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ABSTRACT

The paper presents empirical evidence about the relation between taxes and the distribution of foreign direct
investment in China. The estimation results show that taxes have a significantly negative effect on the location of FDI.
It is also found that the cities that were opened up earlier have a head start compared with those opened up later in
terms of accumulative FDI.

INTRODUCTION

The purpose of this paper is to study the crossosed empirical evidence of the effect of taxestloa location of
FDI in China. So far, the empirical literaturethris field almost all involves U.S. direct investmebroad or FDI
within U.S. With its large and inexpensive laborc® and huge potential market, China tops thefigtDI recipients in
2008. It would be interesting to find out whetkeres have an impact on the FDI patterns of China.

It has been 30 years since late 1979 when Chinaetbto open its first “special economic zone"—shing
village near Hong Kong--to foreign investors. Otas period of transition from a closed and plaheeonomy to an
open and market economy, the FDI pattern in Chamdramatically changed. The original idea ab@aning up a
limited number of coastal cities with special tavdrs and other “policy leanings” was to utilizeeithgeographic
advantages to trade and access to overseas markets.

The core issue of the policy leaning toward somerkad regions is reduced tax rates for foreign afire
investment. The first objective of this paperdstudy the effect of overall and local income tates on FDI; secondly,
the paper addresses the issue of whether regiooertz#in economic statuses enjoy a head start attracting FDI
because they are opened up earlier and offer tantives for foreign investment enterprises (FIES).

On January 1 2008, a new Enterprise Income Tax flieplaced the old FIE income tax law applicabledieign
enterprises, which abolishes the tax incentivediegge only to foreign invested enterprises arttouces a general
tax rate. The reform is expected to have a hugmamon the pattern of China’s FDI. However, tleeviaw allows
existing FIEs to continue to pay tax at the lowateruntil 2013 or enjoy other types of tax inceesiv Therefore the
overall impact of this tax reform can only be saethe near future.

The estimation results show that corporate inccameadtes, on both the national level and the ltoadl, have a
significantly negative impact on the amount of FAlso, there is significant difference in the amtauFDI located in
regions that are opened up at different times.

THE MODEL AND DATA

China has four types of special economic regiohs: 9pecial economic zones, coastal economic opeeszo
inland economic open zones and Yangtze economio apaes. According to “Income Tax Law of The Peapl
Republic of China for Enterprises with Foreign Istreent and Foreign Enterprises”, the income tagrierprises with
foreign investment established in special econarites, foreign enterprises which have establishenenplaces in
special economic zones engaged in production anésss operations, shall be levied at the reducedofal 5% (Article
7). The income tax on enterprises with foreigrestment of a production nature established in abasbnomic open
zones, inland economic open zones and Yangtze egonopen zones shall be levied at the reduced oht24%
(Article 8).
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The income tax on enterprises with foreign investmand the income tax which shall be paid by fareig
enterprises on the income of their establishmentplaces set up in China to engage in productiorbusiness
operations shall be computed on taxable incoméetate of 30%; local income tax shall be computedaxable
income at the rate of 3% (Article 5). This meansvprcial or local authorities can determine thealdacome tax rate
on those foreign enterprises in their regions withie 3% jurisdiction.

Another difference between these special econoegjiions is that they enjoy different head startsther words,
opened up to FDI at different times. Thus it isgible that regions opened up earlier have a heatland have
accumulated more FDI because taxes are often cptddits reinvested in the same enterprise.

From 1979 to early 1980s, China successively opanedive special economic zones including Shenzhen,
Zhuhai, Shantou in Guangdong Province, Xiamen gt €hina's Fujian Province, and southern Chinalsdtalsland.
Later on Shanghai was also made a special ecormmm&and entitled the same tax benefits.

In 1984, China first opened 14 coastal cities withjor harbors from north to south along the coaestli Soon
after that, large areas on the coast are subsumedhiese coastal economic open zones includingy émgtze Delta,
Shangdong Peninsula and Jujiang Delta. All ofére®gas are entitled to the reduced 24% incomeataxon foreign
enterprises.

Into the 1990s, after reaping the first economicdfiés of these open cities, the State Council adkstito attract
the FDI further into the indigenous parts of theimioy. A number of border cities and almost a# tapital cities of
inland provinces are opened up and became thedrtaonomic Open Zones. Almost at the same timdi@&scalong
the Yangtze River are made into open zones tobthAse areas too have the reduced foreign comaradbme tax rate
of 24%.

In my dataset, all cities which belong to the abfoug types of economic zones are included. Atsduded are
5 cities that do not fall into any of these catéggr Thus altogether | have 57 observations.

In order to estimate the effect of national anchldoreign corporate income tax rates on FDI, ihégessary to
consider a model with factors that are generallysttered relevant to the location of FDI.

The equation to estimate is:

(1) Log(l) =a + B LogY + B,Logy + B;Logt + B,D, + D, + B;D; + B;D, + ¢,
wherel represents the total FDI a region attradfsis the total GDP of the cityy is the per capita GDP of the city;
t represents the foreign corporate income tax rBtgthrough D, are dummy variables indicating the status of the
region, for example, if a city is a special economone, | haveD; =1, if not | haveD, = O; likewise, if a city is a
coastal economic open zone | hals, =1, if not | haveD, = 0, and so on. Here the cities that do not beloranto

of the four types of economic open zones are left orhus the coefficients on these dummy variaktasd for the
differences between the average amounts of Fiided zones and FDI in those cities outside theseszo

The major two factors that attract FDI to China tre relatively low cost of labor and large (poteiitmarkets.
Although the products of foreign enterprises arel sl over the world and have legal access towhele Chinese
market, local trade protectionism is a problem wstrparts of the country and it is definitely eastehave full access
to the local market first. Thus a region with agk share of the country’'s GDP means a big market large
economies of scale. On the other hand, highecagita GDP of a region sends mixed messages tafonevestors.
First it implies a more productive local labor ferahich is advantageous to industries that havigtaeh demand for
skilled workers. Secondly it favors those goodsdpiced by foreign enterprises that have highetielgsof demand.
However, it may also represent a higher cost obraince higher GDP per capita leads to highercagita income
level and higher wages. Thus it would be intengsto find out what overall effect this factor hars the location of
FDI. The data about GDP and FDI are available ftoenannual statistical reports of local governments

Dummy variablesD, through D, have multiple implications too. First of all, dsis the main interest of this

paper, they represent different foreign corporateoie tax rates on the national level. Basically tSpecial
Economic Zones” indicated Hy, have tax rate of 15%; the other 3 types have 24%ori#ly, the central government

have different “policy leanings” toward differerta@omic open zones other than tax policy favorsirdly, they differ
with respect to geographic locations—those on thasttine or the Yangtze River are more easily aibks to
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international trade. Last but not least, sinces¢hgpes of economic open zones are establishdiffeatent times, some
may have a head start over others. In terms ohSere(1998), it is called the “cluster agglomenatjavhich means as
a region has a high concentration of foreign emieep of a certain type, it is more likely to dexgla better supplier
network and a pool of highly specialized labor.gi®es that were opened up earlier thus are likelgdcumulate more
FDI because of this agglomeration effect.

As | have explained, the local foreign corporateome tax is levied at a maximum of 3%. The decisibthis
tax rate is made at the provincial level. For eglanJiangsu Province decided that local foreigmamate income tax
rate is reduced by half for the capital city of Niag at 15%. This information is available fronopmcial Tax Bureaus.

While equation (1) is the basic model | estimatepider to get a hold of the overall impact of & the
distribution of FDI in China, | should try to makefew adjustments of the equation. For examplgilichange the
dependent variable in equation (1) ifag(l /Y) to evaluate the effect of taxes on the relatiweprtion of FDI over

the size of the local economy. Also, both local tates and overall tax burden of internationalpooations will be
used alternatively as independent variables. Kinblill separately use the cumulative amountd=8f by the end of
2006 and the annual inflow of FDI in 2006 as degendariables and make the comparative analysis.

THE ESTIMATION RESULTS

Table 1 lists the estimation results when the ddpehvariables are the cumulative FDI and 200&®wmfbf FDI
respectively. The independent variables are mpaiccDP, GDP per capita, corporate income tax ratesregional
status dummy variables.

Table 1: The Effect of Taxeson Cumulative and Annual FDI (2006)
(t valuesin parenthesis)

Variable Cumulative FDI 2006 FDI
1) (2) (4)
T -2.896 -3.01
(-2.68) (-2)50
t -1.21 -0.966
(-3.61) (-2.44)
GDP 0.696 0.605 0.617 0.518
(3.76) (3.54) (2.98) (2.56)
GDP per capita -0.126 -8.12 0.23 3@
(-0.44) (-0.48) (0.73) (0.99)
D1 -0.275 0.054 -0.506 -0.108
(-0.91) (0.25) (-1.49) (-0.42)
D2 0.076 0.13 0.018 0.06
(0.42) (0.75) (0.09) (0.29)
D3 -0.034 0.085 -0.327 -0.22
(-0.15) (0.40) (-1.29) (-0.86)
D4 -0.185 -0.02 -0.517 -0.38
(-0.97) (-0.13) (-2.40) (-1.73)
Constant 5.10 1.80 3.33 -0.49
(2.59) (2.20) (1.51) (-0.51)

D1 through D4 represent the city status dummy bégia
T represents the total foreign corporate incomeadée; t represents local tax rate.
All variables are in log values.
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In Table 1, the first and second column reportesigmation results for the effects of taxes ondimmulative FDI
amounts. The first column includes the total taxden on international corporations (T), while gezond column
replaces T with the local tax rate (t). It is simotlat foreign corporate income tax rates, botlthennational level and
on the local level, have significantly negativeeets on both the cumulative FDI and 2006 annualiRfldw.

* (T): Namely, the sum of taxes on the national &owdl level.

While the estimated tax effects are quite significdt is worth considering for the Chinese goveeminthat if a
local government lowers its foreign income tax iiafe going to attract much more FDI. Here cortfes problem that
the home countries of the international corporaibave different tax systems with respect to fereigome of their
firms. In order to relieve the problem of doutdedtion, governments of some countries, for exartipeU.S., U.K.
and Japan, give tax credits to their corporatiamstiie taxes paid to foreign governments. Mangiottountries, for
example France, Germany and Canada, simply exdragbteign income of their corporations from doreettxation.
Therefore one would expect the firms of those teamgption countries to react more strongly to tarsahan those of
foreign-tax-credit countries. However, for the &ad China the distinction between these two doiméak regimes
may not be so big for two main reasons:

First, international corporations can usually defiey home country tax liabilities for their foreigmcome that is
not repatriated. That is, if the profits are rextgived in their home countries as dividends, thidlynot be taxed.

Second, according to “Income Tax Law of The PeaplRepublic of China for Enterprises with Foreign
Investment and Foreign Enterprises”, any foreigregtor of an enterprise with foreign investmentakhieinvests its
share of profit obtained from the enterprise dieicito that enterprise by increasing its registiecapital, or which uses
the profit as capital investment to establish ofr@erprises with foreign investment shall be rdkah40% of the taxes
paid; and if the investor withdraws its reinvestinbefore the expiration of a period of 5 yearsshall repay the
refunded tax (Article 10). This alongside othestdas provides a strong incentive for the inteimadi corporations to
reinvest their profits into their establishment<inina.

A further analysis of the city status dummy varggbD1 through D4 reveals more about the effectxés on
FDI. One would expect the coefficients to be pesibecause these dummy variables represent tfegatites of FDI
between the four types of economic open zones landities that are not officially open—D5 whichlét out of the
regression. However, one of the D5 cities is Bgijithe capital of China, the other 4 are provincégpitals that attract
high amounts of FDI because of the tax and othegritives provided for foreign enterprises in thecalbed “high
technology development zones” within the respectities. This basically explains why many of theefficients on
these dummy variables are negative.

Comparing column (1) with column (2), clearly thee€ficients on the dummy variables are greater agmitude
when the local tax rates are included but not therall tax rates. As | explained, one of the magasons why these
types of economic open zones are different fronh edloer, and they are different from the citieq #r@ not officially
open is that they have different foreign corpoiat®me tax rates. All these cities in the econoofien zones have tax
rates (on the national level) of 15% or 24%. Fordties not declared open, tax rate is at the nblenal of 30%. The
difference of coefficients on the dummy variablesween columns (1) and (2) illustrates that tax@smatter as to
whether a city is in the open zones or not.

When we compare columns (1) and (2) with columnsaf®l (4), the effects and significance of all thght-
hand-side variables except the dummy variablesxarenuch different. So the focus here remainshencoefficients
of the dummy variables D1 through D4. Apparendy the 2006 annual FDI the coefficients on the dynwvariables
are much less in magnitude than those for the catimal FDI. This shows that the economic open zatesave a
head start with respect to the “accumulation” ofl EDmpared with cities not officially open from aher perspective.
The effects are clearer if we compare the coefiisif D2 with those of D3 and D4. Again, the d¢ménts of the
dummy variables in column (4) which includes orthe tlocal tax rates are greater than those in col(Bhrwhich
includes the total tax rates. This is consisteith the findings when cumulative FDI is the depeamtdeariable, which
illustrate the importance of taxes to the diffeesnbetween the different types of open zones.

It should not be surprising that the GDP leveltw size of municipal economy has a significantaffn FDI.
However in the latter part of this section | witlaw its effect on the FDI/GDP ratio.
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Although the effects of GDP per capita are notigtiaglly significant, it is noticeable that coeffents in the first
two columns are negative however those in thetlastcolumns are positive. As | have explained, ltheel of per
capita GDP has multiple implications for the foreigvestors. A higher level of GDP per capita nraicate a more
productive labor force but also means higher lalost. The fact that per capita GDP has a positifect on 2006 FDI
but a negative effect on cumulative FDI impliestttieere has been a shift of focus on the laboreforamely, the
international corporations may have come to Chimtaally for the lower labor cost, however the demaor more
skilled labor becomes higher as the industrieseéstment and the products are gradually upgraded.

While table 1 reports the estimation of equation @hich includes the city status dummy variabled the other
explanatory variables, one would wonder if therany real difference in terms of average FDI betwde different
types of open zones. Table 2 reports the restiltsgression of cumulative FDI on the four dummyiahles D1, D2,
D3 and DA4.

The coefficients on the dummy variables repredemtdifferences of cumulative FDI between the ecdnapen
zones and unofficially open cities which type isledled from the regression (D5). Clearly it is whathat there is
significant difference between these groups ofsiti The F test shows that the overall differeramesng the four
groups are moderately significant--F( 4, 44)@14Prob > F =0.0071.

Table 2: Average FDI Differences between the Economic Open Zones

I Coef. Std. Err t P>t [95% Conf.  Interval]

D1 .3128046 2911701 1.07 0.288 -.272954.8985632

D2 .0709004 .2416879 0.29 0.771 -.4153129 .5571136
D3 -.1561547 .3041172 -0.51 0.610 -.7679596 458650
D4 -.448257.2446318 -1.83 0.073 -.9403927 .0438787

cons 3.95851 .2150433 18.41 0.000 3.525898 423P1

Also, it is clear that from D1 to D4 the coefficterbecome less in magnitude. This means from Hoeriomic
Special Zones” to “Yangtze Open Zones” following timeline of opening up to FDI, the total FDI dtd=comes less
in value. The result complies with the “head stheory”, although the coefficients of D3 and D4 aegative. As |
explained earlier, although Beijing and a few ottities are not officially open, because of thaéhler advantages they
have proved to be especially attractive to foremyestors.

So far the discussion has been about total FDIthed?003 annual FDI inflow. Naturally, as the mstiion
results show, larger cities tend to attract mord. Mw let us turn to the effects of taxes and otfaetors on the
FDI/GDP ratio.

Table 3: The Effect of Taxes on Cumulative and Annual FDI/GDP Ratio (2006)
(t valuesin parenthesis)

Variable Cumulative FDI 2006 FDI
@) 2 3) 4)
T -3.28 -3.50
(-3.06) (-2.89)
t -1.23 -0.966
(-3.51) (-2.44)
GDP per capita -0.49 0.5 -0.23 0.234
(-2.65)  (-3.06) (-1.08) (-1.06)
D1 -0.284 0.14 -0.516  -0.003
(-0.92) (0.62) (-1.48) (-0.01)
D2 0.133 0.207 0.089 0.155
(0.73) (1.16) (0.43) (0.73)
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D3 -0.025 0.108 -0.316 -0.192

(-0.11) (0.48) (-1.21) (-0.72)
D4 -0.087 0.119 -0.392 -0.206

(-0.47) (0.65) (-1.87) (-0.95)
Constant 5.63 1.66 4.0 -0.66

(2.85) (1.95) (1.80) (-0.65)

D1 through D4 represent the city status dummy bégia
T represents the total foreign corporate incomeaée; t represents local tax rate.
All variables are in log values.

Table 3 reports the estimation of the adjusted &oud#l), with the dependent variable now being Ri#/GDP
ratio. The FDI data again are the cumulative FRIthe end of 2003 or the 2003 annual FDI inflowd dhe GDP
represents the 2006 annual total output of the<titi

The results show that taxes have a significantbatiee impact on the FDI/GDP ratio. Comparing thessults
with those shown in table 1, the coefficients ofray variables D1 through D4 are generally highemiagnitude.
This is especially true for column (2), where akfficients of the dummy variables are positivenisTimplies that the
economic open zones (especially the coastal opeesidave a head start with respect to the unaltfjobpen cities.

The general pattern of results shown in table ®issistent with those shown in table 1 except tivateffects of
GDP per capita are more significant on cumulati®/GDP ratio. Again the importance of taxes isacléor the
different groups of cities as the coefficients leé dummy variables are greater in column (2) thaecolumn (1). Also,
the coefficients of D1 through D4 are less in magie for columns (3) and (4) than for columns (i)l 42). Indeed,
the recent trend seems to show that the coasies tibve become the favorite for international $toes.

The fact that the effects of GDP per capita on BDIP ratio become less both in magnitude and insstat
significance seems to confirm a point | made eathat the industries and products of internatics@porations are
shifting from the preliminary low-tech, labor-intne ones to ones that require more skilled labbine fact that the
coefficients are still negative for the 2006 FDI/Batio tells us another side of the story, nanfelypbvious financial
reasons foreign investors pursue lower cost ofrlalien choosing the location of investment.

To further illustrate that location and time of mgiopened alongside with taxes are important factérFDI
attraction, table 4 shows the estimation resulterwthe cumulative FDI/GDP ratio is regressed onftlue dummy
variables, with the unofficially open cities excadi

Table 4: Average FDI/GDP Differences between the Economic Open Zones

ratio Coef. Std. Err. t P>t [95%r(. Interval]

dl .3269782 .2400906 136 0.180 -.1560218 .8099783
d2 117779 .199289 0.59  0.557 -.2831388 .5186967

d3 .0826547 .2507665 0.33 0.743 -.4218224 .5871318
d4 .0194116 .2017165 0.10 0.924 -.3863896 4252128
_cons -1.122897 1773187 -6.33 0.000 -1.479616 6178

The results show an even clearer picture than @biat in terms of cumulative FDI, the economiemgones do
have a rather significant head start and the edHe cities were opened up to international inmessand more FDI it
has attracted.

CONCLUSION

This paper intends to empirically study the conioecbetween the fast-growing FDI and taxes in Chihile
there is a long literature about FDI in the Unittates, the study about China is quite differerteinms of historical
background and regulations. In this study, it &cassary to distinguish the 5 types of economimaganes in
accordance with the timeline of being opened upusé 5 dummy variables to specify these types tidsei-D1
represent the Special Economic Zone, 6 coastalsciti south China (close to Hong Kong and Taiw&x?);represent
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the Coastal Economic Open Zone that was openedoap afterward, mostly coastal cities with sea hesp®3
represents the inland provincial capitals, bigesitwithout sea harbors; D4 represents the fivescalong the Yangtze
River; finally, D5 includes cities that are notiofflly open, this dummy variable is excluded frohe regression. |
hereby summarize the major findings of the model:

First, taxes have significantly negative effectstba location of FDI. This is true both for thealoforeign
corporate income tax rates and the local tax rates.

Second, the cities that are opened up earlier Adaad start with respect to cumulative FDI. Haoavethe 2006
annual FDI inflow seems to focus on the groupsitidsdenoted by D2.

Third, the effect of GDP per capita is less in magre and significance on the 2006 FDI than onciin@ulative
FDI. This may imply a shift to more skilled-labogmanding products on behalf of the internationgbarmtions.
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