Upjohn Institute Press

Introduction
Jan Ondrich
Syracuse University
Michael J. Wasylenko
Syracuse University

Chapter 1 (pp. 1-37) in:
Foreign Direct Investment in the United States: Issues, Magnitudes,
and Location Choice of New Manufacturing Plants
Jan Ondrich, Michael Wasylenko
Kalamazoo, MI: W.E. Upjohn Institute for Employment Research, 1993

Copyright ©1993. W.E. Upjohn Institute for Employment Research. All rights reserved.

1
Introduction
Foreign investment has become a major focus for Americans. It was
an issue during the 1988 and 1992 Presidential races, and some policymakers believe that there is a link between more foreign investment in
the United States and the growth of our federal government budget
deficits. In particular, foreign investment inflows balance the deficit in
our export-import account, which could result from a lack of private
and government saving or government deficits.
Some Americans have even come to view foreign investment in the
United States negatively. In a recent appearance in the then Federal
Republic of Germany, Bob Hope joked to his audience of United States
military personnel, "You remember back home, that's the country you
are protecting for the Japanese (investors)." While the remark drew
much laughter, it also suggests that most people misunderstand the
extent to which foreign investors own our country, exactly what they
own, who the investors are, and what benefits might be associated with
foreign investment.
Foreign portfolio and direct investments in the United States have
increased dramatically during the past two decades. 1 By 1989 for
example, expenditures on new plants and equipment by foreign firms
located in the United States accounted for 12.3 percent of total nonresidential gross private investment in the United States and the percent
age grew steadily throughout the 1980s (Bezirganian 1991). Such
trends have caused alarm in some quarters, because the earnings on
capital in the United States will increasingly accrue to persons living
outside of the United States.
On the other hand, direct foreign investment creates jobs, about 4.4
million jobs as of 1989. In 1989,4.8 percent of the United States work
force were employed by a foreign-held firm, and 9.3 percent of the
manufacturing workforce were employed by a foreign-held firm
(Bezirganian 1991).
In addition, aggregate saving for use in financing domestic invest
ment in the United States is low, and foreign investment augments our
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capital stock and enhances the productivity of our workforce. Not only
may additional capital raise productivity and real wages of workers,
but the new capital may embody technological advances that com
pound the effect of added capital on our economic growth. Moreover,
foreign plants have brought to the workplace new management prac
tices which, in many cases, have arguably heightened worker satisfac
tion and efficiency. Thus, it could be said that foreign investment has
spared our nation from an otherwise more dire employment picture and
national recession. If there is a problem with foreign investment being
an increasing share of our total investment, the problem might be bet
ter cast as our investing too little in our physical capital rather than for
eigners investing too much.
While a broad overview may belie the title of this book, we believe
that a thorough understanding of what foreign investment is and the
theory that surrounds its origins is necessary to understand the implica
tions of foreign investment for a nation or a state. Ultimately, however,
we want to help state policymakers understand what drives the location
choices of foreign plants. Our findings may help states shape, refocus,
and refine their recruitment strategies for foreign plants.
A number of studies of foreign plant locations exist. We augment
the evidence by using a larger data set spanning many more years and
by experimenting with more general and efficient econometric tech
niques. In examining the factors that influence the state location deci
sions of new foreign plants, we use a pooled cross-section and timeseries data set for states of individual manufacturing plant location
choices for the period 1978 to 1987. 2 In the end, we are not as con
vinced as others seem to be that certain aspects of state and local taxa
tion and spending significantly influence foreign plant location
decisions.
The difficulty of modeling the taxation of foreign corporations
should not be underestimated, however. As we show in more detail
later in this chapter, the taxation of companies in general, and of multi
national companies in particular, is so complex that making a priori
predictions about the effects of tax policy is heroic indeed. We empha
size that in a domestic corporate setting it seems generally safe to
argue that specific changes in tax policy will likely have the expected
incentive effects on whatever behavior is being modeled, other things
equal. However, in the case of multinational companies, the system of
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intercountry tax credits and treaties and the opportunities to avoid taxa
tion may make it difficult to understand whether a specific tax action in
a country indeed raises taxes to multinational corporations located
within its borders.
We have two main objectives in this chapter. First, we elaborate on
the broader economic and taxation issues that surround foreign direct
investment. Beginning with the definitions of foreign direct invest
ment, we then explain inward (foreign investments in the United
States) and outward (U.S. investments outside the United States)
trends in foreign investment over time. The discussion turns to an
examination of economic theories of foreign investment, or why inves
tors produce in other countries. We then examine the economic impli
cations of our debtor nation status for investment and growth in the
United States.
Armed with this overview of aggregate investment trends and their
implications, we turn to how taxation might affect foreign investment
at both the national and the state and local levels. In that context, we
discuss "economically efficient" taxation of international capital before
we introduce the complexities of actual tax laws as they apply to multi
national corporations.
A second objective of the chapter is to introduce the location data
used to examine the foreign direct investment trends in various states
and industries within the United States. Here, we present the types of
foreign direct investments by year and the number of new manufactur
ing plants by industry group and by country of the major investor.
The Larger Setting
An understanding of the broad picture surrounding foreign invest
ment is useful in making policy recommendations to states about
attracting foreign direct investment (FDI). Knowledge of the signifi
cance of FDI in our economy, whether national policies thwart FDI,
and how FDI affects our national well-being should all play a role in
the design of state policies to attract FDI. In this section of the chapter,
we focus on the broad implications of FDI to deepen the understanding
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of our FDI location results and the policy recommendations that may
flow from them.
Definitions of Foreign Investment
At an aggregate level, foreign investment includes both portfolio
and direct investment. Portfolio assets are stocks, bonds, and other pri
vate and government-held securities. FDI, however, does not corre
spond to investment in plant and equipment as we know it. An
awareness of the differences between the definition of FDI and more
common National Income and Product Account definitions of invest
ment in plant and equipment will illuminate some of the results pre
sented in the empirical literature.3
FDI is measured as earnings retained by subsidiaries or branches in
the United States and transfers of funds from parent firms to their for
eign subsidiaries in the United States. The transfers include both debt
and equity raised capital. The measurement of FDI, therefore, omits
the investment made by the foreign subsidiaries when the capital is
borrowed either within the host country or in a third country. In addi
tion, aggregate FDI includes purchases of existing companies and real
estate transactions. The latter transactions are better described as a
transfer of assets rather than as new investments in plant and equip
ment. FDI then is actually a measure of the financial flow of assets.
Similarly, when the term "foreign investment position" is used, it
should be understood to mean the financial stock of assets held by for
eigners, which includes purchases of existing assets but omits invest
ment financed from the subsidiaries' borrowed funds.4
In addition to the above definitional problems with the measure, the
U.S. Department of Commerce has measured until recently both
inward and outward FDI based on the book value of the assets. Thus, it
failed to revalue the FDI assets to account for inflation and deprecia
tion as discussed in Slemrod (1989) and Glickman and Woodward
(1989). The historical or book-value measure of the stocks of FDI in
countries likely underestimates the value of U.S. outward investment
(investment abroad) relatively more than inward investment of other
countries in the United States, as many of the investments of U.S. firms
were made longer ago than the more recent investments in the United
States by the Japanese and several other countries.
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Recently, however, the U.S. Department of Commerce has mea
sured the current-cost and market values of U.S. aggregate inward and
outward FDI flows.5 The agency also retrospectively converted the
aggregate measures of historical or book-value data since 1982 to cur
rent-cost and market values. But disaggregated FDI flows by country
or by industry are at this time only available on historical or bookvalue bases.
Another issue in measuring FDI is that the value of foreign invest
ment is converted to U.S. dollars using exchange rates between coun
tries, and exchange rate fluctuations can bring large and sometimes
temporary swings in the measures of investment values. Using the
more stable, but also controversial, purchasing power parity measure
to convert investment from foreign currencies to U.S. dollars could
also change the relative investment standing of the United States vis-a
vis its inward investors.6
Despite the above-mentioned limitations of the data, it is clear by
any method of measurement that inward investment in the United
States has accelerated and U.S. outward investment has decelerated,
especially in the 1980s. We examine the aggregate trends in U.S.
inward and outward foreign investment below.

Aggregate Trends in Foreign Investment
Portfolio assets—stocks, bonds, private and government securi
ties—dominate the U.S. holdings by foreign investors, accounting for
79 percent of their total (portfolio plus direct) cumulative assets evalu
ated on a current-cost basis in 1991. FDI, defined as investment in real
estate and investment in industry, accounts for 21 percent of foreigners'
total cumulative U.S. asset holdings in 1991 evaluated on a currentcost basis (see table 1.1). While the stock of FDI has decreased as a
percentage of the total foreign capital stock since 1982, when it was 24
percent of the total inward foreign investment position, FDI stock eval
uated on a current-cost basis in the United States still grew at a 14 per
cent annual rate between 1982 and 1991.7
In fact, the rapid increase in inward foreign investment in the United
States put the net overall investment position of the United States into
deficit on a current-cost basis in 1987. Moreover, the deficit on a cur
rent-cost basis increased steadily thereafter and reached $362 billion

Table 1.1 Foreign Investment Position in the United States and U.S.
Investment Abroad: Historical, Current-Cost and Market
Value, 1982,1986,1990,1991
1986
1982
Total United States Investment Abroad (outflow positions)
939,691 1,248,883
Historical
1,1 19,178 1,410,190
Current Cost
958,577 1,507,734
Market Value
United States Direct Investment Abroad
259,860
207, 752
Historical
421,167
387,239
Current Cost
518,711
226,638
Market Value
United States Portfolio
989,023
731,939
Investment Abroad
Total Investment in the United States (inflow position)
688,052 1,346,036
Historical
740,245 1,391,455
Current Cost
693,803 1,398,588
Market Value
Direct Investment in the United
States
220,414
124,677
Historical
176,870
265,833
Current Cost
272,966
130,428
Market Value
Portfolio Investment in the
563,375 1,125,622
United States
Net Total Investment (outflow less inflow)
(97,153)
251,639
Historical
18,735
378,933
Current Cost
264,774
109,146
Market Value
Net Direct Investment Position
39,446
83, 075
Historical
155,334
210,369
Cost
Current
245,745
96,210
Market Value
168,564 (136,599)
Net Portfolio Investment
SOURCE: Scholl, Mataloni, and Bezirganian (1992).

1990

1991

1,684,698
1,884,199
1,977,053

1,755,237
1,960,301
2,107,041

424,086
623,587
716,441

450,196
655,260
802,000

1,260,612

1,305,041

2,109,222
2,179,035
2,249,080

2,242,359
2,321,804
2,488,876

396,702
466,515
536, 560

407,577
487,022
654,094

1,712,520

1,834,782

(424,524)
(294,836)
(272,027)

(487,122)
(361,503)
(381,835)

27,384
157,072
179,881
(451,908)

42,619
168,238
147,906
(529,741)
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by 1991 (see table 1.1). The net positions of portfolio and direct invest
ments are quite different, however. The U.S. net position of portfolio
investment became negative in 1985 and has ballooned to over half a
trillion dollars by 1991. By contrast, the United States maintained a
surplus position in FDI of $168 billion on a current-cost basis. None
theless, inflows of FDI have exceeded outflows during most years in
the 1980s and the U.S. net surplus position in FDI has been shrinking
(see figure 1.1).
Panel A of table 1.2 lists the FDI asset values (excluding portfolio)
in the United States by country of the investor. In 1991, investors in the
United Kingdom, Japan, the Netherlands, and Canada held 70 percent
of the FDI asset values in the United States (see table 1.2 Panel B). As
a percent of total direct foreign asset value, the United Kingdom's
share has increased from about 23 percent of the total in 1982 to 26
percent of the total in 1991. During the same nine-year period, Japa
nese investors increased their share of total FDI stock in the U.S. from
8 to 21 percent. In contrast, the shares held by Canada, the Nether
lands, and the group of all other countries have fallen during the 1982
to 1991 period.
As shown in Panel C of table 1.2, the inward total foreign direct
investment asset value in the United States grew at a 14 percent annual
rate during the 1982 to 1991 period. Japanese investors led the growth
with a 28 percent annual increase, while United Kingdom asset values
grew at a 16 percent annual rate. The asset values of Canada, the Neth
erlands, and the aggregate of other countries grew less rapidly than
those of the United Kingdom and Japan, but still the former group
averaged annual growth rates between 10 and 11 percent during the
1982 to 1991 period.
The rapid inflows of FDI to the United States in the 1980s have
decelerated significantly, however. Between 1990 and 1991, FDI assets
in the United States increased by less than 3 percent, with Canada and
the Netherlands not increasing their book value of FDI in the United
States. The values for the United Kingdom, Japan, and all other coun
tries also slowed down considerably compared to their growth rates in
the 1980s. The recession in the United States, as well as slower real
income growth worldwide, probably contributed to the slowdown in
U.S. inward FDI.
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Figure 1.1 Net Investment of the United States

Net Portfolio Investment

1982

1986

Years

1990

1991

To summarize, investors from four countries make most of the
inward foreign investment in the United States. States that actively
seek foreign investment might usefully focus their efforts on these four
countries. Nonetheless, the rate of increase in inward investment from
all four countries has decreased since 1990 compared to the rates of
increase during the 1980s. While states are probably less likely to find
foreign investors in the 1990s than in the 1980s, they may still have a
higher probability of attracting investments from the heavily investing
countries of Japan and the United Kingdom than from other countries.

Table 1.2 Foreign Direct Investment Position in the United States, by Country of the Major Investors, 1982,1986,
1990,1991 (based on historical values)
Year
1982
1986
1990
1991

Total
124,677
220,414
396,702
407,577

1982
1986
1990
1991

100.0
100.0
100.0
100.0

1982 to
1982 to
1986 to
1990 to

1991
1986
1990
1991

14.1
15.3
15.8
2.7

Panel A (in millions of dollars)
Canada
United Kingdom
Netherlands
11,708
28,447
26,19
20,318
40,717
55,935
30,037
63,938
102,790
30,002
106,064
63,848
Panel B (as a percent of total)
9.4
22.8
21.0
9.22
5.41
8.51
7.6
25.9
16.1
7.4
26.0
15.7
Panel C (annual percentage growth rates)
11.0
15.7
10.4
14.8
18.4
11.7
10.3
11.9
16.4
-0.1
-0.1
3.2

Japan
19,677
26,824
81,775
86,658

Other
48,654
76,620
118,162
121,005

7.8
2.2
20.6
21.3

39.0
34.8
29.8
29.7

27.5
29.0
32.1
6.0

10.6
12.0
11.4
2.4

Sources: Scholl, Mataloni, and Bezirganian (1992), U.S. Department of Commerce (1988), Chung and Fouch (1983).
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Rationales for Investing in Foreign Countries
Why invest in other countries? To address this issue, it is useful to
distinguish between portfolio and direct investment, as the motivations
for each type of investment differ. Portfolio investment is motivated by
differentials in the return to capital between countries and by diversifi
cation of investors' portfolios. Tax considerations, exchange rate risk,
and other factors that affect the return to capital will enter investors'
decisions about where (in which countries) to invest.
Cost of capital might also drive decisions about direct investment in
other countries. But industrial organization motivations may also
explain FDI. Given the competing theories explaining FDI, we turn to
a fuller discussion of the motivations for FDI.
In a smooth neoclassical world, for example, factors and goods
would flow freely among countries and leave little scope for direct
investment. But sustained differentials among countries in the cost of
capital could induce FDI, because lower capital costs in some countries
will reduce production costs and create competitive advantages.
Graham and Krugman (1991) note that more sophisticated cost-ofcapital theories might explain some of the investment flows. For exam
ple, foreign investors might discount long-term corporate profit flows
at lower real interest rates and thus value a U.S. firm more highly than
a domestic investor would. A second capital-cost theory begins with
foreign corporations generating higher profits than domestic firms.
Then, if internally generated funds are viewed as less costly than rais
ing equity or borrowing, foreign firms with cash will have a lower cost
of capital for investment than domestic firms, while domestic firms
with lower earnings might have to finance the investment using highercost equity or borrowing instruments.
In addition, tax differentials among countries could also cause varia
tion in the marginal effective returns to direct investments among
investors from different countries. Due to the complexities involved in
the taxation of international capital, however, perceived differentials in
tax rates will not necessarily translate directly to different marginal
effective tax rates among countries. International tax aspects of capital
are discussed in more detail in a subsequent section of this chapter.
A troublesome point, however, with the differential cost-of-capital
explanation of FDI is that differentials in the cost of capital among
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countries explain one-way but not the two-way flows of capital that are
commonly observed between countries. Some economists, therefore,
have suggested that imperfect competition and industrial organization
considerations rather than the cost of capital explain FDI flows among
countries. In fact, industrial organization theories of foreign direct
investment have competed with the cost-of-capital approach for some
time (Hymer 1976). Industrial organization explanations rely on com
petitive advantages inherent in the technology, the management, the
organization of labor, and the vertical integration of key suppliers of
intermediate inputs to the finished product as primary explanations of
foreign direct investment. In effect, an imperfect market for informa
tion about production and organization and first-mover advantages into
markets with products that have increasing returns to scale cost struc
tures give some firms a competitive advantage that may last for a con
siderable period of time. The advantage means the foreign firms will
outbid domestic firms for land and plants in an industry.
For some time, it seems U.S. firms enjoyed a competitive advantage
over foreign firms, and U.S. firms invested heavily overseas. Recently,
the competitive advantage in some industries may have shifted to firms
headquartered in certain other countries, and those firms have invested
heavily in the United States.
Added to the inherent competitive advantages that underlie much of
the industrial organization theory of foreign firms' investment in cer
tain industries may be a layer of U.S. tariffs or quotas aimed at protect
ing domestic firms from international trade in these same industries.
Ironically, the tariffs or quotas give foreign firms with competitive
advantages further incentive to invest in the United States to exploit
the competitive advantage and to circumvent the tariff or quota.

How Mobile is Foreign Capital?
Attracting foreign investors could be viewed as a bright spot in our
economy. The fact that foreigners invest in the United States as well as
at home means that they are optimistic about the long-term prospects
for the United States economy. Foreign investment might promote pro
ductivity increases without increased domestic saving. The productiv
ity increase will lead to higher real wages for workers in the United
States, although foreign ownership of capital means that the capital
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earnings will accrue to persons external to the United States. With for
eign investment fueling our productivity surge, we will begin to
become a nation of workers and not capitalists.
For some time, however, economists have thought that there is an
important link between the amount of domestic saving in an economy
and the amount of total investment in the economy. The explicit link
between domestic saving and investment leaves little room for foreign
investment to play a significant investment role in the economic
growth of a country. The linkage between domestic saving and invest
ment not only relegates foreign investment to a minor role in the econ
omy, it also suggests that capital is relatively immobile among
countries. Overall, if capital is immobile across countries, the large
inward flow of capital to the United States during the 1980s may be an
aberration and may not be available in the future for sustaining our
economic growth. More to the point of this study, if capital is immo
bile, states may find foreign investment less available and more diffi
cult to attract in future years.
A long list of studies beginning with Feldstein and Horioka (1980)
have examined the extent of international capital flows or the strength
in the linkage between domestic saving and investment. Feldstein and
Horioka (1980) list three reasons why international capital may not
flow perfectly among countries, and why domestic saving tends to be
invested in the home country for investment. First, there are additional
uncertainties and risks associated with investments in other countries,
such as exchange rate risk when large liabilities or profits are denomi
nated in dollars. Second, investors may be wary of existing or future
export controls imposed by the host countries or increases in host
country tax policy on foreign investment. Finally, there are institu
tional rigidities in countries that hinder foreign investment. Feldstein
and Horioka indeed found evidence that domestic saving and aggre
gate investment were strongly related, or implicitly that international
capital was relatively immobile in their sample of 21 Organization for
Economic Cooperation and Development (OECD) countries during the
1960 to 1974 period.
Several other researchers have extended the Feldstein and Horioka
results to other countries and tested the hypothesis using data for more
recent years. Dooley, Frankel, and Mathieson (1987) examined the
saving-investment link in 14 industrialized countries and 48 develop-
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ing countries. Reasoning that exchange rates may affect capital mobil
ity, they tested their model for the Bretton Woods era of fixed exchange
rates, 1960 to 1973, and the post-Bretton Woods era from 1974 to
1984. They also found a statistically robust relationship between
domestic saving and aggregate investment in both exchange rate
regimes.
Even so, large current account (export minus import) imbalances in
many countries during the 1980s require counterbalancing capital
flows among countries. That being the case, the empirical findings that
domestic saving is the strongest and almost the exclusive predictor of
investment in a country are inconsistent with the counterbalancing cap
ital flows predicted by theory. Obstfeld (1986) and other critics attempt
to resolve the inconsistency by arguing that spurious correlation exists
between domestic saving and investment, and that the Feldstein-Horioka results are based on spurious correlation and therefore incorrect.
The spurious correlation between saving and investment could result,
for example, when saving and investment are in fact related to a com
mon variable, such as Gross Domestic Product.
Responding to the spurious correlation criticism, Feldstein and Bacchetta (1991) have recently updated the Feldstein and Horioka work by
re-estimating the models to account for the possibility of spurious cor
relation and by using data covering the 1960 through 1986 period.8
While the general result remains that savings tend to stay at home,
their results from the 1980s reveal a somewhat weakened link between
domestic saving and aggregate investment. In addition, Feldstein and
Bacchetta find that capital moves more freely among the countries in
the European Economic Community with their strong economic link
ages than it does among nations in the rest of the world. Nonetheless,
the findings suggest an unusually strong link between domestic saving
and aggregate investment; the link is certainly much stronger than
would be expected in a perfectly integrated capital market.
Empirical findings of domestic saving determining investment give
rise to theories about and tests of capital market integration or the
degree of capital mobility among countries (Frankel 1992). Given that
there are saving and investment imbalances and current account imbal
ances among countries, imperfect capital mobility among countries
would mean that the real returns to capital differ among countries. Put
another way, when domestic saving and investment imbalances exist
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among countries, perfect capital mobility among countries could lead
to equal (covered) real returns to capital among countries.
For example, Frankel suggests that real returns to capital measured
in terms of covered-interest rates should be equal among countries if
capital is perfectly mobile among countries. Covered-interest parity
accounts for differences in real interest rates among countries, for
expected changes in real interest rates, for expected changes in real
exchange rates between the currencies, and for a risk premium for real
exchange rate risk.9 The evidence shows that covered-interest rate dif
ferentials between the United States and other countries are at or very
near zero during each year of the 1974 to 1992 period. Put more
directly, the evidence suggests that capital markets are operating near
perfectly to equalize covered-interest rates. That evidence casts doubt
on the Feldstein-Horioka results. However, Frankel also notes that the
United Kingdom and Japan as recently as 1979, and France and Italy
as recently as 1986, had capital controls and other barriers to the move
ment of their capital to other nations. Nonetheless, the movement of
capital seems less restricted now in the absence of the financial con
trols, even if the controls once dampened world capital movements.
The evidence at present points to significant international capital
mobility and to a potentially significant role for foreign capital in the
economic growth of nations.
Direct Taxation and Foreign Investment: Principles and Practice
Given a significant degree of, if not perfect, capital mobility, capital
movements and direct investment may be expected to respond to tax
differentials among countries. While foreign investors are unlikely to
base their investment decision solely on taxation, especially in light of
the role of industrial organization considerations in the investment
decision, taxation can in some cases play a decisive role in the location
of the investment. If, for example, investors have already decided to
invest abroad, then federal, state, and local taxation policies can influ
ence where they invest and whether they raise the investment funds
through debt or equity. The research reported in this volume concerns,
in part, the role that state fiscal policy plays in the location of FDI
within the United States.
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Before we describe the taxation of foreign investors, it is useful to
describe the normative implications of several tax positions that busi
ness leaders or policymakers take in regard to the taxation of interna
tional capital. To that end we begin with a normative discussion of the
economic welfare implications of typical tax regimes that are applied
toward foreign investors, because different tax regimes can raise or
lower output in the world or in a country. We then focus more specifi
cally on the tax systems that apply to major foreign investors in the
United States.
Economic Welfare Implications of Tax Regimes
Applied to Foreign Investors
A tax principle that economic policymakers and business people
often advocate is a "level playing field." However, that term often has a
different meaning for economists than for business people. Economists
approach tax policy from an economic welfare perspective or the effi
cient allocation of capital, which implies maximizing output and, thus,
the return to capital. However, output maximization can be done from
a worldwide viewpoint or from a single-nation viewpoint. Those with a
world view of output maximization would start with the notion that
taxation should not distort the allocation of capital investment across
countries, nor should it reduce the level of overall investment in the
world. That being the case, maximizing world economic welfare
means that managers make the same location and investment decisions
with a tax system as they would in the absence of a tax system.
Worldwide Neutrality
Tax systems designed to achieve the maximization of world output
and return to capital are referred to as "capital-export neutral" (CEN).
Using a residence-based tax system, the home country generally taxes
foreign income at home country rates and grants a tax credit for taxes
paid in the host country. In many cases, the home country imposes
taxes on foreign income only when it is repatriated to the home country
(with deferral).
To achieve CEN, tax policy designers would insure that the mar
ginal effective tax rates are zero both for international investments (or
exported capital) and for home country investments. Capital income
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would still be taxed; a positive amount of tax would be paid on eco
nomic rents (returns above the marginal or normal rate of return)
earned on inframarginal capital investments. To the extent that eco
nomic rents on capital differ among countries, average tax rates on
inframarginal capital would still vary among investments within the
home country and between investments in the home and the host coun
tries (Caves 1982).
To reach a zero marginal effective tax rate and a completely neutral
tax system for capital, for example, McLure (1992) proposes using a
consumption-based corporate income tax. Using a residence-based tax
system, the home country would tax corporate income earned in a for
eign country (without deferral) and grant credits to foreign firms
against home country tax liabilities for taxes paid to foreign govern
ments. A zero effective marginal tax rate occurs if investment in plant
and equipment in foreign operations as well as in domestic operations
is expensed against corporate income rather than depreciated. Invest
ment expensing or immediate write-off of foreign and domestic invest
ment implies an efficient allocation of capital across countries as well
as an efficient level of investment. 10
Two other tax methods would achieve CEN in the allocation of cap
ital across countries; however, because the marginal effective tax rate
is not zero, each method reduces the level of investment in the world.
One approach exempts capital from taxation in the host country, while
the home country would tax the capital income. In this case, the need
for the tax credit in the home country for foreign taxes paid is elimi
nated. As capital income is not taxed by host countries, capital invest
ment at home and abroad is taxed at the same rate, or CEN is achieved.
Under a second tax method, the home country taxes corporate affiliates
in other countries (with no income deferral) but allows a full tax credit
for taxes paid to the host country. Both tax methods would neutralize
taxation as a determinant of location; however, without investment
expensing neither guarantees that the marginal effective tax rates are
zero. A nonzero marginal tax rate depresses the level of world invest
ment even if the tax system does not affect the relative location of cap
ital investment.
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A National Focus for Maximization
National policymakers are more typically concerned with maximiz
ing national income (private income plus government revenue) from
capital rather than worldwide income from capital. In this scenario,
when marginal effective tax rates are greater than zero, policymakers
would implement tax policy designed to keep capital at home until its
gross return (including taxes) at home equaled its after-tax return in
other countries. Under those conditions, the home country's income
maximization would include the sum of the private returns to investors
and the home government's revenue. To achieve national income max
imization, foreign taxes paid are deducted from the firm's total foreign
income and the home country tax rate is applied to the capital income
net of foreign taxes. 11 (Figure 1.2 contains a summary of the economic
welfare effects of residence-based tax systems.)
A Third Viewpoint
Business leaders hold a third view of a "level playing field." They
consider neither worldwide nor national capital income maximization
principles. Instead, they generally feel that "foreign plants" operating
in the United States, for example, should pay the same tax rate as
domestic plants operating in the United States. Foreign operations pay
ing lower taxes than domestic plants are viewed as receiving a subsidy
compared to counterpart domestic plants. That being the case, business
leaders would favor territorial tax systems, under which the foreign
investors pay the taxes of the host country with no home country taxa
tion of foreign capital. Such a system is known as "capital-import neu
tral," as foreigners investing in the host country pay the same tax rates
as domestic investors. A territorial tax system has no particular norma
tive economic welfare implications. However, territorial tax systems
can be "capital-export neutral," if the marginal effective tax rates are
uniform across countries, or, for example, if all countries operate a ter
ritorial tax system and allow the expensing of investment in plant and
equipment in the calculation of taxable income.
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Figure 1.2 Economic Implications of Hypothetical Residence-Based Tax
Systems
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Breaking the Molds
Hufbauer (1992) suggests an alternative to the traditional thinking
about the influence of taxation on the mobility of capital across coun
tries. He notes, as discussed above, that modern international trade the
ory places industrial-organization reasons ahead of tax policies as a
motivation for multinational investment decisions. Stated in its pure
form, imperfectly competitive firms choose locations based purely on
market advantages. Location decisions based on industrial-organiza
tion considerations would significantly blunt the welfare implications
of CEN as direct foreign investment is not responsive to taxation. 12
Hufbauer's view of the motivations for the investment decisions of
multinational firms allows him to argue for a territorial tax system in
which the United States, for example, develops tax policies designed to
capture a greater share of desirable foreign investments. He suggests
that corporate tax credits for a generous portion of research and devel
opment expenses for both domestic and foreign firms might induce
more high-technology firms, which tend to pay higher wages, to
expand in the United States. 13 Such a tax system, however, might stir
international competition in tax systems to attract firms. Nonetheless,
given that business generally favors a territorial tax system, domestic
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business competitors would perceive Hufbauer's strategic tax policy as
a "fair" method of taxation.
The examples of foreign tax systems leave many choices for policymakers. However, the taxation of foreign corporations is in fact much
more complex than even the stylized examples noted above. The maze
of complexities presently in any country's tax system means that a tax
system will not easily be categorized as capital-export or capitalimport neutral. Uncovering the role that taxation may play in the
mobility of capital across countries requires substantial knowledge of
tax systems. The brief overview provided below of the tax practices as
they apply to major investors in the United States will lead to more
precise formulations of empirical models of the tax systems and to
more exact interpretations of our empirical results.
Tax Practices That Apply to Foreign Corporations
Most countries operate either a residence-based or a territorial tax
system, although some countries use a combination of these two
approaches. 14 The residence-based system is typical for most countries,
including Japan, The United Kingdom and the United States. In coun
tries operating a residence-based system, the foreign corporation is lia
ble for host country taxes annually and for home country taxes when
profits are repatriated to the parent corporation in the home country.
Upon repatriation of net of foreign tax earnings to the home country,
the home country statutory tax rate is applied to gross earnings (net
earnings plus foreign taxes paid) and a tax credit is applied against the
home country tax liability for taxes paid to the foreign country. 15 In
practice, the tax credit is limited to the amount of home country tax lia
bility. When the foreign tax liability is higher than the home country
tax liability, the firm is in an excess credit position and essentially pays
the foreign tax rate on its earnings.
For example, consider a U.S. corporation that locates a subsidiary in
another country and retains the earnings within the subsidiary for some
time. The foreign corporation would always pay taxes to the host coun
try. In effect, if the corporation never repatriated the earnings to the
United States, it would never pay U.S. taxes. However, if the corpora
tion repatriates the earnings to the United States, the profits are then
taxed at corporate rates in the United States. To avoid double taxation
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of the profits in the host and the home countries, the United States has
established tax treaties with countries. The United States allows a tax
credit for the foreign taxes paid up to the tax liability that would have
been due in the United States. 16 Thus, if the host country taxes are
higher than the home country taxes, the corporation pays no tax to the
home country after applying the tax credit; the host country tax rates
are effectively the tax rates for the corporation. If, on the other hand,
the home country taxes are higher than the host country taxes, the cor
poration effectively pays the home country tax.
As explained above, the former situation amounts to a territorial tax
system or capital-import neutrality. The latter case appears to be CEN
(but see below), because capital that stayed within the United States
and capital that moved overseas are both taxed at home country tax
rates. Under CEN, it is worth reiterating, the incentive to invest over
seas is governed by the rates of return to capital invested domestically
compared to the rates of return to capital invested overseas. The tax
system plays a neutral role.
Several countries, notably Belgium, France, the Netherlands, and
Norway, operate a territorial tax system. Under that system, residents
who invest in other countries are subject to the tax liabilities of the host
country. The profits are never taxed in the home country. 17 A home
country that operates a territorial tax system provides obvious incen
tives for residents to seek investment locations in host countries with
lower tax rates.
To complicate matters, Canada and West Germany operate a mixed
tax system for foreign investments. 18 Canada, for example, applies a
residence-based tax system to foreign income with tax credits for for
eign taxes paid. However, dividends earned in foreign corporations and
repatriated to Canadian parent companies are not subject to Canadian
(home) country taxes. Thus, for example, a Canadian subsidiary oper
ating in the United States would pay home country taxes with a credit
for taxes paid in the United States. However, Canada would not tax
dividend income returned to the parent nor would it grant a tax credit
for U.S. taxes paid on the dividend income. 19
Beyond the aforementioned economic welfare implications of vari
ous tax policies, whether countries follow capital-export neutrality or
capital-import neutrality determines whether home or host country tax
rates are relevant for empirical work on the location decisions of for-
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eign investment. To be more specific, United States federal and state
corporate income tax rates can make a difference in the location choice
of foreign investors in the United States only if U.S. (host country)
taxes represent the marginal taxes on the investment. However, the fol
lowing sections will argue that determining a priori whether foreign
taxes are neutral in either an export or import sense is probably not
possible.

Residence-Based Tax Systems, Deferral,
and Capital-Import Neutrality
The literature on foreign taxation has until recently maintained that
residence-based tax systems combined with a credit for taxes paid to
foreign countries would produce capital-export neutrality. However,
when tax deferral, or payment of home country taxes only upon repa
triation of profits from foreign corporations, is layered onto the system,
some argue that the tax system is no longer capital-export neutral
(Caves 1982).20 Hartman's (1985) analysis shows that residence-based
tax systems with tax deferral until repatriation and tax credits for taxes
paid to foreign governments are capital-import neutral rather than cap
ital-export neutral. Hartman's analysis then implies that host country
taxes could become a significant determinant of its inward foreign
direct investment. (See appendix to this chapter for details on Hart
man's argument.)
Additional Complexities
Since Hartman's paper, a number of authors have examined other
aspects of the taxation of foreign direct investment. 21 The relatively
straightforward tax systems presented so far have many additional
complications. For example, host countries levy additional withhold
ing taxes on dividends before they are repatriated to the home corpora
tion. The withholding tax qualifies for the foreign tax credit in the
home country. However, as the total amount of tax credit is limited to
the total tax that would be due in the home country, the withholding tax
can put the corporation into an excess credit position, meaning that it
cannot use all of the tax credit.
The withholding tax and the possibility of excess credits may in turn
alter corporate financial behavior. For example, instead of paying a
dividend to the parent, the foreign corporation could pay interest on a
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loan from the parent. That strategy reduces the overall tax paid, as the
interest payment is not subject to withholding tax and is also deduct
ible from most corporate income tax bases in host countries. Thus, the
interest tax payment is subject to only the home country tax rate.
There are several additional complications. Using transfer pricing,
foreign corporations minimize aggregate tax burdens by transferring
costs to the highest tax countries, or the corporations effectively realize
profits or income in the lowest tax countries. There are also other limi
tations on credits for foreign taxes paid, such as the tax credit baskets
defined in the 1986 U.S. Tax Reform Act. The baskets add further lay
ers of intricacy to the system and help to make, a priori, the effect of
taxes on foreign direct investment unpredictable. In such a complex
system, empirical evidence can make an important contribution to our
understanding of the role of taxation in FDI flows.
Given the different tax treatments on FDI among the four countries
with the most investments in the United States, U.S. federal and state
corporate income taxes are more likely to affect investment from the
Netherlands and Canada with their territorial systems. There is more
uncertainty about the importance of U.S. taxes on investors from Japan
and the United Kingdom, which operate residence-based tax systems.
Thus, in the empirical research presented later in this study, we distin
guish between investors from countries with different treatments of
taxes paid in the United States.

The Role of State Corporate Tax Systems
State tax systems introduce more layers of taxation on foreign
source income and foreign investment. State corporate tax systems are
by their nature complicated systems when corporations are active in
more than one state. A host of complications are added to the system
when corporations operate in more than one country.
To begin, corporate income taxes generally differ among states in
the tax rates and the deductions and credits that determine taxable cor
porate income and tax liability. For example, corporations wholly resi
dent within a state have their total corporate income after deductions
subject to taxation. Corporations that operate affiliates in other states or
in other countries can have a portion of their affiliates' income subject
to taxation in the state. How much affiliated income is taxed in a state
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depends on the state's definition of an affiliate and on its formula to
apportion corporate income to the state.
To explain more fully, general accounting practice would encourage
corporations to report the corporate income separately for each of their
affiliates, taking into account transfers among affiliates. Some states
adopt separate accounting of corporate income for tax purposes, and
corporations in these states are allowed to report taxable corporate
income based on separate accounting of corporate income. However,
because of the potential for corporations to avoid taxation in high-tax
states through a system of transfer prices applied to commodity
exchanges among affiliates, many states start with a broad definition of
corporate affiliate income and then use a three-factor formula (the
Massachusetts formula or its variants) to allocate a portion of the com
bined income to itself. Typically the amount of combined income allo
cated to a particular state is based on the share of combined payroll,
sales, and property that resides in the state compared to the combined
total payroll, sales, and property of the affiliates. The allocated income
is then subject to the state's tax system.
States' definitions of an affiliated company differ substantially and,
thus, corporate tax liabilities can depend heavily on the definition used
to combine affiliates. For example, several states operate a unitary tax
system in that they have a more spatially expansive definition of the
corporation and its affiliates, resulting in higher corporate income
attributable to the state.22 The unitary states generally define a unitary
business to include other corporate operations that contribute to the
business conducted in the corporate group and that have 50 percent or
more common ownership or control between the corporation located in
the state and the corporate group. The group would then file a com
bined return for the state corporate income tax and use the three-factor
allocation formula mentioned above (or a variant of it) to determine the
proportion of the group income that is taxable in the state.
In fact, the unitary states operate one of two types of unitary tax sys
tems—worldwide and domestic—with domestic being a less expan
sive definition of the corporation than worldwide. Under a worldwide
unitary regime, any business located in the state would combine the
income from worldwide affiliates fitting the definitions of a unitary
business noted above. The worldwide definition includes in the apportionable tax base the foreign and domestic affiliates regardless of the
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place of incorporation, including the foreign parent and its foreign
affiliates. Under a domestic unitary regime, the apportionable base
includes both foreign and domestic affiliates of businesses incorpo
rated in the United States, regardless of where they do business.23
During the period of our analysis, a considerable portion of states
operated a worldwide unitary tax system. But the frequency of the
worldwide unitary tax shrank from thirteen states in the early 1980s to
five states by the end of our sample period or 1987. We account for this
extreme form of unitary taxation in our empirical work.24
Other Taxes and Expenditures
International corporations and their employees face the same indi
rect taxes in host countries as do the domestic corporations in the host
country. Thus, our full specification of the fiscal variables will account
for sales, property, excise, and other taxes in our empirical models.
Personal income taxes, while they are direct taxes, may also influence
corporate location decisions to the extent that these taxes affect the
type and number of employees in the labor supply. Personal income
taxes will also be accounted for in the empirical work.
The expenditure side of state and local tax systems may also play a
role in foreign corporations' choice of state. The sizable investments
mean a substantial number of employees will consume schools, parks,
highways, and other public goods. Higher taxes by themselves may not
play a major role in location if the taxes purchase a desirable bundle of
state and local goods and services. Thus, our empirical work will
account for both the spending and revenue sides of state and local bud
gets.
Summary
We have examined the broader issues related to foreign investment.
Our debtor nation status results from our negative portfolio investment
position, although our surplus position in FDI continues to shrink. We
highlighted the advantages of attracting foreign investment, as it adds
to the productivity of our economy and in the shorter-run allows us to
increase our consumption temporarily and stall repayment of our defi
cit.
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Despite the size of the investment positions in foreign countries,
researchers have raised questions about the long-term mobility of
international capital. By examining patterns of domestic saving and
investment, capital mobility among countries appears imperfect, sug
gesting that domestic saving will determine national economic growth.
Using an alternative approach to the issue, Frankel finds that the equal
ity of covered-interest rates across countries suggests perfect capital
mobility among countries.
The tax policy discussion suggests a variety of approaches to the
taxation of international capital, and enumerates the variety of methods
that countries actually use. The complicated tax systems actually
deployed suggest that there may be significant tax incentives affecting
the location of foreign direct investment. Others might contend that the
complications of the system, such as of transfer pricing and tax defer
ral, allow corporations to engage in significant tax avoidance; taxes,
therefore, affect their financial practices but do not affect their location
decisions on foreign investments. Exactly how tax policy affects the
movement of international capital or whether we want to affect its
movement with tax policy is not well understood. With all the com
plexities involved in taxation of foreign income and the opportunities
available to firms to adjust their tax burdens by altering their financial
policies, it seems unlikely that taxation would overtly play a significant
role in FDI decisions.
We restrict our empirical inquiry to FDI location choices within the
United States. The variation in state tax rates may have only secondorder implications for FDI location among the states, given the com
plexities that apply at national government levels. Nonetheless, even if
nontax factors govern inter-country FDI decisions, the effects of state
and local fiscal policy may influence intra-country FDI locations
among states.
Our Research: Direct Investment in New Plants
As is clear from above, foreign investment stems from many differ
ent sources and takes a number of different forms. For example, before
making an investment, a foreign investor can choose from a wide array
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of alternative investments at home and abroad. If the investor recog
nizes a market opportunity in the United States, he or she considers
how best to compete in that market. The options include exporting out
put to the United States, purchasing a portion or all of an existing com
pany in the United States, engaging in a joint venture with a U.S.
investor, expanding an existing production facility, or building a new
plant.
In the rest of this book, we use data from the International Trade
Administration (ITA) to analyze the location of new foreign plants
between 1979 and 1987, the last year the data are available. The ITA
data for foreign investments report the number of new plants, acquisi
tions and mergers, joint ventures, equity increases, and plant expan
sions. The agency gathers the data from newspaper and journal
announcements and from reports from other federal agencies. Once
compiled, no attempt is made to determine whether the investment
actually occurred. While the ITA data may not be quite as reliable as
the mandatory reports on United States investments that foreign firms
file with the Bureau of Economic Analysis (BEA), the BEAdata do not
contain information on new plants. The ITA, however, reports that
their information on foreign direct investments is consistent with the
BEA data. Despite that claim, Glickman and Woodward (1989)
express some reservations about the ITA data, but acknowledge that it
is the only data on new plant investment in the United States.
Indeed, we share their reservations about the ITA data, because no
verification is done on whether the reported investment announce
ments actually materialized. However, while acknowledging the short
comings of the data, we believe they are generally accurate.
The International Trade Administration data reveal that most foreign
direct investments take the form of either an acquisition or expansion
of an existing plant. Equity increases and corporate buyouts of existing
companies may create jobs through managerial efficiencies or revival
of moribund plants, but those employment benefits are less noticeable
to policymakers and the public. We choose to examine the location of
new plants with the idea that the so called "greenfield investments"
(new plants) might be the most interesting for policymakers.
From a discovery perspective, a greenfield investment, compared to
an acquisition or a joint venture, allows the investor almost complete
freedom to select a new plant site and to choose among sites within the
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United States. Thus, examining new plant locations has the advantage
of giving us the most insight into the location factors that attract for
eign investors.
To focus the discussion in the next chapters, using data from Inter
national Trade Administration of the Department of Commerce, there
were 4,326 direct non-real-estate investments in manufacturing during
the 1978 to 1987 period. The largest share of the investments were
acquisitions and mergers followed by new plants and then plant expan
sions (see table 1.3). There were 1,396 new foreign plant locations in
the United States between 1978 and 1987, and 1,197 of the plants were
in manufacturing.25 We examine the data on the 1,197 manufacturing
locations and attempt to explain the choice of investors among the 48
continental states.
The International Trade Administration data suggest that investors
from Japan were responsible for 34 percent of the new foreign plants
located in the United States between 1978 and 1987 (see table 1.4).
Investors from Canada, Germany, and the United Kingdom accounted
for an additional 40 percent of new foreign manufacturing plants in the
United States between 1978 and 1987. Investors from France, Switzer
land and the Netherlands accounted for another 14 percent of the new
foreign manufacturing plants in the United States.
Also shown in table 1.4 is the distribution of the new plant invest
ments by two-digit SIC code within the manufacturing sector. Of the
1,197 new manufacturing plants for the 1978 to 1987 period, 57 per
cent are concentrated in four industry groups; namely, Chemicals and
Allied Products, Industrial Machinery and Equipment, Electronic and
Other Electric Equipment and Transportation Equipment. 26 At the other
extreme, there were no new plants in Tobacco Products, Apparel, and
Other Textile Products; and Leather and Leather Products each had
only five new foreign plants during the 10-year period. The balance of
the new plants were distributed more evenly throughout the remaining
13 two-digit manufacturing industries (see figure 1.3).
The concentration of new manufacturing plants in four industry
groups holds when new plant investments are examined by country.
Canada investors 'have 46 percent of their number of new manufactur
ing plants in the same four industry groups noted above, and German
investors have 67 percent of their new plants in those same four indus-

Table 13 Number of Non-Real-Estate Investments in Manufacturing Industries by Year and Type of Investment
1978 to 1987
Investment type
Year
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
Total

Acquisitions
and mergers
107
130
187
160
107
119
161
189
222
290
1672

Equity
increase
19
13
26
17
21
22
25
15
25
34
217

Joint venture
13
22
29
28
41
24
47
27
28
55
314

New plant
56
175
171
107
81
116
190
63
95
14
1197

Other
53
97
34
23
34
29
43
32
40
34
434

Plant
expansion
7
68
79
44
40
93
92
24
41
948
492

Total
255
505
526
379
324
59
558
350
451
619
4326

SOURCE: U.S. Department of Commerce, International Trade Administration (various issues).
NOTE: These data represent investments with complete informadon on the transaction site. There are some transactions for which no location informa
tion are available. The transactions are relatively few in number.

Table 1.4 Number of New Manufacturing Plants by Industry Group and Home Country of the Foreign Investor:
1978-1987
Two-Digit
SIC Codes
Canada France Germany
20 Food and Kindred
4
4
6
Products
22 Textile Mill
7
0
Products
3
23 Apparel and Other
0
1
0
Textile Products
24 Lumber and Wood
6
0
4
Products
25 Furniture and
1
0
3
Fixtures
26 Paper and Allied
3
0
Products
9
27 Printing and
4
2
4
Publishing
28 Chemicals and
48
16
Allied Products
11
29 Petroleum and
2
2
Coal Products
2
30 Rubber and Mis
cellaneous Plastics
1
2
4
Products
31 Leather and
1
0
0
Leather Products
32 Stone, Clay, and
13
5
Glass Products
2

Korea Netherlands

Sweden

United
Switzerland Kingdom Other

Total

Italy

Japan

3

21

2

4

0

7

3

10

64

1

7

2

2

0

1

4

3

30

0

1

0

1

1

0

0

1

5

0

4

1

0

0

0

3

4

22

0

1

0

1

0

2

1

3

12

0

3

0

0

3

0

3

2

23

0

5

2

0

0

1

2

3

23

3

39

0

9

10

18

28

14

196

0

0

0

4

0

1

4

1

16

1

15

0

6

1

2

8

10

2

1

0

0

0

0

0

15

2

12

0

0

0

4

5

9

52

Two-Digit
United
SIC Codes
Canada France Germany Italy Japan Korea Netherlands Sweden Switzerland Kingdom Other
33 Primary Metal
Industries
6
1
0
7
1
11
17
1
0
8
8
34 Fabricated metal
Products
3
0
13
0
4
0
13
2
11
1
4
35 Industrial Machin
ery and Equipment
4
53
11
2
2
4
70
9
6
16
10
36 Electronic and
Other Electric Equip
ment
17
5
21
2
6
3
92
5
5
10
9
37 Transportation
Equipment
10
16
10
1
67
3
1
4
1
11
4
38 Instruments and
Related Products
1
2
9
2
20
0
2
6
3
3
4
39 Miscellaneous
Manufacturing Indus
tries
4
3
0
2
2
14
1
1
1
3
5
Column Total
66
215
24
105
402
18
43
35
61
123
105
SOURCE: U.S. Department of Commerce, International Trade Administration, Foreign Direct Investment in the United States, various issues.

Total
60
51
187

175
128
52

36
1,197
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try groups. Japan and the United Kingdom have similarly large propor
tions of their new manufacturing plants in those four industry groups.
Foreign New Plants Compared Against America©s
Industrial Structure
The concentration of new foreign plants in four major industry
groups might be expected if one could compare them to the major
group concentrations of new plants built by domestic investors. With
no access to data on new domestic manufacturing plants, we compared
the industrial concentrations of new foreign manufacturing plants dur
ing the 1978 to 1987 period to the stock of assets in each major manu
facturing group (see table 1.5) for all foreign firms and all businesses
located in the United States in 1987. Four major groups, Chemicals
and Allied Products, Petroleum and Coal, Food and Kindred Products,
and Electric and Electronic Equipment, account for about 66 percent of
total foreign assets in manufacturing. For all businesses, assets in six
industries, Petroleum and Coal, Transportation Equipment, Chemicals
and Allied Products, Food and Kindred Products, Machinery Except
Electrical, and Electric and Electronic Equipment, account for 70 per
cent of assets in manufacturing. With the exceptions of Petroleum and
Coal and Food and Kindred Products, new foreign plants are con
structed in four of the major manufacturing groups that dominate the
manufacturing assets held in the United States (see figure 1.4). Thus,
based on asset data, we conclude that new foreign manufacturing
plants are built in major industry groups where investments are already
concentrated.

Outline of the Monograph

In chapter 2 of the book, we examine the patterns of new plant loca
tions within the United States. We then examine the empirical evidence
on the location of foreign direct investment among countries and what
role taxes and other factors play in the foreign investors' decision.
Next, we summarize the literature on the location choices that foreign
investors make among states.
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Figure 1.3 New Manufacturing Plants by Industry
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Figure 1.4 Assets of Manufacturing and New Foreign Plants, Six Major
Industry Groups
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Table 1.5 Total Assets of U.S. Affiliates, All U.S. Businesses, and New
Manufacturing Plants, 1987
All United
United
States
States
businesses New plants
affiliates
Industries

Stone, Clay and Glass
Chemicals and Allied Products
Primary Metals
Petroleum and Coal
Rubber and Plastics
Food and Kindred Products
Electric and Electronic

5.4
27.3
5.4
21.1
2.1
10.0
7.3

2.3
11.4
3.7
15.8
2.1
11.0
8.9

4.3
16.4
5.0
1.3
5.0
5.3
14.6

Equipment
Printing and Publishing
Instruments and Related

3.8
2.8

4.7
3.7

1.9
4.3

2.8
2.2
4.4
0.5
2.7
2.2
100.0

4.1
4.0
10.0
1.4
13.0
3.9
100.0

4.3
1.9
15.6
2.9
10.7
6.3
100.0

Products
Fabricated Metal Products
Paper and Allied Products
Machinery, Except Electrical
Textile Products
Transportation Equipment
Other
Manufacturing

SOURCES: Howenstine (1989); and U.S. Department of Commerce, International Trade
Administration (various issues).

In the third chapter, we discuss how to model the location decision.
There are numerous theoretical and econometric choices about model
ing the location decision, and we discuss the background behind them.
We also lay out the econometric models that we use. In chapter 4, we
discuss the econometric estimation and present the results of the esti
mation. A fifth chapter contains some of the policy implications of this
research that flow from the simulation results reported there. Chapter 6
summarizes our findings and reports the conclusions from this
research.
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Appendix to Chapter 1
To understand Hartman's (1985) analysis and conclusion that residencebased tax systems are capital-import neutral, it is helpful to distinguish
between mature and immature foreign corporations. Mature foreign corpora
tions fund their own reinvestment out of retained earnings, while immature
corporations require transfers from the domestic parent to finance their invest
ment. Hartman's conclusion applies to mature corporations only. His conclu
sions also require the full offset of foreign direct taxes against home country
taxes. The implication is that home country tax rates are higher than host
country tax rates.
Hartman first shows that mature corporations with unexploited investment
opportunities in the host country would not simultaneously receive transfers
from the parent to finance investments, while making dividend payments to
the parent. This feature greatly simplifies the analysis, and the income of
mature firms flows only in one direction. Hartman then examines the mature
firm's decision either to return dividends to the parent for investment in the
home country or to invest in the host country. If the firm returns a $1 dividend
net of foreign taxes to the parent immediately, the dividends are incremented
by the foreign taxes deemed paid on the dividends, or by 1/(1 - f*), where t* is
the foreign tax rate and is assumed less than the home country tax rate of t.
After paying the home country tax and accounting for the tax credit for for
eign taxes already paid in the host country, the corporation pays a total tax rate
of t—the domestic tax rate—on the gross earnings. Thus, the corporation has
[(1 - 0/0 - /*)] to invest at home. The net return to the repatriated profit at the
end of the next period is [(1 - 0/0 - f *)]0+f/i)» where t is the domestic tax rate
and rn is the net rate of return to investment in the home country.
On the other hand, the firm can retain foreign earnings in the host country
for one year and repatriate the profits after a second year. In this case, the net
profit is [(1 - 0/0 - f*)] [1 + r*(l - /*)], where r* indicates the rate of return on
investment in the host country. Comparing the rates of return for home and
host country investments, the firm will return dividends if the after-tax rate of
return is higher in the home country (/•„) than the after-tax rate of return in the
host country [r*(l -t*)]. Thus, the net rate of return on investment and not the
tax due upon repatriation affects the decision to reinvest.
The important conclusion from Hartman's analysis is that there is capitalimport neutrality (not capital-export neutrality) as a result of the tax credit and
deferment, because the firm's investment abroad is determined by the rate of
return in the host country as is the domestic investment in the host country.27

NOTES
1. Unless otherwise noted, foreign investment refers to inward foreign investment or invest
ment in the United States. In the few instances when we discuss investment flows from the United
States to other countries, we use the term outward investment
2. The period of analysis is dictated by data availability. The source of the data is the U.S.
Department of Commerce, International Trade Administration. While similar data on individual
plant locations are also available for the 1972 to 1977 period, it is our feeling, after examining the
data quite thoroughly, that the data before 1978 have many more problems with missing values
and other discrepancies than the post-1977 data.
3. For a discussion of the Department of Commerce's definition of foreign investment as dis
tinguished from investment in plant and equipment, see Slemrod (1989).
4. Investment is defined as the flow of capital typically during a one-year period. Investment
position is the stock of investment at a point in time.
5. Current-cost reflects the replacement cost of the capital stock after accounting for depreci
ation, depletion, and expensed exploration and development costs. Market value reflects valuation
of capital stock based on valuation in the stock and bond markets. The valuation could be subject
to short-term changes in valuation of stocks or bonds and year-to-year changes in market value
may not reflect accurately investment flows. For more detail see Scholl, Mataloni, and Bezirganian (1992) and references therein.
6. Furthermore, the U.S. Department of Commerce data on foreign investment includes only
four benchmark or complete survey years: 1959, 1974, 1980 and 1987. Foreign investment data
for interim years are based on sample data from quarterly surveys and extrapolations from the
benchmark survey years. The data thus calculated are never revised when new benchmark results
are tabulated. (Slemrod 1989 and Glickman and Woodward 1989 (pp. 303-308) also note these
limitations in the foreign investment data.)
7. We examine aggregate trends in foreign investment, using the U.S. Department of Com
merce, Bureau of Economic Analysis data. The micro data in their raw form from the U.S. Depart
ment of Commerce, International Trade Administration, are not necessarily an accurate
description of aggregate totals.
8. Feldstein and Bacchetta (1991) address the Obstfeld objection by adding economic growth
and distribution variables to their savings-investment retention equation. They find that the
growth argument does not diminish the strength of the relationship between domestic saying and
investment. Williamson (1991), however, casts doubt on the relationship, arguing that domestic
saving and investment are not strongly correlated. Therefore, the marginal flows of international
capital could play a critical role in a country's capital accumulation leading to more economic pro
ductivity. A separate issue is the effect of saving and investment on productivity growth in an
economy. Baumol, Blackman, and Wolff (1989) accept the view that productivity growth leads to
saving and investment rather than saving and investment fostering productivity.
9. Covered-interest parity means that capital flows would equalize interest rates across coun
tries when similar investments in the two countries are contracted in the same currency. For exam
ple, suppose a dollar-based investor contracted a three-month dollar denominated deposit and a
three-month German mark denominated deposit together with a three-month forward contract to
change German marks into dollars. As both investments are contracted in a common currency and
the yields are known in advance, covered-interest parity simply means that the two investments
yield the same return. This example is taken from The Economist (1992).
10.Note that CEN could also be achieved under a territorial tax system if all host countries
allowed investment expensing.
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11.The deduction of foreign taxes paid from income before calculating home country taxes
due leads to gross returns to domestic country investment equal to net of tax returns for foreign
country investment. For example, a home country domestic investor would receive after-tax
income of rd - td r^ where rd is the gross return to a dollar of domestic investment and td is the
domestic tax rate. With deducibility for foreign taxes paid, a foreign investor would receive afterdomestic-and-foreign-tax income of tf- td (TJ- tf r^ - tf rp where /yis the gross return to foreign
investment and I,is the tax rate in the foreign country.
Investors would maximize capital income when they equate the after-tax rates of return in
both countries or when (1 - tj) rd = (1 -1 J TJ - (1 - tj) tf rj<x rd = TJ - tf ff The latter condition
implies that the tax deduction for foreign taxes leads investors to equate the gross return on
domestic investment to the net of tax return on foreign investment. For more discussion of taxa
tion of foreign capital as well as its welfare implications, see All worth (1988).
12.Hufbauer (1992) suggests maintaining residence-based taxation for foreign portfolio
investment, as returns to capital more likely influence portfolio capital flows among countries.
13.Reich (1990) makes a similar case about firm location among countries and argues that
industrial policy in the United States might be used to attract high-tech firms.
14.This discussion of residential and territorial tax systems is based in part on Slemrod
(1989).
15.The United States tax code does not extend depreciation and investment tax credits to for
eign firms when profits are repatriated to the United States. Thus, foreign corporations, held by
U.S. investors, pay the statutory corporate income tax rate (see Gordon and Jun 1992).
16.The United States has operated a foreign tax credit system since 1921. The foreign tax
credit can take two forms: a credit for the total taxes paid to foreign governments or a credit given
for each country in which the corporation has an investment. There may be certain investment
advantages to a per country credit system if a corporation is in an excess credit position overall
but not in a country in which it intends to invest more capital. From 1921 to 1932 the credit was a
worldwide or overall limitation. Between 1932 and 1954, foreign tax credits were limited to the
lesser of the overall limitation or a limitation of credit per country. From 1954 to 1960, a per
country tax credit limitation was in effect; from 1960 to 1975 the corporation was allowed to
choose between a per country and the overall limitation. Since 1975 the overall limitation has
been in effect (see Joint Committee on Taxation 1987, Title XII, p.855).
17.Capital-export neutrality is violated under a territorial tax system unless the home and host
country tax systems happen to be the same.
18.For more discussion of foreign taxation in other countries, see Hines and Hubbard (1989).
19.The Canadian exemption of repatriated dividends from home country taxation stems from
the exemption of all intercorporate dividends from further taxation. The exemption avoids the
double taxation of dividends, as they have already been taxed as profits before distribution as div
idends (see Kitchen 1987, pp. 357-358).
20.1n fact, Horst (1977) states erroneously that the tax rate on foreign investment is a
weighted average of the home and host country tax rates, as repatriated profits are taxed at home
country rates and retained earnings are taxed at (relatively low?) host country rates. Thus, the res
idence-based U.S. tax code was alleged to favor foreign investment over domestic investment and
that pushed the U.S. Congress to introduce a number of tax bills in the 1960s and 1970s that
would have eliminated the deferral of home country taxes on retained earnings of foreign corpora
tions (Horst 1977). The repeal of tax deferral never passed Congress, however.
21.For a discussion of other aspects of the taxation of foreign direct investment in the United
States, see Hines (1988), Jun (1989), Goodspeed and Frisch (1989), Hines and Hubbard (1989),
Altshuler and Fulghieri (1990), Sinn (1990), and Hines and Rice (1990). Hufbauer (1992) pro
vides a blueprint for reforming U.S. taxation of foreign income.
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22.Some states, although not unitary per se, enforce strict rules about combining business
income for affiliates and corporations that have joint stock ownership and other aspects in com
mon, although the affiliates do not operate in their state. In effect the state operates a form of uni
tary taxation without being called a unitary state.
23.Some states operate a domestic waters edge combination which combines incomes only of
affiliates doing business in the United States. For a discussion of the unitary tax see Moore,
Steece, and Swenson (1987) and Hellerstein (1983). The discussion above relies-extensively on
information provided in both of these sources. For a discussion of affiliated business groups, see
New York State Department of Taxation and Finance (1992).
24.We did not account for domestic unitary taxation in our analysis, although several other
authors have found its coefficient statistically significant in their analysis of the locations of for
eign plants. We believe that their findings may be a statistical artifact, as many of the domestic
unitary states, such as Idaho, Montana, Nebraska, and Utah, are very small and would probably
have few foreign manufacturing plants locating there with or without a domestic unitary tax.
25.Manufacturing plants are those classified in SIC codes 20 to 39.
26.The so-called high-tech industries are categorized within these major industry groups. For
a discussion of high-tech categories and the merits of high-tech firms, see Tyson (1992).
27.Hartman departs from Horst's (1977) analysis pointing out that Horst ignored the future
home country liabilities for foreign investments. Thus, averaging the host and home country tax
rates was not correct. Hartman points out that Horst's average tax rate results result from his fail
ing to take account of taxes ultimately due on repatriated foreign investment. Horst in effect treats
deferral as an exemption from home country taxes on retained earnings or as if retained earnings
will never be repatriated.

