ForeignDirect Investmentissues
and CorporateTaxation



TheEconomicCasgor NOTTaxing

ForeignCapital
Assume:
* 10%requiredrate of return.
 Notax.

o Capitalmovesfreely betweencountries.

« CountryA putstaxof 50%o0n allincome
derivedby nonresidents.

e Result— muchlessinvestment.



Who arethe Winnersand Losers?

e Foreigninvestorsin CountryA no worseoff.
Now make20%pre tax, 10%post tax return
In CountryA. 10%pre rand post tax
elsewhere.

* \Workersin CountryA arethe losers. Less
iInvestmentresultingin lower wagesand/or
higherunemployment.

e Capitalholdersin CountryA arethe winners.
Now get 20%ypre and post tax return.




ArgumentsSubjectto Important
Caveats

 Notaxelsewheran the world — no offset for
domestictax suchasforeigntax credits.

o Capitalmovesfreely betweencountries.
 Economiaentsdo not exist.



EconomidRents

Aboveassumedo economicrents.

What are economicrents? Arate of return
abovethe requiredrate of return. Inthe
examplearate of return abovel0%.

Typesof economicrents: firm specificand
locationspecific.

Locationspecificeconomicrentsthe
Important ones.



LocationSpecificEconomidRents

* Rentsassociatedwvith locatingin aspecific
country.

e Importantif afirm mustlocatein the
economyto sellgoodsor service$o getbtototo



Do LocationSpecificEconomic
RentsExist?

* Notjusthighreturns— maybe capitalisednto
assetprices.

 Likelyto varyfrom countryto country.
 Mineralsbut alsobrandnames.




New Zealand After tax Returnson
Equity




Foreigncontrolled Businesses
Operatingin New Zealand



Relevance

Companytax rate — loweringthis losestax on
locationspecificeconomicrents.

Articles5 and 7 — PEs.
Article 6 — Immovableproperty.

Article 9 — Assoclategbersonsandtransfer
pricing. Who getsallocatedincomeunderthe
arm’slengthprinciple?

Article 10— Dividends.







