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ABSTRACT

Fancy a Stay at the "Hotel California”?
Foreign Direct Investment, Taxation and Firing Costs”

This paper looks at the trade off between investment incentives and exit costs for the location
of foreign direct investment (FDI). This issue does not appear to have been tackled in much
detail in the literature. The analysis considers the effect of profit taxation (as a measure of
investment incentives) and an index of hiring and firing costs (proxying exit costs) on the
location of US outward FDI in 33 host countries. The results suggest that US FDI, in
particular in manufacturing is negatively affected by the level of profit taxation and exit costs.
Hence, if countries want to attract FDI it may not suffice that incentives are provided in order
to ease the entry of multinationals. Instead, it also appears to be important that exit costs are
at a level attractive to multinationals. In other words, multinationals may not check into an
attractive looking Hotel California type host country if it is difficult to leave.
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1 Introduction

Welcome to the Hotel California
Such a lovely place
Such a lovely face
Plenty of room at the Hotel California
Any time of year
You can find it here

Relax said the nightman
We are programed to receive
You can check out any time you like
But you can never leave

Hotel California (The Eagles, 1976)

The lyrics of the song Hotel California, released by The Eagles in 1976 contain an
interesting ingght for economids. In economists speech we could think of Hotel California as
offering low entry cods giving an incentive to enter, but there being (in that particular case
arguably very!) high exit costs. What has dl of that got to do with economics? It can be seen
as providing an interesing andogy within which to think of the location decisions of
multinetiond firms (MNFs).

It is wel known that many host country governments around the globe atempt to
attract multinationas by offering generous invesment incentives For example, Head (1998)
reports that the government of Alabama pad the equivdent of $150,000 per employee to
Mercedes for locating its new plant in the date in 1994. Across the Atlantic, the British
Government provided the equivaent of an edtimated $30,000 and $50,000 per employee to
atract Samsung and Siemens respectively to the North East of England in the late 1990s

(Girma et d., 2001). Corporate tax rates are also used actively as a policy tool to attract



MNCs. A prominent example among developed countries is the Republic of Irdand which
offersanomind tax rate of 10 percent on corporate profits.*

The use of investment incentives has been discussed in the recent theoretical literature
(e.g., Hadand and Wooton, 1999, Haufler and Wooton, 1999, Kind et a., 2000), one of the
conclusons being that incentives may lead to competition between host country governments
which may erode any potentid benefits from FDI. Empirica evidence on whether incentives
(grants or tax incentives) may be able to attract the location of multinationdls has dso been
recently provided in a number of papers. For example, Hines (1996) and Head et d. (1999)
look a the impact of tax rates and invesment incentives, respectivdy, on multinaionds
invesing in the US. Hubert and Pain (2002) sudy how FDI in EU countries responds to
investment incentives offered by host countries. Desal et d. (2002), Grubert and Mutti (2000)
and Devereux and Griffith (1998) examine the effects of tax rates on location decisons of US
companies investing aroad. These sudies generdly find that both tax rates and investment
incentives have an impact on location decisions of multinationals?

While this may suggest that an appeding looking Hotel California type host country
may be able to lure in multinationds, the issue of exit cods gppears to have received far less
atention in the literature to-date. This may be an important issue, however, if multinationds,
which are often argued to be highly footloose (Flamm, 1984; Goérg and Strobl, 2002) care
about the potential codts they have to incur when kaving the host country. In particular, costs

due to employment protection legidation, hiring and firing redrictions lay-off payments,

! Grubert and Mutti (2000) calculate that the effective tax rate accruing to US multinationals in Ireland was
around 3 percent in 1990.

2 However, Head et al. (1999) in their study of Japanese investment in the US argue that competition between host
(state) governments to attract FDI may render investment subsidies ineffective as they offset each other.



severance pays, efc. may be regarded as being important®  Without uncertainty about the
timing of exit this may be just another fixed or variable cost which can be factored in with
certainty when caculaing the expected net present vaue of the investment. It becomes more
complicated when there is uncertainty about exit, however.

Two recent related papers by Hadand et d. (2002) and Haaland and Wooton (2002)
congder theoreticdly both the importance of invetment incentives and exit cods for the
decisons of multinationd firms to invest greenfidd in a hog country. They build patid
eguilibrium modds in which a foreign monopolist bases its location decison on the net present
vaue of its future operations, which is influenced by operating profits, government subsdies
and exit cogts. The later have a role in these moddls because there is an exogenoudy given
industry specific uncertainty that the industry may collgpse in future.  In these models there is a
trade off between subsidies and exit costs. The later may discourage the location of
multinationals particularly in indudries with high risk of falure as these indusries care more
about potential exit costs. *

As far as we are aware, the idea of the trade-off between entry and exit costs for the
location of multinationals has not been put to the data yet> This is the man am a

innovaion of this paper. The empiricad andyss uses data on outward foreign direct

3 The issue of employment protection legislation has been discussed in the labour economics literature; see, for
example, Lazear (1990) and Jackman et a. (1996).

4 Dewit et a. (2002) challenge this view on the importance of exit costs by allowing for strategic behaviour
between the foreign entrant and an existing host country firm. In their model, firing costs do not necessarily deter
the entry of the foreign firm (depending on the nature of competition). They do not consider the effect of
investment incentives, however. Also, only greenfield investment by MNFsis considered.

® As pointed out above, a number of empirical papers look at the significance of investment incentives such as
grants or taxes for the location of FDI. Haaland et al. (2002) present an empirical analysis relating FDI to exit
costs (proxied by the level of labour turnover rates), but do not consider investment incentives. Thereisalso a
related literature looking at the effects of political and civil rights variables on FDI (Schneider and Frey, 1985).



investment (FDI) stocks by the US® US outward FDI is related to the effective corporate tax
rate faced by US multinationds in the host country, and an index of firing costs. The tax rate s
seen as a proxy for the inducements to entry for the multinationds.” The later varigble is
taken as a proxy for exit costs. To the best of our knowledge, such a variable has not been
used in previous empirica studies on the location of FDI.

The empiricd modd is embedded in a theoreticd framework based on Dixit's (1989)
work on entry and exit under uncertainty, rather than relying on the models by Hadand et d.
(2002) and Hadand and Wooton (2002). Those models relate specificaly to new greenfidd
investments by multinaionds as, by definition, there is no takeover possble due to the MNF
being a monopolist. Also, they do not dlow for changes in the behaviour of multinationas
dready located in the host country following changes in entry or exit costs  The Dixit
framework does not necesstate a specific focus on greenfidd investment, but one can dso
think of firms entering by taking over an exiging domegtic or foreign firm (as long as there is a
aunk cogt of entry), and exiging multinationds expanding in the hogt country via new
investments, or exiting the host country. In that sense, the modd appears more appropriate for
our data, which cover FDI by new greenfidd or acquisitions, as well as invesments by parent
companies in foreign affiliates aready located in the host country.®

The esimation results show that firing costs and taxation metter for the location of US
FDI. This is paticularly the case in manufacturing (but not services) industries and is robust to

a number of dterndive edimation specifications The finding on the importance of taxation

® The choice of the US is motivated by two factors. First, the US is by far the largest outward investor in the
world; see, for example, the recent discussion by Lipsey (2001). Second, data on US outward investment are
easily available.

" The focus on the tax rate of course leaves aside other firm- or industry-specific incentives that may be offered by
potential host countries. Thisisdue to data availability. Under the assumption that these are complements of tax
breaks, i.e., are positively correlated, this should not cause a problem in the empirical estimation.



for the location of FDI is in line with other recent evidence provided by, eg., Hines (1996),
Grubert and Mutti (2000) and Desai et d. (2002). The sgnificance of exit cods, however,
suggests a further important, yet heretofore neglected concluson: multinationds, in particular
in manufacturing indudtries, do not only care about entry costs, but aso about ease of exiting
the host country.

The remainder of the paper is dructured as follows. Section 2 presents a smple
theoreticad framework to motivate the empiricd andyss.  Section 3 presents and describes the

data. Section 4 discusses the econometric methodology and results. Section 5 concludes.

2 Theoretical framework

To motivate our empirica andyss beow this section sets out a brief smple theoretica
framework based on Dixit's (1989) modd on investment under uncertainty.® Dixit showed that
the entry and exit decison of a firm under uncertainty can be andysed usng an andogy
borrowed from options pricing theory. In Dixit's modd, a firm a any given time has an option
to enter a host country if it had not been operating there dready, exit the market if it was
operating, or stay put, wait for another period and then decide. The level of entry and exit
cods play crucid roles in a firm's decison about which option to take. Specificdly, Dixit
shows in his modd that as the level of exit cods increases, firms deciding whether or not to
enter are more likely to stay out of the market.

It is worth illugrating in a bit more detall how one arives a that concluson. Assume

that a foreign firm enters a market by committing a lump sum h which one can think of as the

8 Also, the Dixit model does not rely on an exogenously given uncertainty but the uncertainty is explicitly
modelled.

9 Campa's (1993) theoretical framework for his analysis of the impact on FDI of uncertainty about exchange rates
is also based on Dixit's model. Tybout and Roberts (1997) model of entry and exit in exporting with sunk costsis
also related.



sunk cost of entry. A host country government may try to foder entry by offering invesment
incentives g which are amed at reducing the sunk cost of entry. Hence, net entry costs equd s
=h-g > 0.° While producing, a firm faces variable cost c. Upon exit, there is an exit cost k
which one can think of as severance payments, compliance with firing redrictions, etc. After
exiting, a firm would have to incur again s if it decided to re-enter a a laer stage. A firm
maximises its expected net present value given a deprecidion rate of d. There is uncertainty in
the firm's decison due to fluctuations of the market price P which follows some stochestic
process.t

One can interpret the entry of a firm as exercisng an option to inves, the exercise price
being equd to the sunk cogt of investment s. Similarly, exit is an option to divest with option
price k. In this scenario, there are two decison variables Pe, and Pe. If the market price P
rises above Pe, it is beneficid for the firm to exercise the option and enter, while a firm sould
exit if P fdls below Pe. At any given time the firm can be in two possble dates, ether active
in the host country (1) or not (0).

In the latter dtate, the firm decides whether to remain inactive or enter; it will do so if
Pen SAisfies the value matching condition'2

Vo(Pen) = V1(Pen) —s «y

where Vo(P) is the net present vaue of dating with P in the inactive date and

folowing optima policies, and smilaly for V1(P) in the active state.  That is, the firm would

19 For example, the UK and Ireland offer investment subsidies which are paid as a percentage of capital
investment at entry or as a percentage of employment. The latter may at least be partly sunk costs if one views
labour as a quasi-fixed factor as in Oi (1962). Also, tax incentives may be thought of as being aimed at reducing
sunk capital costs.

1 Dixit (1989) assumes it follows a Brownian motion but also shows that other types of fluctuations, e.g., mean
reverting process produces similar results.

12 Strictly speaking, Pen, must also satisfy asmooth pasting condition, see Dixit (1989, p. 627).



enter if the present vaue from entering minus the cost of entry is a leest equd to the present
vadue from staying out.*®

If the firm is dready active in the host country it decides whether to continue to stay in
or exit. This, in turn, depends on the present vaue from Saying in compared to the present
vaue from exiting minus the exit cog,

V1(Pex) = Vo(Peq) —k )

V1(P) is shown to depend negetively on the level of variable production costs and
uncertainty about the output price.

Totdly differentiating the explicit functiond forms of the above two equations, one can
show that as s or k increase, Pex decreases and Pen increases. Hence, increases in exit cost or
reductions in investment incentives (for congant levels of sunk entry cost) widen the band of
inaction, where firms find it nether optimd to enter if they are inactive, or exit if they are
active.

Basad on this smply sketched theoreticd framework one can derive the hypothesis that
reductions in invetment incentives (i.e, lower grants or higher taxes) which increese sunk
entry costs and/or increases in exit costs may be expected to reduce the level of foreign direct
investment in a host country. This is due to lower entry of new foreign filiates, snce the
threshold price for entry increases, and the lack of new invesment by foreign firms dready
located in the host country, as they find it optimd to reman as they ae. In the following

sections we set out to test this hypothesis empirically.

13 |n that case, the return to the firm is the expected capital gain accruing on the asset held for future investment.



3 Description of the data

In order to check whether there is empirical support for the above hypothesis one would
idedly like to andyse firm or plat levd data on entry and exit decisons and invesment
behaviour of multinationals. One would then relate these to corresponding micro data on tax
payments, subsdies and exit cosds. However, such data are not avalable to the researcher.
The andysis in this paper uses country leve data ingead and rdates the leved of US FDI in
host countries to the level of taxation and exit costs a the country level.’* There are, of course
limitations in gpplying country level data to an essentidly firm level quesion. However, we
fed that in the absence of more gppropriate data this anadyss can provide a leest a first fed as
to whether or not the theoretical issues are borne out by the empirica evidence.

The empiricd andyss uses data on the stock of outward foreign direct invesment by
US multinationd firms in 33 host countries around the globe. A ligt of host countries is given
in Table 1. The US FDI data are avalable from the 1970s onwards from the Bureau of
Economic Andysis (BEA) at the US Department of Commerce® They dlow us to distinguish
tota FDI, FDI in manufacturing and in services industries!®  This broad classification adlows
one to test whether manufacturing and services respond differently to taxation and exit codts.
One may expect such differences for a number of reasons. Firdt, there may be different levels
of uncertainty in the two broad sectors. This has been illudrated vividly by the recent troubles
experienced by such high profile service activities as “the new economy”, pendon funds,
accounting and consulting services etc. while manufacturing firms have not been hit that hard.

Second, it may be possble that fixed (sunk) costs differ across indudtries, with manufacturing

14 As pointed out above, only taxes are considered as investment incentives, mainly due to data constraints.

15 Nominal values are deflated and expressed in 1995 US$ using a GDP deflator.

16 Note that manufacturing and services do not add up to total but that thereisaresidual category including mostly
FDI in natural resources.



activities being more likdy to be rdaivey intensve in physcd capitd and services in labour
utilization.  Therefore, sunk costs may be rdativdy more important for manufacturing
indudries, which may impact on firms reative attitudes towards incentives and exit cods as
suggested by the theoreticd framework.  Specificdly, if sunk costs are less important in
sarvices, FDI in that sector may be less responsve to changes in investment incentives and exit
cods, as the band of inactivity is narrower than for manufacturing FDI.

The level of US FDI docks is related to measures of profit taxation and exit costs
affecting multinationals.  Taxation is measured usng data for effective tax rates for US
muitinationals available from Grubert and Mutti (2000). They use US corporate income tax
returns to calculate “[average host country corporate tax rates [...] by teking total income
taxes pad by manufacturing CFCs [controlled foreign corporation] incorporated in that country
divided by their tota earnings and profits’ (Grubert and Muitti, 2000, p. 830). While this is a
measure calculated for manufacturing firms, there is no obvious reason why these rates should
not be highly corrdated with effective raes of taxation in sarvice indudries. Hence, the
measure may be a vaid proxy for the average tax rate even when considering FDI in services,
The data published in Grubert and Mutti (2000) are for 1984, 1986, 1990 and 1992. John
Muitti generoudy made available data for 1988, 1994 and 1996 &l so.

Exit cogts are difficult to measure as they incdude a variety of components. In this
paper exit cods are proxied usng a country level index on the magnitude of hiring and firing
cods in the country. The index itself, which does not appear to have been used in the literature
thus far, is condructed based on extensve surveys of managers conducted by the World
Economic Forum. In the survey, participants are asked to give a score between 0 and 1 in

response to a number of questions describing the overdl busness climate and competitiveness



of the country in which the firm operates. The particular question for the index used here is
“Hiring and firing practices are too redricted by government or are flexible enough’. The
higher the index the more busness friendly do respondents judge these practices. The index is
available to us from 1986 to 1996.

Combining the data from these different data sources yieds a country pand dataset for
US outward FDI for the years 1986, 1988, 1990, 1992, 1994 and 1996.

Table 1 shows some summary datigics on average levels of taxation and exit cost
indices to provide an overview of the variation in the two variables across host countries. It is
clear that the US, as the home ®untry, has one of the mogt libera hiring and firing practices, it
is only surpassed by Hong Kong and Singapore. By contrast, EU countries, with the exception
of the UK, score farly low on this index; dl of them have indices wdl beow the overdl
sample mean. India gppears to have the highest level of exit codts in the sample. The average
effective rate of taxation is adso farly high among EU countries, dthough there is the obvious
exception of Irdand. Jgpan isthe country with the highest rate of taxation, however.

[Table 1 here]

As the figures reported in Table 2 show, most countries included in the sample
increased ther firing cost index (i.e, liberdised firing practices) and reduced ther effective
rate of taxation between 1986 and 1996. The mogt driking example is perhaps New Zedand,
which increasead its firing index by 45 decimd points, equivaent to an increase by 169 percent,
and experienced a decresse in its effective tax rate by 33 decima points (or 76 percent).
However, there are dso countries which seem to have reduced the flexibility of firing practices
as indicated by a decrease in the index, such as India, Korea and, most notably from a

European perspective, Italy. Furthermore, a number of countries increased their effective tax

10



rate — for example, Singapore experienced an increase by 2 percentage points, equivdent to a
110 percent increase in the tax rate between 1986 and 1996. Irdland experienced an even
higher increase in both absolute and percentage terms.  However, n both cases, these represent
increases from very low bases.

[Table 2 here]

As a fird gep in rdating the data on taxation and exit cost indices to US outward FDI
stocks, Figures 1 and 2 show the raw data on the relationship between the two variables and the
level of FDI. In these figures, FDI is expressed as FDI stocks relétive to totd GDP to control
for variations in country sSze.  Both graphs present separate pictures for totd FDI,
maenufacturing FDI and services FDI.  While the observations are scattered around
consderably, one may detect a somewhat postive reationship between the exit cost index and
total FDI. In other words, the lower are exit cods, the higher is the stock of tota FDI. Thisis
in line with the firgt hypothess advanced above, that FDI is negetivey related with the leve of
exit costs. The figure dso shows that this reationship does not gppear as drong for
manufacturing FDI. The scatter diagram for the rate of taxation and FDI may suggest a
negative relaionship, in particular for total and services FDI as shown in Figure 2.

[Figures 1 and 2 here]

However, these graphs cannot control for other contemporaneous factors impacting on
FDI. In order to address this issue and, at least as importantly, to get an understanding of the
quantitative relationship and trade-off between taxation and exit cods, the paper now turns to

an econometric modelling of the determinants of US FDI stocks in the 33 host countries.
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4 Econometric analysis

The moddling approach followed in this paper is based on a gravity-modd type
equation. We hence assume that FDI is influenced pogtively by the economic “mass’, i.e,
market size of, and negatively by the disance between, home and host country. The use of
such gravity equations for the analyss of capitd transactions and, in particular, foreign direct
investment has become widespread in the recent literature, recent examples being Mody et d.
(2002), Portes et al. (2001) and Wei (2000).

In line with this drand of literature, the following is the basic empirical equation to be
estimated

In(FDI,)=1.t,+1 .k, +1.,X, +u, +m +e, 3

where FDI is US FDI stocks (in 1995 US $) in host country i & time t, t is the effective
average tax rate, k is the firing cogt index, u is a full s of time dummies. Given thet the data
form essentidly a short country pand the empiricd estimation dlows for the presence of a
time-invariant country specific effect m which is edimated usng random effects (RE)
techniques'” The remaining error term e is assumed to be white-noise.

The vector X includes a number of other host country variables which may be expected
to impact on FDI and which usudly enter into gravity equetions. Variables included are log
GDP, log GDP per capita, log distance between home and host country and a dummy equd to
one if the host country is English spesking. GDP and GDP per capita are included to control

for differences in market sze and purchasing power, athough the laiter varidble may dso be

" RE is chosen because it is more efficient than the fixed effects estimator. Also, the 33 host countries do not
cover all host countries for US FDI and, moreover, cover only afraction of all FDI stocks in the world. In such a
case, Baltagi (2001) argues that RE is appropriate. However, RE assumes that the country specific effect is not
correlated with the right hand side variables; if that assumption is violated, RE is inconsistent. Hausman tests
performed for all estimations, which are reported in the tables bel ow, support the choice of the RE estimator.

12



thought of as being a proxy for average labour cost in a modd with labour beng the only
factor of production. The two GDP variables are in congtant 1995 US $ taken from the World
Development Indicators. Didance is measured as the disance in kilometres between
Washington DC and the host country capitd city and is included as a rough proxy for
invesment cost, with costs incressing in distance®® Hence, one would expect a negative sign
on this varidble  Fndly, dummy equd to one if the host country’s officid language is English
is included to dlow for the fact that common culturd links or reductions in transaction costs
due to acommon language may impact positively on FDI flows between countries.

Equation (3) is estimated pooling the bi-annua data for 1986 to 1996 for dl availadle
hogt countries. Estimation results are presented in Table 3. Column (1) shows results for totd
FDI, (2) for manufacturing FDI and (3) for services FDI respectively. Overdl, it is notable that
the control variables dl turn out as expected. GDP is postive and datidicdly sgnificant at the
one percent level, GDP per capita is dways podtive dbet only daidicdly sgnificant in two
cases, distance is congstently negetive and the English spesking dummy is dways postive and
gatigicdly sgnificant.

Turning our atention to exit costs and taxation, it is clear from column (1) that both
factors are important and have the anticipated effects.  The results show that an increase in the
exit cost index by one percentage point raises FDI by 0.79 percent. Smilarly, a reduction in
the tax rate by 1 percentage point increases FDI by 0.81 percent. Taking these point estimates
a face vaue we can conduct smple thought experiments asking questions like if a country
wants to increase its tax rate but maintain its current level of FDI, by how much would it have
to increase its exit cost index? In the example of column (1) if a country were to increase its

tax rate by 5 percentage points it would have to achieve an increase in its exit cost index by 5.1

18 Available at www.giit.org.
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percentage points in order to maintain its vaue of inward US FDI stocks, dl other things being
equd. More specificdly, if a country with a low tax rate but rdatively high exit cost index, for
example Ireland, were able to increase its exit cost index to the leve of the US (i.e, by 21.8
percentage points from 0.490 to 0.708) it could afford to increase its effective rate of taxation
by 21.3 percentage points and keep its level of US FDI stocks constant.™®

The breskdown of totd FDI into its manufacturing and services components brings
with it some intereing indghts.  Comparison of the point esimates in columns (1) and (2)
show that the margind effects of exit costs and taxation gppear larger for manufacturing than
for tota FDI. Compare this to the results in column (3) for services FDI, where both the exit
cost index and taxation produce ddidicaly insgnificant coefficients Hence, while there is
support  from these fird regressons that exit coss and taxation matter for totd and
manufacturing US FDI there is no evidence that this is aso the case for FDI in services sectors.
This may suggest that sunk costs matter less for services indudtries and, hence, FDI in services
is less respongve to changes in investment incentives and exit cods.

[ Table 3 here]

The basic specification edtimated in Table 3 condrains the effect of taxation and exit
codts to be equa across countries.  This may be a very dringent assumption. In particular, one
may expect differences in the effects of these two varigbles on FDI across developed and
developing countries.  For example, it may be likdy that degrees of uncertainty are different
between these two groups of countries, with developing countries markets being more risky at

|least for manufacturing activities due to economic and political instabilities®

19 0,789* (0.708-0.490)/0.807
20 As argued above, services may be more uncertain in developed countries as illustrated by the troubles
experienced recently by firmsin financial and business services.
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In order to dlow for this posshility we cdculate a developing dummy = 1 if the host
country is a developing country. This dummy is then interacted with the exit cost index and
the tax variable in order to alow the coefficients on these variables to differ for the two groups
of countries. The results of these edimations are reported in Table 4. The firgt three columns
show reaults for the definition of the dummy as being equd to 1 if the country is a low income
country according to the World Bank classfication. A different definition for the dummy is
used in columns (4) to (6) where the dummy is one if the country is either a low income or a
middle income country.

The table adso reports the results of a Wad tes for the joint dgnificance of the
interaction terms and the dummy varigble. Note that we can regect the hypothesis tha the
coefficients are jointly equa to zero only for one specification, namdy in column (3). The
results show a very grong negative effect of the tax rate in low income countries which
suggests that a one percentage point increase in the tax rate will lead to a reduction in US
sarvices FDI stocks by 12.1 percent. For developed countries, there is gill no Satisticaly
sgnificant effect of the tax rate, however, smilar to the result in Table 3.

For the results in columns (1), (2) ad (4) — (6), the Wald test suggests that the
edimation results in Table 3 without interaction terms are preferred.  Furthermore, in those
casss the interaction terms in are individudly not datisicdly ggnificantly different from zero.
Ovedl, it is reassuring to note, aso, that the results in Table 4 are Smilar to those in Table 3
in terms of magnitude and Satistica sgnificance levels.

[Table 4 here]
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It was gpparent from Tables 1 and 2 above that for a number of countries the firing cost
indices were not available for the full period? As we can therefore not observe dl changes in
this varigble over time the induson of these countries may potentidly bias the results. To
check for any possble bias we re-estimated dl above equations excluding countries for which
we do not have obsarvations on the exit cost index for the full period. The basdine
regressons, condraining the effect of taxes and firing cost index to be the same across
countries, are reported in Table 5. Note that the coefficients obtained are very smilar,
quaitatively and quantitetively, to the resultsin Table 3.

[Table 5 here]

A find dterndive specification dlows the coefficients to vary by country group,
smilar to the etimations in Table 4. These reaults, provided in Table 6 now suggest that the
specifications in columns (2) and (3) be preferred to the equivdent ones in Table 5. In other
words, the edimaions suggest that the coefficients on both exit costs and taxation differ
between low income countries on the one hand, and high and middle income countries on the
other hand. In particular, for manufacturing FDI the effect of exit costs is much stronger for
low income countries than for the other group, as indicated by the postive and datidticaly
sgnificant coefficient on the interaction term in column (2). The totd point etimae for the
effect of exit cogts on US FDI in a low income @untry is now 0.929 + 5.696 = 6.625, i.e., a
one percentage point increase in the exit cogt index (i.e, an improvement in firing regtrictions)
would lead to an increase of US FDI stocks in manufacturing by 6.6 percent, ceteris paribus.
In column (3), nore of the interaction terms are datidicdly dgnificant individudly, only the
developing dummy onitsowniis.

[Table 6 here]

21 Tax datawere available for all countries for the full period.
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5 Conclusion

This paper looks a the trade off between investment incentives and exit codts for the
location of foreign direct investment (FDI). While there has been some recent theoretical work
investigating this issue, there does not appear to be any prior empiricd work in this aea.  This
paper atempts to fill this ggp in the literature. The empiricd andyss condders the effect of
profit taxation (as a measure of investment incentives) and an index of hiring and firing cods
(proxying exit costs) on the location of US outward FDI in 33 host countries.

The empirica results are as follows. US FDI is negatively affected by the levd of
profit taxation and firing costs.  This rdationship holds only for manufacturing FDI, not for
sarvices FDI.  The results are robust to a number of different empirica specifications. There is
only limited evidence that the effects of firing costs and taxation differ between developed and
developing countries.

These results provide an important, yet heretofore neglected concluson. If countries
watt to dtract FDI, in paticular in manufacturing, it may not suffice that incentives are
provided in order to ease the entry of multinationals. Insteed, it also gppears to be important
that exit codts are a a leve attractive to MNFs.  This includes, for example, such factors as
redundancy payments, ease of firing of workers, etc. Of course, these are exactly the issues
that are being debated as part of an dlegedly necessary reform of European labour markets in
generd. The effect of FDI may provide ancther angle from which to look a the issue of
reforming labour makets in order to reman competitive as a location for internationa
production.

So what about Hotel California? It seems that just having a “lovely place’ may not be

enough to win new customers — if they are not dlowed to leave easly whenever they like.
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Table 1: Mean values of firing cost index and effective tax rate by country (1986-1996)

Firing cost index Effective tax rate
Country mean std.dev. mean std.dev.
AUSTRALIA 0.473 0.136 0.323 0.044
AUSTRIA 0.460 0.068 0.353 0.188
BLEU 0411 0.036 0.268 0.061
BRAZIL 0.620 0.075 0.209 0.088
CANADA 0.606 0.043 0.328 0.041
CHILE* 0.673 0.007 0.097 0.027
COLOMBIA" 0.550 0.020 0.283 0.040
FINLAND 0475 0.025 0.231 0.087
FRANCE 0415 0.083 0.292 0.078
GERMANY 0.425 0.042 0.320 0.090
GREECE 0.377 0.072 0.282 0.045
HONG KONG 0.830 0.058 0.107 0.021
INDIA 0.279 0.062 0.362 0.056
INDONESIA* 0.508 0.088 0.309 0.035
IRELAND 0.490 0.074 0.053 0.026
ITALY 0.322 0.069 0334 0.035
JAPAN 0.560 0.028 0.499 0.047
KOREA 0.508 0.076 0.307 0.085
MALAYSIA 0.624 0.053 0.123 0.075
MEXICO 0.505 0.031 0.266 0.068
NETHERLANDS 0.381 0.046 0.236 0.069
NEW ZEALAND 0.575 0.254 0.255 0.135
NORWAY 0.463 0.0%4 0.228 0.086
PORTUGAL 0.346 0.049 0.265 0.015
SINGAPORE 0.758 0.088 0.048 0.013
SOUTH AFRICA* 0.624 0.092 0.358 0.084
SPAIN 0.307 0.039 0.236 0.035
SWEDEN 0414 0.053 0.287 0.195
SWITZERLAND 0.698 0.098 0135 0.032
THAILAND 0.693 0.046 0.230 0.068
TURKEY 0.598 0.122 0.373 0.085
UK 0.673 0.108 0254 0.063
VENEZUELA * 0.465 0.056 0.226 0.090
us 0.708 0.034
OVERALL MEAN 0.510 0.155 0.248 0.123

Notes: The table reports simple unweighted means
Means and std.devs. for firing cost index relate to * 1994-1996; + 1992-1996; # 1988-1996
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Table2: Changesin firing cost index and effective tax rate between 1986 and 1996 by country

Firing cost index Effectivetax rate
Country percentage  absolute  percentage  absolute
AUSTRALIA 0.760 0.200 -0.161 -0.060
AUSTRIA 0.158 0.063 0.303 0.071
BLEU -0.099 -0.039 -0435 -0.165
BRAZIL 0314 0.166 -0.531 -0.1%4
CANADA 0.105 0.058 -0.230 -0.088
CHILE* -0.017 -0.012 0.012 0.001
COLOMBIA" 0.052 0.028 -0.332 -0.117
FINLAND -0.028 -0.013 -0475 -0.169
FRANCE 0.499 0.136 -0423 -0.167
GERMANY 0.095 0.036 -0.376 -0.180
GREECE 0.5%4 0.1%4 0.455 0.102
HONG KONG 0.166 0.127 0.219 0.021
INDIA -0429 -0.150 -0.268 -0.108
INDONESIA® 0.633 0.229 -0.151 -0.053
IRELAND 0.436 0.157 1.266 0.043
ITALY -0.174 -0.059 -0.017 -0.006
JAPAN 0.087 0.047 -0.100 -0.050
KOREA -0134 -0.079 -0.233 -0.063
MALAYSIA 0.0x4 0.031 -0.748 -0.200
MEXICO -0.038 -0.021 -0.487 -0.147
NETHERLANDS 0.037 0.013 -0.523 -0.177
NEW ZEALAND 1.693 0.445 -0.758 -0.332
NORWAY 0.175 0.070 -0.523 -0.189
PORTUGAL 0.496 0134 0.132 0.032
SINGAPORE 0.305 0.198 1109 0.028
SOUTH AFRICA™* -0.242 -0.166 -0.219 -0.063
SPAIN 0.014 0.004 -0.252 -0.070
SWEDEN 0.129 0.044 -0.771 -0428
SWITZERLAND 0.304 0.182 -0.321 -0.059
THAILAND 0.04 0.059 -0.185 -0.052
TURKEY 0.397 0.203 0.016 0.007
UK 0.490 0.240 -0.339 -0.126
VENEZUELA* -0.177 -0.0%4 -0.41 -0.162
us -0.041 -0.028
OVERALL MEAN 0.142 0.065 -0.288 -0.086

Notes: The table reports simple unweighted means
Growth ratesfor firing cost index relate to * 1994-1996; + 1992-1996; # 1988-1996
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Table 3: Regression resultsfor full sample

@ (@) (€)
total FDI manufacturing FDI services FDI
exit cost index 0.789 1.246 -0.492
(0.250)* * (0.377)** (0.408)
effective tax rate -0.807 -1.341 -0.769
(0.267)** (0.408)** (0.476)
GDP 0.686 0.966 0.718
(0.103)** (0.133)** (0.132)**
GDP per capita 0.264 0125 0.598
(0.103)* (0.130) (0.130)**
distance -0.463 -0.672 -0.196
(0.207)* (0.254)** (0.244)
English speaking 0.821 1.066 1.486
(0.322)* (0.394)** (0.413)**
Constant 0.000 1571 0.000
(0.000) (3.200) (0.000)
Observations 180 179 133
units 33 33 30
R-squared 0.65 0.67 0.73
Wald (I =0) 5498.00** 284.73* 3195.27**
LM (m=0) 224.61** 234.75* 123.79**
Hausman (p-value) 099 0.59 0.96
Notes:

Wald (I = 0) test for joint significance of coefficients
LM (m= 0) test for joint significance of country specific effects

standard errorsin parentheses
* significant at 5%; ** significant at 1%
time dummiesincluded

Hausman test for RE specification



Table4: Interaction terms

@ &) (©) @) ®) (6)
low income dummy low and middle income dummy
total FDI manufactur  services total FDI manufactur  services
ing FDI FDI ing FDI FDI
exit cost index 0.880 1.053 -0.347 0.778 0.927 -0477
(0.261)** (0.392)** (0.406) (0.288)** (0.436)* (0482
exit cost index * -1.188 1.368 1823 -0.071 1017 -0.164
developing dummy
(1.049) (1.569) (1.623) (0.492) (0.744) (0.812)
effective tax rate -0.806 -1.389 -0.579 -0.834 -1.519 -0.388
(0.270)** (0.410)** (0.451) (0.318)** (0.487)** (0.551)
effective tax rate * 0.425 2.900 -12.126 0.522 0.644 -1.140
developing dummy
(1.652) (2.503) (3.168)** (0541 (0.825) (0.9149)
GDP 0.660 1036 0.691 0.686 0.961 0.702
(0.110)** (0.138)** (0.137)** (0.105)** (0.136)** (0.139)**
GDP per capita 0.336 -0.048 0.614 0.108 -0.025 0574
(0.131)* (0.166) (0.172)** (0.149) (0.199) (0.204)**
distance -0.505 -0.558 -0.248 -0471 -0.694 -0.189
(0.218)* (0.262)* (0.255) (0.210)* (0.257)** (0.258)
English speaking 0.816 1079 1462 0.683 0.945 1463
(0.328)* (0.393)** (0.414)** (0.336)* (0.412)* (0.469)**
developing dummy 0.878 -2.864 3518 -0.698 -1.223 0.282
(0.920) (1.257)* (1.210)** (0.483) (0.670) (0.724)
Constant 0.000 -0.910 0.000 0.000 0.000 0.000
(0.000) (3.430) (0.000) (0.000) (0.000) (0.000)
Observations 180 179 133 180 179 133
units 33 3 30 3 3 30
R-squared 0.65 0.69 0.74 0.66 0.68 0.72
wald (I =0) 5306.81** 293.56** 3275.30**  5397.93** 2804.86**  2920.92**
LM (m=0) 194.69** 222 97** 124.82** 223.07** 216.62** 118.09**
Hausman (p-value) 1.00 0.99 0.98 0.99 0.79 0.00
Wald (interaction) 182 5.21 16.20** 3.87 347 157
Notes:

standard errors in parentheses
* significant at 5%; ** significant at 1%
time dummiesincluded
Wald (I = 0) test for joint significance of coefficients
LM (m= 0) test for joint significance of country specific effects
Wald (interaction) test for joint significance of interaction terms and devel oping dummy
Hausman test for RE specification
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Table 5: Robustness check — constrained model

@ @ (©)
total FDI manufacturing FDI services FDI
exit cost index 0.883 1.261 -0570
(0.253)** (0.398)** (0.400)
effective tax rate -0.762 -1.259 -0.808
(0.269)** (0.431)** (0.460)
GDP 0.736 1.006 0.745
(0.108)** (0.146)** (0.139)**
GDP per capita 0335 0.046 0.712
(0.113)** (0.151) (0.145)**
distance -0.358 -0.447 -0.107
(0.233) (0.300) (0.278)
English speaking 1.260 1.397 1577
(0.358)** (0.458)** (0.430)**
Constant 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Observations 165 164 123
units 28 28 27
R-squared 071 0.66 0.72
Wald (I =0) 4917.13** 2383.54** 2882.33**
LM (m=0) 211.06** 217.02x* 114.33**
Hausman (p-value) 099 0.88 0.99

Wald (I = 0) test for joint significance of coefficients
LM (m= 0) test for joint significance of country specific effects

Notes:

standard errorsin parentheses
* significant at 5%; ** significant at 1%
time dummiesincluded

Hausman test for RE specification
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Table 6: Robustness check - interaction terms

@ (@) (€) @) ©) (6)
low income dummy low and middle income dummy
total FDI manufactur  services total FDI manufactur  services
ing FDI FDI ing FDI FDI
exit cost index 0.876 0.929 -0.269 0734 0.864 -0.588
(0.264)** (0.405)* (0.374) (0.281)** (0.448) (0.461)
exit cost index * -0.827 5.696 31.602 0.443 1513 -0.146
developing dummy
(1.695) (2.646)* (26.904) (0.531) (0.842) (0.851)
effective tax rate -0.759 -1.254 -0.611 -1.010 -1.547 -0.499
(0.273)** (0.425)** (0411 (0.311)** (0.503)** (0.525)
effective tax rate * 0.912 3.488 -56.749 1.064 1.103 -0.952
developing dummy
(1.819) (2.842) (36.138) (0572 (0.920) (0.915)
GDP 0.757 1.077 0711 0.767 1.029 0.727
(0.113)** (0.148)** (0.143)** (0.112)** (0.148)** (0.147)**
GDP per capita 0.272 -0.116 0.710 0.277 -0.029 0.689
(0.243) (0.190) (0.184)** (0.19) (0.221) (0.219)**
distance -0.336 -0.367 -0.137 -0.335 -0.436 -0.109
(0.240) (0.299) (0.285) (0.242) (0.302) (0.297)
English speaking 1.269 1459 1533 1.178 1.324 1554
(0.366)** (0.454)** (0.438)** (0.392)** (0.491)** (0.490)**
devel oping dummy -0.791 -4.527 11.308 -0.836 -1.403 0.237
(1.169) (1.630)** (5.486)* (0.513) (0.736) (0.740)
Constant 3.287 0.000 0.000 3.406 0.000 0.000
(3.039) (0.000) (0.000) (2.929) (0.000) (0.000)
Observations 165 164 123 165 164 123
units 28 28 27 28 28 27
R-squared 071 0.68 0.73 071 0.68 071
wald (I =0) 479.93** 2447 . 70** 2913.46** 497.72** 2368.99** 2574.16**
LM (m=0) 212.62** 211.70** 126.39** 206.26** 203.11** 109.39**
Hausman (p-value) 0.00 0.98 0.99 1.00 0.85 0.96
Wald (interaction) 1.02 9.43* 23.63** 477 45 111
Notes:

standard errors in parentheses
* significant at 5%; ** significant at 1%
time dummiesincluded
Wald (I =0) test for joint significance of coefficients
LM (m= 0) test for joint significance of country specific effects
Wald (interaction) test for joint significance of interaction terms and devel oping dummy
Hausman test for RE specification
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