisation) framework, was introduced by Dunning in 1988 and continues to be 

one of the most significant theories elucidating Foreign Direct Investment (FDI). According 

to this framework, companies invest in foreign countries to take advantage of their unique 

ownership-specific benefits, location-specific benefits, and internalisation benefits (Dunning, 

1988). Tax incentives, as a part of location-specific advantages, are critical in influencing 

multinational enterprises (MNEs) decisions on where to invest (Blomström et al., 2003).  

The investment development path (IDP) theory further elaborates on how countries 

evolve in their attractiveness to FDI, influenced by economic development and government 

policies, including tax incentives (Narula & Dunning, 2010). Recent studies have incorporated 

institutional theory to understand the impact of governance quality and institutional 

frameworks on FDI flows (Meyer & Peng, 2016). Institutional theory posits that well-designed 

tax incentives can significantly enhance the attractiveness of a country by reducing the risks 

and uncertainties associated with investment (North, 1990). Recent analyses by Sabir et al. 

(2019) support this view, showing that institutional quality significantly impacts FDI inflows, 

with tax incentives acting as a complementary factor. 

 

2.2 Recent empirical evidence on tax incentives and FDI 

Numerous empirical investigations have investigated how FDI was affected by tax 

incentives, specifically in developing nations. A study conducted by Ambrosio (2020) 

discovered that tax incentives, such as tax vacations and reduced corporate tax rates, have a 

substantial positive impact on foreign direct investment (FDI) inflows in African countries. 

Similarly, Zolt (2015) highlighted that while tax incentives can attract FDI, their effectiveness 

varies greatly depending on the overall investment climate of the host country. In the context 

of India, Aggarwal (2019) conducted a study to examine the effects of SEZs and determined 

that they have effectively attracted FDI, specifically in the manufacturing industry.  

Another study by Nuţǎ & Nuță (2012) revealed that tax incentives in India have a 

positive but limited impact on FDI inflows, suggesting that other factors, such as infrastructure 

and political stability, play a more crucial role. Comparative studies have shown that India’s 
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tax incentives are competitive but could be more effective if accompanied by improvements 

in regulatory frameworks and ease of doing business (Kandpal & Kavidayal, 2014). In 

addition, studies conducted by the OECD (2023a) show that tax incentives work best when 

included in a larger policy package aimed at attracting foreign direct investment (FDI). 

 

2.3 Positive impact of tax incentives 

Parys (2012) analysed the impact of tax incentives in developing nations and 

discovered that targeted tax policies, such as tax holidays and exemptions, can lead to 

substantial increases in FDI, especially when aligned with broader economic reforms. His 

study suggests that while tax incentives are not the sole determinant, they can greatly improve 

a nation’s attractiveness to foreign investors. Similarly, a study by Mohammed (2023) found 

that emerging economies that strategically use tax incentives alongside improvements in 

infrastructure and ease of doing business tend to attract higher FDI inflows. They emphasise 

that the synergy between fiscal incentives and economic fundamentals is crucial for 

maximising the benefits of FDI. 

 

2.4 Criticisms of tax incentives 

Several studies have shown that tax incentives are often overstated in their impact. 

Blonigen & Piger (2014) assert that while tax incentives can attract FDI, their effectiveness is 

often limited by other factors such as political stability, market size, and labour costs. 

Excessive dependence on tax incentives, they say, might cause a “race to the bottom,” in which 

nations drastically reduce taxes, reducing public revenues and failing to boost investment. 

Klemm & Parys (2009) also highlight the potential downsides of tax incentives, noting that 

poorly designed incentives can lead to economic distortions and inefficiencies. Their study 

calls for a more balanced approach, where tax incentives are part of a comprehensive strategy 

that includes improvements in regulatory efficiency and institutional quality. 

 

2.5 Tax incentives and FDI in India 

India’s approach to attracting FDI through tax incentives has been extensively studied, 

particularly in the context of its economic reforms. The introduction of Special Economic 

Zones (SEZs) and other fiscal measures has played a significant role in shaping India’s FDI 

landscape. Recent studies, such as those by Aggarwal (2019), have explored the impact of 

SEZs in attracting FDI to India. Their findings indicate that SEZs have been successful in 

boosting manufacturing and export-oriented investments, but their effectiveness is highly 

dependent on complementary policies, such as infrastructure development and ease of doing 

business. The “Make in India” initiative has further enhanced these efforts by offering 

additional tax incentives and improving the regulatory environment (Chakraborty & 

Nunnenkamp, 2008). 
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2.6 Sectoral analysis 

The technology and telecommunications sectors in India have been significant 

beneficiaries of tax incentives. Bose (2012) examined how tax credits and incentives for 

research and development (R&D) have attracted tech giants to India, fostering innovation and 

technological advancements. Similarly, the Goods and Services Tax (GST) has reduced the 

costs associated with following regulatory requirements and simplified the tax structure, 

leading to an increase in foreign investments in the financial services business (OECD, 2023). 

 

2.7 Global comparative studies 

Comparative analyses of tax incentives across countries provide valuable insights into 

best practices and potential pitfalls. The OECD (2023) conducted a study comparing tax 

incentives in emerging economies and found that countries aligning their tax policies with 

global standards and enhancing regulatory efficiency tend to attract higher FDI inflows. This 

finding aligns with the World Investment Report by UNCTAD (2022), which highlights the 

importance of policy stability and transparency in fostering investor confidence. A recent study 

by Demirhan & Masca (2008) emphasised the growing role of digitalisation and technological 

advancements in attracting FDI. They argued that countries investing in digital infrastructure 

and offering R&D tax credits are more likely to attract tech-driven FDI, particularly in 

knowledge-based sectors. 

Table 1 summarises studies on tax incentives and FDI, showing that tax incentives 

significantly boost FDI when combined with infrastructure and regulatory improvements 

(Nguyen & Nguyen, 2023). Tax incentives are more effective in developing countries 

(Blonigen & Piger, 2014) and enhance FDI as part of a broader economic strategy (Parys, 

2012). However, they can cause economic distortions if not aligned with broader policies 

(Klemm & Parys, 2009). Aggarwal (2019) highlights the success of SEZs in India, while Bose 

(2012) emphasises R&D incentives in attracting tech firms. Strong institutions improve tax 

incentives’ effectiveness, and digital infrastructure boosts FDI, especially in tech sectors 

(Demirhan & Masca, 2008). UNCTAD (2022) argues that digitalisation and tax incentives 

drive FDI in global value chains, and OECD (2023) stresses aligning tax policies with global 

standards to increase FDI inflows. 

 

2.8 Research gaps in the existing literature 

Although there has been significant research conducted regarding the correlation 

between tax incentives and foreign direct investment (FDI), there are still numerous areas that 

have not been fully explored or understood. First, there is a lack of comprehensive knowledge 

regarding the lasting effects of tax incentives on the promotion of sustainable economic 

development. Most studies focus on immediate FDI inflows without considering whether these 

investments lead to sustained economic growth and development (Ambrosio, 2020). 
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Table 1: Recent Literature on Tax Incentives and FDI  

 

Author(s)  

and Year 
Study Focus Methodology Key Findings 

(Nguyen & 

Nguyen, 

2023) 

Impact of tax 

incentives on FDI in 

emerging economies 

Cross-country 

econometric 

analysis 

Tax incentives significantly increase FDI 

inflows when combined with improvements in 

infrastructure and regulatory efficiency. 

(Blonigen & 

Piger, 2014) 

Role of tax 

incentives in 

developed vs. 

developing nations 

Comparative 

analysis of OECD 

and non-OECD 

countries 

Tax incentives are particularly efficacious in 

developing nations, as they assist in mitigating 

the elevated risks present but are less impactful 

in developed economies where market factors 

dominate. 

(James, 2013) 
Tax and Non-Tax 

Incentives 
Meta-Analysis 

Concluded that well-designed tax incentives 

can enhance FDI inflows, especially when part 

of a comprehensive economic strategy, but are 

not a panacea for economic growth. 

(Chakraborty 

& Basu, 2002) 

FDI and Growth in 

India 

Co-integration 

Approach 

Developed a strong link between FDI and 

India’s GDP growth, highlighting the need for 

policy changes to entice investing from abroad. 

(Görg & 

Greenaway, 

2004) 

FDI Benefits and 

Spillovers 

Cross-Country 

Comparison 

Analysed the benefits and spillovers of FDI, 

finding significant positive impacts on 

domestic firms, particularly in developing 

countries with supportive economic policies. 

(Zee et al., 

2002) 

Tax Incentives for 

Business Investment 

Theoretical and 

Empirical Analysis 

Highlighted the complexity of designing 

effective tax incentives, emphasising the need 

for careful evaluation to balance benefits and 

potential revenue losses. 

(Morisset & 

Pirnia, 2000) 

Impact of Tax 

Policies on FDI 
Policy Review 

Provided a comprehensive review of how tax 

policies affect FDI, suggesting that incentives 

must be transparent and stable to effectively 

attract long-term investments. 

(Desai et al., 

2006) 

Taxation and 

Multinational 

Activity 

Econometric 

Analysis 

Analysed how tax policies impact multinational 

corporations’ decisions on where to invest, 

finding that lower tax rates significantly boost 

FDI inflows in competitive markets. 

(Feld & 

Heckemeyer, 

2011) 

FDI and Taxation: A 

Meta-Study 

Meta-Regression 

Analysis 

Results showed that tax incentives indeed have 

an impact on foreign direct investment (FDI), 

but the size of that impact differs greatly 

between areas and industries. 

(Hajkova et 

al., 2007) 

Taxation and 

Investment 

Incentives in Europe 

Panel Data 

Analysis 

Found significant variation in the effectiveness 

of tax incentives across European countries, 

emphasising the importance of aligning 

incentives with national economic goals. 
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(Smarzynska, 

2002) 

Productivity 

Spillovers from FDI 

Firm-Level Data 

Analysis 

Provided empirical evidence of positive 

productivity spillovers from FDI, particularly 

in sectors with strong backward linkages. 

(Dharmapala, 

2014) 

Foreign Direct 

Investment and 

Corporate Taxes 

Literature Review 

and Empirical 

Analysis 

Assessed the impact of corporate taxes on FDI, 

finding that competitive tax rates are crucial in 

attracting multinational enterprises. 

(Parys, 2012) 
A global perspective 

on tax incentives 

Meta-analysis of 

existing literature 

Well-designed tax incentives can enhance FDI 

inflows, especially when part of a 

comprehensive economic strategy, but are not a 

panacea for economic growth. 

(Klemm & 

Parys, 2009) 

Effects of tax 

incentives on FDI 

efficiency 

Panel data analysis 

of 30 developing 

countries 

Tax incentives can lead to increased FDI but 

often result in economic distortions if not 

aligned with broader economic policies. 

(Aggarwal, 

2019) 

Special Economic 

Zones (SEZs) in 

India 

Case study and 

statistical analysis 

of SEZ 

performance 

SEZs have helped bring foreign direct 

investment (FDI) to India, especially in the 

industrial sector, but their continued 

performance is dependent on stable 

infrastructure and government policies. 

(Bose, 2012) 

R&D tax incentives 

and FDI in 

technology 

Sectoral analysis 

and interviews with 

industry 

stakeholders 

R&D tax incentives have successfully attracted 

tech companies to India, fostering innovation 

and contributing to the digital economy. 

(Demirhan & 

Masca, 2008) 

Digital 

infrastructure’s role 

in attracting FDI 

Empirical study 

across 50 countries 

Investment in digital infrastructure, alongside 

tax incentives, significantly boosts FDI, 

especially in high-tech industries. 

(UNCTAD, 

2022) 

Digitalisation in 

global value chains 

Analysis of FDI 

trends in relation to 

digitalisation 

efforts 

Digitalisation efforts, supported by targeted tax 

incentives, drive FDI in sectors connected to 

global value chains, enhancing competitive 

advantages. 

OECD (2023) 
FDI trends and tax 

policies 

Global data 

analysis from 

OECD databases 

Countries that align tax policies with global 

standards see higher FDI inflows; policy 

stability and transparency are critical for 

investor confidence. 

Source: Authors’ compilation 

 

Second, there is a dearth of in-depth studies that assess the efficacy of various tax 

incentives across diverse sectors in a single country, like India, despite the abundance of 

literature on the topic of the capacity of tax incentives to attract foreign direct investment (FDI) 

to developing nations (UNCTAD, 2022). Lastly, there is a need for more research on the role 

of institutional quality in moderating the effectiveness of tax incentives. Although institutional 

theory suggests that good governance can enhance the attractiveness of tax incentives, 

empirical studies in this area are scarce (Meyer & Peng, 2016). 
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3.0 Methodology 

 

3.1 Research design 

To determine if tax incentives were successful in luring Foreign Direct Investment 

(FDI) to India, this study used a descriptive research strategy. This study’s descriptive research 

design is well-suited for analysing and describing the correlation between tax incentives and 

foreign direct investment (FDI) inflows in great detail (Creswell et al., 2007). In order to 

provide a thorough and accurate evaluation of the subject, the research relies on secondary data 

gathered from multiple reliable sources. 

 

3.2 Data collection and analysis 

The data collection for this study entails the compilation of secondary data from 

several trustworthy sources, such as government reports, international organisations, academic 

publications, and statistics databases. The data is obtained from the Ministry of Finance, 

Department for Promotion of Industry and Internal Trade (DPIIT) and the Reserve Bank of 

India (RBI), which collaborate with international institutions such as the United Nations 

Conference on Trade and Development (UNCTAD), the World Bank, and the Organisation 

for Economic Co-operation and Development (OECD). Academic publications offer 

theoretical and empirical knowledge, while internet databases like the World Bank’s World 

Development Indicators and OECD’s I Library give quantitative data on foreign direct 

investment (FDI) inflows and tax rates.  

The data analysis entails using descriptive statistics to provide a summary of foreign 

direct investment (FDI) inflows and tax incentives. It also involves trend analysis to identify 

noteworthy changes over time, correlation analysis to evaluate the correlation between tax 

incentives and foreign direct investment (FDI), multivariate regression analysis to assess the 

influence of various tax incentives on the inflow of foreign direct investment (FDI) and 

comparative analysis to compare India’s tax incentives with those of other emerging 

economies. In addition, qualitative content analysis on policy documents and scholarly 

research allows for a comprehensive understanding of how tax incentives are implemented and 

their effectiveness.  

 

3.3 Regression equation 

To perform the regression analysis, the following equation has been followed, and 

Table 2 clearly explains the regression coefficients and terms used in this study. 

FDI Inflows = 𝛽0 + 𝛽1 (Tax Holidays) + 𝛽2 (SEZs) + 𝛽3 (Import Duty Exemptions) + 

𝛽4 (R&D Tax Credits) +𝛽5 (Infrastructure Quality) + 𝛽6 (Political Stability) +𝛽7 (Ease 

of Doing Business) + 𝜖 
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Table 2: Explanation of Regression Coefficients and Terms 

 

Symbol Description 

𝛽0 
Intercept, representing the base level of FDI inflows without the influence of any 

independent variables. 

𝛽1 (Tax 

Holidays) 

Coefficient for tax holidays, indicating how changes in tax holidays affect FDI 

inflows. A positive value suggests that longer tax holidays are associated with 

higher FDI inflows. 

𝛽2 (SEZs) 
Coefficient for Special Economic Zones (SEZs), reflecting their impact on FDI. 

Positive values indicate that the presence of SEZs boosts FDI inflows. 

𝛽3 (Import 

Duty 

Exemptions) 

Coefficient for import duty exemptions, measuring the influence of reduced 

import duties on FDI. Positive coefficients suggest that exemptions encourage 

foreign investment by lowering costs. 

𝛽4 (R&D Tax 

Credits) 

Coefficient for R&D tax credits, showing the effect of tax incentives for research 

and development on FDI inflows. Positive coefficients indicate that such credits 

foster innovation and attract investment. 

𝛽5 

(Infrastructure 

Quality) 

Coefficient for infrastructure quality, highlighting the role of infrastructure 

improvements in attracting FDI. Positive coefficients suggest that better 

infrastructure enhances investment attractiveness. 

𝛽6 (Political 

Stability) 

Coefficient for political stability, indicating how a stable political environment 

impacts FDI inflows. Positive coefficients imply that stability reduces investment 

risk and attracts FDI. 

𝛽7 (Ease of 

Doing 

Business) 

Coefficient for ease of doing business, reflecting how regulatory efficiency and 

business-friendly policies impact FDI inflows. Positive coefficients suggest that a 

favourable business environment attracts more FDI. 

ϵ (Error Term) 
Error term, capturing the variability in FDI inflows not explained by the 

independent variables. 

Source: Authors’ compilation 

 

3.4 Data collection time period 

The study investigates tax incentives and FDI inflows in India from 2000 to 2022. 

This time frame was selected due to significant economic reforms, policy shifts, and global 

economic trends that have influenced Foreign Direct Investment (FDI) inflows into India and 

other emerging economies. This timeframe captures the evolution of India’s economic 

landscape, allowing for an in-depth analysis of the impact of tax incentives on FDI inflows 

over a comprehensive timeline. The early 2000s marked a critical phase in India’s economic 

reforms following the liberalisation efforts of the 1990s, including the dismantling of the 

License Raj, deregulation of industries, and the opening of sectors to foreign investment, which 

set the stage for increased FDI inflows (Jana et al., 2019). This period also witnessed the 

introduction of various tax incentives aimed at attracting FDI, making it essential to analyse 

the long-term effects of these policies. The period from 2000 to 2022 also encompasses 
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significant global economic events, such as the 2008 financial crisis and subsequent recovery 

phases, which have profoundly impacted FDI flows worldwide, including India (Auerbach & 

Gorodnichenko, 2016). 

Additionally, the rise of globalisation and the increasing interconnectedness of 

economies during this period have underscored the importance of competitive tax policies in 

attracting FDI (Blonigen & Piger, 2014). Furthermore, the 2000s and 2010s saw the 

introduction and evolution of several key tax incentives in India, including Special Economic 

Zones (SEZs) and tax holidays, designed to enhance India’s attractiveness as an investment 

destination (Aggarwal, 2019). These policy shifts were part of India’s strategic efforts to align 

with global economic trends and improve its competitiveness in the international market, 

making the chosen time frame crucial for analysing the interplay between tax incentives and 

FDI inflows. 
 

3.5 Measurement of variables 

The key variables in this study include tax holidays, Special Economic Zones (SEZs), 

import duty exemptions, and R&D tax credits. Each variable is measured as follows in the 

Table 3. 
 

Table 3: Measurement of Variables and Data Sources 
 

Factor Measurement Data Sources 

Tax 

Holidays 

This variable is quantified by the total number of years a company is 

exempt from paying corporate taxes. Tax holidays often serve as an 

incentive for companies to invest in specific sectors or regions, allowing 

them to reduce operational costs during the initial phase of business 

establishment. The attractiveness of these holidays often depends on the 

length and scope of the exemption, as longer tax holidays can significantly 

lower the effective tax rate for investors (Abbas & Klemm, 2013; James, 

2013). 

Official 

government tax 

policy 

documents and 

economic 

surveys. 

Special 

Economic 

Zones 

(SEZs) 

Measured by the number of operational SEZs within a given time frame 

and the cumulative investment in these zones. Special Economic Zones 

(SEZs) are regions with unique trade and economic regulations set aside 

from the national average. The effectiveness of SEZs in attracting FDI is 

often measured by the volume of foreign investments and the number of 

operational enterprises within these zones. The measurement also considers 

the range of benefits offered, such as tax incentives, reduced tariffs, and 

improved infrastructure (Aggarwal, 2006; Farole & Akinci, 2011). 

DPIIT and SEZ 

development 

reports. 

Import Duty 

Exemptions 

Quantified by the percentage reduction in import duties applicable to 

capital goods, reflecting the ease with which businesses can import 

machinery and raw materials needed for production. Import duty 

exemptions are critical for industries that rely on imported inputs, as they 

can significantly reduce the cost of production and enhance 

competitiveness (World Bank, 2017; WTO, 2019). 

Trade and 

commerce 

reports by the 

Ministry of 

Commerce and 

Industry. 
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R&D Tax 

Credits 

Calculated as the percentage of research and development expenses eligible 

for tax deductions. R&D tax credits aim to encourage innovation by 

reducing the effective cost of investing in new technologies and processes. 

The extent of these credits varies by country and often targets specific 

industries to boost technological advancement and competitive advantage 

(OECD, 2023b; Warda, 2002). 

Fiscal policy 

documents and 

Ministry of 

Finance reports. 

Infrastructu

re Quality 

Measured using the Global Infrastructure Index, which assesses the quality 

and extent of infrastructure investments, including transportation, utilities, 

and communication systems. High-quality infrastructure reduces logistical 

costs and enhances productivity, making a region more attractive for FDI 

(Aschauer, 1989; Calderón & Servén, 2010). 

World Bank 

and OECD 

reports. 

Political 

Stability 

Evaluation based on the World Governance Indicators’ Political Stability 

Index, which gauges public opinion on the relative safety of a country’s 

government and the prevalence or absence of terrorist attacks. This index is 

crucial for understanding the investment climate, as political instability can 

deter investors due to increased risks and uncertainties (Kaufmann et al., 

2011). 

World 

Governance 

Indicators. 

Ease of 

Doing 

Business 

Measured using the Ease of Doing Business Index, which evaluates 

regulatory efficiency and the business environment across economies. This 

index considers factors such as starting a business, obtaining permits, and 

enforcing contracts, reflecting how conducive a country is to business 

operations (World Bank, 2020). 

World Bank’s 

Doing Business 

reports. 

Source: Authors’ compilation 

 

4.0 Analysis and Findings 
 

4.1 Overview of tax incentives in India 

India has enacted a range of tax incentives to entice Foreign Direct Investment (FDI). 

These measures encompass tax holidays, decreased corporate tax rates, exemptions on import 

taxes, and the creation of Special Economic Zones (SEZs) (Ministry of Finance, 2022). Tax 

holidays, typically ranging from 5 to 10 years, allow new businesses to operate without paying 

corporate taxes during the initial years of operation. Reduced corporate tax rates are offered to 

specific industries, such as manufacturing and technology, to encourage investment in these 

sectors (DIPP, 2023). Import duty exemptions are provided to companies importing capital 

goods for manufacturing purposes, reducing the cost of setting up new production facilities 

(Reserve Bank of India, 2023). SEZs offer a combination of tax benefits, including income tax 

exemptions for a certain number of years, to create an investment-friendly environment 

(Aggarwal, 2019). 
 

4.2 Comparative description of tax incentives 

In order to offer a more comprehensive view of the efficacy of tax incentives in India, 

the following analysis includes a comparison with other advanced and emerging nations, as 

shown in the Table 4. 
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Table 4: Comparative Description of Tax Incentives 

 

Country Tax Incentives Overview 

India 

India offers a corporate tax rate of 25%, with tax holidays ranging from 5 to 10 years for new 

businesses. Special Economic Zones (SEZs) provide additional benefits, including income tax 

exemptions for a specified number of years. Import duty exemptions are available for capital 

goods, and there are R&D tax credits to encourage innovation. Despite these incentives, 

India’s ease of doing business rank suggests room for improvement in regulatory efficiency 

and infrastructure. 

China 

China also has a corporate tax rate of 25%, with shorter tax holidays of 2 to 5 years. SEZs are 

a significant part of China’s strategy to attract FDI, offering extensive tax and infrastructure 

benefits. Import duty exemptions and R&D tax credits further enhance the investment climate. 

China’s high ease of doing business rank reflects its efficient regulatory framework and robust 

infrastructure. 

Brazil 

Brazil imposes a higher corporate tax rate of 34%, with tax holidays typically lasting 5 years. 

SEZs are used to attract FDI, providing tax and import duty exemptions. R&D tax credits are 

available, but Brazil’s lower ease of doing business rank indicates challenges such as 

bureaucratic inefficiencies and political risks. 

South 

Africa 

South Africa has a corporate tax rate of 28% and offers tax holidays of up to 5 years. SEZs are 

utilised to attract investment, with various tax incentives and import duty exemptions. R&D 

tax credits are also offered. However, South Africa’s ease of doing business rank suggests that 

regulatory and infrastructure improvements are needed to enhance its investment appeal. 

United 

States 

The United States has a relatively low corporate tax rate of 21% but does not offer tax 

holidays or SEZs. However, it provides import duty exemptions and substantial R&D tax 

credits to promote innovation. The high ease of doing business rank reflects a favourable 

regulatory environment, advanced infrastructure, and a strong legal system that supports 

business operations. 

Germany 

Germany offers the lowest corporate tax rate among the compared countries at 15%, but it 

does not provide tax holidays or SEZs. Import duty exemptions and generous R&D tax credits 

are available to support business investments and innovation. Germany’s high ease of doing 

business rank is indicative of its efficient regulatory framework, robust infrastructure, and 

strong legal system. 

Source: Authors’ compilation 

 

4.3 Trends in FDI in India 

FDI inflows into India have shown significant growth over the past decades. 

According to the Reserve Bank of India (RBI), foreign direct investment (FDI) inflows into 

India began at approximately $0.13 billion in 1991, rising significantly to about $84.83 billion 

in 2022, reflecting substantial growth over the period due to various economic reforms and 

liberalisation policies. The rise can be ascribed to the liberalisation measures implemented in 

the early 1990s, which facilitated foreign investment in multiple areas (UNCTAD, 2022). The 

manufacturing sector has experienced significant foreign direct investment (FDI) inflows, 

mostly due to the ‘Make in India’ effort, which seeks to convert India into a prominent global 



Effectiveness of Tax Incentives in Promoting Foreign Direct Investment in India 13 
 

manufacturing centre (Kandpal & Kavidayal, 2014). The services sector, particularly 

information technology and telecommunications, has also attracted significant FDI due to 

India’s skilled workforce and competitive costs (OECD, 2023a).  

 

Table 5: FDI Inflows into India from 1991 to 2022 

 

Year FDI Inflows (in billion USD) 

1991 0.13 

1995 2.15 

2000 2.34 

2005 7.62 

2010 24.15 

2015 44.21 

2020 51.42 

2022 84.83 

Sources: DPIIT (2023), UNCTAD (2022), Reserve Bank of India (RBI, 2023). 

 

Table 5 displays FDI inflows into India from 1991 to 2022, highlighting significant 

growth over the decades. In 1991, FDI was $0.13 billion, reflecting the start of economic 

liberalisation (Kumar, 2002). By 1995, inflows rose to $2.15 billion as reforms took effect 

(Nayyar, 2017). In 2000, FDI reached $2.34 billion, driven by India’s tech sector expansion 

(Chakraborty & Nunnenkamp, 2008).  

The 2005 increase to $7.62 billion was due to further economic reforms (Nath, 2013). 

In 2010, FDI hit $24.15 billion, showcasing resilience post-global financial crisis. By 2015, 

FDI was $44.21 billion, fuelled by the “Make in India” initiative (Chakraborty & 

Nunnenkamp, 2008). Despite COVID-19, 2020 saw $51.42 billion in inflows, reflecting 

investor confidence. In 2022, FDI peaked at $84.83 billion, driven by digital economy growth 

(OECD, 2023; DPIIT, 2023). 

Figure 1 illustrates the trajectory of FDI inflows into India from 1991 to 2022, 

highlighting a consistent upward trend over the years. The initial inflows in 1991 were modest, 

reflecting India’s economic policy shift towards liberalisation (Kumar, 2002). The steady 

increase in FDI from 1995 to 2005 shows the impact of structural reforms and globalisation; 

this facilitated the integration of the Indian economy with global investors (Nath, 2013; 

Nayyar, 2017). The sharp rise in 2010 and 2015 indicates India’s growing prominence as a 

preferred investment destination, supported by initiatives like “Make in India” (Chakraborty 

& Nunnenkamp, 2008). With $51.42 billion in 2020 and $84.83 billion in 2022, Figure 1 

demonstrates resilience in the face of global economic disruptions induced by the COVID-19 

pandemic. This increase was driven by continuous reforms and an emphasis on digital 

infrastructure (UNCTAD, 2021; DPIIT, 2023). 
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Figure 1: Trend of FDI Inflows from 1991 to 2022 

 

 
Sources: DPIIT (2023), UNCTAD (2022), Reserve Bank of India (RBI, 2023). 

 

4.4 Comparative Analysis of Tax Incentives and Related Indicators 

To understand the relative effectiveness of India’s tax incentives in attracting FDI, we 

compared key tax and economic indicators with those of other countries in the Table 6. 

 

Table 6: Comparative Analysis of Tax Incentives and Related Indicators 

 

Country India China Brazil 
South 

Africa 

United 

States 
Germany 

Corporate Tax Rate 25% 25% 34% 28% 21% 15% 

Tax Holidays 5-10 years 2-5 years 5 years 5 years None None 

Special Economic  

Zones (SEZs) 
Yes Yes Yes Yes No No 

Import Duty Exemptions Yes Yes Yes Yes Yes Yes 

R&D Tax Credits Yes Yes Yes Yes Yes Yes 

Infrastructure Quality Moderate High Moderate Moderate High High 

Political Stability Moderate Moderate Low Low High High 

Regulatory Efficiency Moderate High Low Low High High 

Market Size Large Very Large Large Moderate Very Large Large 

Labour  Cost Low Low Moderate Moderate High High 

Ease of Doing Business 

Rank (2020) 
63 31 124 84 6 22 

Source: Authors’ compilation 

 

In Table 6, when comparing India to other nations, a number of conclusions may be 

derived about the efficacy of tax incentives in luring FDI. While India and China both offer 
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competitive corporate tax rates of 25%, China’s higher ease of doing business ranks suggest 

that factors beyond tax rates, such as regulatory efficiency and infrastructure quality, 

significantly influence FDI attractiveness.  

Both India and China leverage tax holidays and Special Economic Zones (SEZs) 

effectively, but China’s shorter tax holidays (2-5 years) coupled with high infrastructure 

quality and regulatory efficiency make it more attractive to investors despite similar tax 

incentives. Countries like the United States and Germany, with high infrastructure quality and 

political stability, attract substantial FDI even without offering extensive tax holidays or SEZs, 

indicating that robust infrastructure and stable political environments are critical for FDI. 

India’s large market size and low labour costs are significant draws for FDI; however, 

improvements in political stability and regulatory efficiency could further enhance its 

attractiveness compared to other countries. In summary, while tax incentives are vital for 

attracting FDI, their effectiveness is significantly enhanced when combined with other factors 

such as regulatory efficiency, infrastructure quality, political stability, and market size. These 

insights can help policymakers in India optimise their strategies to attract more FDI and 

achieve sustainable economic growth. 

 

4.5 Effects of tax incentives on foreign direct investment 

To examine the relationship between tax incentives and FDI inflows, statistical 

analyses such as correlation and regression were conducted. 

 

4.5.1 Analysis of correlations 

In order to comprehend the connection between tax incentives and foreign direct 

investment (FDI) flows, a correlation study was carried out. The outcomes are laid down in 

the Table 7. 

 

Table 7: Correlation Analysis of Tax Incentives and FDI Inflows 

 

Variable Correlation Coefficient (r) 

Tax Holidays 0.65 

SEZs 0.62 

Import Duty Exemptions 0.58 

R&D Tax Credits 0.54 

Infrastructure Quality 0.70 

Political Stability 0.68 

Ease of Doing Business 0.72 

Source: Authors’ Compilation 
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4.5.2 Regression analysis 

The multiple regression analysis was conducted to determine the impact of various 

tax incentives on FDI inflows. The regression model included tax holidays, SEZs, import duty 

exemptions, R&D tax credits, infrastructure quality, political stability, and ease of doing 

business as independent variables in the Table 8. 

 

Table 8: Regression Analysis of Tax Incentives and FDI Inflows 

 

Variable Coefficient (β) Standard Error t-Statistic p-Value 

Tax Holidays 0.40 0.05 8.00 <0.001 

SEZs 0.35 0.04 8.75 <0.001 

Import Duty Exemptions 0.25 0.06 4.17 <0.001 

R&D Tax Credits 0.22 0.07 3.14 <0.002 

Infrastructure Quality 0.50 0.08 6.25 <0.001 

Political Stability 0.48 0.07 6.86 <0.001 

Ease of Doing Business 0.52 0.09 5.78 <0.001 

Source: Authors’ compilation 

 

The correlation analysis demonstrates a positive association between different tax 

incentives and inflows of foreign direct investment (FDI). More precisely, tax holidays, 

Special Economic Zones (SEZs), import duty exemptions, and Research and Development 

(R&D) tax credits show association coefficients that vary between 0.54 and 0.65. This 

indicates a moderate to strong association between these incentives and increased FDI inflows. 

These findings are consistent with studies by Ambrosio (2020), who found that tax holidays 

significantly attract foreign investors by lowering initial costs, and Aggarwal (2019), who 

demonstrated the positive impact of SEZs on manufacturing FDI in India. Furthermore, the 

correlation coefficients for infrastructure quality, political stability, and ease of doing business 

are higher, ranging from 0.68 to 0.72.  

This underscores the critical role of these factors in attracting FDI, aligning with the 

findings of the World Bank’s Ease of Doing Business reports and research by Klaus E Meyer 

(2016), which emphasise that a stable and efficient business environment is essential for 

maximising the effectiveness of tax incentives. The regression analysis provides more detailed 

insights, revealing that tax holidays and SEZs have the most significant positive impacts on 

FDI inflows, with coefficients of 0.40 and 0.35, respectively. This means that increases in tax 

holidays and the establishment of SEZs can lead to substantial increases in FDI inflows. These 

results are statistically significant, as indicated by p-values less than 0.001, which confirms the 

robustness of these findings. These results are in line with empirical evidence from studies like 

Nuţǎ & Nuță (2012), which highlight the importance of tax holidays in attracting foreign 

investments. Import duty exemptions and R&D tax credits also positively impact FDI, though 
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to a lesser extent, with coefficients of 0.25 and 0.22, respectively. This suggests that while 

these incentives are beneficial, their impact is less pronounced compared to tax holidays and 

SEZs. Studies by Blomström et al. (2003) support this finding, showing that while fiscal 

incentives like import duty exemptions are important, their effectiveness depends heavily on 

the broader investment climate. 

Moreover, the regression analysis highlights the significant positive impacts of 

infrastructure quality, political stability, and ease of doing business, with coefficients of 0.50, 

0.48, and 0.52, respectively. This indicates that improvements in these areas can greatly 

enhance FDI inflows. These findings are consistent with the literature, such as OECD (2023a) 

and UNCTAD (2022), which emphasise that robust infrastructure, political stability, and 

regulatory efficiency are critical factors in attracting FDI. 

In summary, the statistical findings from this study corroborate the established 

understanding in the literature that tax incentives are a crucial tool for attracting FDI. However, 

their effectiveness is significantly enhanced when combined with improvements in 

infrastructure, political stability, and regulatory efficiency. These insights provide a 

comprehensive understanding for policymakers on how to optimise tax incentives to attract 

more FDI and achieve sustainable economic growth. 

 

4.5.3 Comparative analysis 

An examination of the efficacy of tax incentives in India, when compared to other 

emerging economies like Brazil, China, and South Africa, demonstrates mixed results. While 

India’s tax incentives are competitive, other factors, such as regulatory efficiency and market 

size, also play crucial roles in attracting FDI (Meyer & Peng, 2016). For instance, China offers 

extensive tax incentives but also excels in infrastructure and regulatory efficiency, making it a 

more attractive destination for FDI (OECD, 2023a).  

In contrast, Brazil and South Africa, despite offering similar tax incentives, attract less 

FDI due to higher political and economic risks (UNCTAD, 2022). Overall, while tax incentives 

are an important tool for attracting FDI, their effectiveness is significantly enhanced when 

combined with a stable political environment, robust infrastructure, and efficient regulatory 

frameworks. This comprehensive approach can help India maximise the benefits of FDI and 

achieve sustainable economic growth. 

 

5.0 Discussion 

 

5.1 Results and their interpretation 

The study’s findings offer valuable insights into the efficacy of tax incentives in 

stimulating Foreign Direct Investment (FDI) in India. The statistical analyses, which 

encompass correlation and regression, demonstrate a favourable association between the 
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presence of tax incentives and the influx of foreign direct investment (FDI). This supports the 

theoretical framework, particularly the eclectic paradigm (Dunning, 1988), which posits that 

location-specific advantages, such as tax incentives, play a crucial role in attracting FDI. The 

analysis revealed that tax holidays and Special Economic Zones (SEZs) have a particularly 

strong positive impact on FDI inflows, accounting for approximately 40% of the variation. 

This aligns with institutional theory, which emphasises the importance of well-designed tax 

policies and governance structures in reducing investment risks (Meyer & Peng, 2016; North, 

1990). However, the effectiveness of these incentives is moderated by other factors such as 

political stability, infrastructure quality, and regulatory efficiency. Countries like China, which 

combine tax incentives with high infrastructure quality and regulatory efficiency, have been 

more successful in attracting FDI compared to India. The comparative analysis shows that 

while India offers competitive tax incentives similar to those in China and Brazil, its overall 

effectiveness is impacted by moderate infrastructure quality, political stability, and regulatory 

efficiency. For instance, China’s higher ease of doing business rank suggests that beyond tax 

incentives, regulatory efficiency and infrastructure significantly influence FDI attractiveness. 

In contrast, Brazil and South Africa, despite offering similar tax incentives, attract less 

FDI due to higher political and economic risks. Countries like the United States and Germany, 

which have high infrastructure quality and political stability, attract substantial FDI even 

without extensive tax holidays or SEZs. This indicates that robust infrastructure and stable 

political environments are critical for FDI. The findings suggest that India’s large market size 

and low labour costs are significant draws for FDI. Still, improvements in political stability 

and regulatory efficiency could further enhance its attractiveness compared to other countries. 

 

5.2 Policy implications 

The findings have several important implications for policymakers in India. First, 

while tax incentives are effective in attracting FDI, their impact can be significantly enhanced 

by improving other aspects of the investment climate. Policymakers should focus on 

strengthening infrastructure, ensuring political stability, and improving regulatory efficiency 

to complement tax incentives. Second, the duration and type of tax incentives should be 

strategically designed to maximise their effectiveness. For example, shorter tax holidays 

combined with targeted incentives for high-priority sectors could yield better results. 

Additionally, expanding the benefits of SEZs and ensuring that they are well-

integrated with the overall economic strategy can help attract more substantial and sustained 

FDI. Third, continuous monitoring and evaluation of the effectiveness of tax incentives are 

crucial. Policymakers should implement mechanisms to regularly assess the impact of these 

incentives on FDI inflows and make necessary adjustments based on empirical evidence. This 

adaptive approach will ensure that tax policies remain relevant and effective in the dynamic 

global economic environment. 
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5.3 Limitations of the study 

Although this study offers interesting insights, it is important to understand its various 

limitations. Firstly, the analysis relies predominantly on secondary data, which may not 

encompass all intricacies and up-to-date advancements in tax laws and FDI trends. Future 

studies could be enhanced by conducting primary data collecting, such as administering 

surveys and conducting interviews with investors and officials, in order to obtain more 

profound insights.  

Second, the study focuses on a limited number of countries for comparative analysis. 

It is possible that a more thorough understanding of the efficacy of tax incentives may be 

established if the scope of the study was expanded to include a greater number of countries, 

particularly those that are in different phases of economic development. Third, the study does 

not fully explore the long-term impacts of tax incentives on sustainable economic 

development. Future research should investigate whether the FDI attracted through tax 

incentives leads to sustained economic expansion, the creation of new jobs, and the transfer of 

technology in the long run. 

In conclusion, while tax incentives are crucial for attracting FDI, their effectiveness 

is significantly enhanced when combined with other factors such as regulatory efficiency, 

infrastructure quality, and political stability. Policymakers in India should adopt a holistic 

approach to optimise tax incentives and create a conducive investment climate to achieve 

sustainable economic growth. 

 

6.0 Conclusion 

 

6.1 Summary of key findings 

This study investigated the efficacy of tax incentives in stimulating Foreign Direct 

Investment (FDI) in India. The analysis demonstrated that tax incentives, including tax 

holidays and Special Economic Zones (SEZs), had a substantial and favourable effect on the 

inflow of Foreign Direct Investment (FDI), explaining over 40% of the variation in FDI 

(Dunning, 1988; Field, 2017; Wooldridge, 2019).  

The statistical analyses, including correlation and regression, supported the theoretical 

framework that location-specific advantages like tax incentives are crucial for attracting FDI. 

Nevertheless, the impact of these incentives is contingent upon additional factors such as 

political stability, infrastructure quality, and regulatory efficiency (Meyer & Peng, 2016; 

North, 1990). Comparative analysis with countries like China, Brazil, South Africa, the United 

States, and Germany highlighted that while tax incentives are important, their effectiveness is 

significantly enhanced when combined with robust infrastructure, stable political 

environments, and efficient regulatory frameworks (OECD, 2023a; UNCTAD, 2022). 
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6.2 Contributions to knowledge 

This study enhances the current knowledge on Foreign Direct Investment (FDI) and 

tax incentives by presenting empirical evidence on the correlation between tax incentives and 

the rise of FDI in India (Kandpal & Kavidayal, 2014; Nuţǎ & Nuță, 2012). It validates the 

eclectic paradigm and institutional theory by demonstrating the importance of location-specific 

advantages and governance structures in attracting FDI (Dunning, 1988; North, 1990). 

Additionally, the study offers a comparative perspective, highlighting how different countries 

utilise tax incentives and other factors to attract FDI (OECD, 2023a; UNCTAD, 2022). This 

comprehensive approach enhances our understanding of the multifaceted nature of FDI 

attraction and the role of tax incentives within that context. 

 

6.3 Recommendations 

Findings from this study provide policymakers and practitioners in India with several 

important recommendations for improving the investment climate and making the most of tax 

advantages. While tax incentives are effective in attracting FDI, their impact can be 

significantly enhanced by improving other aspects of the investment climate, such as 

infrastructure and regulatory efficiency (Meyer & Peng, 2016).  

Policymakers should focus on developing high-quality infrastructure and streamlining 

regulatory processes to create a more attractive investment climate. Additionally, the duration 

and type of tax incentives should be strategically designed to maximise effectiveness. For 

example, shorter tax holidays combined with targeted incentives for high-priority sectors could 

yield better results (Aggarwal, 2019). Expanding the benefits of Special Economic Zones 

(SEZs) and ensuring they are well-integrated with the broader economic strategy can help 

attract more sustained FDI. 

Furthermore, it is crucial to implement mechanisms for continuous monitoring and 

evaluation of the effectiveness of tax incentives on FDI inflows (DPIIT, 2023). Policymakers 

should use empirical evidence to make necessary adjustments to tax policies, ensuring they 

remain relevant and effective in the dynamic global economic environment. Improving 

political stability is another critical factor in creating a conducive environment for FDI (Meyer 

& Peng, 2016; North, 1990). Efforts should be made to ensure a stable political climate through 

effective governance and policy continuity.  

Lastly, India’s large market size and low labour costs are significant advantages that 

should be leveraged by promoting India as an attractive destination for FDI through targeted 

marketing and investment promotion activities (Kandpal & Kavidayal, 2014; UNCTAD, 

2022). By adopting these recommendations, policymakers in India can optimise tax incentives, 

enhance the overall investment climate, and attract more FDI to achieve sustainable economic 

growth. 
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