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Explore how corporate tax incentives are strategically used by governments to attract foreign direct 
investment (FDI). These crucial tax breaks encourage international businesses to establish operations, 
fostering economic growth, job creation, and technology transfer within the host country.
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Intro
OBoth the flow and stock of FDI in the world economy have increased over the last 35 years OFDI 
has grown more rapidly than world trade and world output because
OSince World War II, the U.S. has been the largest source country for FDI Other important source 
countries - the United Kingdom, the Netherlands, France, Germany, and Japan Chinese firms have 
recently emerged as major foreign investors
O Most cross-border investment involves mergers and acquisitions rather than greenfield investments 
OAcquisitions are attractive because: They are quicker to execute than greenfield
Limitations of Exporting - an exporting strategy can be limited by transportation costs and trade 
barriers When transportation costs are high, exporting can be unprofitable Foreign direct investment 
may be a response to actual or threatened trade barriers such as import
Limitations of Licensing - internalization theory (also known as market imperfections) suggests 1. 
Licensing could result in a firm's giving away valuable technological know-how to a potential
Advantages of Foreign Direct Investment - OFDI will be favored over exporting when: Transportation 
costs are high
Strategic Behavior OKnickerbocker explored the relationship between FDI and rivalry in oligopolistic 
industries industries composed of a limited number of large firms FDI flows reflect strategic rivalry 
between firms O This theory can be extended to multipoint competition (when two or more enterprises 
encounter each other in different regional markets, national markets, or industries)
The Product Life Cycle O Vernon-firms undertake FDI at particular stages in the life cycle of a product 
they have pioneered
OIdeology toward FDI has ranged from a radical stance that is hostile to all FDI to the non-interven-
tionist principle of free market economies Between these two extremes is an approach that might be 
called pragmatic nationalism
O The radical view - the MNE is an instrument of imperialist domination and a tool for exploiting 
host countries to the exclusive benefit of their capitalist-imperialist home countries OThe radical view 
has been in retreat because of: The collapse of communism in Eastern Europe The poor economic 
performance of those countries
O The free market view - international production should be distributed among countries according 
to the theory of comparative advantage
OThe pragmatic nationalist view - FDI has benefits, (inflows of capital, technology, skills and jobs) 
and costs (repatriation of profits to the home country and a negative balance of payments effect) FDI 
should be allowed only if the benefits
Resource Transfer Effects OFDI can bring capital, technology, and management resources that would 
otherwise not be available 2. Employment Effects OFDI can bring jobs that would otherwise not be 
created there
Balance-of-Payments Effects O The balance-of-payments account records a country's payments to 
and receipts from other countries O The current account records a country's export and import of 
goods and services
Effect on Competition and Economic Growth OFDI in the form of greenfield investment: Increases 
the level of competition in a market Drives down prices
Adverse Effects on the Balance of Payments There are two possible adverse effects of FDI on a host 
country's balance-of-payments: 1. The capital outflows as foreign subsidiaries repatriate earnings to 
the parent country 2. There is a debit on the current account of the host country's balance of payments 
associated with imports of input products by the foreign
National Sovereignty and Autonomy OFDI can mean some loss of economic independence
The benefits of FDI to the home country include: 1. The effect on the capital account of the home 
country's balance of payments from the inward flow of foreign earnings 2. The employment effects 
that arise from outward FDI 3. The gains from learning valuable skills from foreign markets that can 
subsequently be transferred back to the home country
The balance-of-payments The balance of payments suffers from the initial capital outflow required to 



finance the FDI The current account is negatively affected if the purpose of the FDI is to serve the 
home market from a low-cost production location
OInternational trade theory - home country concerns about the negative economic effects of offshore 
production (FDI undertaken to serve the home market) may not be valid FDI may actually stimulate 
economic growth by freeing home country resources to concentrate on activities where the home 
country has a comparative
... Inward FDI, O Governments offer incentives, to foreign ...
2. Restricting Inward FDI OOwnership restraints - exclude foreign firms from certain sectors on the 
grounds of national security or competition
OUntil recently there has been no consistent involvement by multinational institutions in the governing 
of FDI O The formation of the World Trade Organization in 1995 changed this The WTO has had some 
success in establishing a universal set of rules to promote the liberalization
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