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1. Introduction

Using a dataset of 85 countries in 2004, Djankov et al. (2010) (from now on, DGMRS) study the impact of
the corporate income tax on firm investment, foreign direct investment (FDI) and entrepreneurial activity.
Tax data come from a rich survey conducted jointly by the authors and PricewaterhouseCoopers. From a
cross-country standardized domestic firm, so-called TaxpayerCo, they compute effective corporate tax
rates in each nation. As such a standard firm is new, they also compute a five-year-effective corporate tax
rate, which allows taking into account the impact of assets’ depreciation. They also compute an effective
labor tax rate payable by TaxpayerCo, and another one for the sum of property taxes, business license
taxes, financial transactions, and asset and capital taxes also payable by TaxpayerCo. In addition, they have
information about tax burden measure at the country level (Doing Business data, World Bank): the annual
number of tax payments.

As outcome measures, according to the objective of their analysis, they use gross fixed capital formation,
the number of business establishments and the rate of new business registrations as proxies of
entrepreneurship, and the net inflow of FDI in each country. These net foreign inflows are aimed at
acquiring a lasting management interest of a given firm (ten percent or more of voting stock) in the host
country.

INSERT HERE FIGURE 1

For all these outcome measures, and independently of which corporate tax rate is used, the corporate tax
exerts a negative impact. In general, results are robust to the inclusion of different sets of controls. In this
Note, we will exclusively focus on the impact of taxes on FDI using the same empirical methodology and the
same rich dataset of DGMRS, but testing for the presence of heterogeneity.

According to the correlations shown in Figure 1, results seem to be exclusively driven by non-OECD
countries. This is the hypothesis we want to test in this Note, which would have important policy
implications. That is why, we re-run all FDI regressions of the DGMRS’s paper accounting for a potential
different impact between OECD and non-OECD countries. A regression analysis distinguishing between
OECD and non-OECD countries confirms corporate taxes matter a lot for investment, but not for OECD
countries. Thus, any specific calculation of the impact of taxes on FDI within the OECD (see, e.g., Skeie,
2017) should be aware of this.

2. From an aggregate to a disaggregate specification: OECD vs non-OECD countries

Regarding FDI, DGMRS carry out five triples of regressions with different sets of controls. A 10% increase of
the statutory corporate tax rate decreases the percentage of FDI over GDP by a magnitude ranging from 2
to 1.1 pp depending on the specification. They estimate similar impacts for the first-year effective
corporate tax rate, ranging from 2.3 to 1.7 pp, and for the five-year effective corporate tax rate, from 2.4 to
1.7 pp. These are noticeable reactions.

First of all, we replicate DGMRS' s regressions without controls (Table 1). In particular, column (1) replicates
DGMRS’s original basic result using the statutory corporate tax rate. In column (2), using that tax rate, we
test for a heterogeneous response: non-OECD response is statistically significant and negative, -0.372, while



the response of OECD countries is still negative, -0.04 (i.e., -0.372+0.332), but cannot disregard it is null. In
column (3) and in column (5), again, we replicate their original results for the first-year effective tax rate
and for the five-year effective tax rate, respectively, while in column (4) and in column (6), we test for the
existence of heterogeneous responses using each one of those alternative tax rates. FDI flows are only
affected by taxes for non-OECD countries, being then the response almost twofold the originally estimated
by DGMRS.

We obtain similar results by including tax controls, as shown in Table 2; the structure of the table by
columns is identical to Table 1. As DGMRS, we find a negative impact of personal income top marginal tax
rate, but only for non-OECD; thus, again the original aggregate estimated impact was hiding a null impact
for OECD countries and a much stronger one for non-OECD countries.

INSERT HERE TABLE 2

In Table 3, we control for the complexity of the tax administration procedures and for the existence of tax
evasion, again as DGMRS did. In this case, we lose 22 observations (20 for non-OECD countries) out of 84,
because the variable tax evasion is not available for all countries. Heterogeneity results hold again,
although the precision of the estimates of the interaction diminishes. As in DGMRS, evasion — probably as a
proxy of a light tax enforcement policy — has a positive impact on FDI inflows, and cannot disregard in all
cases it has no impact for OECD countries. This is also an interesting result. The variables that have to do
with the complexity of the tax system, though, do not have a statistically significant impact in any case.

INSERT HERE TABLE 3

We finally, in Table 4, control for democracy indices, GDP per capita and employment rigidity as DGMRS
also did. Heterogeneity emerges again. Within non-OECD countries, the higher the level of GDP per capita,
the larger the level of FDI inflows. For OECD countries, though, this positive impact of GDP per capita tends
to cancel; probably, for those relatively richer countries, the benefits of a higher GDP per capita have
reached a bliss point. In any case, what is important for this Note is that independently of the set of
controls (including GDP per capita), heterogeneity remains such that corporate income taxes do only have
an impact for non-OECD countries.

INSERT HERE TABLE 4
3. Conclusions

What are the factors that might drive this heterogeneity? During the period of analysis, 2003-2005, the
OECD market can be considered as market-friendly as to the implementation of international cooperation
measures (OECD, 2019a). In particular, this kind of measures ease market freedom eliminating anti-
competitive barriers. Interestingly, a strand of the literature shows the quality of institutions matters for
attracting FDI (McCloud and Kumbhakar, 2012; or Dort et al., 2014). World Governance Indicators -
regulatory quality, political stability, control of corruption, voice and accountability, rule of law, and
government effectiveness - show that, on average, OECD countries have a higher level of institutional
quality than non-OECD countries. In accordance with this, when we include in the regression a dummy
accounting for high level of institutional quality (equal to 1 when the corresponding indicator is above the
median, O otherwise), its interaction with the corporate tax rate is positive in all cases, but only statistically
significant for “voice and accountability”. Thus, this proxy of institutional quality seems a key institutional
factor for FDI inflows. In fact, using this proxy to differentiate across countries according to their level of



institutional quality, we obtain very similar results to those differentiating between OECD and non-OECD
countries’. Allin all, it seems that the institutional context plays a key role at explaining to what extent
taxes matter or not at directing FDI flows.

Additionally, all OECD countries agreed on a OECD Model Tax Convention (OECD, 2019b). This is the basis
for negotiation and application of bilateral tax treaties between countries, designed to assist business while
helping to prevent tax evasion and avoidance. The OECD Model also provides a means for settling on a
uniform basis the most common problems that arise in the field of international double taxation. When the
OECD published its first Draft Model Tax Convention in 1963, only a few dozen tax agreements were in
force. Since that time, the OECD Model Tax Convention has facilitated bilateral negotiations between
countries and made possible a desirable harmonization for the benefit of both taxpayers and national
administrations. Since then on, the tax conventions between OECD countries increased sharply. In 2005, on
average the number of bilateraltreaties per OECD country was 65, and this average was 25 for non-OECD
countries. Undoubtedly, this might also make a difference in how sensitive FDI flows are to level of taxes in
the host country.

Apart from taxes, there are other important FDI determinants highlighted by the literature like labor
market regulations (Botero et al., 2004), enforcement of property rights (Acemoglu et al., 2002), or
shareholder protection (La Porta et al., 1999). It might be very likely that our non —monotone finding for
OECD vs non-OECD countries will also hold for these other determinants. We leave this interesting issue
for further research.
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Figure 1: Relationship between FDI and tax rates in OECD vs non-OECD countries.
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Source: Djankov et al.’s (2010) data.

Table 1: FDI regressions without controls.

Statutory Corporate Tax Rate

Statutory Corporate tax Rate
x OECD

1st Year Effective Tax Rate

1st Year Effective Tax Rate x
OECD

5-Year Effective Tax Rate

5-Year Effective Tax Rate x
OECD

OECD

Constant

Observations

R-squared

Standard errors in parentheses
***p<0.01, ** p<0.05, * p<0.1

(1) (2)
FDI/GDP
DGMRS  FDI/GDP OECD
-0.195%** -0.372%*+
(0.046) (0.060)
0.332%**
(0.082)
-11.239%**
(2.452)
9.044%** 14.801%**
(1.378) (1.774)
84 84
0.180 0.370

(3)
FDI/GDP
DGMRS

0.225%**
(0.045)

7.201%**
(0.845)

84
0.232

(4) (5)

FDI/GDP
FDI/GDP OECD  DGMRS
0.324%*+
(0.051)
0.261%**
(0.087)
-0.223%**
(0.050)
6.260%**
(1.599)

9.724%%* 7.717***
(0.975) (1.023)
84 84
0378 0.196

(6)

FDI/GDP OECD

-0.357+%*
(0.060)

0.289%**
(0.092)
7.403*%**

(1.870)
11.093***
(1.246)

84
0.355

Notes: column (1), (3) and (5) contains results of the regressions on FDI of Djankov et al. (2010) paper. Column (2), (4) and (6) includes regressions
on FDI where all coefficients of the independent variables are interacted with a dummy which equals to 1 if the country belongs to the OECD and O

otherwise.



Table 2: FDI regressions with tax controls.

(1)

FDI/GDP
DGMRS

Statutory Corporate Tax Rate -0.166***
(0.048)

Statutory Corporate Tax Rate x OECD

1st Year Effective Tax Rate

1st Year Effective Tax Rate x OECD

5-Year Effective Tax Rate

5-Year Effective Tax Rate x OECD

Other Taxes -0.127
(0.113)

VAT and Sales Tax -0.064*
(0.038)

PIT top marginal rate -0.047
(0.029)

Other Taxes x OECD

VAT and Sales Tax x OECD

PIT top marginal rate x OECD

OECD

Constant 11.078***
(1.588)

Observations 84

R-squared 0.245

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

()

FDI/GDP OECD

-0.315%**
(0.065)
0.282%**
(0.094)

0.180
(0.110)
0.050
(0.038)
0.047
(0.036)
0.337
(0.345)
0.102
(0.107)
0.055
(0.058)

-13.812%**
(3.502)

15.831%**
(1.881)

84
0.420

(3) (4)
FDI/GDP
DGMRS  FDI/GDP OECD

-0.225%** -0.344%**

(0.048) (0.054)
0.282%**
(0.099)
0.019 0.078
(0.116) (0.115)
0.079%* 0.088**
(0.036) (0.034)
-0.056** -0.107***
(0.026) (0.032)
0.045
(0.320)
0.129
(0.100)
0.124**
(0.055)
-12.693%**
(2.791)
10.488***  14.672%**
(1.294) (1.475)
84 84
0320 0.504

(5)
FDI/GDP
DGMRS

0.238%**
(0.053)

0.012
(0.116)
0.097***
(0.037)
-0.059**
(0.027)

11.622%%*
(1.464)

84
0.308

)

FDI/GDP OECD

0.378%**
(0.063)
0.308***
(0.105)
0.046
(0.115)
0.108***
(0.035)
-0.098***
(0.032)
0.124
(0.328)
0.135
(0.108)
0.112%*
(0.054)
-13.670%**
(3.209)
16.206***
(1.684)

84
0.488

Notes: columns (1), (3) and (5) contain results of the regressions on FDI of Djankov et al.’s (2010) paper. Columns (2), (4) and (6) include regressions
on FDI where all coefficients of the independent variables are interacted with a dummy which equals to 1 if the country belongs to the OECD and O

otherwise.



Table 3: FDI regressions with tax complexity controls.

Statutory Corporate Tax Rate

Statutory Corporate Tax Rate x OECD

1st Year Effective Tax Rate

1st Year Effective Tax Rate x OECD

5-Year Effective Tax Rate

5-Year Effective Tax Rate x OECD

Log of number of tax payments

Tax evasion

Procedures to start a business

Log of number of tax payments x OECD

Tax evasion x OECD

Procedures to start a business x OECD

OECD

Constant

Observations

R-squared

Standard errors in parentheses

#%% 520,01, ** p<0.05, * p<0.1

(1)
FDI/GDP
DGMRS

0.177***
(0.055)

0.351
(0.568)
1.014%*
(0.444)

0.083
(0.128)

2.955
(3.452)
62
0.220

(2)

FDI/GDP OECD

-0.277%**
(0.098)
0.240**
(0.111)

-0.818
(0.862)
1.372%*
(0.656)
0.179
(0.178)
0.874
(1.095)
-1.429*
(0.799)
0.135
(0.232)
9.019
(6.952)
12.885%*
(6.172)
62
0.551

(3)
FDI/GDP
DGMRS

-0.209%**

(0.056)

0.511
(0.557)
0.987**
(0.432)
0.090
(0.124)

1.036
(3.166)
62
0.261

(4)

(5)
FDI/GDP

FDI/GDP OECD  DGMRS

-0.193**

(0.075)
0.129
(0.102)

-1.006
(0.859)
1.332%
(0.668)
0.188
(0.179)
1.101
(1.096)
-1.320
(0.820)
0.142
(0.233)
-5.865
(6.667)
9.369
(5.909)
62
0.543

-0.197***
(0.061)

0.456
(0.570)
1.109**
(0.446)
0.071
(0.127)

1.140
(3.269)
62
0.223

(6)

FDI/GDP OECD

-0.214%**
(0.080)
0.139
(0.106)
-1.207
(0.843)
1.405%*
(0.656)
0.239
(0.176)
1.278
(1.081)
-1.333
(0.815)
0.185
(0.230)
-7.479
(6.768)
11.223*
(6.021)
62
0.550

Notes: columns (1), (3) and (5) contain results of the regressions on FDI of Djankov et al.’s (2010) paper. Columns (2), (4) and (6) include regressions
on FDI where all coefficients of the independent variables are interacted with a dummy which equals to 1 if the country belongs to the OECD and 0

otherwise.



Table 4: FDI regressions with democracy, GDP per capita and employment rigidity controls.

(1)

FDI/GDP
DGMRS

Statutory Corporate Tax Rate -0.110**
(0.051)

Statutory Corporate Tax Rate x OECD

1st Year Effective Tax Rate

1st Year Effective Tax Rate x OECD

5-Year Effective Tax Rate

5-Year Effective Tax Rate x OECD

IEF Property Rights Index -0.053**
(0.025)

Employment rigidity index -0.042%*
{0.020)

EFW Freedom to Trade Internationally Index 1.418%**
(0.536)

Log GDP pc 2003 0.016
(0.311)

|EF Property Rights Index x OECD

Employment rigidity index x OECD

EFW Freedom to Trade Internationally Index x

OECD

Log GDP pc 2003 x OECD

OECD

Constant 0.648
(4.086)

Observations 80

R-squared 0.270

Standard errors in parentheses
*** n<0.01, ** p<0.05, * p<0.1

{2)
FDI/GDP
OECD

-0.241%**
(0.071)
0.294%**
(0.097)

0.024
(0.030)
0.012
(0.023)

0.657
(0.553)

0.722**

(0.336)
0.021
(0.066)
0.014
(0.039)

0.586
(1.214)
-2.621**
(1.144)
5.071
(12.691)
0.864
(5.048)

80
0.510

(3)
FDI/GDP
DGMRS

-0.172%**
(0.045)

-0.055**
(0.023)
-0.044**
(0.019)
1.317%**
(0.477)
0.034
(0.293)

1.221
(3.298)

80
0.351

(4) )
FDI/GDP  FDI/GDP

OECD DGMRS
0.228%**
(0.049)
0.249%**
(0.090)
-0.175%**
(0.053)
-0.005 -0.052**
(0.028) (0.024)
0.013  -0.054%**
(0.022) (0.020)
1.060%* 1.230%*
(0.476) (0.505)
0.749%* 0.021
(0.315) (0.299)
0.039
(0.061)
0.013
(0.037)
0.174
(1.155)
-2.290%*
(0.990)
8.482
(11.513)

-3.812 2.588
(3.555) (3.736)
80 80
0.563 0.325

(6)
FDI/GDP
OECD

-0.250%**
{0.058)
0.286%*
(0.109)
0.010
(0.028)
-0.021
(0.023)
0.924*
(0.493)
0.734**
(0.321)
0.026
(0.062)
0.024
(0.040)

0.369
(1.200)
-2.350%*
(1.056)
6.598
(11.834)
-2.133
(3.897)

80
0.548

Notes: columns (1), (3) and (5) contain results of the regressions on FDI of Djankov et al.’s (2010) paper. Columns (2), (4) and (6) include regressions
on FDI where all coefficients of the independent variables are interacted with a dummy which equals to 1 if the country belongs to the OECD and 0

otherwise.



