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Introduction

This document contains the report and recommendations of the Turkey Subcommittee of the Advisory Committee on International Economic Policy (ACIEP), formed in May of 2002 as a forum for developing recommendations on practical steps Turkey can take in the near- and mid-term to increase foreign direct investment (FDI).  The work of the Subcommittee is in support of the Economic Partnership Commission (EPC), chaired by the U.S. Under Secretary of State (Alan Larson) and the Turkish Under Secretary of the Ministry of Foreign Affairs.  The EPC in turn supports implementation of the decision made by President Bush and then-Prime Minister Ecevit to elevate U.S.-Turkish economic relations to the same level as the strategic partnership we share on political and security matters.  As with other ACIEP subcommittees, the Subcommittee on Turkey has had an open and self-nominated membership.  


FDI has a number of benefits for Turkey.  It creates opportunities for employment and income growth, transfers technology and management skills to Turkey, helps to address poverty and underdevelopment in Turkey’s inland regions, and furthers the integration of Turkey into the global community.  Yet there is no question that Turkey has under-performed expectations in attracting FDI.  Turkey’s large internal market, skilled and cost-effective labor force, strategic location, customs union with the EU, and regional trading relationships seemingly position it to attract significant FDI.  Yet during the 1990’s, FDI inflows averaged less than 0.5% of GDP in Turkey, while such regional competitors for FDI as Hungary and Poland averaged inflows of 4% and over 2%, respectively.


Turkey’s historically poor performance in attracting FDI stems in large part from the reality and perception of policy and economic instability, and resulting effects such as chronic inflation.  In the face of these impediments to FDI, the Subcommittee recognizes that its recommendations for near- and mid-term improvements in the FDI climate may not be sufficient to unlock the entire potential of the Turkish economy to attract FDI.  The report therefore is not intended as a comprehensive compilation of impediments to FDI in Turkey.  Nevertheless, we view the recommendations that follow as being important preconditions to increased FDI that have the capacity to improve FDI flows in the near term, and as being necessary if Turkey is to realize the full potential of FDI as perceptions of policy and economic stability improve.


Turkey’s climate for FDI is determined not only by its formal policy, as embodied in its constitution, legislation, and public statements, but also by its practice in putting policy into effect, and the perception of policy and practice by the investing community.  In order for Turkey to attract a level of FDI commensurate with its size, population, and advantageous trading relationships, Turkey must have in place appropriate policies, but just as importantly, those policies must be clearly manifested in bureaucratic and judicial practice, and investors must perceive that Turkey is firmly committed to the continuation of those policies.  Our recommendations therefore follow the three categories of policy, practice, and perception.  

Policy


There is no doubt that Turkey has recognized the importance of FDI and has taken several important steps to put into place policies that are favorable to investment.  The Government of Turkey commissioned the Foreign Investment Advisory Service of the World Bank to conduct a significant study of FDI, and has encouraged its private sector to sponsor numerous investigations of the FDI climate.  Significantly, Turkey recently embodied many of the recommendations made by the FIAS in a new law on Foreign Direct Investment, and created a General Directorate on Foreign Investment within the Department of the Treasury.  Certainly, these and other measures embody a firm policy to encourage FDI and the political will to take the steps necessary to accomplish that goal.  The most significant step – the new law on FDI – was taken very recently, and therefore it is premature to judge its effects.  Nevertheless, it is possible to make some observations on the new law.

Turkey’s New Law on Foreign Direct Investment 

Turkey’s new Foreign Direct Investment Act (Law No. 4875) took effect on June 5, 2003.  It replaces legislation that governed foreign direct investment practices in Turkey since 1954 and takes significant steps forward in harmonizing Turkey’s legal framework for FDI with international standards.  The new FDI law and other reforms resulted at least in part from a study by the Foreign Investment Advisory Service of the World Bank (FIAS) begun in 2001 at the invitation of the Turkish Government.  One of the key recommendations of the FIAS was for an improved legal framework for FDI, and the resulting legislation has been characterized by FIAS as “close to best practice.”

The law, and revisions to the Turkish Commercial Code passed separately, make progress by:


· Eliminating legal restrictions on FDI;

· Assuring national treatment and equal rights and obligations for foreign and domestic investors;

· Simplifying the steps and procedures required to facilitate foreign investments;

· Allowing investors freely to transfer profits, dividends, fees and royalties; 

· Prohibiting expropriation and nationalization of foreign investments without prompt, adequate and effective compensation; and

· Removing restrictions on the sectors in which investments can be made.  

As noted above, the new law embodies a firm policy to encourage FDI.  However, the new FDI law is not all-encompassing; it leaves open many questions of implementation.  As policy, the law in and of itself, of course, will not remedy all of the problems related to Turkey’s low levels of foreign investment.  Real improvement in the climate for FDI will occur only if reforms promised by the new law are put into practice by the Turkish government in an effective manner, and the international investor community perceives that there has been a significant change in the investment environment that represents commitment to a stable policy favoring FDI. 

As a result, the manner in which the new FDI law is implemented will be at least as important as the provisions of the law itself.  First, it is critical that the full intent of the law to create an investor-friendly environment is carried through in the substance of the regulations promulgated under the law.  This will require not only the careful drafting of implementing directives, but also a shared commitment to the fostering of FDI on the part of Turkish officials implementing the regulations.  Second, it is important to create confidence among the foreign investment community that the new law represents a real change in attitude toward FDI throughout the Turkish government.  

In order to accomplish these results, there must be public-private cooperation in developing strategies for implementation and promotion of the new FDI law.  In this regard, the formation of a Coordination Council for the Improvement of the Investment Environment (CCIIE), including representatives of the Turkish private sector and the foreign investment community, is a very helpful step.  Industry requires a seat at the table and the ability to provide meaningful input into the development policy and regulation.  To date, the experience of many Industry groups has shown this to be lacking.  Moreover, the solicitation of private sector input into the development of regulatory policy is just the beginning of the process; much work is needed on both parts to ensure that there is meaningful consideration of private sector inputs.

Recommendation:  Implementing directives for the new FDI Law should be developed in a fully transparent process that includes meaningful opportunities for comment by all stakeholders, including the foreign investment community, and should be subject to periodic review to ensure their continued effectiveness.

Practice

The new FDI law goes a very long way toward establishing policies that are favorable to FDI.  It embodies the principles of national treatment, transparency, and freedom of economic action that are necessary to attract FDI.  In order to be effective, however, the promises of the new FDI law must be felt in practice by foreign investors.  The Subcommittee identified three areas in which Turkey should take vigorous steps to ensure that practices throughout Turkey uniformly conform with the spirit of the new law.

Dispute Resolution

The new FDI law builds upon work done earlier (for example, in the U.S.-Turkey Bilateral Investment Treaty and in the constitutional amendments and implementing legislation passed in 1999-2001) to address the issue of international arbitration of investment disputes.  For investment agreements subject to private law, and disputes arising from exclusive public service provisions and concession agreements made between foreign investors and the Turkish state, the new FDI law provides that investors may apply to national or international arbitration, as well as to local courts, for dispute resolution, provided that the conditions in the related regulations are fulfilled and the parties agree thereon.  However, the law does not cover non-investment commercial disputes (for example, a commercial dispute between a foreign investor and a domestic Turkish company).  

According to 2003 World Bank data, in order to resolve a dispute in Turkey, 18 procedures (requiring interaction between the litigants and/or the officers of the court) are required, 105 days elapse before the dispute is resolved, and the cost of dispute resolution is 5.4% of Gross National Income per capita.  These figures compare favorably to Hungary (17 procedures, 365 days, 5.4% GNI per capita) and the U.S. (17 procedures, 163 days, .4% GNI per capita).  Nevertheless, foreign investors lack confidence that they will receive equal treatment from the courts and a reasonably rapid resolution of commercial disputes.  For example, there is a persistent perception that Turkish courts will not recognize international arbitration decisions, and that there is no efficient dispute settlement mechanism that can be relied upon to be fair and not subject to questionable practices or national bias. 

Resolution of high-profile disputes currently burdening the system, and the successful enforcement of the decisions that eventually flow from those resolutions, would do much to ensure that dispute resolution practices conform to the ideal of national treatment.  The government must show that it can provide the leadership necessary to create an environment in which foreign investors are assured that local courts will provide swift and impartial justice, in line with the national policy of making foreign direct investment more attractive.

The potential prejudice of local courts against the interests of “foreign” litigants has long been recognized in the United States.  From very early in the development of the United States judicial system, federal courts have been available as an alternative to state courts in commercial cases where there is “diversity of citizenship” – that is, where one of the litigants is not a citizen of the state in which the action was brought.  In such cases, the non-local party has the option to remove the action to federal court, where judges appointed by the President, rather than locally, will preside.  Analogously, the Regulations of the People’s High Court of Hunan Province (China) on Protection of Foreign Investors’ Legal Rights and Interests (1998) provides that foreign-related cases are heard in separate trial courts, in order to ensure non-discriminatory treatment of foreign investors.  Adoption of a similar process for cases involving foreign investors could go a long way toward establishing confidence in the fairness of the Turkish judicial system.

Recommendation:  Create a special court or special division within an existing court to deal with foreign investor-related cases.  


Regulatory Approvals


According to 2002 World Bank data, 13 procedures were required to start a business in Turkey, taking 53 days and costing US $1,222.  In this area, Turkey compared well in terms of time and cost with Hungary, widely viewed as one of the most successful East European economies in attracting investment (65 days and US $3,048), but poorly in terms of number of procedures (Hungary required only 5).  The new FDI law takes steps to address concerns expressed by investors of excessive bureaucracy and uncertain and complicated regulatory and legislative environments:  

· Investors are no longer required to obtain permission or authorization from administrative authorities in order to invest; 

· International investors are free to make direct investments in Turkey and are subject to equal treatment with Turkish investors;

· Restrictions on changing the shareholder percentages of foreign investors have been eliminated;

· Amendments made separately to the Turkish Commercial Code reduce the number of steps required for forming companies in Turkey.


Ostensibly, then, the regulatory approval process in Turkey compares well with that in its peer countries, and the new FDI law contains the means for further improving the process.  It would be a mistake, however, to assume that issues concerning regulatory approvals have been laid to rest by the new FDI law.  First, the law itself is not self-implementing; the degree and effectiveness of improvements will be determined by the implementing directive in the first instance, and by the practice of each regulatory agency having authority over the process in the final instance.  Moreover, transparency of the regulatory approval process will be key to building investor confidence.  According to a World Bank study, 62% of foreign-invested enterprises report that an illicit payment is required to obtain business licenses and permits.  Such payments may be treated as a cost of doing business by local firms, but for companies in countries that are parties to the OECD anti-bribery convention, the need to make such payments is a serious impediment to establishment of a business.  Treasury should use the occasion of issuing an implementing directive under the new FDI law to introduce measures to help establish a more transparent process for obtaining regulatory approvals.  Moreover, Treasury must ensure that any future policies relating to FDI established are not perceived as “walking back” any of the gains made by this new law.  

Recommendation:  Appoint an “ombudsman” at a high level to monitor the functioning of the regulatory approval process as it applies to foreign-invested enterprises in regard to speed, efficiency, fairness, and transparency.


Tax Policy

Tax policy is an important determinant of any country’s climate for FDI.  Key issues include having a transparent code that treats all investors equally, and is uniformly enforced so that compliant firms are not placed at a competitive disadvantage.  In Turkey’s case, one concern with the tax code overwhelmed all others:  the practice of taxing paper profits that result solely from inflation, rather than reflecting any realizable economic gain.  Although modification of this provision is part of the Turkish government’s reform program, the timing should be accelerated.  

Recommendation:  End immediately the taxation of paper profits attributable to the effects of inflation in the Turkish economy.

Moreover, the high tax rate on capital imported to fund new investments discourages investment and delays until the last possible moment the timing of investing in Turkey.  This rate should be lowered to ameliorate the adverse effects on FDI.

Recommendation:  Lower the tax rate on capital imported to fund new investments.

Issues relating to tax incentives for investment are treated separately, in the section below that deals with promotion of FDI.

Perception


Turkey’s efforts to attract FDI have been undermined by lack of faith in the stability of policies ostensibly designed to attract FDI.  Turkey’s historic experience with foreign economic influence stemming from the Capitulations engendered a deep distrust of foreign capital throughout Turkish society that is still perceived to be the background against which Turkey’s dedication to FDI must be judged.  As a result, Turkey’s stated policy of encouraging FDI and recent, more concrete steps such as the new FDI law and establishment of a General Directorate of Foreign Investment, will not by themselves allay lingering doubts about the depth of Turkey’s commitment to FDI.  In order to establish confidence in its long-term commitment to FDI, Turkey will need to ensure that it acts consistently in its domestic affairs to adopt policies and practices favoring FDI, and will need to embrace every opportunity to demonstrate the irreversibility of its policies by embodying them in international obligations enforceable by effective process.


Demonstrating Policy Stability – Domestic Measures


In order to commit substantial capital over long periods of time, investors must have confidence that the policies and practices on which they rely reflect an enduring commitment to encouragement of FDI.  In the past, lack of policy stability in Turkey has often been cited as an important impediment to FDI.  Consequently, it is important for Turkey to take measures to reassure the foreign investment community that encouragement of FDI represents a stable policy to which it is willing to make commitments.


Section 4 of the new FDI law provides that

“[T]he Undersecretariat is authorized to establish the general framework of policies relating to foreign direct investment, by taking into account general economic conditions, annual welfare programs, and its aims as well as tendencies occurring globally in international foreign direct investment. The consent of the Undersecretariat is necessary for any amendments to be made in the laws and regulations in force concerning foreign direct investments and for any legislative drafts thereto.”

This new authority of the Undersecretariat should be used to put into place procedures that will ensure that effects of new Turkish laws and regulations on FDI are well understood and are given appropriate consideration.  If implemented effectively, this should begin to establish investor confidence that Turkey has adopted an enduring policy fostering FDI.  One very useful tool that could be established under the authority of Section 4 would be a requirement that all proposals for new or modified economic policies be accompanied by an “FDI Impact Statement” assessing the effect of the policy on the FDI climate, and indicating whether acceptable alternative policies exist that are more conducive to the attraction of FDI.  Such a requirement would focus policymakers on FDI, thereby assuring more consistency in policy and would help to convince investors of Turkey’s commitment to promotion of FDI.

Recommendation:  Under Article 4 of the new FDI Law, establish the requirement for a formal or informal “FDI Impact Statement” to accompany new legislation or regulations that could affect the FDI climate.



Investor confidence in the permanence of Turkey’s policy toward FDI also would be enhanced if the concerns of the private sector, including international investors, were heard directly by the Turkish Government.  

Recommendation:  Create an advisory committee for the Under Secretariat of the Treasury including representatives of the domestic and international business community to provide regular advice on measures to improve the FDI climate, with SME input possibly stimulated by public funding.


Demonstrating Policy Stability – International Obligations 


One of the most effective means of assuring the investment community of the stability of Turkey’s policies toward FDI is to embody them in international obligations that are enforceable through binding dispute resolution.  There is bound to be some disappointment within Turkey and in the foreign investor community that Turkey’s path to EU membership will not be more rapid, as accession to the EU and the process of implementing policy reforms in advance of accession undoubtedly are the most effective means by which Turkey can lock in its reform policies to the satisfaction of the international investment community.  In the absence of rapid accession to the EU, it is important for Turkey to embrace every available opportunity to confirm in international agreements its commitment to creating an environment friendly to FDI.  For example, Turkey has an extensive network of bilateral investment treaties, and it should renew its commitment to these agreements and seek to strengthen them where possible to bring them into full alignment with new policies such as those embodied in the new FDI law.  

In addition, Turkey should avail itself of every opportunity to embody its commitment to FDI in its WTO obligations.  For example, even though the GATS covers only services, it provides an opportunity to assure investors that national treatment will be given to foreign-invested entities with a commercial presence in a variety of areas, such as distribution services and product servicing, that are relevant to a wide range of investments.  Moreover, Turkey could send a strong signal that it is committed to FDI by taking an aggressive leadership role in calling for strong measures to protect investors’ rights in appropriate international, regional, and bilateral agreements.  It is also important for Turkey to make steady progress in strengthening its commitment in other related multilateral and bilateral arenas, such as the TRIPS agreement and the EU-Turkey Customs Agreement.    

Recommendation:  Take all opportunities to make binding international commitments to policies favoring FDI, including using the GATS code to commit to national treatment for investments involving services, supporting the negotiation of strong investment measures in appropriate forums, without resort to special and differential measures, and strengthening compliance with existing obligations such as TRIPS and the EU-Turkey Customs Agreement.

Promotion of FDI


No country can afford to develop its policy toward FDI in a vacuum.  There is world-wide competition to attract investment, and FDI policies must take into account the competitive efforts of peer countries.  Turkey has many advantages for investors, and the Subcommittee considered several recommendations to enhance Turkey’s promotional efforts.

The Turkish Government has taken steps to promote foreign direct investment in Turkey, including establishment of the General Directorate on Foreign Investment within the Secretariat of the Treasury.  Of course, promotion is not a substitute for real reform; the marketplace for foreign investment is intensely competitive, and advertising cannot overcome deficiencies in the product being sold.  Once reforms are in place and investor confidence begins to build, however, international experience demonstrates that aggressive promotion to foreign investors plays a valuable role.  Promotion encourages investors who may have become discouraged by previous investment barriers to take another look and to put Turkey on their list of active candidates for investment.  

Many countries offer tax and other financial incentives to attract FDI.  The trade-offs between fiscal policy and FDI policy, and evaluation of the appropriate level of incentive to provide to attract investment of course is a matter of policy to be determined by each country (and often by local jurisdictions within countries).  Nevertheless, any country’s policy toward FDI must take into account the incentives being offered by its competitors for international capital, in order that the trade-offs can be made in a fully informed fashion.  

Examples of investment promotion incentives in the United States include the states of Mississippi and Alabama, which have given tax incentives to attract German automobile plants.  Closer to Turkey, Bulgaria exempts new plants from social security taxes for five years, and also provides discounted power rates.  An important part of the incentive calculus is that new plants provide immediate employment and may attract other foreign plants in the same sector.  An example would be Silicon Glen, an area of Scotland which attracted major electronic plants in the 1960's to 1990's before Southeast Asia and China became cheaper sources.  Once the first three companies had invested there, it became easier for other foreign electronics companies to invest in Silicon Glen, since there was a workforce with experience in the sector.  

Recommendation:  Review the investment incentives provided by Turkey’s most significant competitors for FDI, including Eastern European countries, and adopt a program to provide competitive incentives.


Recommendation:  Facilitate the creation of local analogues to the General Directorate on Foreign Investment, including training by central government officials, and exchange programs with local and regional investment promotion authorities in the United States and elsewhere.


Recommendation:  Facilitate U.S.-Turkey institutional linkages to support a positive FDI climate, including, for example, Bar Associations, courts, and regulators.

Conclusion

Turkey has all of the preconditions needed for success in attracting FDI:  a large internal market, a skilled and cost-effective labor force, strategic location, a customs union with the EU, and strong regional trading relationships.  The Turkish government has acknowledged the importance of FDI and has taken several important steps to make the investment climate more favorable for international companies, including recent replacement of the old legislation on investment with Foreign Direct Investment Act (Law No. 4875).  In order to attract a level of FDI commensurate with its natural advantages, Turkey must have in place appropriate policies that are clearly manifested in bureaucratic and judicial practice, and investors must perceive that Turkey is firmly committed to the continuation of those policies.  In recommending several specific measures to improve policy, practice, and perception, the Subcommittee also recognizes the important and significant measures Turkey has undertaken to realize the full potential of FDI in its vibrant economy.
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