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Introduction 
All countries compete against each other, over corporate tax 
rates, to attract FDI.

Corporate tax rates have fallen considerably over the last decade, 
leading to lower tax rates in developing than in developedleading to lower tax rates in developing than in developed 
countries. 

Nevertheless, the impact of taxes on FDI in developing countries 
has been neglected by the tax literature.

Research question: Do corporate tax rates influence foreign 
investors in developing countries? 
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1. Elasticity
Motivations

1. Elasticity

The impact of taxes on FDI in developing countries remains 
empirically unclear.p y

I l t ti d k d t i t f FDI ithIs low taxation seen as a second rank determinant for FDI, with 
a marginal effect?

Or as an important determinant that can compensate for weak 
i d liti l f d t l ?economic and political fundamentals? 
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2. Asymmetry between developed and developing countries

Imperfect competition → small countries choose lower tax rates p p
relatively to large countries (Haufler and Wooton, 1998). 

Consequently: the effect of taxes on FDI should be higher in 
small countries than in large ones (Bucovetsky, 1991; Wilson, 1991).

Following the same reasoning, the effect of taxes should beg g,
higher in determining FDI activity in developing countries which 
have a weaker business environment .

Comparison of investors’ sensitivity to corporate tax rates in 
developing and developed countriesdeveloping and developed countries.  
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3. Tax competition and race to the bottom 

Growing influence of corporate tax rates on the location ofGrowing influence of corporate tax rates on the location of 
foreign capital → race to the bottom? 

Is tax competition amplified for countries suffering from a lack of 
attractiveness? 

However, in parallel increasing importance of other determinants 
such as: the quality of infrastructure, the ease of doing business, the 

il bilit f killavailability of skills.

Measuring the influence of public goods and public governanceMeasuring the influence of public goods and public governance 
(partly financed by corporate taxes) can provide an idea of the tax 
competition situation in developing countries. 
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4. Tax Sparing and the elasticity between taxes and FDI

Tax sparing (TS): provision included in a number of bilateral 
tax treaties (between a developed and a developing country).

Aim of TS: to promote economic development by ensuring 
that fiscal grants to foreign in estors in the host co ntr are notthat fiscal grants to foreign investors in the host country are not 
nullified by the taxation of income in the home country. 

In practice: Under TS, the STR becomes a fixed foreign tax 
credit that firms can subtract from the taxes owed to the homecredit that firms can subtract from the taxes owed to the home 
country, even if the foreign effective taxes paid are lower due to 
tax incentives.
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U d TS hi i h diff b h STR d hUnder TS this is the difference between the STR and the 
effective tax rate that matters → the impact of STR should be 
lowerlower.

South Africa: TS provisions appear in only two South Africa’s 
bilateral tax treaties (Romania and Mauritius). 
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Data

Location choices of Japanese affiliates between 1990 and 2000 
( l bli h d b T K i i)(annual surveys published by Toyo Keizai).

12439 affiliates in 62 developed and developing countries.p p g

Data on statutory tax rates (STR) which correspond to the 
i i l t t f d b b i (U i it fmaximum marginal tax rates faced by businesses (University of 

Michigan World Tax Database).
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Table 1. Number of Japanese affiliates 1990-2000
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Figure 1. Statutory Tax Rates Evolution Between 1990 and 2000
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Baseline specification:

FDIij = β0 + β1 STRij + β2 Ln (GDP)ij + β3 Ln (GDP per capita)ij + β4 Ln 
(Trade openness)ij + β5 Ln (RER)ij + β6 Ln (Distance)ij + β7 Asia 
dummy + εij

Interaction terms are added to distinguish developing from developed 
countries:

DC=1 if developed country, DC=0 otherwise.

LDC=1 if developing country, LDC=0 otherwise.p g y,

GTL: Public goods; GOV: Public Governance

GTL Principal component analysis of (i) G: Education (gross secondaryGTL= Principal component analysis of (i) G: Education (gross secondary 
enrolment ratio), (ii) T: Infrastructure (telephone lines), (iii) L: Health (life 
expectancy at birth).

GOV= Principal component analysis of 6 aggregate governance indices 
estimated by Kaufmann et al. (1999).
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Results 1: Taxes and FDI
For a 1% point ↑ in the STR, the annual number of Japanese firms p ↑ , p

↓ by 3.5% in developing countries.

El ti it 2 4 l i d l i t i d tElasticity 2.4 larger in developing countries as compared to 
developed countries.

An interaction term between GDP per capita and taxes also 
suggests that the effect of taxes diminish for countries with higher 
levels of GDP per capitalevels of GDP per capita.

South Africa: With a GDP per capita of $9486 in 2000, a 1% p p
point increase in the South African STR, decreases the annual 
number of Jap. Firms by 2.06%.
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Results 1. Number of Japanese firm locations and foreign taxes
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Results 2: Tax Sparing and the elasticity between taxes and FDI

Interaction terms are added to distinguish TS countries (13 
countries of the sample) from no TS countries.p )

U d TS th i t f STR i lUnder TS, the impact of STR is lower.

The STR remains statistically significant for no TS countries such 
as South Africa. 
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Results 2. Role of tax sparing in the elasticity between FDI and STR
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Results 3: Taxes, Public goods, Public governance and FDI

Public goods, the quality of institutions and corporate tax rates 
have a statistically significant impact on FDI location choices.

Provision of public goods has a stronger influence on FDI 
compared to the quality of institutions.co pa ed to t e qua ty o st tut o s.

S h Af i T ↑ h l b f J fi b 10% (iSouth Africa: To ↑ the annual number of Jap. firms by 10% (in 
2000):

Decrease STR by 2 75 point % (27 25% instead of 30% in 2000)Decrease STR by 2.75 point % (27.25% instead of 30% in 2000).

Improve the provision of public goods by 17%.

I th lit f bli t d t th l l fImprove the quality of public governance to correspond to the level of 
Korea.
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Results 3. Number of Japanese firm locations, foreign taxes, public goods and public 
governance
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Conclusion
Th l l f t t t i t d t i t f FDI iThe level of corporate tax rates is a strong determinant of FDI in 

developing/emerging countries. 

I t iti t th l l f t i t iInvestors are more sensitive to the level of taxes in countries 
relatively less endowed with economic and political fundamentals.

L t t t ll t t t f→ Low corporate tax rates allow a country to compensate for 
disadvantages in terms of market size, public goods and public 
governance.g

Race to the bottom?

→ Downward pressures on the taxation of capital are limited by the 
importance of public goods and public governance which ↑ the 
attractiveness of a country and which are partly financed byattractiveness of a country and which are partly financed by 
corporate taxes. 


